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Reporting some Financial Transactions to Combat Money Laundering

Money laundering is a serious crime with serious implications to the country and the financial
sector. To mitigate this banks are required to report to the Finance Intelligence Security
Centre regarding withdrawals exceeding 200, 000 birr, and any suspicious transactions, Vice
Governor of National Bank of Ethiopia, H.E. Ato Getahun Nana, said to representatives of
banks in a ceremony organized regarding the issue at NBE. Laundered money comes
through, among others, engaging in drug trafficking, tax evasion, and human trafficking.

Money laundering is putting money acquired through criminal activities into circulation using
banks and financial institutions. To combat this, the government has laid down legal
framework and Finance Intelligence Security Centre has been established.

Reporting more than 200, 000 birr withdrawal or 10, 000 USD or its other foreign currency
equivalent and suspicious transactions does not mean these people are suspected of crimes,
the Deputy Director of the Finance Intelligence Security Centre said. The purpose is just to
have the data and to trace the movement of the money. Reporting that is obligatory.
Reporting in this regard is necessitated due to the need to combat money laundering and
financing of terrorism.

Banks and financial institutions and the government need to exert concerted efforts and act
proactively compatibly with the challenge, it was reiterated on the occasion. There is a need
to have the necessary information about people taking loans before loan could be advanced
and those depositing money.

NBE had already prepared policy about the details to be inquired regarding the personal
information of customers. The only addition recently is that up until now when crime is
committed or there is suspicion it used to be reported to the police and it had been done
piecemeal. From now on, it would be in consolidated form and would be reported to the
= finance intelligence security centre instead of the police. This came to force as of January 1,

» 2004 (Eth. C.) and circular has already be communicated to banks.

In connection with suspicious transactions, it is not the amount of money that is the issue. An
\ individual handling a sum of money his/her income does not warrant is a suspicious
circumstance. Details of what suspicious circumstances are laid down in the policy. Goodwill
IS necessary to keep one’s eyes open to identify and report this sort of situation, and we
should not forget the question of accountability involved, the Deputy Director stressed.

Money laundering poses danger to banks and financial institutions including their dissolution.

If money can be acquired easily illegally, more and more people could resort to it and this

would adversely affect economic activity and the government’s national undertaking. It has

.« potential to make the financial sector unstable, shake confidence in the sector and create

. +"_negative image in view of the public due to it. To ensure stable economy and meet

*i":‘l” international standards and be competitive globally both local and international customers
need to have confidence and the sector be protected.
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NBE Holds 16" In-House Presentation Forum

The National Bank of Ethiopia (NBE) held the 16" In-House Presentation Forum on
November 25, 2011 here in the premises of the Bank.

While opening the forum, Chief Economist and Vice Governor of Monetary Stability Cluster,
H.E Ato Yohannes Ayalew noted that the forum plays pivotal role towards enabling
researchers debate on important findings and policy proposals, beef up their research skills as
well as update themselves with knowledge at the frontier of economic theory and policy.

The Vice Governor further stated that, “It is the wish and objective of the Bank that this
forum will be able to produce papers that could be published as working paper series.”

To this end, a quality assurance and screening committee would be set up in a bid to ensure
that papers selected for working paper series are up to the standard, according to the Vice
Governor.

Apart from this, the committee will also nominate researchers for the Bank’s research
awards; he said further adding that a research award fund amounting close to Br.100, 000 has
been earmarked for 2011/12 fiscal year.

Ato Yohannes also pointed out that so far the research award fund has never been utilized for
various reasons. However, he expressed his conviction that the story would be different this
time; which would of course depend on the efforts and performance of researchers.

Acting Director of Domestic Economic Analysis and Publications Directorate (Directorate
tasked with organizing the forum) Ato Tesfaye Gezahagne on his part said that the forum is
the first one among the three forums scheduled for the current fiscal year.

The Acting Director further added that nominating discussants from clusters other than
Monetary Stability which was rare in the past makes the forum unique.

Among six study papers planned for the forum, five papers highlighting banking sector
development in Ethiopia, domestic saving, trade and growth, among others, were presented
and deliberated by the participants.

Over 50 researchers, Directors and other invited staff of the bank were in attendance at the
day-long forum.




The Landscape of Micro-Insurance in Ethiopia:
EXPLORING OPPORTUNITIES AND CHALLENGES

Mubhidin Shifa, NBE

ABSTRACT

Low-income people live in risky environments, vulnerable to numerous perils, including illness, accidental
death and disability, loss of property due to theft or fire, agricultural losses, and disasters of both the natural
and manmade varieties .While the majority of them have to manage risks with their own means, very few have
access to formal insurance and depend on informal mechanisms to cope with shocks.

Given the majority of the population (84%) is living in the rural areas and deprived of basic social services (i.e.
health and medicare) and financial services (i.e., loans and insurance), micro-insurance will play a powerful
role in reducing poverty, deepening access to insurance services and hence increasing market efficiency in the
Ethiopian insurance industry.

CHAPTER ONE: INTRODUCTION

1. General Background

According to recent report issued by Lloyd’s of London and the Micro-insurance Center, currently around
135 million, or 5% of low income people in developing countries are using micro-insurance products. Annual
growth rates in most countries are 10% or higher. But the low income market size, if measured by the number
of potential clients, is several times larger, amounting to 1.5 to 3 billion potential policies.

The International labor Organization’s (ILO) report on micro-insurance in Africa issued in 2010 reveals that,
the current outreach of micro-insurance in Africa falls far short of these figures. According to the report 14.7
n million lives were covered by micro-insurance, accounting for around 257 million USD in received premiums.
This indicates that only 2.6% of the target population currently uses micro-insurance products, or, the current
value of gross premiums received from the micro-insurance market in Africa including Ethiopia is only 1% of
- its potential value.

Micro-insurance in most developing countries has now become a well-accepted component of financial in-
Py clusion strategies and is increasingly being seen as a tool not only for social protection but also for equitable
mitigation of risks thereby spurring poverty alleviation and economic development. In recent years donors and
- international organizations are looking at new insurance models targeting low income people with growing in-
terest as global climate change are eroding actual coping mechanisms. Formal insurers have also started target-
ing these markets focusing mainly on agricultural micro-insurance and health micro-insurance. While the pri-
vate sector is a key driver of micro-insurance market development, the policy framework is a crucial element.

2. Statement of the Problem

Micro-insurance is at an infant stage in Ethiopia. International labor Organization’s (ILO) report on micro-
insurance issued in 2010 reveals that out of the total potential market only 2.6% is reached by the existing
micro-insurance schemes in most African countries. The current value of premiums received was only 1% of
its potential.
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Approximately 80 million people live in Ethiopia, of which an estimated 29.2% live below
the nationally defined poverty line as of 2010. Crises are recurrent in the lives of the poor.
Low-income people live in risky environments, vulnerable to numerous perils, including
iliness, accidental death and disability, loss of property due to theft or fire, agricultural losses,
and disasters of both the natural and manmade varieties .While the majority of them have to
manage risks with their own means, very few have access to formal insurance and depend on
informal mechanisms to cope with shocks.

Informal coping strategies generally provide insufficient protection. Many risk-management
strategies, such as spreading financial and human resources across several income-generating
activities, result in low returns and tend to cover only a small portion of the loss.
Conventional insurance services and traditional micro-finance schemes do not address such
vulnerabilities and the necessity of risk reduction for the ultra poor. Mostly the Micro
Finance Institution’s (MFI) only cover lenders, part of the risk by securing the credit whereas
borrowers’ part of the risk is always overlooked.

Given the majority of the population (84%) is living in the rural areas and deprived of basic
social services (i.e. health and medi-care) and financial services (i.e., loans and insurance),
micro-insurance will play a powerful role in reducing poverty, deepening access to insurance
services and hence increasing market efficiency in the Ethiopian insurance industry.

This document overviews the landscape of micro-insurance market and its potential in
Ethiopia by exploring opportunities and challenges faced by commercial insurers in particular
and other micro-insurance practitioners in general. It promotes the idea of deepening access
to insurance services.

CHAPTER TWO: CONCEPTS OF MICROINSURANCE

1. Definition of Micro-insurance

Micro-insurance is, according to International Association of Insurance Supervisors (1AIS),
defined as protection of low income people against specific perils in exchange for regular
premium payments proportionate to the likelihood and cost of the risk involved.

However, according to Lloyd’s of London, the concept of micro-insurance means different

things to different people. Commercial insurers see its potential as a way of reaching large
under-served markets. Development institutions, such as the World Bank and the United 4 .
Nations, focus on its potential to secure poverty reduction. Financial journalists and analysts s’“ (
highlight the size of markets at the “bottom of the pyramid”. Academics argue that financial ‘6'“
sector development is as essential as industrialization for sustainable economic growth.
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For our purposes we can define micro-insurance simply as insurance that is designed
specifically for the low income market.

2. Traditional Insurance and Micro-insurance
Micro-insurance draws on the same generally accepted practices as conventional insurance.
However, micro-insurance products are not supply downsized off-the-shelf traditional

product. Experience in low market has shown that there are fundamental differences. The
table below illustrates the differences between conventional insurance and micro-insurance.

Table 1.Comparison of Micro-insurance and Traditional Insurance

Items Traditional Insurance Micro-insurance
Clients e Low risk environment and []Higher risk exposure/high
established insurance culture vulnerability — and  weak
Insurance culture.
Distribution « Sold by licensed intermediaries L] -traditional
models intermediaries
Policies e Complex policy documents with []
many exclusions if any, exclusions
L]
Premium e Pricing based on individual risk (age []
calculation and other characteristics)
Premium o Monthly to yearly payments, often- []
collection paid by mail-based on an invoice, or payments
by debit orders []
transactions
Control of o Limited eligibility ]
insurance risk e Screenings, such as medical tests,
(adverse may be required
" selection,
= moral hazard,
fraud)
o Complicated processes and extensive [ ]
\ Claims verification documentation procedures for small sums
handling
P Source: Lloyd’s: 360 risk insight, 2009
A

CHAPTER THREE: MICROINSURANCE IN ETHIOPIA

~ Ethiopia, now a country of around 80 million people and if 2.6 % annual growth is assumed
222 _from 2007/2008 on, is very densely populated. Based on the census results of Central
X Statistics Agency (CSA) of Ethiopia in 2007/2008, 83% of the population is living in the
’@Q rural areas and is deprived of basic social services (e.g., health, Medicare, etc.).

Micro-insurance is at infant stage in Ethiopia. According to recent estimates, out of the total
potential market only 2.6% is reached by the existing micro-insurance schemes. The current value
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of premiums received in most African countries (including Ethiopia) constitutes only 1% of its
potential.

Instead of insurance, the economically disadvantaged often rely on savings, on mortgaging
their land and assets, on taking out emergency loans from micro-credit institutions and money
lenders. Such informal coping mechanisms are sometimes unreliable or inadequate, which
results in situations worse off.

Alternatively, they rely on family support, which is not always forthcoming for difficulties
that affect people simultaneously throughout a region or country.

A few categories of financial institutions, serving millions of Ethiopians, are currently
involved in either providing informal risk management products (as done by the iddir
[traditional community association]) or informal insurance products (as done by MFIs and
Saving and Credit Cooperatives [SACCOs]). The difference between these categories of pay-
outs is the level of certainty around the premium and pay-out.

While iddirs may tend to vary their contributions and pay-outs depending on their risk
experience and the level of contributions received, MFIs and SACCOs will normally set their
premiums at a fixed level (a percentage of the total loan amount) and cover the outstanding
debt of clients.

The very first micro-insurance scheme was credit insurance scheme provided by MFIs as a
protection of their loan if the borrower defaults due to natural cause (i.e., death). Most of the
MFIs who provide micro-insurance schemes have rushed into the business either to protect
the money they give away as micro credit or just to make more money from premium. Micro-
insurance pilot projects are now practiced by few insurance companies, and there are few
varieties of risk mitigation options available to the low-income market.

1. Micro-insurance Products in Ethiopia

The most available micro-insurance products provided by commercial insurers and (other
formal and informal) financial sectors in Ethiopia are credit life micro-insurance, health
micro-insurance and agricultural micro-insurance. Like in many other developing countries
agricultural micro-insurance can be offered in the form of weather index insurance, multi-
peril crop micro-insurance, named peril crop micro-insurance, and livestock micro-insurance.
While a few pilot projects have been implemented, a majority of them are yet on the way
particularly in the area of agricultural insurance and health insurance. Examples include the
Horn of Africa Risk Transfer for Adaptation (HARITA) Index Insurance Pilot Program;
Ethiopian Insurance Corporation (EIC) Crop Insurance Pilot Project; Nyala Insurance Share
Company (NISCO) Crop Insurance Pilot Project; and the WFP Humanitarian Insurance.

In reaching the market commercial insurers must not only consider the income of their
potential targets but also their own capacity. For example a successful health insurance
market is not only dependent on the income of potential insurance clients, but also on the-, "
proximity of health facilities near farmers’ or clients’ area. N

At this stage, it would also be difficult for Ethiopian insurers to successfully develop and sell
health micro insurance products on a commercially viable basis, given their limited capacity. So
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the need for donor and government help might be considered to sustain health micro-insurance
projects. Most micro-insurance practitioners around the world have found credit life micro-
insurance, livestock micro-insurance and crop micro-insurance relatively simple products to
develop and begin with.

2. Micro-insurance Providers in Ethiopia

The usual providers of micro-insurance in Ethiopia are MFIs, SACCOs, iddirs, commercial
insurers and donors. SACCOs and MFTs, in terms of client bases, are leading the delivery of
financial services to low-income households. However donors played the most important role
in the development of micro-insurance by providing funds, capacity building and technical
assistance.

Besides profit, commercial insurers are driven by several other motivating factors for
providing micro-insurance: a large and diversified risk pool, business reputation, market
intelligence, and market innovation that can be applied to other business activities .In the long
term, the combination of first mover advantage and sustained growth in developing markets
can lead to strong future business prospects.

CHAPTER FOUR: OPPORTUNITIES AND CHALLENGES TO THE ETHIOPIAN
COMMERCIAL INSURERS

1. Opportunities —Indications of Demand
1. Profit Patterns

The following table depicts the potential micro-insurance market in Ethiopia. The estimated

number of MFIs, SACCOs, insurers, banks, and the employed are adjusted to increase by

15% from what it was in 2008 as it is the case in most developing countries. The estimated

number of adult population and total population are adjusted to increase, as per CSA’s annual

growth rate, by 2.6% from what it was in 2008. Please note that the available data does not
#= allow for the consideration of overlap between target groups.

=N
Table 2: The Performance of Agricultural Micro-insurance in Ethiopia
in the Years 2008 to 2011(in Birr)
\ Years Gross Earned Claims Loss Premium  Growth
Premium Premium Incurred Ratio Rate
_ 2008 31,269 4430 443 10% -
- 2009 144,961 o512 22,145 29% 364%
~ 2010 280,194 141,672 316,811 224% 93%
2011 3,833,071 2,945,227 95,309 3% 1268%

Source: NBE quarterly returns

4. Although the total outreach of micro-insurance in Ethiopia is very small compared to its
4~/ potential size, the annual growth rates for premiums for the last three years were 364%, 93%,
,6:“0 and 1,268%, respectively. This is much higher than the annual growth rate of 10%
~ experienced in most developing countries. The exceptional sharp increase in premiums
during the year 2011 was a result of the entrance of an existing composite insurer into micro-
insurance business in large volume in northern Ethiopia, where the company grabbed 88% of

the villages or the households.
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Agricultural micro-insurance product was profitable 90%, 71% and 97%for the years 2008
2009 and 2011, respectively while it was in the year. The loss ratio was escalated to 224% in
the year 2010 attributed to the insufficient rain that triggered the total loss payout by one of
the micro-insurance providers to crop micro-insurance policyholders.

2. Estimating Gross demand
The market serviced by the formal insurance industry is just a fraction of the total number of

adults. With insurance penetration figures of about 1% from 2004 to 2011, there is still a
large un-served market for commercial insurers in Ethiopia.

Table 3: The Estimated Number of People under each Target from the Years 2008 to
2011(in millions)

Years MFI SACCO Banks Insurers employed Iddir Adults Absolute
(>15years) poverty line
2008 1.75 0.38 2.9 013 2.4 24  40.6 N/A
2009 2.02 0.44 8:34 - K85 2.76 2.76 141.7 N/A
2010 2.34 0.50 484 040 3.17 3.17 | 42.7 29.2%
2011 2.6 0.58 441  0.46 3.65 3.65 43.8
6% 1% 10% 1% 8% 8%

Source: CSA of Ethiopia 2007/2008 census report, A211 (2010) and own computation

From the above we can infer that the estimated target market that can be accessed by
Ethiopian commercial insurers with in the short term includes 2.6 million from MFIs, 0.58
million from SACCOs, 3.65 million from formally employed, and 4.41 million from banks.
We might deduce, for example, that reaching 2.6 million from MFIs and 0.58 from SACCOs
will scale up the commercial industry by 719%.

While it is unlikely that insurance will be able to fully replace iddir membership due to the
latter’s important social function, it is possible that some members will choose to supplement
their iddir membership with life insurance and some may even give up their iddir
membership if an appropriate life insurance product is available. In the medium term (from 5
to 10 years), according to the author’s opinion, the commercial industry will access a
considerable proportion of low income people from 3.65 million iddir members.

According to the 2009/2010 CSA of Ethiopia report, the nationally defined poverty line was
29.2% while the absolute food poverty line was 28.2%. The insurance industry can access
28.2% or 27.2% of the population in the long term if we consider the nationally defined
poverty line or the absolute food poverty line as an outlier limit for the potential market.
Currently the total number of population accessed by the existing formal insurance market is
about 1%.

3. Related Consideration: Agricultural Context

Ethiopia has very fragmented agricultural landscape with many farmers having very small
landholding and cattle holding. According to global best practices, to decide the commercial
viability of agricultural insurance, the minimum threshold for landholding size and the minimum
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threshold for cattle holding size are 2 hectares and 10 heads of cattle. Below these thresholds,
agricultural micro-insurance is hardly considered to be commercially viable.

However 17% of all households with land holdings in Ethiopia have land holdings of more
than 2 hectares in 2007/2008. This might create a potential of at least 2.3 million farmers for
crop insurance to the commercial insurance industry. According to the author’s opinion the
commercial industry can access this target population with in 5 to 10 years.

Table 4: Distribution of Households by Size of Land
Size of Land Total Households % of Total Households Cumulative %

All 13,279,659 100 100
Under 0.10 876,928 6.6 6.6

0.10-0.50 3,323,148 25 31.6
0.51-1.00 3,284,912 24.7 56.4
1.01-2.00 3,513,544 26.5 82.8
2.01-5.00 2,096,126 15.8 98.6
5.01-10.00 174,396 ] 99.6
Over 10.00 10,583 0.1 100

Source: Central Statistical Agency, 2007/08

In terms of cattle holdings, about 6% of all cattle holdings have 10 or more heads of cattle,
equating to about 0.8 million cattle holdings out of a total of 13.1 million. This will create an
estimate of 0.8 million farmers for livestock insurance to the commercial insurers.

Table 5: The Size of Total Cattle Holdings

Number of cattle per Number of % of total Cumulative
holdings holdings holdings %
Total 13,120,767 100 100
Holdings with no cattle 2,590,914 19.75 19.75
1-2 heads 3,478,057 26.51 46.26
3-4 head 3,356,546 25.58 71.84
5-9 head 2,906,563 22.15 93.99
10-19 head 661,112 5.04 99.03
20-40 head 117,380 0.89 99.92
50-99 head 7,586 0.06 99.98
100-199 head %123 0.02 100
>=200 head 486 0 100

Source: Central Statistical Agency, 2007/08

If we estimate the gross demand from agricultural consideration, we can deduce that the

+ = commercial insurance industry can access a client base of at least 3.1 million households

8 La
,6' o and livestock micro-insurance within the short term (i.e., five years).

from multi-crop micro-insurance, named-peril crop micro-insurance, index micro-insurance
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2. Challenges Faced by Ethiopian Commercial Insurers

While it is understood that risk alleviation is part of the role that micro-insurance
practitioners play in economic growth, there are plenty of hurdles for micro-insurance
providers to overcome before this service gains popularity. Some of these issues are outlined
based on interviews with Ethiopian micro-insurance providers and other related studies.

Need for large volume in micro-insurance products

While microfinance model based on micro lending can survive with a few clients, the same
cannot be said for insurance offers in a micro scale, because it hampers with the basic Law of
Large Numbers.

Issue of trust between micro insurer and client

Unlike the case in credit, where the micro-entrepreneur borrows the money and takes up the
responsibility of returning it, insurance reverses the responsibility of risk. In micro lending,
the provider puts up the capital and trusts the customer to pay it back; in insurance, the
policyholder pays up front and hopes the provider keeps its promise to make a payment in
accordance with the contractual terms.

Highly personalized products needed

Each village and each community face different kinds of risks that need to be insured (crop
micro-insurance, credit life micro-insurance, health micro-insurance, etc.) and knowing these
minor distinctions is vital to the adoption of any micro-insurance product. An insurer can’t
just offer what they always do but at a reduced price.

Lack of understanding about insurance

Insurance isn’t a very popular financial service in Ethiopia like in many developing
economies because many fail to appreciate the importance of transferring risk.

Weather data
The absence of an extensive, sufficient quality weather station network remains a challenge.

Delivery channels

One of the greatest challenges for micro-insurance is the actual delivery to clients. Most
cooperatives have limited capacity and skills to administer large-scale weather insurance
projects. The absence of distribution network with commercial incentive to distribute this
insurance product from the micro-insurance providers was also identified as an obstacle in
most pilot projects.

In many countries the partner-agent model proved successful in reaching the large portion of
the population .Under this arrangement, the MFIs or the cooperatives act as the agent,
marketing and selling the product to its existing clientele through a distribution network it has
already established for its other financial services. The insurance provider acts as the partner,
providing actuarial, financial, and claims-processing expertise, and the capital required for
initial investments and reserve as required by law. The insurer also absorbs the risk.
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Actuarial Evaluation and Reinsurance

One of the biggest drawbacks is that, none of the micro-insurance schemes’ premium has
been calculated through actuarial analyst. On the other hand re-insurers often, according to
the author’s opinion, are not interested in offering cover for micro-insurance business for
micro-insurance claims are too small and incur high administrative expense. For example
during the 2006 EIC’s crop insurance project only 28 farmers decided to purchase the
product, hence no reinsurance was obtained.

CHAPTER FIVE: POLICY ISSUES AND SUPERVISORY PRACTICES
1. Why Micro-insurance Requires Regulatory Caution

Although the existing insurance regulation does not create significant barrier to commercial
insurers to undertake micro-insurance, the regulation should be tailored to encompass specific
issues. Good micro-insurance regulation builds on the same principles as regulation for
traditional insurers, such as solvency and the protection of policyholders from marketing
abuses. However, as most micro-insurance practitioners and some international regulators
agree, there are differences in scale and structure. Hence regulation of this sector may differ
from traditional insurance in decisive details in the following ways:

Delivery channels: Instead of requiring specialized, licensed agents, regulators could accept
the sale of simple products by unconventional institutional agents or individual agents with
limited insurance expertise.

Insurance risk control: A possible trend for efficient regulation may lie in risk-based
approaches. For example, the simplicity of most micro-insurance products could justify
simplified reporting, and minimum capital requirements could be adapted to their low-risk
characteristics.

Premiums: Regulators could recognize alternative calculation methodologies, and accept
= undifferentiated premiums or group pricing adapted to limited actuarial data, limited
information on policyholders and different (or in some cases unknown) risk structures.

Policies and Claims handling: Regulators could approve simple products and accept simple
policies phrased in language that is understandable to low income consumers. Regulators
could recognize fast and cost-effective settlement mechanisms, which may include simpler
documentation requirements and possibly even include claims handling by the distribution
= channel. There should be simple recourse possibilities for policyholders in case of
disagreement, such as an easily accessible ombudsman, at least in more urban areas.

2. Policy Issues and Supervisory Practices

# . Government policy on micro-insurance has to strike a delicate balance between promoting
,6'“ access to insurance and protecting consumers. On the one hand there are new market-focused
"~ micro-insurance providers that need to be given time to experiment, evolve and grow. On the
other hand there are the priorities of institutional and systemic stability, as well as consumer
protection; all related to ensuring trust in insurance in the long term.
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In many emerging economies, the insurance supervisor has an additional market development
role. Examples include the Insurance Regulatory and Development Authority in India, and
similar structures in South Africa, Brazil, the Philippines and China. Supervisors combine the
supervisory and development mandates in various ways.

Five general strategic options for micro-insurance regulation have emerged; motivating
existing insurers, motivating informal insurers, facilitating new micro-insurers, motivating
insurance take-up, and integration of micro-insurance policy into financial sector policies.

CHAPTER SIX: CONCLUSION AND RECOMMENDATION
1. Concluding Remarks

Micro-insurance is defined as protection of low income people against specific perils in
exchange for regular premium payments proportionate to the likelihood and cost of the risk
involved.

Although the total out reach of micro-insurance in Ethiopia is very small compared to its
potential size, the annual growth rates of premiums for the last three years were 364%, 93%,
and 1,268% respectively. This is much higher than the annual growth rate of 10%
experienced in most developing countries

The market serviced by the formal insurance industry is just the tip of the total number of
adults. With insurance penetration figures of about 1% from 2004 to 2011, there is still a
large un-served market for commercial insurers in Ethiopia. The estimated target market that
can be accessed by Ethiopian commercial insurers with in the short term includes 2.6 million
from MFIs, 0.58 million from SACCOs, 3.65 million from formally employed, and 4.41
million from banks.

If we estimate the gross demand from agricultural context, the commercial insurance industry
can access a client base of at least 3.1 million households from agricultural Micro-insurance
(i.e., multi-crop micro insurance, specific peril crop micro-insurance, index insurance and
livestock micro-insurance) with in the short term.

Based on the 2009/2010 CSA of Ethiopia report, the nationally defined poverty line was
29.2% while the absolute food poverty line was 28.2% .The insurance industry can access
28.2% or 27.2% of the population in the long term if we consider the nationally defined
poverty or the absolute food poverty line is an outlier limit for the potential market.

The most significant challenges faced by all micro-insurance practitioners in general and
commercial insurers in particular include: a need for large volume in micro-insurance
products; the issue of trust between the micro-insurer and the client; need for highly
personalized products; lack of understanding about insurance; actuarial evaluation; weather
data ;delivery channels ;limited penetration of agricultural credit ;and reinsurance.

1. Recommendations X

One substantial determinant for the viability of micro-insurance is the large percentage of
apparent policy holders. This makes offering micro-insurance an encouraging proposition for
commercial insurers, whose existing client base is in the upper market segment.
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The poor people need to be activated to understand comparative advantages of saving,
protection, credit and insurance. Awareness raising programs need to be undertaken by the
government, regulators and insurers in both formal and informal sectors.

In reaching the market commercial insurers must not only consider the income of their
potential targets but also their own limited capacity. At this stage, according to the author’s
opinion, it would be difficult for Ethiopian insurers to successfully develop and sell health
micro insurance products on a commercially viable basis, given their limited capacity. So the
need for donor and government help should be considered to sustain health insurance
projects. Most micro insurance practitioners around the world have found credit life micro-
insurance, livestock micro-insurance and crop micro-insurance are relatively simple products
to develop and begin with.

In many countries the partner-agent model proved success full in reaching a large portion of
the population. Such arrangement might be helpful to Ethiopian micro-insurance industry.
Commercial insurers must deal with the following issues to enhance demand for micro-
insurance: accessibility; timeliness, convenience and fast processing of claims; affordability
and maximizing efficiencies; market awareness; and risk management substitutes.

Regulators and policymakers must balance the need to protect customers with encouraging
industry innovation and growth. Five general strategic options for micro-insurance regulation
have emerged motivating existing insurers, motivating informal insurers, facilitating new
micro-insurers, motivating insurance take-up, and integration of micro-insurance policy into
financial sector policies.

Annex 1: Acronyms and Abbreviations

A2ll Access to Insurance Initiatives
¥ CGPA Consultative Group to Assist the Poor
- CSA Central Statistic Agency
EIC Ethiopian Insurance Corporation
A HARITA Horn of Africa Risk Transfer for Adaptation
- ILO International Labor Organization
- IAIS International Association of Insurance Supervisors
MDG Millennium Development Goals
MFI Micro Finance Institution
“«7 NBE National Bank of Ethiopia

“ @ NISCO Nyala Insurance Share Company

SN

SACCO  Saving and Credit Cooperatives
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Risk Based Supervision

Sintayehu Desalegn
1. Introduction

Supervising financial institutions is of vital importance for financial stability in particular and macroeconomic
stability in general. In consideration of this, the world has given due attention to regulating and overseeing
financial institutions. Furthermore, the 2008 global financial crisis has pointed out the crucial value of supervising
financial institutions; helping to protect against risk of failures in the financial system and subsequent economic
crisis. One of the most important lessons that the world learned from the 2008 global financial crisis is the need
for full, timely and consistent implementation and enforcement of rules and regulation.

To cope up with ever-changing global economic environment and ever increasing complexity, and innovation
in financial system, the world is continuously reforming financial institutions supervisory approach and
regulatory system. Moreover, traditional supervisory approach to financial institutions was no more adequate
both in context and focus. As result, supervisors had to revisit their approaches on two fronts. First, efforts
were directed towards developing a more risk-focused approach that leads to identification of major risk
areas, focusing on significant business units. Second, supervision rules were redefined; underlining the need
for effective risk-management systems and structures, including clearly defined roles and responsibilities for
management and oversight of risks. These efforts resulted in what is now commonly known as the ‘risk-based
supervision’ (RBS) approach. This approach has been in use for some years, especially in developed economies.
However, it is only recently that it has been successfully tested in developing economies like Ethiopia.

Literatures show that a risk-based approach to supervision has been effective in filtering out the risks and issues
which financial institutions need to address. The supervisory response that it triggers has proven a powerful
# mechanism for getting financial institutions to recognize shortcomings in their approach to risk and to remedy
» them.

RBS was first developed for banking supervision, then insurance supervision, but this paper emphasizes on
\ banking supervision (both conventional and microfinance banks).
" The objective of this paper is to provide bird’s eye view of risk based supervision for regulatory organs of
financial institutions and other stakeholders. It aims to increase understanding of what RBS is and how it is
= conducted.
g

1. RBS and Basel Accords

~ = As the central Pillar of regulating financial institutions is capital adequacy; the introduction of 1988 Basel
Elgl'
* accord is considered as milestone for risk based supervision. Since then, one of the regulatory frameworks for

financial institutions has been a risk-based capital adequacy regime. Capital requirement serve two purposes
i.e. preventive role and shock absorber role. In the former case, it lets financial institutions set, manage and
maintain appropriate risk appetites. In the latter case, it ensures that financial institutions can continue operating
soundly through unforeseen risks.
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financial safety (little impact on the risk appetite decisions of financial institutions). This
triggered the introduction of Basel II. Under Basel II, capital requirements are more sensitive
to the actual risks within an individual financial institution’s business. It assumes that an
institution has sophisticated and detailed risk models supported by strong risk management
systems. Thus, advanced Basel Il approaches compel that an institution’s regulatory capital
requirement to be driven by its own risk models.

Currently, the world has given much more attention and effort for implementation of Basel II,
but it should be borne in mind is that RBS and regulatory Capital requirement should be
applied simultaneously. Board and management oversight and quality of risk management
system can protect an institution for a considerable period of time from the risk of a weak
capital position, but weak governance and fragile risk management system, a strong capital
position is hardly appropriate remedy. Thus, it is the combination of capital requirements and
efficient governance and effective risk management system which can promote the interests
of depositors and financial system stability.

Basel III is a crucial regulatory response to the crisis and a major step forward towards
creating a stronger and safer financial system.

3. Definition of Risk Based Supervision(RBS)

First of all, it is important to know what RBS is. It is supervisory approach used by regulatory
organs of financial institutions that focuses on risk management system of an institution and
management’s capacity to deal with the prevailing risk. Contrary to traditional supervisory
approach, it not only considers the present condition and compliance issues but also quality
of risk management system in place and management’s ability to control the existing risk;
thus, sometimes it is known as forward-looking approach.

RBS is an ongoing supervision process whereby risks of an institution are assessed and an
appropriate supervisory plan designed and executed in an efficient manner. It involves
continuous monitoring and evaluation of the risk profiles of the supervised institutions in
relation to their business strategy and exposures based on their respective risk matrix. It is all
about identifying those financial institutions with greatest risks, then identifying, within an
institution, those areas in which risks are greatest and applying scarce supervisory resources
in order to ascertain sound and safe financial system.
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4. Risk-based vs. compliance-based approach

Risk-based approach

Traditional approach

v'Identifies potential risks and assesses risk v Focus on present condition and
mitigating factors compliance issues; not risk management
system in place
v' Seeks proper management of all risks v Focuses on risk avoidance
v Forward looking and Flexible v' Historical and backward-looking
v More relies on supervisor’s discretion and v' Often rigid rules based
professional judgment
v’ Early warning system; early identification of v" No early warning system
emerging risks at individual financial
institution and industry at large.
v Removes duplication of work; Compliance v" Duplicates work of auditors etc
checks done by audit
v' Supervisory resources are targeted at v" All areas or institutions get same degree
institutions or areas that are of greatest risk of attention
v’ Addresses also the causes of the problem v Addresses only the symptoms of the
problem
v Attention directed to emerging problems v’ Attention to past breaches of rules

5. Rationale and objectives of RBS

The primary intention of introducing RBS was helping financial institutions adopt sound

risk management practices and capital commensurate with risk profile of the respective

institution.

In addition, it has the following objectives:

v To prioritize supervisory activities and allocate resources according to professed
risks i.e. supervisory resources are first allocated to the most risky areas or

institutions.

v" To identify potential risks that may cause serious problems in the future and to
assess the ability of financial institutions’ management to deal with the risks

identified.

v To understand and assess the financial institutions' business and strength of risk
management systems that are in place to timely identify, measure, monitor and

control inherent risks.

v" To create a regulatory environment in which financial institutions are not just
pushed to avoid risks but can also mitigate and offset risks as acceptable risk-

management practices.

v" To adopt consistent framework for evaluating financial institutions through the
separate assessment of inherent risks and adequacy of risk management system.
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6. How RBS is Conducted

In RBS both on-site examinations and off-site surveillance are integrated into the process
so that each one feeds into the other. They are so interdependent and integrated such that
one cannot work properly without the other. Thus, coordinated program between on-site
and off-site examination is of vital importance.

Prudential meetings and interviews at different levels are main parts of risk based
supervision methodologies. It is very important that examiners shall conduct meetings
with financial institution’s management, risk manager, internal and external auditors,
chairpersons of different board risk management committees and board chairperson. Such
meetings help examiners better understand the institution’s business strategy, the risks
faced by it, and adequacy of risk mitigating factors.

Risk based supervision involves assessment of the inherent risk and the adequacy of risk
management system. In inherent risk, examiners are required to assess the nature,
complexity and level of risk in question. Based on this assessment, the inherent risk of
the institution is judged as high, moderate, or low.

In assessing the adequacy of an institution's risk management system, primary
consideration should be placed on board and senior management oversight; risk
management and monitoring, policies, procedures and limits, management information
and internal control systems in relation to the specific risk under question. Based on this
assessment, strength of risk management system of the respective risk should be judged
as strong, acceptable, or weak.

In general, to assess both level of risk and adequacy of risk mitigating mechanisms;
examiners are required to carry out three levels of review:

v" The risk management framework review: The review starts with a high-level
focus on matters such as risk identification and assessment, the
comprehensiveness of the framework and the role of the board in approving and
monitoring its implementation;

v" Risk management policies, procedures and limits review: The review then drills
down into the detail and documentation of authorizations and delegations; the
measurement, monitoring and reporting on risk through the financial institution’s
systems and management hierarchy; and the effectiveness of the separation of
duties between the business units and the risk management function; and
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v" Transaction and reporting system review: The review is completed with a
detailed look at some individual transactions (e.g. loan files, market trades, new
product developments, system changes or limit breaches) that are followed
through the financial institution’s systems and procedures to see that the risk
aspects are measured, tracked and reported as intended. It also involves reviewing
internal audit, external audit and risk management reports.

Composite risk for each risk category is determined by balancing the level of inherent
risk with the strength of risk management systems for that risk; then overall level of
inherent risk and overall quality of risk management system are determined. Finally,
overall composite risk of the specific institution and its direction is judged. This is what
we call risk matrix.

7. RBS and CAMELS Rating System

CAELS (Capital adequacy, Asset quality, Earnings, Liquidity and Sensitivity to market
risks) indicators; drawn from periodical returns from financial institutions, are used as
one of the off-site supervision tools for early warning systems in risk based supervision.
Supervisory actions may be activated by conclusions reached on off-site CAELS analysis
which gives early signals that the institution is financially deteriorating or not.

While performing risk based on-site examinations, examiners shall also analyze
CAMELS (Capital adequacy, Asset quality, Management, Earnings, Liquidity and
Sensitivity to market risks) components. Each component ratings shall be based on both
quantitative and qualitative analyses, and its interrelationship with the other components
and the link between the risk ratings. Moreover, evaluations of the component areas shall
consider the institution’s size and sophistication, the nature and complexity of its
activities, and its risk profile. Based on this analysis each component is rated 1 to 5 where
“1” indicates the strongest performance and adequate risk management practices, and “5”
indicates the weakest performance and inadequate risk management practices for that
component.

N\ Similarly composite rating assigned 1(strong) to S(critically deficient) which is derived
judgmentally after careful evaluation of the component ratings. Financial institutions
rated “1” are sound in every aspect or rated 1 or 2 in component rating; minor

- weaknesses that can simply be handled by the management and board of directors and

- least degree of supervisory concern. Whereas those rated “5”are considered extremely
unsafe and unsound; critically deficient performance and inadequate risk management
practices, and therefore greatest supervisory concern.

4. 8. Supervisors Perspective

.é"a A regulator looking for complete elimination of the risk of failure would invariably stand
' in the way of sensible risk-taking activity and would harden the blood vessel of the
economy i.e. financial system. Thus, regulatory framework generally shall acknowledge
the possibility that some financial institutions may fail and it shall provide the regulator
with the powers and the time to intervene when an institution is in distress so that the
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losses tolerated by depositors (or the deposit insurance scheme that supports them) can be
minimized.

Regulators who take a risk-based approach to supervision need to critically evaluate the
institution’s risk management framework. They have to develop a risk-rating system that
requires assessing the inherent risks facing the institution, the effectiveness of
management and controls in mitigating these risks, and the extent of capital support to
meet unexpected losses.

Supervisors and regulators of financial institutions need to have a comprehensive
understanding of inherent risks of specific product, area or an institution and how these
risks are evolving in the market-place, before they devise targeted, effective yet practical
standards or requirements. Capital requirements shall largely be determined within the
Basel Il framework, although regulator organs need to make calls on precisely how the
framework will be applied in their jurisdiction. Regulators have greater latitude in the
area of behavioral standards for governance and risk management; an increasingly
important sphere of financial institutions supervision.

Supervisors are supposed to ascertain that financial institutions have held adequate
provisions on their balance sheet to deal with expected losses, and require capital as an
additional buffer to deal with unexpected losses. Capital adequacy requirements are set so
that the financial resources provided by capital and provisions are adequate to deal with
almost all adverse outcomes.

As strong corporate governance is of vital importance to the safe and sound functioning
of financial institutions; regulators are required to set various standards relating to the
ability, competence and decision-making power of board and senior management. It is
the combination of capital requirements and effective governance, and risk management
that can promote prudent behavior by financial institutions in the interests of depositors
and financial system stability.

Moreover, regulatory organs are required to develop risk management guidelines
(RMGs) for financial institutions which are considered as an indispensable prerequisite to
move to risk-based supervision. The guidelines shall include the four elements of an
effective risk management framework i.e. active board and senior management oversight,
adequate policies, procedures and limits, adequate risk measurement and MIS, and
comprehensive internal controls and provide guidance on the identification,
measurement, control and monitoring of all types of risks. They provide examiners a
handy reference for assessing risk management systems and serve as a common language
between them and the supervised financial institutions.

9. Financial institutions perspective

The primary responsibility for financial soundness and prudent risk management withina = ‘6,
financial institution rests with its board of directors and senior management. The board
has an obligation to understand the risk profile of the institution, determine the tolerable

level of risk for the institution, approve its risk management strategy and policies, and

23

sy



ensure that management is monitoring the effectiveness of risk management system. It is
the board that should ensure that the institution maintains capital commensurate with the
level and type of risk exposure.

Senior management has an obligation to ensure that risk-taking is done within a
controlled environment which is in line with board-approved policies, limits and strategy.
It is their responsibility to ensure that the appropriate people, systems and processes are
in place.

Financial institutions are required to establish risk management unit/department. It is
essential that risk management staff have authority and reporting lines that are
independent of the business units and the confidence to exercise that authority when
things are jumbled. It is also essential that risk managers have the necessary
qualifications, experience and technical capabilities to carry out their role. Its value as a
defense against emerging risks has to be recognized and financial institutions have to bid
strongly for skilled risk management staff.

Each financial institutions is also required to develop its own comprehensive risk
management program (RMP) tailored to its needs and circumstances and submit to
regulatory authority for review. RMPs shall incorporate all components of sound risk
management system i.e. active board/senior management oversight; adequate policies,
procedures and limits; adequate risk monitoring and MIS; and adequate internal controls
for, at least, each of most common risks; strategic risk, credit risk, operational risk,
liquidity risk and market risk. In addition, they should clearly state the mandate of their
Risk Management Committees and Risk Manager.

Conclusions

The risk-based approach, unlike traditional supervisory approach, not only considers the
present condition and compliance issues but also quality of risk management system in
- place and management’s ability to control the existing risk. This approach, in regulation
promotes that higher the risks the higher the capital requirement principle. In supervision
it requires supervisors to assess and identify financial institutions with greatest risks, then

A identify; within an institution, those areas in which risks are greatest; and intervene and
enforce standards flexibly.
ﬂl - - - - - - - -
- It is the combination of statutory requirements, efficient governance and effective risk

management system which can promote the depositors’ interests and financial system
stability; and thereby contribute a lot for macroeconomic stability.

Regulators are required to recognize and understand risks that are inherent in financial
5,& institutions business and set appropriate rules, regulation and guidelines that are helpful
Liglo for implementing risk based supervision, whereas it is financial institutions responsibility

" to have detailed risk model supported by strong risk management systems. To this end
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they are required to prepare comprehensive risk management program or identify, assess
and monitor risks that are inherent in their line of business.
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Notice!

Dear Readers,

You are encouraged to contribute articles on issues that have to do with the finance
sector in Ethiopia and others you think is relevant and educational to the finance
community. By sharing your knowledge and experience as well as your ideas you will
be doing the sector and the country at large a great service. Make the best of your ideas
by sharing and contributing to make a difference! Please take note that we recognize

and reward nominal amount to article contributors of all types!
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Insurance and Insurance Supervision in Ethiopia: Overview

Insurance Supervision Directorate (ISD), at the National Bank of Ethiopia, carries the
mandate and the duty to supervise the operations of insurance companies in Ethiopia.
BIRRITU has had an exchange with the Directorate regarding the current and the future
prospect of insurance and insurance supervision in Ethiopia.

BIRRITU: What is insurance?

ISD: In brief insurance is a contractual or non-depository financial intermediary. By the
shareholders or investors insurance is considered as business. Technically, it is a risk
transferring mechanism whereby the insured transfers insurable risks to the insurer by
paying a front end consideration called premium. In return, the insurer promises to make
the loss good at the rear end when the insured event occurs. In legal terms, insurance is a
contract between the insured person and the insurer. Both parties agree to perform
certain terms and conditions: the insured to pay premium and the insurer to compensate
the insured on condition that the risk in the operative clause of the insurance policy
(evidence of the contract) materializes.

Whatever definition insurance takes, the actual value delivered from the transaction is
first to provide “peace of mind” by transferring the worries associated to risks that
individuals and organizations are not able to endure. Second, if the risk insured
materializes, the insurer will make the loss good and hence insurance provides financial
compensation that brings the insured person back to the position where he/she was
immediately before the loss. In broad terms, therefore, insurance can be defined as the
process of dealing in risk and risk transferring mechanism.

BIRRITU: What is the purpose of insurance?

ISD: Essentially, the wider purpose of insurance is aiming at supporting the economy.
- Conversely, as the economy grows, it supports the growth of insurance as well.
Therefore, insurance and the economy go hand in hand. It is sometimes difficult to think
the success of the one without the involvement of the other.

In specific terms, insurance encourages investment by taking care of insurable risks. For
g example, the sector provided protection for an exposure of around Birr 500 billion
(March 31, 2011 estimate). This would have not been the case had insurance not been in

- service. It also provides loss minimization and control advices.
Insurance also facilitates credit transactions. Thanks to the service offered by
_ . insurance, collaterals pledged by banks when extending loan are able to serve the
;é;‘v‘f“ﬂ;"‘:f intended purpose. This would give comfort to both the lender and the borrower.

As primary function, insurance provides financial compensation. For example, in the
recent past 10 years, the Ethiopian insurance sector paid around Birr4 billion for
compensation. This would allow employment and supply of certain goods and services
to continue as usual.
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Insurance gives both direct and indirect employment opportunity. At present, around
3,000 people work in the insurance sector. Many others are also working as insurance
intermediaries and as employees of corporate offices to deal in insurance matters.

BIRRITU: What is the current status of insurance in Ethiopia?

ISD: At present one state owned insurance corporation, Ethiopian Insurance Corporation
(EIC), and 13 privately owned insurance companies are operating in Ethiopia. Among
them, 8 insurance companies are engaged in both life and general (Composite) business,
5 of them in general insurance and one insurance company (Ethio-Life) exclusively
running life insurance. There are also a number of insurance auxiliaries operating in the
Country. For example, more than 50 brokers, around 55 loss assessors, two surveyors,
more than 1,000 active insurance sales agents are operating in the sector.

If we look into the bigger picture, insurance in general and life assurance in particular
have not yet developed in Ethiopia. The life insurance sector on average takes 5% of the
total premium portfolio and 95% is accounted for by general insurance. The absence of
domestic actuarial and loss adjustor services is also another challenge that the sector is
exposed to.

The total assets and total capital of the sector as of June 30, 2011 were Birr 4.288 billion
and Birr 946.3 million, respectively, registering 33 and 17 percent growth rate compared
with Birr 3.220 billion and Birr 807.5 million in same period of the preceding year.

The total premium production of the industry for the year ending on June 30, 2011 was
Birr 2.583 billion, registering 33 percent growth rate over the same period of the
preceding year, which was Birr 1.939 billion. Profit after tax was also reported to be Birr
212.7 million which fell by 10 percent compared with the same period of the preceding
year i.e. Birr 235.2 million. This was partly due to the increase in technical provisions of
insurers that joined the sector very recently.

Overall, as of June 30, 2011, the insurance sector was healthy and sound. Capital
adequacy (solvency margin) as measured by early warning test (EWT) ratio standard was
found to be adequate.

BIRRITU: What is supervision and why NBE needs to supervise insurance
companies?

ISD: “Trust” and “promise” are the driving philosophies for insurance. The former is
cited from the side of the general public which can also be explained by front end
payment of premium. The latter applied on the insurance operators and fulfilled by rear
end payment of compensation.

Supervision is, therefore, the process of making a super look, on special or full scale
level, at the operations of the insurance companies centering on these philosophies.

Like any other financial intermediaries, insurance is highly regulated and supervised
business all over the world. This is primarily due to the need to protect the interests of
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the policy holders and to ensure that the trust and confidence the public has on the
insurance operators remains intact ongoing basis. Similarly, supervision is carried out to
ensure that insurance operators are able to fulfill their promises towards the policyholders
and with the view to maintain safe, sound and stable insurance sector.

If the trust and confidence the public have on the insurance operators is shaken, people
will be less likely to go to insurance companies to take out insurance policies. As a result,
many adverse impacts will follow. For instance, fund that can be mobilized by the sector
and channeled directly or indirectly to the economy will be halted altogether. With the
same magnitude investment will be at stake. This will negatively contribute its share to
the retarded economic growth of the country.

These governing fundamentals put insurance as a highly fragile business and show the
need to closely supervise it is mandatory and essential practice all over the world.

BIRRITU: What are the supervisory tools and methods currently applied by ISD?

ISD: There are a number of tools and methods applied by ISD to execute its
supervisory duties. Primarily, the mandate to license and supervise insurance business is
given to the National Bank of Ethiopia by Proclamation No. 86/1994. Different
prudential and administrative directives have been issued and executed by NBE, which is
expected to lay down a common level playing field. Good international practices which
are relevant and applicable to our circumstances have also been adopted.

Secondly, in discharging its responsibilities, ISD is guided by a clear mission: “To
maintain safe, sound and stable insurance sector with the main focus of policy holders’
interest protection™. This mission is executed under the four supervisory pillars namely:
regulation, licensing, supervision and enforcements.

Thirdly, following the implementation of BPR study, ISD adopted Risk Based
Supervision (RBS) approaches. Unlike the traditional rule based supervision, RBS
focuses on a structured methodology designed to establish a forward-looking approach.
This permits a direct and specific focus on the areas of inherent and significant risks run
within the insurance companies. It also enables ISD to be more proactive and better
positioned to pre-empt and identify early any serious threat to the stability of both the
individual companies and the insurance sector from any current or emerging risks.

Fourthly, the actual supervision is conducted in the form of integrated off-site
surveillance and on-site examination. The former is executed based on quarterly
financial returns and is office-based. The latter is carried out in the office of the subject
insurer which again could be either full scale or special depending on the level of risk
exposure of the company. Finally, during supervision, proclamation, directives, manuals,
international best practices, insurance and accounting principles etc are used as the case
warrants.
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BIRRITU: On average how often does on-site examination take place?

ISD: The frequency of on-site examination on any one of the insurer essentially
depends on the degree of risk run by the subject company. Those companies with high
level of risk will be examined more frequently. As a policy, a company should at least be
examined, at full scale level, once in two years.

BIRRITU: What are the major elements to be looked into during on-site
examination?

ISD: On-site examination focuses on inherent and significant risks namely credit, market,
liquidity, underwriting and claim settlement, technical provision, operational and IT, re-
insurance, and contagion and related party risks etc. These are investigated first and rated
individually and in aggregate terms. Then, risk mitigation system with special focus on
corporate governance, risk management, operational management and internal control
aspects are examined and rated. The combination of the inherent risk rating with that of
the risk mitigation practice of the company would lead to the determination of the net risk
position of the subject company.

Finally, capital and earning position is analyzed, with a view to gauge its capacity to
carry the net risk and to arrive at the overall composite risk assessment rating (CRA
rating). Depending on the level of CRA, that runs 1 to 5 (1 being low risk and 5 being
high risk), the necessary intervention action will be determined and the execution will be
followed up.

BIRRITU: What are the serious gaps encountered in implementing RBS?

ISD: Lack of adequate experience and knowledge to fully implement the RBS approach
can be cited as the first. As the approach is new and involves high technicalities,
knowledge and skill gap was observed in the beginning of the implementation of the
system. A lot has been learnt through practice overtime and skill has been improving and
gap is narrowing. Moreover, in house training and frequent discussion forums have been
undertaken to enhance the technical skill of the staff of ISD on RBS. The other gap is that
the board and senior management of the industry including their staff have not yet been
well familiar with the system. To create awareness and to bring them on board, ISD staff
is working closely with concerned bodies.

BIRRITU: How much improvement has been achieved as result of the
implementation of RBS methods?

ISD: RBS unlike the rule based approach is basically proactive and forward looking.
The system is helpful in efficiently allocating supervisory resources. It enables ISD to
identify risks that exist sector wide and within individual company level structurally and
early. This would help ISD to achieve its mission.

BIRRITU: What is the implication of unsupervised insurance companies?

ISD: No insurance company is left unsupervised irrespective of the degree of risks. -, (L%
Besides, quarterly off-site surveillance will be carried out to gauge the level of risk &
individual companies and the sector at large are exposed to. Special examinations can *ﬁ’?“
also be carried out any moment when the situation warrants.
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BIRRITU: What can we look forward in the near future?

ISD: In general, the future of the insurance sector in Ethiopia is very promising. The potential and opportunities Ethiopia
is endowed with such as population size, natural resources, economic growth, the country’s vision to bring the people to
the middle income category, will have positive impact on insurance.

In the recent past few years the insurance sector registered continuous growth in premium production, asset and capital
volume and profit. This trend is expected to continue in the upcoming years as well. Insurance and economic growth
(GDP) have direct and positive correlation. As the economy grows, demand for insurance definitely will rise. In simple
terms, insurance as any other business is highly dependent on the performance of the economy.

The growth and transformational plan (GTP), has clear link, direct and positive impact on the insurance sector. The plan
articulates that the economic growth will double within five years time, and so will insurance. In view of these, insurance
operators need to think strategically, along side with the routine operations that they are in. This is again due to the fact
that following the rise in the economy more insurance companies are expected to join the sector and hence the level of
competition is expected to increase.

As the economy grows, the living standard of citizens will improve, wealth creation will increase and per capita will rise.
As the meddle income segment of the population expands, the need for protection will rise. This would gradually trigger
the rise in demand for insurance, both general and life.

It is also very important to look into the other side of it. Strong competition will be an inevitable reality, which can be seen
from both national and global perspectives. To overcome the challenges, insurance operators need to look forward and
start thinking and acting strategically. Building internal efficiency for international competitiveness could be fundamental
to formulate strategies. It is high time insurance companies got prepared for the inevitable.

BIRRITU: Any final message?

ISD: Asa final remark, ISD is keen to work together with the industry operators towards the common
goal i.e. safe, sound and stale insurance sector, by promoting professionalism and ethical insurance
business operations. Compliance to laws and regulations, adherence to good and prudent practices
are essential prerequisite to ensure a level playing field and proper market conduct. Insurers on their
part need to focus on strategies, side by side their routine operation, which enables them to identify,
measure and control their respective strategic risks. Building their internal efficiency to withstand
competition from both national and global perspectives is essential for success and to kick of the
possible road blocks.
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Development in the Microfinance Sector

r
- First Quarter of FY 2011/12
As of September 30, 2011, thirty one microfinance institutions were serving about 2.7 million rural and urban low
income people. The institutions have been providing different financial services in all of the regions except in Afar
\ regarding which its licensing requests is under process.

" As of September 30, 2011, the microfinance institutions mobilized savings to the tune of Birr 3.9 billion in the form

of compulsory and voluntary savings. Furthermore, total assets, total outstanding loan, and total capital stood at Birr

#n 10.2 billion, Birr 7.1 billion, and Birr 3.1 billion, respectively, indicative of the significant growth compared to the
- corresponding period of the previous year.

Performance of the Microfinance Sector

s

Particulars September 30, 2011 September 30, 2010 {in Percentage changes
{in million Birr} million Birr}
¢ ..~ | Total Deposit 3,942.6 2,797.0 41.0
v " | Gross Loan Outstanding 7,124.8 6,062.2 17.5
} Total Capital 3,050.8 2,475.2 233
Total Asset 10,202.0 8,305.2 22.8

I Since September data of Benshangul Gumuz and Ghion is not available; we take June data for these two MFIs
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Managing and Building on Institutional Knowledge

BIRRITU had a talk with Knowledge Management Team Leader, W/t Eyerusalem Nebiyu, about
knowledge management work at the National Bank of Ethiopia (NBE), the work that has been done,
the challenges, and prospects in the future.

BIRRITU: What is knowledge management about?

Knowledge management is about managing the knowledge of people in an institution related to
its mission and the execution of its very important tasks. It is about the systematic storage,
management, and dissemination of knowledge and experience acquired over a long time for
the purpose of reuse, awareness and learning. It maintains the knowledge in the Bank and makes it
shareable to others so that they can make use of the accumulated knowledge and experience in their
work. The knowledge could be that of the Bank and/or individuals.

Knowledge management enables the retention of critical know-how which otherwise could only be
obtained at a high cost. It makes possible the sharing of knowledge in a relaxed manner without
incurring additional financial and time resources as well as avoiding the pressure associated with the

need to learn so much in short time.

Knowledge Management has the objective to support the achievement of strategic business objectives.
It does that through conversion of individual knowledge into corporate knowledge assets, providing
visibility to subject-matter experts (SMEs) and facilitating them through technology that supports
knowledge-sharing and collaboration. Knowledge contributions and sharing as well as re-use need to
be encouraged and recognized at the individual employee as well as the organization levels.

Knowledge management aims at not necessarily managing all knowledge, but just the knowledge that
is most important to an organization. It is about ensuring the right knowledge, in the right place, at
the right time. The crux is to establish an environment in which people are encouraged to create, learn,
share, and use knowledge together for the benefit of the organization, the people who work in it and
the organization’s customers. It also pools the collective knowledge of organizations in a manner that
people constantly learn, and have a sense of belongingness and contributes to a wider team.

BIRRITU: What is the role of the Knowledge Management Team in this regard?
The work of Knowledge Management Team is to facilitate knowledge sharing and create as many
channels as possible for gathering, sharing, and managing knowledge. The idea is to achieve a bank

wide and centralized knowledge management system.

Knowledge management is a recent phenomenon. However, its use is not completely new. It is

the structuring and the system that is employed to make maximum use of it that is new. Doing that
requires selecting appropriate tools for the work at all levels.
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BIRRITU: How do you go about gathering this knowledge?

Capturing the knowledge of an individual, packaging, and disseminating it take a lot of efforts. This
requires interviewing, recording, thinking about the questions, and knowledge about the particular
area of expertise of the individual. Doing this solves the

problem that occurs when an experienced person leaves an institution.

Knowledge based exit interview should be used as a knowledge management tool by capturing the
knowledge from those leaving the institution. It enables transfer of knowledge from an individual
leaving an institution. It avoids the problem associated with the departure of an experienced person.
However, this would be necessary if the knowledge sharing failed to be taken care of while the
individual is in the institution. The aim of the interview should be to capture knowledge focused on
what it takes to do the job. Even if the main responsible body for this is Human Resource Management
Directorate, all work units have responsibility to collect such knowlege periodically.

Knowledge found in print format is far easier to collect, classify, store, and disseminate. Knowledge in
records is handled in modernized manner in record center and library. It would be kept computerized
and accessible to users, if possible 24 hours, with a username and a password. Knowledge is found
and transmitted in various other forms
like coins, notes and other objects too.

BIRRITU: What channels do you employ to share knowledge among individuals?

There are formal and informal social channels to share knowledge. Encouraging informal discussions
is an important way of sharing individuals’ knowledge. Formal situations tend to be frightening and
appear to put pressure on people. Hence, facilitating the creation of informal situations creates a
relaxed atmosphere for people to share their knowledge readily and willingly. Organizing get-together
creates an interactive environment which could facilitate the informal knowledge sharing.

N When new employees join NBE there is a need for orientation about the business of the Bank in
general. It is important that people share their knowledge with the people close to them, to their peers,
and others. Assigning a mentor to a newcomer employee to share knowledge about the work and the

\ directorate is another way of doing the sharing.

P We have created intranet and electronic publications, and staff papers, training materials, and so on
are uploaded. It has one page called “share what you have” for sharing similar information and
request to be given to us so that we can share it to others. Some are giving us such kind of
information so that we can share it. We also have a one page discussion forum although it is not
yet put to use for sharing. Books, articles, journals, and other materials are coming in.

] "~~~ Wesend news and information about the Bank extracted from different international magazines
4o and local newspapers via outlook and post in the intranet as news clips. We are thinking about
" what we can add to it so as to make it as friendly as possible to users.

When people take part in workshops and similar events, have exposure visits, and projects, the
findings and best practices should be shared with peer groups and others.
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Change Management and Communication Directorate could play a significant role in this by
identifying best practices in the Bank and disseminating it. And that would be one way for knowledge
sharing.

BIRRITU: Is this knowledge sharing confined to one institution or goes beyond it?

Efforts are underway to create access to 20 government office resources and work has started with
the Ethiopian National Archives and Library Agency to channel their resources. The Agency has
already handed over the system to the National Bank of Ethiopia for it to be laid down. This is
integrated library and record management information system in order to manage the system
electronically and to hold the

information of library and record collections.

So far classification and coding systems of records have already been created bank wide to make use
of records effectively. Five directorates have been selected for pilot testing. Each directorate will have
its own filing system based on their business but the Bank’s structure would be maintained. We are
done with that first phase and at the moment we have started with the rest.

If we can demonstrate the benefits and potential in this regard, we could ignite the appetite of
everybody.

BIRRITU: How far have you gone in realizing your target?

Until now we have not accomplished much due to limitations of skilled man power and knowledge
area. Most of what we learn comes from documents because there is no training for it. It is not that
much known and exercised. We have tried to learn from other countries.

BIRRITU: What have you done to draw lesson from others?

We have tried to learn what we can from Malaysia and the World Bank. Visits to India and Malaysia
during BPR study were also undertaken to see their experience on information and knowledge
management. Documents from South Africa and National Archives and Library Agency were also
obtained and used for record management.

Notice!

Dear Readers,

You are encouraged to contribute articles on issues that have to do with the finance
sector in Ethiopia and others you think is relevant and educational to the finance
community. By sharing your knowledge and experience as well as your ideas you will R ==

be doing the sector and the country at large a great service. Make the best of your ideas

by sharing and contributing to make a difference! Please take note that we recognize

and reward nominal amount to article contributors of all types!
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Why Moody...?

Why do people behave civilized at work and not so at home? I mean everyone is so "Yes
sirf/mom", "Thank you sir/mom", "I'll be happy to do it sirymom", "What else can | do for
you Sir/mom"; yet when return home, the language gets nasty. Is it because people are
paid to be nice, so they act nice for the money? Then there is this other phenomenal of
adjusted good behavior at home, when visitors are around. What is that about?

First of all I fear that we got common meaning for "behaving as civilized". However,
rather than searching for a common meaning, let's leave it as it’s and try to see it from a
different angle.

It's, | hope, better to say people behave in some different way at work than at home. In
addition to that, to be more specific, people may also behave differently in diverse
working environments. Here one would tell us that since human beings socialize faster,
people may or won't behave as the environment they are working or living in. Therefore,
it would easily be concluded that working/living environment contributes for one to
behave in one or another way.

Not only the environment, but also systems (Institutional/organizational laws,
regulations, proclamations...) which we must adhere to determine the way we behave. For
instance, a banker may behave in some different ways than a teacher or other
professional.

The systems and the environments we live in (at home) are a bit loose and free of
adherence than the system and environment we work in (at office). If people didn’t
adhere to the system and act as the environment at work, we will not survive as being part
of it. So, we adhere to systems and act as the environment we work in. Therefore, we
behave in some different way at work than at home.

One may also ask why people adjust themselves to a kind of “good behavior” when
visitors are around? As | tried to indicate above, there are systems which we must adhere
to and people know that the right way is through those systems. Adherence to Systems is
the right decision to follow for the sake of stable, peaceful and secure social environment.
However, people love their personal freedom and or in simpler terms their being free

more than adherence to the systems (the right way). This is the point where people may ' ;*

adhere to their own interest/freedom at the expense of adhering to the systems. However,
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people don’t want to be seen as a law/system breaker or they don’t want to be seen being
against the environment/social system. Therefore, they adjust themselves to their faulty
self.

The two possible reasons seemingly indifferent (The environment and Systems) are
related to external causes and another likely cause for one to act in one or another way

might also be related to one's nature.

(Ahmed Muhammed, NBE)

Notice!

Dear Readers,

You are encouraged to contribute articles on issues that have to do with the finance
sector in Ethiopia and others you think is relevant and educational to the finance
community. By sharing your knowledge and experience as well as your ideas you will
be doing the sector and the country at large a great service. Make the best of your ideas
by sharing and contributing to make a difference! Please take note that we recognize

and reward nominal amount to article contributors of all types!
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No. Name of Institutions o =
1 Ambhara Credit and Saving Institution S.Co. 058-2201652 251-058-2201733
2 Dedebit Credit and Saving Institution S. Co. 034-4409306/034-4410996 | 251-034-4406099
3 Oromia Credit and Saving Institution S. Co. 011-552465344 251-011-5534871
4 Omo Micro Finance Institution S. Co. 046-2202053 251-046-2202052
5 Specialized Financial and Promotional 011-6622780/1 251-011-6614804
Institution S. Co.
6 Gasha Micro Financing S. Co. 011-6558830-34 251-011-2756399
7 Wisdom Micro Financing Institution S. Co. 011-6463569 251-011-6293346
8 Sidama Micro Financing Institution S. Co. 046-2204704 251-046-2204704
9 Africa Village Financial Services S. Co. 011-6532052 251-011-3728771
10 Buusaa Gonofaa Micro Financing S. Co. 011-5544072/93/96 251-011-4654045
11 Poverty Eradication & Community Empowerment 251-011-6616985
Micro Financing Institution S. Co. O11-6521541742 6616985 | 557 011 _4654088
12 Meket Micro Financing Institution S. Co. 033-2110082/033-2110037 033-211-0019/82
13 Addis Credit and Saving Institution S. Co. 011-1572720/110919 251-011-1573124
14 Meklit Micro Finance Institution S. Co. 011-5512109/5507964/ 251-011-5504941
132393
15 ESHET Micro Finance Institution S. Co. 011-3206451 251-011-3206452
16 Wasasa Micro Finance Institution S. Co. 0911673822 -
17 Benishangul-Gumuz Micro Financing S. Co. 057-7750666/057-7752466 251-057-7751734
251-057-7750060
18 Shashemene Eddirs Yelimat Agar
Micro Financing Institution S. Co. 0461102052/1103881 251-046-1101534
19 Metemamen Micro Financing Institution S. Co. 011-6615398 251-011-6186140
20 Dire Micro Finance Institution S. Co. 025-1119246/47 251-025-119246/47
21 Aggar Micro Finance Institution S. Co. 011-6183382 251-011-6183383
22 Letta Micro Finance Institution S. Co. 011-6636947 -
23 Harbu Micro Financing Institution S. Co. 011-610016/0911306554 251-011-6180654
24 | Ghion Micro Financing Institution S. Co. 011-504408/1238338/226771 | 251-011-5504409
25 | Digaf Micro Credit Provider S. Co. 011-2132928 / 2787390 251-011-277211
26 Harar Micro Finance Institution S. Co. 025-6663745/025-6664078 251-025-6661628
27 Lefayeda Credit and Saving S. Co. 011-6296976 251-011-6620827
28 | Tesfa Micro Finance Institution S. Co. 011-5526205/0911234229 | 251-011-5512763
29 Gambella Micro Financing S. Co. 047-5511271 251-047-5510892
510277
30 Dynamic Micro Finance S. Co.
(Approved 23/03/09) 011-5526205/5540390 251-011-6623685
31 Somali Micro Financing S. Co.

257-752122

257752099
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