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Faitors’ Note

A press release by the National Bank of Ethiopia (NBE), on the revised minimum
Interest rate, and social and economic schemes that would be implemented during the
five years growth and transformation program is stated in the news and information
column. Directives issued on the Banking sector are also entertained in the same
section.

A paper on the “Role of Human Capital Formation in the Ethiopian Economic Growth”,
that states health and education as a major indicator is presented in the research
column. An informative piece on inflation and a historical point are also part of this
publication in the miscellany section.

Have a pleasant reading!
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BENTLEY’S 2nd PHRASE

A B C 6ih EDITION. LICENSING AND SUPERVISION OF
BANKING Business

TIME LIMIT FOR REDUCTION AND/OR
RELINQUISHING SHAREHOLDINGS

Directive No. SBB/ 47 /2010

WHEREAS, the Proclamation prohibits: 1) any person 1) “bank” means a company licensed

other than the Federal Government of Ethiopia to hold by the National Bank of Ethiopia to

more than 5% of subscribed capital in a bank, and 2) undertake banking business;

any influential shareholder of a bank to hold shares in

any other bank; 2) “influential shareholder” means a
person who holds directly or indirectly

WHEREAS, it is necessary to issue this directive for two percent or more of the total

the implementation of the Proclamation; subscribed capital of a bank;

NOW, THEREFORE, the National Bank of Ethiopia has 3) “person” means any natural or

issued this directive in accordance with powers vested juridical person;

in it by articles 11(6) and 59(2) of the Proclamation.
4) “Proclamation” means Banking

1. Short Title Business Proclamation No. 592/2008;
and
This directive may be cited as “time
limit for reduction and/or relinquishing 5) provisions of this directive set out in
shareholding No. SBB/47/2010.” the masculine gender shall also apply
to the feminine gender.
2. Definition
3. Time Limit for Reduction of Excess
In this directive, unless the context requires Shares
other wise:

Within 36 months from the effective date of this



directive, a person who:

1) holds shares in a bank, either on his
own or jointly with his spouse or with a
person who is below the age of 18 years
and related to him by consanguinity to
the first degree, in excess of 5% of total
subscribed capital of the bank shall
reduce such holding to 5% or less;

2) is influential shareholder in a bank shall
relinquish his share holdings in another
bank.

4. Penalty

A person who fails to comply with the
provisions of this directive shall be penalized in
accordance with article 58(7) of Proclamation
number 592/2008.

5. Effective Date
This Directive shall enter into force as of 16" day
of August 2010.




LICENSING AND SUPERVISION OF
BANKING BUSINESS

ASSET CLASSIFICATION AND PROVISIONING
FOR DEVELOPMENT FINANCE INSTITUTIONS

Directives No. SBB/ 48/2010

1. Issuing Authority

These Directives are issued by the National Bank of
Ethiopia pursuant to the authority vested in it by articles
21 and 22 of Banking Business Proclamation No.

592/2008.
2. Short Title

These Directives may be cited as “Asset Classification
and Provisioning for Development Finance Institutions

Directives No. SBB/ 48/2010".

3. Purpose

The purpose of these Directives is to provide guidelines
to development finance institutions to assure that:

1.1 loans are regularly reviewed and prudently
classified in a manner that appropriately
reflect credit risk;

1.2 loans which are not performing in accordance
with contractual repayment terms are timely
recognized and reported as past due ;

1.3 accrued but uncollected interest on loans is
properly accounted for; and

1.4 timely and adequate provisions are made to the
“Provisions for Loan Losses Account” in order
to ensure that disclosed capital and earnings

performance are accurately stated.

4. Definitions

1.1 “Capitalized Interest” means any accrued and
uncollected interest that has been added to
the principal amount of loans at a payment
date or maturity; it also includes uncollected
interest that is rolled-over into new loans.

1.4
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1.2 “Cash Collateral” means credit balances on

accounts in the books of the development
finance institution over which customers have
given the institution a formal letter of cession
and which the institution at its discretion has
transferred from the customer’s account(s) to
a specific or general cash collateral account(s)
or blocked.

1.3 “Cash-substitutes” include:

1.3.1 a security issued by the Federal
Government of Ethiopia;

an unconditional obligation or guaranty
issued in writing by the Federal
Government of Ethiopia;

an unconditional obligation or guaranty
issued in writing by a foreign bank with
an A or above rating by Standard and
Poor’s Corporation, Moody’s Investor
Services or any other international
rating agency, approved by the
National Bank of Ethiopia, in its latest
rating; and

other liquid and readily marketable
securities approved in writing by
the National Bank of Ethiopia and
which are held in the vaults of the
development finance institution.

1.3.2

1.3.3

134

“Development finance institution” means an
institution which is engaged mainly in medium
and long term project finance business, with
the purpose of promoting development in the
industrial, agricultural, construction, services,
commercial or other economic sectors;

“Loans” means any financial assets of a
development finance institution arising from a
direct or indirect advance of funds (i.e. unplanned
over drawings, participation in loan syndication,
the purchase of loans from another lender,
etc.) or commitment to advance funds by a
development finance institution to a person that
are conditioned on the obligation of the person



1.6

1.7

to repay the funds, either on a specified date
or dates or on demand, usually with interest.
The term includes a contractual obligation of a
development finance institution to advance funds
to or on behalf of a person, claim evidenced
by a lease financing transaction in which the
development finance institution is the lessor, and
line of credit to be funded by the development
finance institutions on behalf of a person.
“Medium or long term loans” means loans with
original repayment or maturity period of two
years or more.

“Net Recoverable Value” means the most
probable value of a loan which will be realized
from the sale of collateral securing the loan in a
competitive and open market. For the purposes
of these Directives, the most probable value of
a loan recoverable from the sale of collateral
securing the loan shall be the outstanding
principal balance of the loan or advance
multiplied by the “average recovery rate” of a
development finance institution for loans secured
by the collateral, provided that such average
recovery rate shall not be 15 (fifteen) percentage
points greater than “industry average recovery
rate”. If a development finance institution has no
information on aggregate net cash receipts or
total net market value of acquired properties to
compute its own average recovery rate, it shall
use industry average recovery rate to determine
the most probable value of a loan.

1.7.1 Theterm “average recovery rate” means
aggregate net cash receipts from sale
of collateral plus total net market value
of acquired properties, divided by the
aggregate outstanding principal balance
of the loans backed by the collateral sold
or otherwise acquired by a development
finance institution calculated over
the period of 18 consecutive months
preceding the date of computing
minimum provision requirement as laid
down in these Directives. In case a loan
or an advance is secured by more than
one collateral, such loan or advance
and the collateral securing it shall be
excluded from computation of average
recovery rate unless all properties
backing the loan or advance are sold or
otherwise acquired by the development
finance institution.

1.7.2 “Aggregate net cash receipts” means
net cash collection (after deduction of
any expenses associated with the sale
of the collateral which may have been
necessary to place the collateral in a

1.7.3

1.7.4

1.7.5

1.7.6

saleable condition), over 18 consecutive
months preceding the date of calculating
minimum provision requirement, of a
development finance institution from
the sale of collateral which have been
seized or foreclosed by the institution in
satisfaction of loans previously granted.

The term “total net market value of
acquired properties” as used in these
Directives means the average of ask
or reserve price of acquired properties
and the highest offer bid amount
registered at the last auction in the
market that preceded the acquisition
by a development finance institution for
properties which previously were offered
by borrowers as collateral against
loans. The highest offer bid amount
for auctioned property in absence of a
bidder at the last auction shall be zero.

“Ask or reserve price” means minimum
price at which lending development
finance institution is willing to sell
foreclosed assets.

The term “ industry average recovery
rate” means aggregate net cash receipts
plus total net market value of acquired
properties, divided by the aggregate
outstanding principal balance of the
loans backed by the collateral at the time
the collateral was seized, foreclosed,
repossessed or otherwise acquired
by all banks, including development
finance institutions, operating in
Ethiopia calculated over the period of
18 consecutive months preceding the
date of determining minimum provision
requirement. In case a loan is secured by
more than one collateral, such loan and
the collateral backing it shall be excluded
from computation of industry average
recovery rate unless all properties held
as collateral against the loan are sold or
otherwise acquired by the banks. The
National Bank of Ethiopia shall compute
such industry average recovery rate
every calendar quarter and distribute to
development finance institutions.

In determining the average recovery rate
as set out under 4.7.1 herein above, the
net market value of acquired property
and/or the net cash receipt from the sale
of collateral shall not exceed 100% of
each outstanding non-performing loan
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1.8

1.9

1.10

1.11

1.12

1.13

1.14

backed by the collateral and used in the
calculation of the average recovery rate.

“Non-accrual Status” means that a loan has
been placed on a cash basis for financial
reporting purposes. Interest on such loans
accrued on the books of the development
finance institution, or for which a specific
reserve (such as a suspended interest account)
has been established by the development
finance institution to offset the full amount of
interest being accrued, shall not be taken into
income unless as otherwise provided in these
Directives.

“Non-performing loans ” means loans whose
credit quality has deteriorated such that
full collection of principal and/or interest in
accordance with the contractual repayment
terms of the loan or advance is in question.

For purposes of these Directives,

1.10.1  short term loans are non-performing
when principal and/or interest is
due and uncollected for 90 (ninety )
consecutive days or more beyond the
scheduled payment date or maturity;

1.10.2 medium and long term loans are

non-performing when principal and/

or interest is due and uncollected
for 180 (one hundred and eighty)
consecutive days or more beyond the
scheduled payment date or maturity;

1.10.3 the entire principal balance of

loans outstanding exhibiting the

characteristics  described  under
articles 4.10.1 and 4.10.2 hereof shall
be considered as non-performing.

“Person” means any judicial or natural person.

“Provisions for Loan Losses Account” means
a balance sheet valuation account established
through charges to provision expense in the
income statement in respect of possible losses
in the loan portfolio.

“Renegotiated Loans” means loans which
have been refinanced, rescheduled, rolled-
over, or otherwise modified at favorable terms
and conditions for the borrower because
of weaknesses in the borrower’s financial
condition and/or ability to repay. However, the
term excludes loans held by projects under
implementation.

“Short term loans” means loans with original

1.15

1.16

1.17

repayment or maturity period of less than two
years.

“Suspended Interest Account” means an account
where previously accrued but uncollected
interest on loans required to be placed on non-
accrual status is reserved out of the income of
the development finance institution.

“Total capital” means the paid up capital, legal
reserve and any other unencumbered reserve
acceptable to the National Bank of Ethiopia held
by a development finance institution.

“Well-Secured” means that a loan is secured
by cash collateral or cash-substitutes sufficient
to repay the full debt (principal plus accrued
interest); for purposes of these Directives,
sufficiency shall include proper legal
documentation evidencing the institution’s claim
on the collateral.

5. Loan Review

1.1

1.2

The board of directors of each development
finance institution is responsible for establishing
a loan review system which provides for the
accurate and timely recognition of problem or
deteriorating loans, assuring the adequacy of
the Provisions for Loan Losses Account, and
assuring that accrued but uncollected interest
reflected in the books of the institution are in
accordance with the requirements laid out in
these Directives.

The board of directors of each development
finance institution shall assure that a review
is made of the quality of the institution’s loan
portfolio on a regular basis, but no less than
once each calendar quarter. At the end of each
calendar quarter, or more frequently if warranted,
the board of directors shall require the executive
officer(s) of the institution to take appropriate
measures in response to the findings of the loan
review function to:

1.2.1accurately reflect earnings by assuring
that all loans categorized as non-
performing in accordance with
the requirements laid out in these
Directives are placed on non-accrual
status and accrued but uncollected
interest has been reversed out of the
institution’s income;

1.2.2assure that the Provisions for Loan
Losses Account is adequate to absorb
potential losses in accordance with
the requirements laid out in these

1l
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1.6

Directives; and

1.2.3correct problems, either in individual
loans, loan underwriting practices,
compliance with prudent lending
standards and the board-approved
lending policy, or other credit
administration weaknesses as may be
identified by the loan review function,
within a specified time frame.

The board of directors of each institution
shall maintain adequate records supporting
its evaluation of potential losses in the loans
portfolio and the entries made to reflect earnings
and the adequacy of the Provisions for Loan
Losses Account; such records shall be made
available to examining personnel of the National
Bank of Ethiopia upon request.

The loan review function shall assure on an on-
going basis, at a minimum, that:

1.4.1 lending activities are in compliance with

prudent written lending standards as
approved and adopted by the board of
directors;

1.4.2 the board of directors is adequately

informed of the risks and potential loss
exposure in outstanding loans;

1.4.3 problem or deteriorating loans are properly

and timely identified, classified, and placed
on non-accrual status in accordance
with the requirements laid out in these
Directives;

1.4.4 appropriate provisions are made to the

Provisions for Loan Losses Account for
loans classified in accordance with the
requirements laid out in these Directives;
and

1.4.5 uncollectible non-performing loans are

written off as appropriate.

The loan review function shall regularly and on
an ongoing basis review all loans which exceed
5% (five percent) of a development finance
institution’s total capital to a single borrower,
calculated in accordance with the Single
Borrower Loan Limit Directives of the National
Bank of Ethiopia, all loans required to be placed
on non-accrual status in accordance with the
requirements laid out in these Directives, and
a sampling of the remaining loan portfolio to
determine that loans reflected as performing on
the books of the institution are in fact performing
pursuant to the requirements and definitions laid
out in these Directives.

The loan review function shall be performed

by the board of directors of each development
finance institution or a group of individuals to be
designated by the board of directors, who are
knowledgeable in credit analysis methodologies
and who are not involved in the lending activities
of the institution. In the latter case, the group
shall on a regular basis, but not less than once
each calendar quarter, report its findings directly

to the board of directors in writing.

6. Placement of Loans on Non-accrual

Status

1.1 All non performing loans shall be placed on

non-accrual status, unless the loans are
well-secured.

1.2 Accrued butuncollected interest being carried on

the books for loans which are required to be
placed on non-accrual status in accordance
with the requirements laid out in these
Directives shall be eliminated by the end of
the calendar quarter in which the loans are
required to be placed on non-accrual status,
but in no event later than the fiscal year-end
date of the institution, whichever is sooner.

1.3 A non-performing loan or advance placed

on non-accrual status may be restored to
accrual status only when:

1.3.1 none of the outstanding principal and/
or interest is past due; and

1.3.2 for renegotiated loans , where all past
due interest is paid by the borrower in
cash at the time of renegotiation and
the loan or advance is not classified
as “Substandard” in accordance with
article 7.1.6. of these Directives.

1.4 Development finance institutions shall
report to the National Bank of Ethiopia on a
quarterly basis loans which exceed 5% (five
percent) of the institution ‘s capital that have
been restored from non-accrual to accrual
status.

1.5 If a development finance institution has
multiple loans outstanding to a single
borrower as calculated in accordance with
the Single Borrower Loan Limit Directives
of the National Bank of Ethiopia, and one
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loan or advance meets the criteria for non-
accrual status, then the institution shall
prepare a current written evaluation of the
borrower’s creditworthiness evidencing that
repayment prospects for the other loans are
reasonably assured; should such written
creditworthiness evaluation suggest that
repayment prospects for the other loans are
in question or otherwise uncertain, then all
such loans to the borrower shall be placed
on non-accrual status regardless of any
requirements laid out in these Directives.

7. Classification of Loans

1.1 Forthe purpose ofthese Directives, development

finance institutions shall classify all their loans,
into the following five classification categories
using the criteria described below:

7.1.1 Pass

Loans in this category are fully protected by
the current financial and paying capacity of the
borrower and are not subject to any criticism.
Notwithstanding the generality of this statement,
the following loans shall be classified pass:

a) short term loans past due for less than
30 (thirty) days,

b) medium and long term loans past due
for less than 90 (ninety) days; and

c) any loan, or portion thereof, which is
fully secured, both as to principal and
interest, by cash or cash-substitutes,
regardless of past due status or other
adverse credit factors.—

1.1.2 Special Mention

The following loans at a minimum shall be
classified special mention:

a) short term loans past due
for 30 (thirty) days or more,
but less than 90 (ninety)
days;

b) medium and long term loans
past due 90 (ninety) days
or more, but less than 180
(one-hundred-eighty) days;
1.1.3 Substandard

The following non-performing loans

at a minimum shall be classified
substandard:

a) short term loans past due 90
(ninety) days or more, but less
than 180 (one-hundred-eighty)
days;

b) medium and long term loans past
due 180 (one-hundred-eighty)
days or more, but less than 360
(three-hundred-sixty) days;

1.1.4 Doubtful

The following non-performing loans at

a minimum shall be classified doubtful:

a) short term loans past due 180
(one-hundred-eighty) days or
more, but less than 360 (three-
hundred-sixty) days;

b) medium and long term loans past
due 360 (three-hundred-sixty)
days, but less than 3 ( three)
years;

1.1.5 Loss

The following non-performing loans
at a minimum shall be classified
loss:

a) short term loans past due 360
(three-hundred-sixty) days or
more;

b) medium and long term loans
past due 3 (three) years or more;

1.1.6 Without prejudice to the classification
criteria used for the Sub-Standard
category set out under article 7.1.3
herein above, renegotiated non-
performing loans shall be categorized as
“Substandard” unless equivalent of all
past due interest is paid by the borrower
in cash at the time of renegotiation
and the following payments are made
by the borrower on a consistent and
timely basis in accordance with the
restructured terms of the loan :

a) in the case of loans with
monthly or quarterly installment
repayments, at least 3 (three)
consecutive repayments;

b) in the case of loans with semi-
annual installment repayments,
at least 2 (two) consecutive

13
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repayments;
¢) inthe case of loans with annual
installment repayments, at least
one repayment.
1.1.7 If adevelopment finance institution has
multiple loans outstanding to a single
borrower as calculated in accordance
with the Single Borrower Loan Limit
Directives of the National bank of
Ethiopia, and one loan or advance
meets the criteria for non performing,
then the institution shall prepare
a current written evaluation of the
borrower’s creditworthiness evidencing
that repayment prospects for the
other loans are reasonably assured;
should such written creditworthiness
evaluation suggest that repayment
prospects for the other loans are in
question or otherwise uncertain, then
all such loans to the borrower shall at a
minimum be classified as substandard
regardless of any requirements laid out
in these Directives.
1.1.8 A development finance institution
shall not reschedule, restructure or
renegotiate a short term loan to a
borrower for more than three iterations.
1.1.9 Before rescheduling, restructuring
or renegotiating a short term loan, a
development finance institution shall
collect in cash full amount of interest
in arrears thereof and the following
principal amounts:

a) a minimum of 25% of
outstanding principal balance
in case of rescheduling,
restructuring or renegotiating for
the second time.

b) a minimum of 50% of
outstanding principal balance
in case of rescheduling,
restructuring or renegotiating for
the third time.

Notwithstanding the classification criteria laid
out under article 7.1 herein above, a loan may
be subject to more severe classification by
examiners of the National Bank of Ethiopia if
the actual condition of the loan warrants such
classification. Conditions that warrant more
severe classification may include, but are not
limited to: (i) significant departure from the

primary source of repayment; (ii) repayment
terms which are too liberal or inconsistent with
the purpose and nature of the loan or advance
and/or collateral held; (iii) delinquencies which
have been technically cured by modifying the
repayment terms, refinancing or renewing the
loan, or advancing additional funds for the
purpose of meeting repayment requirements

on an existing loan or advance.

8. Provisioning Requirements for

11

1.2
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Article

Loans

Development finance institutions shall maintain
a “Provisions for Loan Losses Account” which
shall be created by charges to provision expense
in the income statement and shall be maintained
at a level adequate to absorb potential losses in
the loans portfolio. In determining the adequacy
of the Provisions for Loan Losses Account,
provisions may be attributed to individual or
groups of loans.

The Provisions for Loan Losses Account shall
always have a credit balance. Additions to or
reductions from this account shall be made only
through charges to provisions in the income
statement at least every calendar quarter.

Development finance institutions shall maintain
the following minimum provision percentages
against the outstanding principal amount of
each loan or advance classified in accordance
with the criteria for the classification of loans as
laid out under article 7 herein above:

Minimum Provision

G iltaon for Short, medium and

Category long term loans
8.3.1 Pass 1%
8.3.2 Special Mention 3%
8.3.3 Substandard 20%
8.34 Doubtful 65%
835 Loss 100%
1.4 Where reliable information, such as (i)

historical loan loss experience, (ii) current
economic conditions, (iii) delinquency trends,
(iv) ineffectiveness of lending policies and/or
collection procedures, or (v) lack of timeliness
and accuracy in the loan review function,
suggests that losses are likely to be more than
the above minimum provision percentages,
development finance institutions may be
required to maintain larger provisions.
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The minimum provision requirements for each
classification category here in above shall be
applied against the total outstanding principal
balance, not against the amount of past due
payments, for each loan or advance, or portion
thereof, classified regardless of whether the
loan or advance is analyzed and provided for
individually or as part of a group.

Before applying the minimum provision
percentages laid out under articles 8.3.3, 8.3.4
and 8.3.5 herein above, development finance
institutions may deduct from the outstanding
non-performing loans :

1.6.1 any accrued but uncollected interest held in a

suspended interest account (by debiting this
account); and

1.6.2 in the case of loans secured by physical

collateral net recoverable value, provided that
such net recoverable value to be deducted
shall not exceed 97% (ninety seven percent)
) of the outstanding non performing loan, or
estimated collateral value backing the non
performing loan; whichever is lower.

9. Prohibition and Review of

10.

Financial Statements of
Borrowers

1.1 Development finance institutions are
prohibited from extending overdraft
loans to their borrowers. For the purpose
of these Directives “Overdraft loan”
means a deposit account on the books
of the development finance institution
with a debit balance.

1.2 Development finance institutions shall
review financial statements for the latest
financial year of a borrower, who has
been in business for a year or above,
audited by external auditors before
granting loans of Birr 5 million or above.

Loan repayment schedule

Development finance institutions shall base
periodic loan collections from their borrowers
on cash generating capacity of the business
financed by the loan. Without limiting the
generality of the statement hereof, they shall

collect medium and long term loans at least:

1.1  Monthly from business that regularly

generates cash daily;

1.2 Quarterly from business that regularly
generate cash in two to 30 days;

1.3 semi annually from business that
regularly generate cash in 31 to 180
days;

1.4 annually from business that generate
cash in 181 to 360 days; and,

1.5 as shall be determined by board of
directors of each institution in all
other cases.

11. Examiner Review

11.1. Each development finance institution shall
maintain adequate records in support of
its evaluation of potential loss exposure
in the loans portfolio and of the entries
made to ensure an adequate Provisions
for Loan Losses Account which shall
be made available to examining
personnel of the National Bank of
Ethiopia upon request to assess the
reasonableness of the institution’s loss
estimation procedures, the reliability
of the information on which estimates
are based, and the adequacy of the
Provisions for Loan Losses Account.

11.2. Should examining personnel in applying the
requirements of these Directives and
after discussions with the executive
officer(s) of the institution find the
Provisions for Loan Losses Account
to be inadequate by more than 10%
(ten percent) when compared to the
findings of an on-site examination, the
board of directors shall within 30 (thirty)
days of such notice by the National
Bank of Ethiopia of any deficiency
in the Provisions for Loan Losses
Account require the executive officer(s)
to record the appropriate entries to
increase the balance of the Provisions
for Loan Losses Account to a level
which is within 10% (ten percent) of the
estimated amount of the Provisions for
Loan Losses Account determined by
examining personnel of the National
Bank of Ethiopia.



11.3. In the event of material disagreements
between examining personnel of the
National Bank of Ethiopia and the
executive officer(s) of the institution
regarding the appropriateness of
additional provisions needed to the
Provisions for Loan Losses Account,
the board of directors may appeal
to the National Bank of Ethiopia.
Notwithstanding this appeal, it is
incumbent on the executive officer(s)
of the institution to attend all loan
discussions and meetings during on-
site inspections in order to be fully
apprised of examiner concerns with
respect to all classified loans.

12. Other Provisioning

Requirements

12.1. Provision for depreciation of fixed assets
shall be made out of the annual
income of a development finance
institution in accordance with the law.

12.2. Operating and accumulated losses shall be
provided for from the annual net profit
until such losses are fully covered.

12.3. The value of any assets lodged or pledged
to secure a liability, as indicated under
Article 21(1)(b) of Proclamation No.
592/2008, shall be fully provided for
upon the lodging or pledging of any
asset.

12.4. Preliminary expenses representing
expenses relating to organization or
extension or the purchase of business
or good will and including share
underwriting commission shall be
fully provided for within a maximum
of 5 (five) years.

12.5. Any uncollectible claims, other than loans,
shall be classified and provided for
in the same manner and method laid
down in these Directives for loans
with monthly repayment program
or otherwise written off as other
operating expense of the institution
as they are identified.

13. Interpretation of the Directives

All loans held by a development finance institution
mustbe accounted for and categorized inaccordance
with the requirements laid out in these Directives. No
interpretation of these Directives shall be permitted
unless confirmed in writing by the National Bank
of Ethiopia. In recording a loan or advance not
covered in principle by the requirements laid out in
these Directives, a development finance institution
shall make a written request to the National Bank
of Ethiopia to confirm the proper application of the
requirements laid out in these Directives.

14. Reporting

Development finance institutions shall submit to the
Banking Supervision Directorate of the National Bank
of Ethiopia a quarterly report on loan classification and
provisioning in accordance with the table attached with
these Directives which shall be part thereof.

15. Effective Date

These Directives shall enter into force as of the 5" day
of August 2010.



LICENSING AND SUPERVISION OF
BANKING BUSINESS

Limits on Board Remuneration and
Number of Employees Who Sit on a Bank Board

WHEREAS, a sound corporate governance is vital for
the health of individual banks and the banking sector
as a whole;

WHEREAS, excessive remunerations recently being
paid by banks to directors have become a threat to the
health of the banking system;

WHEREAS, there is a need to separate board and
executive functions, so as to ensure proper checks and
balances, in banks;

NOW, THEREFORE, in accordance with paragraphs
“e” and “f" of sub-article 4 of article 14 of Banking
Business Proclamation No 592/2008, the National
Bank of Ethiopia hereby issues these directives.

1. Short Title

These Directives shall be cited as “Limits
on Board Remuneration and Number of
Employees Who Sit on Bank Board Directives
No. SBB/49/2011".

2. Definitions

For the purpose of these directives, unless
the context provides otherwise:

1.1 “bank” means a company licensed by the
National Bank of Ethiopia to undertake
banking business or a bank owned by the
Government;

1.2 “Board allowance” refers to an amount

Directives No. SBB/49/2011

of money that is paid in kind or in cash
from any account of the bank to directors
to cover incidental costs related to their
board membership;

1.3 “Board compensation” refers to any
money other than board allowance that
is paid, in cash or otherwise, to a director
from the bank’s net profit or from any other
sources;

1.4 “Director” means any member of the
board of directors of a bank, by whatever
title he may be referred to;

1.5 “Employee” means a chief executive
officer, a senior executive officer or any
other person who is appointed or hired by a
bank to carry out its day-to-day operational

activities;

1.6 “Remuneration” includes  board
compensation and allowance paid to each
director;

Scope of the Directives

These directives shall apply to all banks
operating in Ethiopia.

Remuneration of Directors
4.1 Annual board compensation to a director

shall not exceed birr 50,000 (fifty thousand
birr).
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4.2 Monthly allowance paid to a director shall
not exceed birr 2,000 (two thousand birr).

4.3 No bank shall pay any financial or otherwise
remuneration or benefits other than those
stated under sub-articles “4.1” and “4.2”
of this article in whatsoever form to its
directors any time.

Number of Employees Who Sit
on Bank Board

No employee of a bank, be it permanent or
contractual, shall sit on the board of any bank.

Effective Date

These Directives shall enter into force as of

15" day of January 2011.




The Role of Human Capital Formation in the

Ethiopian Economic Growth

By

Fikadu Digafie (NBE)

ABOTRAGT

Human resource is one of the key factors in production,
equally in the determination of any realistic growth of
any nation. Therefore, to maximize any investments
opportunities, countries should give due consideration
to human development. This paper perused on human
capital formation and government attitude to human
capital usually, with a view to finding out the relationship
between human capital investment and national growth
using government spending on education and health in
terms of recurrent expenditure and capital expenditure,
by the use of regression analysis incorporating human
capitalintothe growth process. Apositive and statistically
significant relationship was discovered between
human capital investment (recurrent expenditure on
education and health) and the real GDP growth rate.
The case of capital expenditure is consistent with prior
hypothesis but statistically insignificant. It is therefore
recommended that the Ethiopian government should
increase recurrent expenditure on education and health
S0 as to optimize national growth.

l. Introduction

Human resource is one of the key determinants of
national economic growth like other factors such as
physical capital and natural resources. However, in the
traditional neoclassical growth models developed by
Robert Solow and Trevor Swan in 1956 (as indicated
in Akintoye and Felix. Adidu, 2008), inputs like capital
and labour (both physical inputs) were considered
as the mere determinants of output. In this model,
non-economic variables such as human capital and
human health factors were not considered. To address
this issue, new hypothesis commonly known as
“endogenous growth model” was developed by Paul
Romer in 1986. By broadening the concept of capital to
include human capital, Rober squabbles that the law of
diminishing return to scale phenomenon might not hold
true. This means that if the firm that invests in capital
also recruits skilled and healthy labour, that is not only
productive but also able to use physical capital and
technology more efficiently without facing diminishing
return to scale phenomenon.



Modern education was introduced in Ethiopia
nearly a century ago. However, the education and
training offered during these long years had limited
positive impact on the lives of the people and
national development as a whole. The education
offered has not enabled to solve the problems of
farmers, pastoralist, and change the lives of the
overwhelming majority of the people. In Ethiopia,
the importance of human capital development in
socio-economic development of the country has
got noteworthy attention principally following the
change of government in 1991. Therefore, the main
objective of this study is to evaluate how this effort
of enhancing human capital development helps in
the effort to achieve sustainable economic growth
and poverty reduction process in the country.

The scope of the study is reviewing related literature
on growth theories and empirical finding, descriptive
evaluation of the post-Derg period investment in
human development by the government and providing
empirical finding by modelling Ethiopian economic
growth that incorporates human development as
explanatory variable. This study is very relevant taking
into account the effort of the governmentin developing
human capital during the past two decades assuming
its positive role in the country’s economic growth and
development.

The policy implication of this study could be very vital
as it gives a clue for the government to either review its
human capital investment strategy or go ahead with the
existing policy as the main objective to invest on human
capital is to achieve sustainable economic growth
supported by skilled and healthy human resource as a
main component factors in output production. Hence,
the significance of this study is to highlight whether the
effort by the government in enhancing human capital
development is translated into the main objective of the
country i.e. poverty reduction and realizing sustainable
economic growth or not.

The data used in this study are all secondary and
collected from Ministry of Finance and Economic
Development (MoFED) and National Bank of
Ethiopia’s various publications & databases covering
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the year 1979/80 — 2008/09 Ethiopian fiscal year. Both
descriptive analysis and appropriate econometric time
series analysis methodologies will be employed in this
study. Real GDP growth is the dependent variable
regressed on human capital investment proxied by
government capital and recurrent expenditure on
education and health®. Other controlling variables such
as export plus import to GDP ratio (proxy for openness
to international markets), physical capital formation
(real domestic gross investment to GDP ratio), financial
development captured by private sector credit to GDP
ratio and other explanatory variables of growth in
the Ethiopian context would be included with some
dummies.

The remaining part of the paper is organized as follow:
Section two deals with review of related literature
on the role of human capital formation in economic
growth in general and empirical evidence obtained
so far on how skilled labour is related to economic
growth in Ethiopia. Section three deals with analysis
of the main study i.e. the role of investment on human
development in economic growth of Ethiopia while
section four concludes and provides result driven
recommendations.

Il. Review of Literature

Past literature is full of assumptions that physical
capital is the mere productive asset of a country’s
productive force while natural and human capital
were entirely omitted. In latest times, nevertheless,
the consciousness that healthy and well-educated
people make an economy more productive has now
shifted the focus to investment in human capital. Thus,
human capital is now considered as the principal
determinant of a country’s standard of living because its
development determines how well a country succeeds

1 Capital spending and recurrent spending on education and
health are entered the model separately i.e. capital expenditure on
education and health as one variable and recurrent expenditure on

education and health as another variable in order to ascertain which

of them contributed more to the growth process.
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in developing and utilizing the skills, knowledge, health
and habits of its population. With this development,
coupled with the emerging empirical evidence, one
might expect that disregarding human capital in the
growth process would lead to erroneous conclusions.
Kendrick (1976) as indicated in Ishola Rufus Akintoye
and Felix. Adidu (2008) estimated that over half of the
total U.S. capital stock in 1969 was human capital.
World Bank’s (1995) assessment for 192 countries on
the other hand indicated that human capital, on the
average, accounts for 64 percent of the total wealth
while physical and natural capital account only for 16
and 20 percent, respectively. The study further argued
that the dominance of human capital is predominantly
prevailing in high-income countries whereas in
sub-Saharan Africa, human resources are poorly
developed. These renewed descriptions have led to
the reformulation of Robert Solow's (1956) paradigm
neoclassical production function. Lucas (1998), cited in
Adamu (2000); Mankiw, et al (1992), cited in A.A. Awe
and S.0. Ajayi, (2010); and Grammy and Assane (1996)
all stress the role of human capital in the development
process and their findings point to the fact that a highly
literate labour endorses faster economic growth.

The notion of investment in human capital is of latest
origin predominantly followed the emergence of
‘endogenous growth model’ that emphasises the role
of human development in growth. Health and education
are two strongly related human capital components that
work together to make the individual more productive.
Giving attention to one component as more important
than the other is idealistic as a more educated
individual, who is not healthy, is as unproductive as an
uneducated one. Both components are thus related
together because of their close relationship. Appleton
and Teal (1998) as cited in Lawanson Olukemi (2009),
illustrate health and education as components of
human capital that are contributors to human wellbeing.
They describe these components as different from
other types of goods produced in societies. While
high incomes may be favourable to health it cannot be
directly purchased like material goods and services.
Health and education are frequently subsidized by the
state and in some countries, education is obligatory for
certain minimum length of time.

As to Adamu (2000), the perception of human capital
refers to the abilities and skill of human resources of
a country while human capital formation refers to the
process of acquiring and increasing the number of
persons who have the skills, education and experience
that are crucial for the economic growth and political
development of a country. On the other hand, Okojie
(1995) associated human capital formation with
investing in man and his development as a creative
and productive process. Economists on the other hand
define human capital as education, health and other
human capacities that can raise productivity when
increased).

A.A. Awe and S.O. Ajayi, (2010) on their part explained
that the contribution of education to economic growth is
supposed on its capability to enhance the efficiency of
an existing labour force. According to them education
contributes to economic growth in the following ways.
First, education incorporates skills such as engineering,
medicines, law, accounting, computer science and
teaching, which are helpful in the production process.
Secondly, education conveys knowledge of economics,
political science arts, geography, philosophy, history,
mathematics and logical reasoning which can add to
the most significant characteristics of economic growth
such as innovation, adaptation and entrepreneurship.
Thirdly, education provides job ethics and attitudes
conducive to production of goods and services. Finally,
education serves as screening device for selecting
or identifying talents in the most efficient manner.
Therefore, education is capable of enhancing the
efficient production of goods and services by ensuring
through screening that the best people are made
available for the world of research.

Schultz (1961), one of the early contributors to the
study of the importance of human capital, identifies
five ways by which human capital can be developed.
These include 1) Health facilities and services, broadly
conceived to include all expenditures that affect the
life expectancy, stamina, strength, vigour and vitality
of people. 2) On-the-job- training, including old type
apprenticeships organized by firms. 3) Formally
organized education at the elementary, secondary, and
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higher levels. 4) Study programs for adults that are
not organized by firms, including extension programs
notably in agriculture. 5) Migration of individuals and
families to adjust to changing job opportunities.

Lawanson Olukemi (2009) studied the case of Nigeria by
regressing Gross Domestic Product on Government'’s
expenditure on health, government's expenditure on
education, primary school enrolment rate, secondary
school enrolment rate and tertiary institutions enrolment
rate to evaluate the role of human capital development
on Nigerian economic growth. He did not include any
controlling variables other than human development
related variables in his model and hypothesized that
all explanatory variables positively affect economic
growth in Nigeria. His empirical finding revealed that
government expenditure on education has positive
and significant impact on economic growth. The
coefficient of government expenditure on health and
primary enrolment rate are inconsistent with a priori
expectation implying a negative relationship between
government expenditure on health and economic
growth but insignificant statistically. He found that both
secondary school and tertiary school enrolment are
consistent with a priori expectation and significant to
affect economic growth of Nigeria.

Another study on Nigeria by Ishola Rufus Akintoye
and Felix a. Adidu (2008) with different approach to
the above researchers found that government capital
expenditure on education contributes to economic
growth while government recurrent expenditure is
inconsistent with prior hypothesis and statistically
insignificant.

The study released by Asian Development Bank
on Asian countries revealed that those countries
which have higher human capital development index
achieved more economic growth than those with lower
human capital index. Hence, the study summarized
that investment in human capital is vital for economic
growth.

Hiro lzushi, Robert Huggins (2004) as cited in
Ishola Rufus Akintoye and Felix a. Adidu study for
the European regions indicated that human capital
development is more important than physical capital in
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the economic growth of the region in relative term.

A.A. Awe and S.O. Ajayi, (2010) in their study on Nigeria
titted “The Nexus Between Human Capital Investment
and Economic Growth in Nigeria” observed that when
Gross Domestic Product (GDP) was regressed on
its four lag values of Human Capital Investment the
coefficient was significant at 5% level and concluded
that more than 60 percent of the variation in economic
growth is explained by past values of human capital
investment in Nigeria.

With regard to empirical literature on determinants
of economic growth in Ethiopia, researchers such as
Abera Senbeta (2001) and Seid Nuru (2000) tended to
scrutinize determinants of economic growth in Ethiopia
by incorporating human development as explanatory
variable. Abera, in his paper, “Investment-Growth
Link in Ethiopia” regressed output growth on real
investment as a share of lagged real GDP, the ratio of
real government investment to lagged real GDP, labour
force growth rate (estimated by the population growth
rate) and export. His finding reveals that, only export
and human development are statistically significant
to explain long-run growth in Ethiopia. However, his
study took the total population growth rate and did not
show how investment in human development is vital in
economic growth. Similarly, Seid (2000) incorporated
labour, physical capital (represented by gross fixed
capital formation), human capital (proxeid by gross
enrolment ratio), export and rainfall in his model to
explain real per capita GDP growth in Ethiopia and
came across with results where real per capita GDP
growth is explained by labour, human capital, export
and agricultural demand (as proxied by rainfall) in the
long-run. Unlike Abera’s model, Seid used enrolment
ratio which is better than taking population growth
rate to capture investment in human capital and found
positive relationship. The other researcher Fikadu
(2006) incorporated human development captured
by student index (grade seven and above) as a
proxy for human development in his study “ Financial
Deepening-Growth Link in Ethiopia” and found that
human development is not significant enough to affect
real growth rate in Ethiopia.
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lll. The Role of Human Development
in Ethiopian Economic Growth

3.1 Trends in Investment in Education and
Health Sectors?

In  1990/91, government’s recurrent expenditure
(RE) on education (E) and health (H) was Birr
575.5 million which accounted for 15.8 percent of
total recurrent expenditure. The same year, capital
expenditure allocated for health and education was
about Birr 74.7 million accounting for 6.3 percent of
total capital expenditure. Overall, only 13.5 percent of
recurrent and capital expenditure (CE) was allocated
for education and health sector in 1991. Registering
remarkable improvements following the change of
the government in May 1991, government recurrent
expenditure on education and health sectors reached
Birr 9.7 billion or 35.9 percent in 2009. In the same way,
capital expenditure on education and health stood at
Birr 6.9 billion or 22.5 percent in 2009. Therefore, the
total recurrent and capital expenditure allocated for
education and health sector reached Birr 16.6 billion
or 28.8 percent in 2009 from only 13.5 percent during
change of the government from command economic
advocator to mixed® economy advocator in May 1991.

3.2 Model Specification

Modifying prior attempt in modelling the Ethiopian
economic growth by various researchers such as Abera
(2001), Seid (2000) and Fikadu (2006) who captured
the role of human development in economic growth
by labour force estimated from population growth
rate, enrolment rate and student index, respectively,
the writer employed different proxy for investment in
human development (recurrent and capital expenditure
on education and health) as investment in education
and health are better to capture human development
to see its role in growth. GDP growth is regressed on
government recurrent expenditure on education and
health (REEH), government capital expenditure on
education and health (KEEH) with controlling variables
suchasimportplus exportto GDPratio (TOT) to measure
openness to international markets, gross investment to
GDRP ratio (K) (proxy for capital accumulation), private
credit to GDP ratio (PC) to capture the role of financial
development in economic growth, dummy for change
of the government (DC) to capture the role of policy
change on growth and dummy for drought (DD) to see
the impact of rain on growth. All variables entered the
model in real terms and natural logarithms form. The
following question explains the functional form:

Hg 1: Trends in the Ratio of Expenditur on Education and Health Sectors from Total
Recurrent and Capital Expenditures

2 Referees to the government’s recurrent and capital allocation ex-
cluding the noticeable roles of the private sectors, NGOs and other
sectors due to lack of organized time series data.

3 A government with key role in the economy holding on key areas
to avoid market failure but allows the private sector to play major

roles in the economy
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GDP = f (REEH, KEEH, TOT, K, PC, DC and DD,

All variables entered this model are expected to affect
GDP growth positively including dummy for change
of the government except dummy drought which
is expected to have negative sign as lack of rain is
obviously a series damage to agriculture dominant
economy of Ethiopia by affecting total production,
export and employment opportunities inversely. The
following question can be derived from function 1:

log (GDP) = log(REEH)+log(KEEH)+log(TOT)+log(K)+
log(PC)+DC-DD-DW............... 2

Unitt Roo: Test

In time series study, stationarity test is the first step
as missing on testing this will result in false/spurious”
relationship between the dependent and explanatory
variables (Gujarati, 1995, Eview 6 user manual).
Therefore, the researcher tested whether the variables
are stationary at level or should be differenced using
the commonly known

Augmented  Dickey- Long Run Equation Result with t-statisticin [ ]
Fuller Statistics | (GDp) =5.705+0.455*L (REEH) +0.087*L (KEEH)-0.068*L (K)-+0.142*L (PC)-0.019*L (TOT)
(ADB)  stationarity [11.52] [4.22] [1.24] [-0.51] [-0.97] [-0.23]
test methodology. At
conventional level of .0 196%(DD) +0.006*(DC)..........c..oeeeveeeieiee e eee et 3
significance (5 percent  [-3.17] [0.095]
critical value), all the
variables have unit R2=97 Adjusted R2 = 96
root at level but have F-statistics = 89.3 (0.00000) DW= 1.5
become stationary
after first difference. . T
! 3.5 Short Run ECM Result with t-statistics in [ ]
Therefore, variables
at first difference are
used for regression as DL (GDP) = 0.037 +0.501*DL (GDP (-1)) - 0.151*DL (KEEH (-3)) - 0.271*DL (REEH (-1))
all are order one | (1) [2.08] [2.90] [-3.64] [-2.21]
e B +0.207*DL (REEH (-2)) +0.207*DL (TOT (-2))-0.32* ECM (<L) o ooveeee e 4
[1.88] [2.83] [-1.52]

R? =59 Adjusted R? = 46

3.4 Co-integration Test

After testing for stationarity, co-integration test is
not needed if both the exogenous and endogenous
variables are stationary at level i.e. | (0). However, if
the variables are stationary at first difference i.e. | (1),
integrated of order one, co-integration test have to be
done so as to see if there is long-run relationship or
equilibrium between | (1) variables. To see the presence
of co-integration, it is just testing for the residual’'s (&)
stationary. In this case to say that there is co-integration
between the variables, the residual should be stationary
at level or I (0) with negative sign. Therefore, even if the
variables are non-stationary at level individually, they
are co-integrated if their difference is stationary at level
(Eview 6 user manual).

By using Augmented Dickey-Filler (ADF) co-integration
test methodology, the residual term is tested and found
to be stationary at level | (0) i.e. ADF Test Statistics is
—4.91 against 1% Critical value of -3.679, 5% Ciritical
value of -2.968 and 10% Critical value of -2.623.
Therefore, there is a long-run relationship or equilibrium
between the intergraded of order one, | (1) variables.

F-statistics = 4.51 (0.005290) DW= 1.4

24



B |

The result obtained from the long run equation
revealed that only recurrent expenditure on education
and health affects real GDP growth where capital
expenditure on education and health is not statistically
significant to affect real growth despite its sign is
consistent with the prior hypothesis. Other controlling
variables such as openness measurement (TOT),
gross capital accumulation/gross investment ratio (K)
and financial development proxy (PC) are inconsistent
and insignificant to affect real growth in Ethiopia.
The dummy drought is consistent and statistically
significant to affect real growth negatively which is
expected in such an agrarian economy as Ethiopia.
Another dummy variable change of government (DC)
is consistent but statistically insignificant (which might
indicate the existence of bottlenecks in implementation
of government policies).

Regarding the main purpose of this study, examining
the role of investing in human capital in the form of
recurrent and capital expenditure on education and
health, the finding is inline with the prior hypothesis
especially in case of recurrent expenditure.

In the short run dynamic error correction equation, real
GDP growth is significantly explained by last year real
GPD growth, three periods lag real capital expenditure
on education and health, one and two periods lag real
recurrent expenditure on education and health and
two period lag degree of openness of the Ethiopian
economy to the international markets.

The adjustment coefficient indicates 32 percent of
deviation from the long run relationship is adjusted
in the next period. Finally, the adjusted R-square of
96 percent reveals that the employed explanatory
variables explain the dependent variable very well with
very good overall fitness, F-statistics.

IV Conclusion and
Recommendation

4.1 Conclusion

The researcher was initiated to carry out this study
to see the role of investment in human capital in the
process of facilitating economic growth and then
development on sustainable basis to see-off poverty
in Ethiopia. Government expenditure on educational
and health sectors in the form of recurrent and
capital expenditure is utilized as a proxy for human
development index. Macroeconomic data (1980-2009)
obtained from Ministry of Finance and Economic
Development and National Bank of Ethiopia’s various
publications are used. Logarithms of Real GDP are
regressed on human development proxy and other
relevant controlling variables.

Stationary test has been carried out before proceeding
to estimation and found that all variables entered the
model have unit root at level but stationary after first
difference. Co-integration test is another important test
prior estimation and the residual’s is stationary at level
with expected negative sign.

Review of post-‘Derg’ period government investment
in education and health as recurrent and capital
expenditures was undertaken before estimating the
model. The effort of the government was remarkable
as only 13.5 percent of total recurrent and capital
expenditure was allocated for education and health in
1991 vis-a-vis 28.8 percent of more than Birr 16.6 Billion
in 2009. The estimations result revealed on the other
hand that real GDP growth is explained by recurrent
expenditure on education and health and dummy for
drought season statistically with prior expected sign in
the long run where capital expenditure has expected
sign but statistically insignificant. The other explanatory
variables are inconsistent and insignificant to affect real
growth in this study.
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The most important variable in the short run dynamic
guestion is the sign and elasticity of the coefficient of the
first lag residual term (ECM (-1)) which measures the
adjustment capability of deviation from the equilibrium
in the long run. In this regard, the finding revealed
that the adjustment coefficient is weak with about 32
percent convergence of the short-run shock existing
last year towards its long-run path in the current year
i.e. its power to adjust deviation from equilibrium per
annum is just 32 percent .

4.2 Recommendation

Based on the findings, the follow recommendations are
forwarded:
= Recurrent expenditure on education and
health is found to be the most significant
determinate of real economic growth in
Ethiopia. Therefore, it is consistent with
prior hypothesis that government investment
in human development in the form of
education and health affects economic
growth positively. From this truth, the writer
comments the government’s effort to expand
education and health sector for meeting its
ultimate objective of poverty mitigation in the
long run and hence should be encouraged at
a higher scale.
= The consistent but statistically insignificant
capital expenditure on education and
health on the other hand reveals that
government’s investment in the long run
education and health sector facilities is not
sufficient. Therefore, it is recommendable if
the government due gives attention to more
capital expenditure in education and health
side by side with recurrent expenditure.
= The other consistent and statistically
significant determinant of the Ethiopian
economic growth is found to be dummy
drought in this study. This finding is expected
due to the fact that the Ethiopian economy is
agrarian as about 80 percent employment is
created by this sector, more than 90 percent
of total export is earned from agriculture and
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GDP predominantly comes from agriculture.
From this fundamental truth, dependency
on favourable climate should be minimized
if the country needs to achieve economic
growth on sustainable basis that can resist
any natural and external shocks. For this
to be happen, the government should give
more focus for large scale modern irrigation
schemes to boost agricultural production
even in drought seasons on one hand, and
try to increase the role of industry in GDP
growth on the other hand, by encouraging
domestic private investors and attracting
foreign investment in addition to enhancing
human capital development.

The consistent but statistically insignificant
dummy change of the government (a proxy
for change of policy from command economic
system to partially market led economic
system) can reveal that efforts taken by the
government to facilitate economic growth
should be inclusive and revised timely based
on study as time factor could be make
policies obsolete and ineffectual. Further
more, government should fight corruption;
revise land leasing system and uphold good
governance to maximize the positive role
that human development plays in economic
growth.

Finally, the researcher believes that the
positive and significant role of human capital
development in GDP growth revealed in this
study facilitates the implementation of the
next five years Growth and Transformation
Plan (GAP). As industrialization and high
level infrastructure developments have
been given more attention in the next five
years plan, skilled labour is vital factor in the
process of transforming the economy from
subsistence agriculture to modern agriculture
or industry based economy given the effort in
human capital formation continues at higher
scale over the coming years.
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Appendices

Appendix A: Summary of Government Recurrent and Capital Expenditure on Education and Health (in

Million Birr)
Fiscal .
RE E H E&H Total Ratio
Year
1990/91 3,640.3 15.8 1,189.5 74.7 6.3 650.2
447.1 128.4 5755 42.6 32.1 135
1991/92 3,253.6 19.7 919.2 75.6 8.2 717.4
490.3 151.5 641.8 38.2 37.4 17.2
1992/93 3,434.5 23.1 1,715.8 9.0 948.2
604.0 189.2 793.2 88.4 66.6 155.0 18.4
1993/94 4,399.7 23.2 2,366.6 13.7 1,346.3
741.0 280.7 1,021.7 256.0 68.5 324.5 19.9
1994/95 52155 22.5 2,669.2 14.6 1,562.9
863.5 310.2 1,173.7 269.2 120.0 389.2 19.8
1995/96 5,582.2 22.7 2,998.8 19.9 1,864.8
941.0 328.1 1,269.1 441.9 153.9 595.7 21.7
1996/97 5,750.4 23.9 4,252.1 15.6 2,036.7
1,032.4 340.9 1,373.3 420.1 243.3 663.4 20.4
1997/98 7,190.5 21.0 3,537.4 18.3 2,157.4
1,120.1 390.2 1,510.4 395.4 251.6 647.0 20.1
1998/99 10,533.1 16.3 4,135.4 15.0 2,341.1
1,260.8 459.1 1,719.9 442.0 179.3 621.2 16.0
1999/00 13,678.4 12.7 4,019.3 175 2,443.7
1,338.0 401.7 1,739.7 519.0 185.0 704.00 13.8
2000/01 11,824.6 17.0 3,835.6 11.9 2,463.5
1,576.5 432.1 2,008.6 287.8 167.2 454.97 15.7
2001/02 12,125.7 20.2 5,585.5 16.2 3,352.6
1,907.5 542.5 2,450.0 605.5 297.1 902.57 18.9
2002/03 14,219.4 21.2 6,591.8 15.7 4,057.6
2,395.4 624.0 3,019.4 793.3 244.9 1,038.19 195
2003/04 13,008.0 24.4 6,893.9 23.9 4,816.7
2,623.2 545.0 3,168.1 1,380.8 267.8 1,648.53 24.2
2004/05 13,236.0 27.8 8,539.9 2,118.62 | 24.8 5,795.6
2,981.0 696.0 3,677.0 1,825.8 292.8 26.6
2005/06 15,234.0 31.0 12,856.2 18.7 7,129.8
3,906.4 822.4 4,728.8 1,895.6 505.4 2,401.00 25.4
2006/07 17,323.9 34.1 14,955.3 20.0 8,903.9
4,896.3 | 1,009.4 | 5,905.8 2,479.0 519.2 2,998.15 27.6
2007/08 22,794.0 35.6 24,121.0 5,311.40 | 22.0 13,416.4
6,621.0 | 1,484.0 | 8,105.0 3,390.8 | 1,920.6 28.6
2008/09 27,177.0 35.9 30,598.7 22.5 16,631.5
8,009.0 | 1,734.0 | 9,743.0 4,752.2 | 2,136.3 | 6,888.50 28.8

Source: MOFED

Appendix B: The Augmented Dickey- Fuller (ADF) Unit Root Test Results

Variable ADF without Trend 5 percent CV ADF with Trend 5 percent CV
GDP -2.968 5.103 -3.574 1.915
REEH -2.976 5.031 -3.588 3.157
KEEH -2.968 5.206 -3.633 2.136
TOT -2.972 -0.903 -3.581 -1.882
K -2.968 -2.465 -3.588 -3.070
PC -2.968 -1.273 -3.581 -2.888
dGDP -2.972 -2.540 -3.581* -3.921
dREEH -2.972 -2.604 -3.581* -4.278
dKEEH -2.998 3.821 -3.581* -3.623
dToT -2.972* -4.565 -3.581* -4.456
dK -2.972* -8.425 -3.581* -8.266
dPC -2.972* -4.464 -3.581* -4.377

Notes: variables GDP, REEH, KEEH, TOT, K and PC are the natural logarithm of respected variables as defined under
model specification section above. d denotes first difference and CV represents critical values at 5% significance

level.

* Rejection of null hypothesis that there | unit root
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BACK TO BASICS

Ceyda Oner

T may be one of the most familiar words in econom-

ics. Inflation has plunged countries into long peri-

ods of instability. Central bankers often aspire to be

known as “inflation hawks." Politicians have won
elections with promises to combat inflation, only to lose
power after failing to do so. Inflation was even declared
Public Enemy No. | in the United States—by President
Gerald Ford in 1974. What, then, is inflation, and why is
it $0 important?

Inflation is the rate of increase in prices over a given
period of time. Inflation is typically a broad measure, such
as the overall increase in prices or the increase in the cost
of living in a country. But it can also be more narrowly
calculated—for certain goods, such as food, or for services,
such as a haircut, for example. Whatever the context, infla-
tion represents how much more expensive the relevant set
of goods and/or services has become over a certain period,
most commonly a year.

Measuring inflation

Consumers’ cost of living depends on the prices of many
goods and services and the share of each in the house-
hold budget. To measure the average consumer’s cost of
living, government agencies conduct household surveys
to identify a basket of commonly purchased items and
track over time the cost of purchasing this basket. (Hous-
ing expenses, including rent and mortgages, constitute the
largest component of the consumer basket in the United
States.) The cost of this basket at a given time expressed
relative to a base year is the consumer price index (CP1),
and the percentage change in the CPI over a certain pe-
riod is consumer price inflation, the most widely used
measure of inflation. (For example, if the base year CP1
is 100 and the current CPl is 110, inflation is 10 percent
over the period.)

Core consumer inflation focuses on the underlying and
persistent trends in inflation by excluding prices set by
the government and the more volatile prices of products,
such as food and energy, most affected by seasonal fac-
tors or temporary supply conditions. Core inflation is
also watched closely by policymakers. Calculation of an
overall inflation rate—for a country, say, and not just for

What
Is Inflation?

consumers—requires an index with broader coverage, such
as the gross domestic product (GDP) deflator,

The CPI basket is mostly kept constant over time for
consistency, but is tweaked occasionally to reflect chang-
ing consumption patterns—for example, to include new
hi-tech goods and to replace items no longer widely pur-
chaszd. Because it shows how, on average, prices change
over time for everything produced in an economy, the
contznts of the GDF deflator vary each year and are more
current than the mostly fixed CPl basket. On the other
hand, the deflator includes non-consumer items (such as
military spending) and is therefore not a good measure of
the cost of living.

The good and the bad

To the extent that households' nominal income, which they
receive in current money, does not increase as much as
prices, they are worse off, because they can afford to pur-
chase less. In other words, their purchasing power or real—
inflation-adjusted—income falls. Real income is a proxy
for the standard of living. When real incomes are rising, so
is the standard of living, and vice versa.

Inreality, prices change at different paces. Some, such as
the prices of traded commodities, change every day; others,
suchas wages established by contracts, take longer to adjust
{or are “sticky,” in economic parlance). In an inflationary
environment, unevenly rising prices inevitably reduce the
purchasing power of some consumers, and this erosion of
real income is the single biggest cost of inflation.

Inflation can also distort purchasing power over time for
recipients and payers of fixed interest rates. Take pension-
ers who receive a fixed 5 percent yearly increase to their
pension. If inflation is higher than 3 percent, a pensioner’s
purchasing power falls. On the other hand, a borrower who
paysa fixed-rate mortgage of 5 percent would benefit from
5 percent inflation, because the real interest rate (the nomi-
nal rate minus the inflation rate) would be zero; servicing
this debt would be even easier if inflation were higher, as
longas the borrower's income keeps up with inflation. The
lender’s real income, of course, suffers. To the extent that
inflation is not factored into mominal interest ates, some
gainand some lose purchasing power.
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Indeed, many countries have grappled with high
inflation—and in some cases hyperinflation, 1,000 percent or
more a year. In 2008, Zimbabwe experienced one of the worst
cases of hyperinflation ever, with estimated annual inflation
at one point of 500 billion percent. Such high levels of infla-
tion have been disastrous, and countries have had to take dif-
ficult and painful policy measures to bring inflation back to
reasonable levels, sometimes by giving up their national cur-
rency, as Zimbabwe has,

Although high inflation hurts an economy, deflation, or
falling prices, is not desirable either. When prices are falling,
consumers delay making purchases if they can, anticipat-
ing lower prices in the future. For the economy this means
less economic activity, less income generated by producers,
and lower economic growth. Japan is one country with a
long period of nearly no economic growth, largely because
of deflation. Preventing deflation during the global finan-
cial erisis that began in 2007 is one of the reasons the U.S.
Federal Reserve and other central banks around the world
have kept interest rates low for a prolonged period and have
instituted other monetary policies to ensure financial sys-
tems have plenty of liquidity. Today global inflation is at one
of its lowest levels since the early 19603, partly because of the
financial crisis.

Policymakers must find the right
balance between boosting demand
and growth when needed without
overstimulating the economy and
causing inflation.

Most economists now believe that low, stable, and—most
important—predictable inflation is good for an economy. If
inflation is low and predictable, it is easier to capture il in
price-adjustment contracts and interest rates, reducing its
distortionary impact. Moreover, knowing that prices will be
slightly higher in the future gives consumers an incentive
to make purchases sooner, which boosts economic activity,
Many central bankers have made their primary policy objec-
tive maintaining low and stable inflation, a poliay called
inflation targeting (see “Inflation Targeting Turns 20%in this
issue).

What creates inflation?

Long-lasting episodes of high inflation are often the result of
lax monetary policy. If the money supply grows too big rela-
tive to the size of an economy, the unit value of the currency
diminishes; in other words, its purchasing power falls and
prices rise. This relationship between the money supply and
the size of the economy is called the quantity theory of moncy,
and is one of the oldest hypotheses in economics.

Pressures on the supply or demand side of the economy
can also be inflationary. Supply shocks that disrupt produc-
tion, such as natural disasters, or raise production costs, such

as high oil prices, can reduce overall supply and lead to “cost-
push” inflation, in which the impetus for price increases
comes from a disruption to supply. The food and fuel infla-
tion of 2008 was such a case for the global economy—sharply
rising food and fuel prices were transmitted from country to
country by trade. Conversely, demand shocks, such as a stock
market rally, or expansionary policies, such as when a central
bank lowers interest rates or a government raises spending,
can temporarily boost overall demand and economic growth,
If, however, this increase in demand exceeds an economy's
production capacity, the resulting strain on resources is
reflected in “demand-pull” inflation. Policymakers must
find the right balance between boosting demand and growth
when needed without overstimulating the economy and
causing inflation.

Expectations also play a key role in determining inflation.
If people or firms anticipate higher prices, they build these
expectations into wage negotiations and contractual price
adjustments (such as automatic rent increases). This behav-
ior partly determines the next period’s inflation; once the
contracts are exercised and wages or prices rise as agreed,
expectations have become self-fulfilling. And to the extent
that people base their expectations on the recent past, infla-
tion will follow similar patterns over time, resulting in infla-
tion imertia.

How policymakers deal with inflation

The right set of anti-inflation policies, those aimed at reducing
inflation, depends on the causes of inflation. If the economy
has overheated, central banks—if they are committed to en-
suring price stability—can implement contractionary policies
that rein in aggregate demand, usually by raising interest rates.
Some central bankers have chosen, with varying degrees of
success, to impose monetary discipline by fixing the exchange
rate—tying its currency to another currency and, therefore,
its monetary policy to that of the country to which it is linked.
However, when inflation is driven by global rather than do-
mestic developments, such policies may not help. In 2008,
when inflation rose across the globe on the back of high food
and fuel prices, many countries allowed the high global prices
to pass through to the domestic economy. In some cases the
government may directly set prices (as some did in 2008 to
prevent high food and fuel prices from passing through).
Such administrative price-setting measures usually result in
the government’s accrual of large subsidy bills to compensate
producers for lost income.

Central bankers are increasingly relying on their ability
to influence inflation expectations as an inflation-reduction
tool. Policymakers announce their intention to keep eco-
nomic activity low temporarily to bring down inflation, hop-
ing to influence expectations and contracts’ built-in inflation
component. The more credibility central banks have, the
greater the influence of their pronouncements on inflation
expectations, Wl

Ceyda Oner is an Economist in the IMF’s Asia and Pacific
Departrent.
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WO decades ago, New Zealand adopted a new

approach 1o monetary policy, based on achiev-

ing a specific target for inflation. What made

this approach new was the explicit public com-
mitment to controlling inflation as the primary policy
objective and the emphasis on policy transparency and
accountability,

Today 26 countries use inflation 1argeting, abowt half
of them emerging market or low-income economics {see
tablel. Moreover, a number of central banks in more
advanced economies—including the Furopean Central
Bank, the L15. Federal Reserve, the Bank of Japan, and the
Swiss Mational Bank—have adopted many of the main
elements of inflation targeting, and several others are in
the process of moving toward it

This article examines how inflation targeters have performed over the past 20 years—includ-
ing during the commodity price shocks of 2006-08 and the global financial crisis that began in
2007. The article also highlights some especially important issues inflation targeters are likely to
face in the next few years.

The inflation-targeting framework

From the outset, inflation-targeting frameworks have included four main elements { Mishkin,
2004 and Heenan, Peter, and Roger, 2006):

* an explicit central bank mandate to pursue price stability as the primary objective of mon-
etary policy and a high degree of operational autonomy;

* explicit quantitative targets for inflation;

* central bank accountability for performance in achieving the inflation objective, mainly
through high-transparency requirements lor policy strategy and implementation; and

= g policy approach based on a forward-looking assessmentsof inflation pressurcs, taking
into account a wide array of information.

These elements reflect both theory and experience that suggest central banks cannot consis-
tently pursue and achieve multiple goals, such as low inflation and low unemployment, with
only one basic instrument—the policy interest rate (for example, the federal funds rate in the
United States or the bank rate in the United Kingdom). These elements also recognize that over
the long term monetary policy can influence nominal but not real (inflation-adjusted) vari-
ables; high inflation harms growth and the equitable distribution of income; and expectations
and credibility significantly influence the effectiveness of monetary policy.

With experience, and as the inflation-targeting framework has been adopted by emerging mar-
ket economies, it has tended to evolve in two particularly important respects. First, there has been a
progressive increase in policy iransparency ard communication as the key means of providing public




accountability, which underpins the operational independence
of central banks and helps anchor inflation expectations. The
main ways central banks communicate their targets include
inflation or monetary policy reports two to four times a year,
public statements following policy meetings, and, sometimes,
publication of the minutes of policymaking meetings. Senior
central bank officials also testify before legislatures. In general,
central banks have become increasingly active in a much broader
range of public communication activities than in the past.

Second, central banks have generally pursued a flexible form
af inflation targeting. Rather than focusing on achieving the
inflation target at all times, the approach has emphasized
achieving the target over the medium term—typically over
a two- to three-year horizon. This allows policy to address
other objectives—notably, smoothing output—over the
short term. The central bank’s ability to be flexible, however,
depends on keeping medium-term inflation expectations
well anchored, And this depends, at least in part, on its track
record in keeping inflation under control.

What about the alternatives?

A natural question is whether macroeconomic performance
under inflation targeting has been as good as or better than
under alternative policy approaches, such as targeting money
growth, exchange rate pegs, or “eclectic™ frameworks with
multiple objectives. Because it is not possible to compare di-

Inflation targeters

There are 26 countries that use inflation targeting, fixing the
consumer price index as their monetary policy goal. Three other
countries—Finland, the Slovak Republic, and Spain—adopted
inflation targeting, but abandoned it when they began to use the
euro as their currency.

Inflation targeting Iaflation rate al 2009 svomgs Targot
Country adoption date  adeption date  inflation rate  inflation mite

NI_I'IHLUM 1990 33 IJ.B 1-3
Canada 1581 6.9 03 2e-1
United Ringdom 1502 40 22 2+f-1
Swedrn 1993 18 03 241
Australin 1883 20 14 2-3
Czech Republic 1997 68 10 a1
lazpel 1597 8.1 33 2/-1
Poland 1908 10,6 38 2541
Brasil 1599 43 49 45 +/-2
Chile 1688 32 ‘15 3e-1
Colnmibia IjJH' 23 42 2-4
South Mrica 2000 26 i S 3-8
Thatlana 2000 08 -0.9 05-3
Hea 2001 24 28 3e-1
Memco 2001 8.0 53 341
iceland 2001 41 12.0 25+/-15
Hoeway 2001 36 22 254/-1
Hungary 2001 108 2 3e-1
Pory 2002 a1 2.8 2e/-1
Phaippines 2002 45 18 4541
E_‘-mlnmlll 2005 8.2 18 Gef-1
Indanasia 2005 74 48 4-5
Rmanis 005 8.3 56 35+/-1
Tuthity 2008 i 63 651
Seitra 2008 108 78 4-8
Ghana 2007 105 183 1B -1
Sogre: Autor's comypslation,

rectly one country’s performance under two different policy
regimes over the same period, comparisons have to be made
between similar countries with different approaches.

Charts 1 and 2 compare inflation and output performance
in inflation-targeting countries before and after they adopted
inflation targeting with non-inflation-targeting  countries
over the same period. For inflation-targeting countries, the
median inflation targeting adoption date was the begin-
ning of 2001, so the comparison periods for non-inflation-
targeting countries are set at 1991-2000 and 2001-09,

Chart 1
Inflation and growth performance

Although inflation and growth rates improved in most countries
betwean the pedods 1991-2000 and 2001-09, inflation-
targeting (IT) countries improved maore,
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Output and inflation smooth

Swings in both inflation and growth were |ess volatile in the
period 2001-09 than in 1991-2000, but the decline was
greater in inflation-targeting (IT) countries.
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The evidence shows the following:

* Both inflation-targeting and non-inflation-targeting
low-income economies experienced major reductions in
inflation rates and improvements in average growth rates.
Although the non-inflation-targeting countries continued
to have lower inflation and higher growth than the inflation-
targeting countries, those that adopted inflation targeting
saw larger improvements in performance.

= Both inflation-targeting and non-inflation-targeting
low-income economies also experienced large reductions in
the volatility of inflation and output, with the countries that
adopted inflation targeting registering bigger declines, espe-
cially in inflation volatility.

= Among high-income economies, inflation-targeting coun-
tries showed little change in performance, on average, between
the two periods, whereas the non-inflation-targeting countries
typically experienced a decline in growth. Similarly, inflation-
targeting countries saw little change in output or inflation vol-
atility between the two periods, but the non-inflation-targeting
countries experienced greater output volatility,

Of course, adoption of inflation targeting may not fully
explain the improvement in relative performance, since many
countries adapting inflation targeting did so as part of broader
structural and policy reforms. Nonetheless, more detailed stud-
ies also generally suggest that when otherwise similar emerging
market economies are compared over the same time periods,
key economic macroeconomic variables such as inflation and
output performed better in countries that adopted inflation
targeting compared with those that did not. For example, a
study in the IMF's September 2005 World Econontic Outlook
found adoption of inflation targeting to be associated with a 4.8
percentage point reduction in average inflation relative 1o other
monetary policy regimes between 1990 and 2004, Inflation tar-
geting was also associated with a 3.6 percentage point reduc-
tion in the variability of inflation relative to other strategies.

The resilience of inflation targeting

Of particular relevance, in the wake of the global commod-
ity price spikes and financial shocks of the past three years,
is whether inflation targeting is more resilient 1o shocks
than are other policy frameworks. Throughout most of the
period since inflation targeting was widely adopted, global
macroeconomic conditions were benign compared with ear-
lier periods. As a result, there was limited evidence that the
inflation-targeting approach could absorb major shocks.

Inflation-targeting countries appear to have done bet-
ter than others in minimizing the inflationary impact of the
2007 surge in commodity prices (Habermeier and others,
2009). That price shock led 1o a rise in inflation and declines
in growth in most countries between 2006 and 2008. Among
low-income  economies, however, non-inflation-targeting
countries experienced bigger increases in inflation than
inflation-targeting countries, although their gross domes-
tic product growth rates fell by similar amounts. Among
high-income economies, inflation-targeting countries had a
smaller growth decline than non-inflation-targeting coun-
tries and slightly less of an increase in inflation.

These results are consistent with the notion that inflation
expectations are better anchored in countries that adopt
inflation targeting and that authorities in those countries
place a greater emphasis on keeping inflation from surging.
But more detailed analysis will be needed to disentangle these
effects from other influences on growth and inflation before
any solid conclusions can be reached.

The global financial crisis that began in mid-2007 is still
unfolding, so it is premature to judge whether inflation tar-
geters have coped better than others with the worst global
economic and financial downturn since the Great Depression,
To be sure, several inflation-targeting countries have been
amnng'ih;he hardest hit by the crisis, and some have entered
into IMF-supported programs—including Hungary, Iceland,
Romania, and Serbia. However, it is not clear that inflation
targeting made these countries more susceptible to crises or
that their downturns are more severe than in comparable
countries with other policy approaches,

Macroeconomic forecasts suggest that inflation-targeting
economies may be less adversely affected by the finan-
cial crisis {see Chart 3). According to Consensus Forecasts
{Consensus Economics) in January 2010, average growth for
all countries during 2009-10 is expected to fall well below the
typical growth experienced during 2001-08. Among emerg-
ing market economies, however, non-inflation-targeting
countries are generally expected to experience a larger
decline than inflation-targeting countries in growth relative
to precrisis averages. Among the high-income economies, the
opposite is expected, with a bigger decline in growth among
inflation-targeting than non-inflation-targeting countries.
All inflation-targeting countries are expected to experience a
decline in inflation. By contrast, inflation is expected to rise
above precrisis levels in non-inflation-targeting countries.

Chan 3
Buffering the financial crisis

Macroeconomic forecasts suggest that inflation-targeting
economies are less adversely affected by the global economic
crisis than other countries.
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The future of inflation targeting

The evidence indicates that inflation targeting has worked
well in a broad range of countries and circumstances. In
this context, the concerns expressed by several major central
banks about a recent proposal by IMFE chief economist Olivier
Blanchard to raise inflation targets, as a way to give central
banks more room to lower interest rates in severe downturns,
suggest that key features of inflation targeting will remain
intact, But the framework is bound to evolve as lessons are
drawn from experience with inflation targeting, particularly
as it is adapted 1o the needs of developing countries. Two
issues stand out in particular.

* For many open economies that have adopted or are con-
sidering adopting inflation targeting, there is debate over the
appropriate role of the exchange rate in an inflation-targeting
framework.

* For all central banks, including inflation targeters,
there is the question of how to reconcile their monetary
policy responsibilities and objectives with their responsibil-
ity to promote and maintain the stability of the financial
system.

The conventional wisdom has been that inflation-targeting
central banks should react to exchange rate movements only
insofar as they affect the outlook for inflation and output—
depreciation of the currency may, for example, make exports
cheaper, stimulating output, but at the same time exacerbate
inflation—rather than systematically dampening exchange
rate changes. More recent analysis, however, supgests that
systematic leaning against exchange rate movements may be
warranted in some circumstances. For example, in econo-
mies with high foreign currency debt, exchange rate move-
ments will have strong effects on debtors’ financial balance
sheet positions. So dampening exchange rate changes may
help stabilize output and inflation (Mordn and Winkelried,
2005; and Roger, Restrepo, and Garcia, 2009). The challenge
for policymakers is 1o ensure that the exchange rate remains
subordinate to the inflation objective and that dampening
exchange rate movements does not undermine the credibility
of the inflation-targeting framework.

The global financial crisis is also forcing a reassessment of
the relationship between monetary policy and policies aimed
at financial stability, In particular, a question arises analogous
to that of the role of the exchange rate: should monetary pol-
icy respond directly to potential risks to financial stability—
such as rapid increases in credit, property prices, or stock
market values—or only insofar as these affect the outlook for
inflation and growth?

At a minimum, the crisis has highlighted the need to pay
greater attention to the interaction between the real economy
of goods and services and the financial economy. The work-
horse macroeconomic models central banks use in monetary
policy analysis and forecasting fack substantial representation
of the financial sector, the determination of key asset prices
such as equity and property prices, and the interaction between
the financial sector and household and corporate secior behay-
ior. Nor do the models take account of interactions within the
financial sector. Fixing such weaknesses will not be easy, but

will be important if financial developments are to be better
integrated into policy analysis and forecasting.

A key issue is whether central banks should use monetary
policy, in addition to prudential policies, to react directly and
systematically to financial stability indicators such as house
prices. As with their response to exchange rate movements,
this might be beneficial in some circumstances but not others
and, by adding to the central bank’s objectives, could under-
mine the credibility of their commitment to the inflation
target. Research is needed in this area, including determining
the appropriate financial indicators to take into account and
how the central bank should respond to them.

Another possibility is to extend the inflation-targeting
horizon to take into account the longer-term inflation risks
associated with asset price cycles (Borio and Lowe, 2002). An
advantage of this approach is that it would be less mechanical
than responding directly to asset prices or other financial sta-
bility indicators. Still, there are practical challenges. In partic-
ular, a lengthening of the forecast horizon would also require
improving central banks’ medium- 10 long-term forecasting
capabilities. In addition, there would be issues 1o sort out in
terms of the appropriate timing of actions to counter devel-
opment of asset price bubbles (Bean, 2004). Stronger policy
communication would also be needed to ensure continued
credibility of the central bank’s long-term commitment to
low and stable inflation, W

Scort Roger is a Senior Econowist in the IMF's Monetary and
Capital Markets Department,
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