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| Editors’ Note |

Dear esteemed readers, we are happy to meet you with
the 125%™ issue of Birritu which consists of relevant and
timely topics.

In the News and Information section, there is a news which
deals with NBE's successful deplyment of Bank Supervision
Application (BSA) version 3.0.

The Topics selected for Research Articles are “INTERNAL AND
EXTERNAL FACTORS THAT DETERMINE CAPITAL STRUCTURE
OF INSURANCE COMPANIES: THE CASE OF ETHIOPIA”

The Educational and Informative Article contains two
interviews, about Financial Inclusion and Inflation. There is
also the Miscellany section that contains short fiction and
Various Quotes.

Dear readers, your feedbacks and comments are invaluable
for enriching the next issue of Birritu. Please keep forwarding
your comments and suggestions.

Birritu Editorial Offfice
Tel +251 115 175107
+251 115 530040
P.0.BOX 5550
www.nbe.gov.et
Addis Ababa, Ethiopia
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NBE HAS SUCCESSFULLY DEPLOYED BANK SUPERVISION

Ato Woubeshet Fola, Pricipal Bank Examiner

by Abel Eolomon

Ethiopia has embarked on automation of

supervision functions and submission of
regulatory returns/information from banks
and microfinance institutions.

With the objective of modernizing its bank and
microfinance institutions supervisory functions
and enhance the effectiveness and efficiency
of its supervisory system, the National Bank of
Ethiopia (NBE) implemented a system called
Bank Supervision Application (BSA).

BSA is a system designed to automate banking
supervision functions, in line with Basel
Principles. It is a web based solution responsible
for securing submission of financial information,
validation and analysis and report generation.

Ato Wubshet Fola, Principal Bank Examiner at NBE
told Birritu that the system integrates three main

APPLICATION (BSA) VERSION 3.0

|
| !

Ato Frezer Ayalew, Director Micro Finance Institution Supervision

y7,
BSA IS A WEB BASED
SOLUTION RESPONSIBLE
FOR SECURING
SUBMISSION OF FINANCIAL
INFORMATION, VALIDATION
AND ANALYSIS AND REPORT
GENERATION.
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functionalities namely workflow management,
data management and data transmission into
one platform. He added that, the functionalities
enable prudential and behavioral supervision of
banks and microfinance institutions in a manner
that supports ensuring of safety and soundness
of the sector.

According to Ato Wubshet, the BSA has various
modules; i.e., the Institutional Information
Submission System (lISS), Risk Analysis Automated
System (RAAS) and Banking Supervision System
(BSS) are among others. The 1ISS module is
designed to secure submission of returns from
financial institutions; the RAAS is responsible for
automating financial analysis and processing of
statistical returns from financial institutions and
BSS module enables licensing of new institution,
on/off-site investigations, enforcement actions,
workflow progress and alerts...etc.

The Application platform is fully customizable
solution to cope with the
requirements of the National Bank of Ethiopia
(NBE).

supervision

Ato Wubeshet added that the system has also a
number of security features which is intended to
keep the financial information secured.

According to Ato Frezer Ayalew, Director of
Microfinance Institutions Supervision at NBE,

| NEWS |

the newly automated system is used for not
only for Banking Supervision activities, but also
applied to Microfinance Institutions Supervision.
The system is expected to overcome the existing
challenges associated with lengthy manual report
submission process by financial institutions and
address data quality issues through application
of stringent data validation rules.

Moreover, Ato Frezer said, the new system will
enable the regulator to automatically generate
various supervisory data’s and information that
could be used for report generation and policy
making decisions purpose.

The system was initiated some 20 years ago by
Southern African Development Community
(SADC) countries, Central Bank of Kenya and
Bank of Uganda. It was designed by SADC Central
Banks IT Forum, with the purpose of supporting
and harmonizing the functions of Central Banks
and financial authorities in respective countries.
Accordingly, BSA is widely used in African
Central Banks and Financial Services Regulatory
Authorities, for the supervision of Banks and Non-
Banks Financial Services Providers (Insurance
Brokers, Retirement
Funds, Investment Managers, Savings and Credit

Companies, Insurance
Providers and other Non-Bank Financial Service
Providers) to ensure the safety and soundness of
the banking sector.

Since its inception, the system has undergone
three major upgrades and currently it is running
on BSA Version 3.0 which the NBE has successfully
deployed and it has been in the “Pilot Period until
December 31, 2017.

NBE commenced deployment of the system
following the signing of the agreement, i.e., BSA
deployment charter, between Ato Tiruneh Mitafa,
Vice Governor, Financial Institutions Supervision
of the National Bank and Ms. Paula Libombo,
Head of BSO of Bank of Mozambique on October
2,2017.
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INTERNAL AND EXTERNAL FACTORS
THAT DETERMINE CAPITAL
STRUCTURE OF INSURANCE
COMPANIES:

THE CASE OF ETHIOPIA

Tesfa Bezuayehu

L
Principal Insurance Examiner

....firm specific variables of size, asset tangibility, growth and liquidity and
macroeconomic variable of GDP and inflation were significantly related to
leverage. Therefore, managers of the insurance companies should consider the
% impact of these significant variables in determining their financing needs so as
to maximize the value of the company and meet the shareholders return to the
' extent that gives value for their invested money.. ..




ABSTRACT

This study empirically examines the determinants of capital structure of
insurance companies in Ethiopia. The study tried to identify the specific
firm and macroeconomic factors that managers should consider
when deciding their optimal capital structure. The study employed
fixed effect panel regression model in examining the capital structure
of insurance companies in Ethiopia with financial statements of 9
insurance companies covering the period of eleven years, 2005-2015.
The model (fixed effect panel regression model) fitness was tested
using normality, multicollinearity, Heteroskedasticity, autocorrelation
and redundant fixed effects tests on the data used for the model. The
results show that pecking order theory is prominently important in
explaining the capital structure of insurance companies in Ethiopia.
Firm specific factors such as asset tangibility, growth, liquidity and size
of the firm were found to be significant in relation to leverage. Though
insignificant, the negative relationship between profitability and
leverage is an indication that profitable insurance companies prefer
internal sources of finance to external sources, hence less debt in their
capital structure. Macroeconomic factors used in this study, GDP and
inflation were positively related with leverage at significant level of 1%.
The study indicated that the independent firm specific variables of size,
asset tangibility, growth and liquidity and macroeconomic variable
of GDP and inflation were significantly related to leverage. Therefore,
managers of the insurance companies should consider the impact of
these significant variables in determining their financing needs so as to
maximize the value of the company and meet the shareholders return
to the extent that gives value for their invested money.

| Research Article |
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1. INTRODUCTION
1.1 Background of the Study

Capital structure is the mix of the long-term
sources of funds used by a firm. It is made up of
debt and equity securities and refers to permanent
financing of a firm. An optimum capital structure
is a critical decision for any business organization.
The decision is important not only because of the
need to maximize returns to the shareholders,
but it is also important because of the impact of
such decision on an organization’s ability to deal
with its competitive environment (Simerly and Li,
2002). The last number of decades has witnessed
a continuous development of new theories and
empirical findings on the determinants of capital
structure of a firm to maximize its value. These
theories suggest that firms select capital structure
depending on attributes that determine the various
costs and benefits associated with debt and equity
financing. The first milestone on the issue was set
by Modigliani and Miller (1958), whose model
argued on the Irrelevance of the capital structure
in determining firms'value and future performance.

In terms of financial theory, insurers are no different
from other sector in the economy with respect
to the general factors that determine the capital
structure and the market value of the firm except
that insurer’s debt as more closely corresponding
to policy claims than to conventional debt, then
insurer debt is contingent and indeterminate,
(Dionne, 2013).

As per the researcher’s access and knowledge,
the researchers conducted on determinants of
capital structure so far in the Ethiopian insurance
sector include: Regassa, (2014), Abate, (2012),
Kinde, (2011), and Getahun, (2014). Though, their
contributions are important and worth mentioning,
most of these studies focused on limited dataset
that covered less than ten years attributed to firm
specific factors. Moreover, these researchers used
only internal firm specific factors for their analysis.
The impact of macroeconomic variables and other
external factors such as GDP growth rate and

inflation rate were not considered. Therefore, the
aim of this study was to assess the influence of
firm specific and macroeconomic factors on capital
structure decision made by Ethiopian insurance
firms.

The objective of this study is to empirically test
the influence of firm specific characteristics and
macroeconomic variables on capital structure of
insurance companies in financing their operations

The importance of this study has been initiated
from the fact that insurance sector plays a valuable
role in support of the growth of the country’s
economy, and providing cover for properties and
services exposed for different insurable risks to
the public who are exposed for these risks. In this
context, this research work examined the main firm
specificand macroeconomic factors that determine
capital structure decision of companies that enable
them achieve their objectives of supporting the
economy in general, the specific needs of its
stakeholders in particular. Given limited domestic
studies exclusively on insurance capital structure
determinants, especially taking in to consideration
of the minimum regulatory capital requirement,
the study was conducted to bridge the gap in this
regard.

1.2 Statement of the problem

An insurance company is in the business of
transferring risk. It does this by accepting premium
from policyholders and paying claims. It can
happen that the premium collected is less than the
total amount paid for claims. If this is the case, the
insurer is expected to pay for the claims from the
capital of the insurance company. It is for this reason
that the insurance regulator has a prime concern
in the capital that the insurer has maintained. The
regulator concern is to maintain the safety and
soundness of insurance companies so that they
can fulfill their obligations to the policyholders.
Whereas, the owners (or investors) of the insurance
company are concerned with the return and the
safety of their investment.

8]



Recently the National Bank of Ethiopia has issued
a directive that requires insurance companies
to have a minimum paid-up capital of 60million
Birr for general insurance and 15million Birr for
Life insurance effective April 2013. Following this
increment, some of the insurance officials argue
that increasing paid up capital reduces expected
returns to shareholders, as equity financing is
more expensive than debt and cannot be raised
easily from the public market. One of the issues
of their argument is that many of the companies’
return on equity has been declining since the past
two or three operating years as this declining was
attributed to the massive increase in paid-up capital
(Fortune,2014).

From regulatory perspective, insurers need to
estimate the capital they need, and then effectively
manage their capital to maximize the company’s
value and shareholder returns considering the
minimum required regulatory capital. On the other
hand considerable debate is happening among
the industry officials regarding the level of capital
required to support their business operation
and maximize return to the shareholders. Their
argument goes with the tradeoff postulates that
increasing of profitability is possible when the
proportion of debt to equity is increased and when
Companies get more leveraged.

The analysis of factors that determine the capital
structure of the Ethiopian insurance companies
in context with the above discussion points
had not been adequately dealt to the author’s
best knowledge. The studies made in Ethiopian
insurance sector so far did not consider testing the
effect of macroeconomic variables (such as GDP and
inflation) which are expected to have significant
effect on the capital structure of Ethiopian insurers.
Hence this study is made to independently
identify the influence of firm specific factors and
macroeconomic variables so as to fill the above
stated gap by analyzing their impact on financing
decision of insurance companies in Ethiopia by
utilizing the most recent dataset, covering the years
2005-2015.

[ Research Article ]

2. LITERATURE REVIEW

2.1 Theoretical Framework of Capital
Structure

Capital structure theories have evolved since the
publication of Modigliani and Millar in 1958 and
1963. Their preposition was that, capital structure
does not influence the value of the firm and that
there is no need to be pre-occupied with the mix of
debt and equity or whether the firm is financed by
only debt as opposed to only equity.

Some researchers, however, disapproved the main
assumptions of the publication by Modigliani and
Millar. In view of that, researchers, across the globe,
have developed theories to back the assertion that
capital structure influences the value of the firm.
So firms should strive to attain an optimal capital
structure. Some of these theories are the agency
theory, the pecking order theory, the dynamic trade
off and the market timing theory.

Jensen and Meckling (1976) developed the
agency theory which is now considered by finance
literature as a very significant factor in determining
capital structure of firms. The theory postulates that
there is a nexus of principal - agent relationship
among all stakeholders, most especially among
the providers of funds of the organization which
will result in an agency problem if the concerns of
each debt provider are not addressed. The agency
problem presupposes that firm's managers don't
work to maximize shareholder wealth, but they
work to maximize their own benefits. As a result, to
effectively reduce agency problems, there is a need
to change the capital structure of the firm. Harris &
Raviv (1991) supported the idea and thus indicated
that managers have an incentive to continue a
firm’s current operations even if shareholders prefer
liquidation.

The Pecking Order Theory on the other hand,
suggests that the firm should follow a specific
hierarchy to finance its assets: the firm should
always opt for internally generated funds from
retained earnings first, then debt before equity
capital (Najjar & Petrov, 2011).

£ 9]
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Furthermore, the dynamic Trade-off Theory
according to Naveed et al (2010) suggests that
accomplishing an optimal capital structure requires
the balance between the benefits and costs of debt.
Najjar, et al (2011) stated that the main benefit of
debt is the tax shield, while the main cost of debt
is the risk of financial distress, which includes
bankruptcy costs and various non-bankruptcy
costs, such as staff leaving, suppliers demanding
disadvantageous payment terms, bondholder-
stockholder infighting etc”

For insurance companies, the trade-off and pecking
order theory can be applied in case of financing
decisions of insurance operations. As has been
already discussed earlier, premiums received for
services of insurance covers are the main source
of finance for insurance companies, with the
outstanding claims and unearned premiums
as the corresponding liabilities. In lines with
capital structure, insurance policies take some
characteristics with debt instruments such as
bonds. The customer of insurance company pays
a certain amount to the insurer, either at once or
periodically, in exchange for the promise that a
sum of money will be paid out as compensation in
accordance with the terms of the policy agreement
which can be considered that the insurer borrows
money from the policyholders, Staking & Babbel,
(1995). That means the policyholders act as the
lenders, the insurer acts as the borrowing entity,
the premiums paid constitute the amount lend
by the policyholders and the claim payments are
comparable to the refund of the principal plus the
coupon interest payments

2.2, Empirical evidence on the
determinants of capital structure

Asset Tangibility

The past literature has evidenced the importance of
the type of assets owned by a firm as it affects the
firm's capital structure choice. Ifacompany has more
tangible assets in their composition of total assets,
it has higher capacity to raise debt on the collateral
agreement. Most of the empirical studies evidenced

a positive influence of asset tangibility on leverage.
Booth et al. (2001) state: “The more tangible the
firm's assets, the greater its ability to issue secured
debt and the less information revealed about future
profits.”’ Thus, a positive relation between tangibility
and leverage is predicted.

Liquidity

Liquidity was referred to as the ratio of current
assets over current liabilities. In the recent studies,
liquidity is also considered significantly affecting
the capital structure choice of firms. Tradeoff and
Pecking order theory have two contrasting views
about the relationship between liquidity and debt
ratio (leverage ratio). According to Tradeoff theory,
the more liquid firm would use external financing
due to their ability of paying back liabilities and
to get benefit of tax-shields, resulting in positive
relationship between liquidity and leverage.
Pecking Order theory, on the other hand, assumes
that the more liquid firm would use first its internal
funds and would decrease level of external
financing, resulting in negative relation between
liquidity and leverage

Empirical evidence confirmed both negative
and positive relationship between liquidity and
leverage; for example, Ahmed et al. (2011) found
negative relationship between leverage and
liquidity. On the reverse, Kinde (2011) found a
significant positive relationship between liquidity
and leverage in Ethiopian Insurance companies’

capital structure.
Profitability

Empirical studies depicted a negative relationship
between leverage and profitability, for example
Harris and Raviv (1991), Rajan and Zingales, (1995),
Huang and Song, (2002), Booth et al., (2001), Titman
and Wessels, (1988). Ashenafi (2005) also found
the inverse relationship between leverage and
profitability.

Firm Size

Trade off theory predicts a positive relationship

[10]



between company size and their level of leverage.
It has been found to be an important factor in
determining capital structure decision of companies
ever since the famous debt studies conducted by
Gupta (1969) on US firms. Thereafter, many studies
of capital structure choices have included firm size
in their model (Booth et al., 2001).

Growth Opportunity

In line with the tradeoff theory, Jensen and
Meckling (1976), show that firms with high growth
opportunities were more likely to have higher
agency costs due to higher debt prices. When
managers plan to invest in more risky projects,
creditors will take chance to increase the amount
of interest and these will lead to shift of corporate
control to creditors. Consequently, most of the
cash flow generated can't be utilized for good
investments as cash flow gets committed to the
interest payment. As a result, the firms with good
growth opportunities would maintain a lower
leverage in order to minimize the constraints
imposed by the creditors and maximize the
potential gains. Hence, a negative relationship was
seen between growth opportunities and leverage.

On the other hand, the empirical findings show
positive relationship between growth opportunity
and leverage of the firm. For instance, in Ethiopia
Kinde (2011) and Amanuel (2011) empirically
found significant positive relationship between the
growth opportunity and the level of leverage.

GDP Growth

Gross Domestic Product (GDP) was one of the
macroeconomic variables tested by very few studies
(Booth et al., 2001 and Muhammad, 1999). As noted
in Frank and Goyal (2011), trade off theory predicts
a positive impact of GDP growth rate of a country
on leverage of firms operate within that country.
This positive prediction implies that firms will have
more debt level in the period of higher economic
growth than they have in lower economic growth.
Results of empirical studies of Balla and Mateus
(2004) confirmed positive relationship between
GDP growth rate and leverage.

[ Research Article ]

Inflation Rate

Gulati (1997) developed a general case model to
identify the effect of inflation on capital structure.
In his study, the inflation was represented by
the percentage increase in product prices and
production costs and was “adjusted” accordingly
to get the effect of inflation. The result indicated
that inflation is significantly affecting leverage. In
another study, Frank and Goyal (2007), confirmed
such a positive relation of inflation rate and debt
level. Empirical studies made in Ethiopia by Tesfaye
and Minga (2012) also found a positive relation of
inflation rate and debt level

3. Research Methodology and
Model specification

While the target population for this study was
assumed to consider all the insurance companies
operating currently in the country, a sample of
9 insurance companies was taken from the total
population of 17 insurers that jointly accounted
for more than 70% (NBE, 2015) of market share (in
terms of premium, asset and capital) that covers
11years period (from 2005 to 2015). The sample
size was decided based on the availability of data
as companies that are out of sample size were late
entrants for less than ten years. Information related
to Ethiopian insurance companies capital structure
and firm characteristics was collected from the NBE
where data on macroeconomic variables (GDP and
inflation) were collected from MoFED and the NBE
web site

In this study, to assess determinants of capital

structure in Ethiopian insurance companies,
quantitative research approach has been employed
and panel data used to analyze the resulting
estimates so that stated objectives and hypothesis

are addressed accordingly.

For this study, the dependent variable used to
measure determinants of capital structure is the
leverage ratio which is measured by the ratio of
total debt to total assets. Independent variables
supposed to explain the leverage (the dependent

{11]
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variable), include: profitability which is measured
as a ratio of earnings before interest and tax (EBIT)
to equity, growth opportunity of the firm measured
by the annual growth rate of total assets,. size
(measured by natural logarithm of total assets of the
company), ratio of total fixed assets to total assets
is used as a proxy for tangibility of asset, liquidity
which is measured as a ratio of total current asset
to short term liability, GDP growth rate and annual
rate of inflation

3.1. Hypothesis of the study

H1. There is negative relationship between
profitability of the insurance companies and its
leverage ratio

H2. The insurance companies with high growth
opportunity have high leverage ratio

H3. There is a significant positive relationship
between the firm size and the debt level of the
Ethiopian insurance companies

H4. A firm with higher percentage of fixed assets
will have higher leverage ratio

H5. There is negative relationship between
Liquidity and leverage of the firm

H6. GDP growth rate has a positive impact on
leverage of insurance companies in Ethiopia

H7. There exists a significant positive relationship
between inflation rate and insurance firms’
leverage in Ethiopia

3.2 Model Estimation

The study used a panel data which combines the
features of both time-series and cross-sectional
data. In order to achieve the objectives of this
research study, the panel data regression model
is used to identify the relationship between the
leverage of insurance companies and explanatory
variables: liquidity, size of the Company, tangibility
of asset, return on equity, premium growth, and
inflation and growth rate of GDP. Prior studies;
Gatsi and Gatzo (2013) used this model to identify

[12]

the determinant of insurance companies’ capital
structure. The collected panel data was analyzed
using descriptive statistics, correlations, multiple
linear regression analysis and inferential statistics.
Mean values and standard deviations are used to
analyze the general trends of the data from 2005
to 2015 based on the sector sample of 9 insurance
companies and a correlation matrix was also used to
examine the relationship between the dependent
variable and explanatory variables. In addition,
ordinary least square (OLS) is conducted using
Eviews 7 software to determine the most significant
explanatory variables affecting the capital structure
of the insurance companies. Model diagnosis and
robustness check that assumes classical linear
regression model (CLRM) namely the error have
zero mean, Heteroskedasticity, autocorrelation,
normality and multi-colinearity are made and all
are not violated

In light of the above, to investigate the effect
of  insurance-specific and  macroeconomic
determinants of capital structure, the following
general multiple regression model was adopted
from different studies conducted on the same

sector.
LEVit= 0+ B1 (ISD)xt + B2 (MED)yt + eit
Where;

LEVit is a dependent variable for insurance i at time
t; BO, B1 and, B2 represent estimated coefficients
including the intercept; (ISD)xt represent the x-th
insurance specific determinants at time t; (MED)yt
represent the y-th macroeconomic determinants at
time t; eitis the error term.

The equation that account for individual
explanatory variables which are specified for this

particular study is given as follows.

LEVit = B0 + BTROEi, t+ B2 LQi, t + B3 SZ i, t + BAGPi, t
+ B5TANGI, t + B6 GDP i, t + B7 INFi, t

Source: developed by researcher taking into account
the previous empirical works. Where:




LEV= the dependent variable which is
Leverage;

ROE = Return on equity;

LQ = Liquidity ;(ratio of C. assets to C liabilities)
GDP = Real growth rate of GDP;

SZ = Size of the Company; (Nlog of Total
assets)
INF = inflation; annual inflation rate

GP= Growth rate of Premium expressed
annual % change

TANG = Tangibility of asset of the company
expressed as ratio of fixed assets to total assets

€ =is the error component for company i at
time t f0= Constant

B=1, 2, 3...7 are coefficient of parameters to
be estimate;

i = Insurance company i = 1.. 9; and t = the
index of time periodsandt=1...11

3.3 Model Specification Test (Fixed
effect versus Random effect)

There are broadly two classes of panel
estimator approaches that can be employed
in financial research: fixed effects models
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(FEM) and random effects models (REM) (Brooks, 2008).
As noted in Gujarati (2003) if the number of time series
data is large and the number of cross-sectional units is
small, there is likely to be little difference in the values
of the parameters estimated by fixed effect model and
random effect model. Hence, the choice here is based on
computational convenience. On this score, fixed effect
model may be preferable than random effect model
(Gujarati, 2003). Since the number of time series (i.e. 11
year) is greater than the number of cross-sectional units
(i.e.9 insurance companies), selecting fixed effect model
is preferable.

4. Results and Discussion
4.1. Regression result

The regression result, as shown on Table 4.1 below,
ascertained that the estimated result of multiple
regression analysis was at a satisfactory level where
R-squared is 81% and Adjusted R-squared value is
77%. The value of Adjusted R-squared revealed that
there are strong relationships between dependent and
independent variables where all independent variables
can explain about 77% of the leverage of insurance
companies in Ethiopia. While the remaining 23% of the
change in leverage regression model is explained by
other factors, which are not included in the regression
line, both R-squared and Adjusted R-squared values in
this study are found to be higher (has more explanatory
power) than the previous results found in Ethiopia
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Table 4.1 Regression results for the determinants of Capital structure

Dependent Variable: LEV

Method: Panel Least Squares

Date: 04/27/16 Time: 16:14

Sample: 2005 2015

Periods included: 11

Cross-sections included: 9

Total panel (balanced) observations: 99

Variable Coefficient Std. Error t-Statistic Prob.

C -0.981922 0.319090 -3.077262 0.0028

GDP 4.188418 1.117953 3.746506 0.0003

INF 0.371269 0.078694 4.717895 0.0000

LQ -0.150369 0.026471 -5.680587 0.0000

ROE -0.005023 0.035828 -0.140193 0.8888

SZ 0.068059 0.011533 5.901446 0.0000

TANG -0.121532 0.054533 -2.228574 0.0285

GP 0.053907 0.029709 1.814499 0.0732
Effects Specification

Cross-section fixed (dummy variables)

R-squared 0.811425 Mean dependent var 0.671161

Adjusted R-squared 0.777346 S.D. dependent var 0.099953

S.E. of regression 0.047164 Akaike info criterion -3.123409

Sum squared resid 0.184631 Schwarz criterion -2.703995

Log likelihood 170.6087 Hannan-Quinn criter. -2.953713

F-statistic 23.80962 Durbin-Watson stat 1.990548

Prob(F-statistic) 0.000000

Source: Eviews out put

The reliability and validity of the model was
further enhanced by the Probability of (F-statistic)
value (0.000) which indicated a strong statistical
significance. Thus the null hypothesis of the overall
test of significance that all coefficients are equal to
zero was rejected as the p-value was significantly
low (less than 0.05).

The following section demonstrates the impact of
each explanatory variables on determination of
capital structure

Profitability

In this study, the regression result shows that there
is a negative relationship between profitability
of the Ethiopian insurance companies and their
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level of leverage. Though it is insignificant, the
negative result shows that as the profitability of the
insurance companies increased, they minimize their
reliance on debt financing. The negative effect of
profitability to capital structure decision indicates
a tendency to the pecking order theory of capital
structure. This shows that insurance companies in
Ethiopia would prefer to use their internal reserves
or retained profits first, followed by debt and equity
as the choice of corporate financing. This result is
consistent with the hypothesis of the study. Most
empirical studies support this negative relationship
between leverage and profitability, for example
Harris and Raviv (1991), Rajan and Zingales, (1995),
Huang and Song, (2002), and Mohamedamin (2014)




Growth Opportunity

Consistent with Pecking Order Theory, in this study,
it is found that there is a statistically significant
positive relationship between growth opportunity
and leverage ratio of insurance. The panel fixed
effect estimation regression result shows a
significant positive relationship between growth
opportunity of the insurance companies and their
leverage ratio at 10% significant level. In general,
these finding of significant (at 10% significant level)
positive relationship between growth opportunity
and leverage ratio is consistent with what pecking
order theory suggested in which companies with
relatively high growth need more debt financing.
Companies with growth potential can also find it
easier to get debt financing. Besides the result was
consistent with findings of previous studies Paulo &

Zelia (2007), Kinde (2011).
Size

The Statistical results show that there is insufficient
evidence to reject the explanatory power and
the positive impact of size on leverage ratios
of insurance companies. As depicted in table
4.1 above, the result of the coefficient of size
variable was positive and strongly significant at
1% level with p-value of 0.0000, as expected and
hypothesized. This result is the same as with the
findings of Gropp and Heider (2007) and Octavia
and Brown (2008). From this result it can be inferred
that big size insurance Companies can easily attract
more risk transfers from individuals and business
firms which ultimately raise their level of leverage
holdings.

Tangibility of Assets

As shown in table 4.1 above, the regression result
of asset tangibility was negative and significant at
5% contrary to the expected positive relationship.
This means the relationship is significant at less
than 5% implying that tangibility is one of the
major determinates of the leverage of insurance
companies in Ethiopia such that as this variable
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decrease, the leverage of insurance companies
increase.Theresultsseemtobeconsistentwith Najjar
&Petrov (2011), Gatsi (2013) and Dhanasekaran et al
(2012) who researched the capital structure of the
insurance companies in Bahrain, Ghana and India
respectively. Previous studies made on Ethiopian
insurance companies also found same significant
effect of tangibility on capital structure that
resulted in a negative relationship with leverage,
Beshir(2015) and Kindie(2011)

Liquidity

Consistent with pecking order theory and the
hypothesis of this study, the liquidity ratio of
Ethiopian insurance companies was inversely
related with their leverage ratio. The result shows
that there is a statistically significant negative
relationship at 1% significant level. Liquid firms are
in possession of more internal funds, which can be
used as a source of finance. Therefore more liquid
firms are far less leveraged than less liquid firms.
Consistent with the result of this study, a number of
prior empirical studies found a negative significant
relationship between liquidity and leverage;
Among the empirical evidences reviewed by the
researcher including, Najjar & Petrov (2011), Gatsi
(2013) and Dhanasekaran et al (2012), Beshir (2015),
and Mohamedamin(2014) found a negative relation

of firm's liquidity and its leverage.
GDP Growth Rate

The macroeconomic variable, which is the real GDP
growth rate, was expected to have a significant and
positive relationship with leverage of insurance
companies. As expected, the regression result in
table 4.1 above shows that the GDP growth has
a direct significant and positive relation to the
leverage of insurance companies. The coefficient
of GDP was positive as expected and found
statistically significant to explain the dependent
variable measured as total leverage, with p-value of
0.0003 at 1%. In empirical perspective, this finding
is consistent with Muthama et al. (2013, Cekrezi
(2013) and Bas et al. (2009)
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Inflation

In this study, inflation was predicted to have a
positive correlation to leverage of the insurance
companies. The result indicated that the hypothesis
which states that inflation has a significant
positive relation with the leverage of the insurance
companies resulted in a p value of (0.0000) at 1%.
This can be explained from the results that the
increase in the inflation rate actually increases
the value of insurable properties which ultimately
increase the premium of insurance companies
which is a significant source of debt financing to
companies. It also affects the value of claim costs
that resultantly increase the debts of the insurance
companies as stated by Ahlgrim and D'Arcy (2012).

5. CONCLUSIONSAND
RECOMMENDATIONS

5.1. Conclusions

In this study, both firm specific and macroeconomic
explanatory variables were considered. These
include profitability, liquidity, size of the company,
growth opportunity measured by premium growth,
tangibility of assets, real GDP growth rate and
inflation were considered as independent variables
while leverage measured by total assets to total
liabilities was considered as dependent variables.
The empirical findings on the determinants of
capital structure of the insurance companies in
Ethiopia for the sample suggested the following
conclusions

o The profitability level of the insurance
companies affects their leverage ratio
negatively though insignificant, which supports
the pecking order theory and the hypothesis
formulated for the study. Thus, from the result
it can be concluded that highly profitable
insurance companies are more likely relied on
internally generated funds and equity capital
than debt capital as the source of financing.

o Consistent with the argument of Pecking
Order Theory, and the hypothesis made for this

study, the result is found a significant positive
relationship between growth opportunity and
leverage ratio of the insurance companies.
Insurance companies with relatively high
growth opportunity needs more debt financing
than less for growing companies. Because
internal fund is not sufficient to meet their
requirement, and therefore they go for external
financing by way of issuing more underwriting
policies and thereby collect more premium to
finance their operations

Regarding to the effect of tangibility on the
capital structure of insurers in this study,
the regression result of asset tangibility was
negative and significant at 5% contrary to the
expected positive relationship, but it is in line
with the pecking order theory. This means
the relationship is significant at less than 5%
implying that tangibility is one of the major
determinates of the leverage of insurance
companies in Ethiopia such that as this variable
decrease, the leverage of insurance companies
increase.

Besides, the results of the study indicated
that insurer’s size had significant positive
relationship with leverage, which was consistent
with trade- off theory. This result indicates that
large sized insurance companies, needs more
debt financing than small sized insurance
companies. Big size insurance Companies
can more easily attract more risk transfers
from individuals and business firms thereby
increasing the leverage of the companies by
premium financing

Consistent with pecking order theory and the
hypothesis of this study, the liquidity ratio of
Ethiopian insurance companies was inversely
related with their leverage ratio. The result
shows that there is a statistically significant
relationship at 1% significant level. The
negative relationship shows that more liquid
firms will tend to use less debt in their capital
structure. Liquid firms are in possession of more

[16]



internal funds, which can be used as a source of
finance. Therefore more liquid firms are far less
leveraged than less liquid firms.

The regression result shows a positive impact of
GDP growth rate on the leverage of insurance
companies and in consistent with the research
hypothesis that GDP has a positive relationship
with leverage of insurers. This is due to, the
fact that increase in GDP growth raises overall
income level and business performance which
ultimately increases insurable properties
that ultimately raises the volume of premium
income and hence high leverage of the insurer.

Inflation was predicted to have a positive
correlation to leverage of the insurance
companies. The result indicated that inflation
has a significant positive relation with the
leverage of the insurance companies resulted
in a p value of (0.0000) at 1%. Results of this
study are consistent with empirical studies
conducted by Mohammedamin (2014) which
implies inflation affects leverage of the firm.
This can be explained from the results that the
increase in the inflation rate actually increases
the value of insurable properties which
ultimately increase the premium of insurance
companies which is a significant source of
debt financing to companies. It also affects the
value of claim costs that resultantly increase the
debts of the insurance companies as stated by
Ahlgrim and D'Arcy (2012).

In general, the finding of the study suggests
that, growth opportunity, size, tangibility of
assets, liquidity and macroeconomic factors:
GDP and inflation were important variables
that influence insurance companies’ capital
structure. Moreover, though the result of
profitability was insignificant, it shows that
there is a negative relationship between debt
and profitability which has impact on the
financial decision of the insurance companies.
The overall results also, confirms that pecking
order theory was pertinent theory in Ethiopian
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insurance industry, while there were little
evidence to support trade-off theory

5.2 Recommendations;

On the basis of the findings of this study,
the researcher has drawn the following
recommendations

e The analyses indicated that the independent
firm specific variables of size, asset tangibility,
growth and liquidity and macroeconomic
variable of GDP and inflation were significantly
related to leverage. Therefore, managers of
the insurance companies should consider
the impact of these significant variables in
determining their financing needs so as to
maximize the value of the company and meet
the shareholders return to the extent that gives
value for their invested money.

* The regression result of the variables applied
in this study indicated that the pecking order
theory exceedingly appears to exert influence
on the insurance company’s capital structure.
It is, therefore, important for managers of this
sector to formulate a policy that promote the
need to enhance the equity capital and the
internal growth and to use for future financing
needs of the company.

. In view of the current growth opportunity
and the overall macroeconomic situations, the
values of insurable properties and all forms
of trading activities is expected to steadily
continue growing and in return the demand
for insurance coverage will increase. So the
managers of insurers should manage level of
leverage that comes in the form of premium
financing. The insurers should reduce the
impact of high claim costs that likely increase
from the volume of premium written through
techniques like product selections, increase
claims handling practice and gathering
sufficient information or detail about subject
matter of insurance. This is because, as this
study has concluded, the financing behavior
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of Ethiopian insurance companies is in support
of the pecking order theory that the debts that
comes in the form of premium financing needs
to be carefully managed. Otherwise, it may lead
to insolvency if the proportion of debt to equity
is more on these companies.

Regarding tangibility of assets, the statistical
result shows that the percentage of fixed
assets to total assets was 20% and a negative
sign which implies that insurance companies
might not have enough tangible assets so
as to use collateral for debt financing and
increase the leverage The reason for holding
less fixed assets by the companies is a statutory
requirement with expected benefit of holding
a large amount of liquid assets is that it can
offset any unexpected and large claims costs
without reverting to asset sales or emergency
funding. If assets have to be sold at short notice,
insurers may not obtain a fair market value. It is
more prudent to anticipate unexpected losses
and keep liquid assets to meet the demand.
On the other hand, liquid assets provide lower
yields, that the opportunity cost for holding a
large amount of liquid assets is high. So it needs
relaxing the required level of liquid assets

to optimum level that balances the tradeoff
between the opportunity cost of holding too
much liquid assets versus expected benefit
of holding these assets and allow companies
to improve holding of their fixed assets in
proportion of the total assets they hold thereby
manage their capital structure to hedge
these assets as security for loan that could
be acquired from the bank market used as an
alternative way of debt financing .

The significant part of the debt composition
of the insurance companies is claim reserves
which is a short term liabilities payable to
policyholders. The companies do not hold
long-term debt because of the absence of
long-term financing entities as long term debt
is the major issue for any firm for the expansion
of its business. This type of debt financing can
be facilitated from bond markets. The decision
to develop a market-based system seems to be
of a priority. Therefore, the government should
consider the establishment of capital market
in Ethiopia as this greatly contributes to the
development of the economy in general and to
the insurance sector in particular to access their
financing needs.
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FINANCIAL INCLUSION IN
ETHIOPIA: OVERVIEW

W Birritu talked to Financial Inclusion Secretariat (FIS) at the National Bank
of Ethiopia about the concept of financial inclusion, its importance, the
current status of financial inclusion in Ethiopia and others. Here are the

questions and answers.

Birritu: What does the concept financial inclusion
imply? Why is it important?

FIS: Conceptually, financial inclusion is destined to
promoting access and usage of suitable (quality and
affordable) financial products and services through
addressing barriers and challenges to financial
inclusion, particularly pertaining to marginalized
(unbanked, underserved, poor people and low
income) people and enterprises. As global practice
indicates, financial inclusion is achieved through
formulating and implementing a national financial
inclusion strategy. In this process, engagement of
key stakeholders and coordination of their efforts
are critical to deal with a number of cross cutting
issues that have been causing and contributing to
financial exclusion.

Financial inclusion in general terms is hoped to
unlock the social and economic potentials and
also expected to bring relative economic power,
primarily to the low income and poor people
through promoting investment in micro, small
and medium enterprises (MSMEs) and agriculture
sector that consequently promotes employment
opportunities, rise in income and lead to healthy
and responsible financial life. These eventually
would help to alleviate poverty, improve living
standard and welfare of the society. Moreover,
financial inclusion supports and contributes its part
towards achieving sustainable development goals
(SDGS). In the case of Ethiopia, 11 out of 17 SDG
would be directly supported if financial inclusion
strategy is implemented as planned.

Birritu: What is the historical background of
financial inclusion, in brief?

FIS: Financial inclusion has its root connected to
poverty alleviation programs. The idea from the
outset was to providing quality and affordable
credit in particular to the poor with the view to
promoting micro and smallinvestmentand creating
employment opportunity that consequently would
contribute to rise in income. To achieve this goal,
credit was offered through credit cooperatives that
were established for the purpose. Eventually, it was
discovered that most members of the cooperatives
failed to service the loan that caused frustration on
the cooperatives and their members. Under this
format, therefore, poverty alleviation endeavor was
challenged and confined only to limited number of
people, members of the credit cooperatives, and
was unable to progress as intended.

As demand for credit was increasing over time,
the need to overcome the emerging problems
associated with credit cooperatives was attracting
much and priority attention. Asa solution,members
of the credit cooperatives were required to have
certain level of saving as a precondition to take
certain amount of credit. This led to the emergence
of saving and credit cooperatives (SACCOs). As time
goes on, this scheme, though helped to minimize
the challenges of servicing the loan, still kept on
serving members of the cooperatives only that in
actual fact limited widespread access and usage of
financial products and services.
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To expand the narrow credit boundary, caused by
credit cooperatives and SACCOs, financial products
and services proposed to be delivered through
institutions and hence Microfinance Institutions
(MFIs) were established. MFIs started offering
credit and other financial services to the public,
primarily targeting the micro sector. In this format,
as demand for credit was increasing over time, most
MFIs run short of fund. Although MFIs are easily
accessible having considerable branches outlet,
meeting the rising demand and bringing the usage
to the full satisfaction of their credit customers
remained a serious challenge. Financial inclusion,
therefore, emerged to bridge this gap through
ensuring universal access and usage of financial
products and services and builds upon the schemes
preceding to it i.e., Credit Cooperatives, SACCOs
and MFIs and is working and interacting together
to achieve the common goal of poverty alleviation.

Birritu: What are the major indicators for financial
inclusion?

FIS: Financial inclusion measures may be different
fromcountrytocountrydependingontheircontexts.
In general terms, however, the measurement carried
out in terms of access points, usage and quality of
products and services. Initially, access to finance
was measured by the number and close proximity
of financial institutions branches to customers.
With the advent of digital financial services (DFS),
however, the measure has been expanding to
include access points of digital financial services
such as ATM and POS. Moreover, banking agents
would cover extended geographical areas through
networked operations. Besides the expansion and
increase in the number of access points (supply
side measure), percent of people within 5 kms from
access points (demand side measure) is commonly
applied as specific measures.

Actual usage of products and services are measured
intermsoffrequencyandregularity (activeaccounts)
of use. In this respect, increase in the number of
saving accounts, credit accounts, insurance policies
and others per 100 adults are commonly applied

measures. Value of transactions is also used to
measure the level of financial penetration. The use
of digital financial transaction per 100 adults is also
among the critical measures for financial inclusion.
Payment services are also measured using digital
transactions through Automatic Teller Machine
(ATM), point of sale (POS), card banking and mobile

phone and internet banking transactions.

Access and usage are the necessary pre conditions
for financial inclusion. However, they are not alone
enough to measure full-grown financial inclusion.
Products and services should meet certain quality
i.e, need to be tailored and segmented to satisfy
the needs of clients such as MSMEs and agricultural
sector. The measurement, therefore, extends to
include the percentage share of credit to agriculture
sector and MSMEs as well.

Birritu: Based on the indicator(s), how do you
measure the current status of financial inclusion

in Ethiopia?

FIS: There are a number of specific and detail
measures that link to the headline targets of the
financialinclusion. This can be stipulated asincrease
in the number of transaction (saving) accounts.

There are two ways of measuring the headline
targeti.e.,, demand side and supply side. The former
is purely based on national survey. According to
Central Statistics Agency (CSA) survey of 2016,
22% of adults are reported to have accounts with
The National
Financial Inclusion Strategy (NFIS) therefore, has

regulated financial institutions.

targeted to increase the level to 60% by 2020.

The supply side measures are carried out using
secondary information gathered from financial
institutions. The growth in all indicators, particularly
in the recent past few years, are showing increasing
trend. For example, In June 2017, the number of
saving accounts (banks and MFIs) reached 43.8
million from what it was 32.9 million in June 2016.
This has resulted in 86 accounts per 100 adults
(Adult population as at June 2017 is estimated to
be 51 million).
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Birritu: In view of enhancing financial inclusion
in Ethiopia, what are the roles to be played by key
stakeholders?

FIS: The National Financial Inclusion Strategy
(NFIS) has a vision to promoting universal access
and usage of quality and affordable products
and services through the execution of four (4)
strategic pillars, namely: a) Financial and Other
Infrastructures, b) Financial Products and Services,
c)Financial Capability and d)Financial Consumers
Protection. Moreover, the Strategy has clearly
defined governance identified
key stakeholders and stipulated their roles and
responsibilities.
is expected to bring their perspectives into the
financial inclusion agenda and hence will take
certain actions to be performed as assorted under
the four strategic pillars of the NFIS.

structure and

Each of these key stakeholders

In general terms, stakeholders are expected to
promote financial inclusion through enhancing
access points such as branches, agents, ATMS,
POS, internet banking, card banking, mobile
banking, etc. As access alone is not enough to
bring universal inclusion, usage of quality and
affordable products and services such as saving,
credit, payment, insurance and transfer have
to be ensured. These would be supported by
enhancing the financial capability (Knowledge
and skill) of the actual and potential customers.
Even if services delivery points are well accessible,
products and services have to be tailored to be
suitable and affordable and potential customers
have to acquire the necessary knowledge and skill
to deal with. Moreover, promoting full-fledged
financial inclusion requires trust and confidence of
the general public on the overall financial system.
If not, consumers will become suspicious and
reluctant to exercise the opportunities. Therefore,
building trust and confidence of the general public
on the financial institutions is critically essential
and has to be done abreast all other strategic pillars
as well. Consequently, consumers protection is
one of the strategic agenda of financial inclusion
to be performed by stakeholders in the process of
promoting universal access and usage of financial
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products and services.

In this process, particularly the finance sector needs
to take a deep look at and shape its system in terms
of financial infrastructure development, enhancing
and segmenting products and services, building
consumers’ capability and ensuring consumer
interestprotection. Besides,supervisionDirectorates
of the NBE (Bank, Insurance, Microfinance and
payment & settlement systems Directorates), MCIT/
Ethio-telecom, Electric Power Office and other
similar institutions have indispensible and key
roles and responsibilities in the implementation
process of the NFIS. The National Bank of Ethiopia,
through Financial Inclusion Secretariat (Office)
will coordinate, monitor and evaluate the overall
implementation process of the NFIS.

Birritu: Researches indicate that the application of
technology and innovation in financial services
are key to financial inclusion in Ethiopia. Could you
comment on that with  existing metaphor?

FIS: Digital Financial Services (DFSs) brings
efficiency, easy access, affordable products and
services, facilitate traceability of transactions (to
ensure healthy financial transactions of consumers)
and hence attracts demand for it from both supply
and demand side.

Innovation is not only about technology. Products
and services should also be innovative to fit into
the technology ecosystem. There should also be
innovative ways of disseminating knowledge and
skill of the financial products and services to the
actual and potential customers. At present, digital
financial services (DFSs) are proved to be the most
efficient and effective way of promoting financial
inclusion. This is due to the fact that products and
services are becoming easily accessible, usable and
affordable. As DFSs avoids or minimizes the human
intervention, consumers, particularly low income
and poor people feel comfortable to transact
through digital means and also avoids long distance
travel to get the service as it can be supported by
mobile phones.

DFS is just emerging in Ethiopia. Banks, MFls
and Insurers have started offering products and
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services through digital means. Given the scale and
potential the country endowed with, particularly
in mobile money, DFSs is expected to boom in the
near future. Mobile phones, beyond information
exchange, can be used for financial transaction
purposes. In this respect, the current and future
potential for the development of ICT is expected
to bring considerable growth and expansion in
financial transactions. Banks, MFIs and Insurers,
therefore, need to closely work with MCIT/Ethio-
telcome to enhance, shift and transform their
products and services to DFSs inline with best
international practices and trends.

The emergence and use of such alternative digital
financial services schemes would allow easy access
to products and services and highly contribute
to the reduction of cost of financial transactions
per unit, in aggregate terms and at the national
Besides, DFSs support and encourage
service providers to offer competitive, quality
and affordable financial products and services.
Therefore, the use of different and alternative
access points to financial services particularly that
are supported by DFS would definitely promote

level.

financial inclusion.

DFS though it has its own advantage, it is not also
free from risk. To minimize the risk (technological,
dependency,
stakeholders should come together and work on
it. Operationally, it requires no or least network
interruption of telecom services and power outage.
To minimize actual and potential risks, to ensure
sustainability, efficiency and stability, the oversight
of DFSs should and need to be strong and effective.

operational, crime and others)

Birritu: Could you highlight financial inclusion
experiences of some African countries? For
Example, Sub-saharan Africa countries

FIS: Statistics indicates that almost all developed
countries have financial inclusion penetration of
more than 90% (90% adults reported financial
transactions with regulated financial institutions).
While the status in developing countries, with few
exceptions, is at a very low stage of development,
the level in BRICS countries stands in between.
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According to Findex Global Survey of 2014, Kenya
is leading Sub-Saharan African countries having
more than 75% inclusion level that has mainly been
supported by the high mobile phone penetration
and usage for financial transactions.  Rwanda,
Tanzania and Zambia are in the line, having 42%,
40% and 36% respectively. The average inclusion
level of Sub-Saharan Africa (SSA) stood at 34%.
Ethiopia is lagging behind its peers and even below
the average having only 22% inclusion.

Birritu: What can we look forward regarding
financial inclusion in Ethiopia?

FIS: The National Financial Inclusion Strategy (NFIS)
has been formulated and ratified by the Council of
Ministers in January and launched in October 2017.
It has clear vision of “Achieving universal access to
and use of range of affordable and high-quality
financial products and services in Ethiopia by 2025."
Head line targets have also been set for both supply
and demand side measures i.e., 90 transaction
accounts per 100 adults (18+) and 60% of adults
(18+) report owning transaction account by 2020
respectively.

The monitoring and coordination structures have
also been formulated. The role and responsibilities
of key stakeholders have been defined. The
coordination, monitoring and evaluation of the
implementation of the strategy will be carried out
by Financial Inclusion Secretariat (FIS), housed
in the National Bank of Ethiopia. The National
Council for Financial Inclusion (NCFI), an apex policy
body, has the role to lead and monitor the overall
implementation status of the strategy, assisted by
the National Financial Inclusion Steering Committee
(NFISC).

FIS is now translating the high level actions
of the NFIS into workable action plan and full
implementation of the strategy has been started.
Through the concerted and coordinated efforts of
all key stakeholders, as defined in the strategy, NBE/
FIS is determined to achieve the vision and targets
of the strategy and is devoted to contribute to the
poverty alleviation program of the country.
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INFLATION: ESSENCE, CAUSES AND
MECHANISMS TO CURB

B Birritu talked to Monetary and Financial Analysis Directorate (MFAD)
at the National Bank of Ethiopia about the essence of Inflation, its cause,
its impact on Ethiopian Economy and others. Here are the questions and

answers.
Birritu: What is inflation all about?

MFAD: 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. The term
inflation refers to the depreciation in purchasing
power of a fiat currency, often resulting in the
appearance of rising prices when you attempt to
buy essentials. To put the same differently, inflation
is a situation in which you find that it takes more
units of Ethiopian Birr to buy goods and services
than it took you yesterday or last year to buy the
same goods and services. In the Ethiopian case,
we use change in consumer price index (CPI) as a
measure of inflation.

Birritu: Can you tell us the basic causes of
inflation in general?

MFAD: Inflation can come from both demand and
supply-side of the economy. Inflation can be either
demand-pull or cost-push depending on the source
of the price rise. Demand-pull inflation occurs when
aggregate demand grows at unsustainable rate
and resulting in creation of excess demand. When
there is excess demand producers can raise their
prices and achieve bigger profit. On the other hand,
cost-push inflation occurs when firms responding
to rising costs by increasing their prices so as to
protect their profit margins.

Expectations also play a key role in determining
inflation. If people or firms anticipate higher
prices, they build these expectations into wage
negotiations or contractual price adjustments (such
as automatic rent increases). This behavior partly
determines future 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, inflation will follow similar patterns
over time, resulting in, what is known as, inflation
inertia.

Birritu: What are the mechanisms to curb
inflation?

MFAD: There are many methods used to control
inflation, including wage and price controls.

From the perspective of the central bank, the
popular method of controlling inflation is through
demand management, i.e. through tightening
monetary policy. The goal of a tightening monetary
policy is to reduce the money supply within an
economy by using a mix of or different monetary
policy instruments. For instance, four of these
measures could be mentioned here. The first and
most widely used policy instrument is the interest
rate. Central banks increase their policy rate to
reduce the amount of credit extended to the
economy via commercial banks, thereby reduce
the rate of inflation. This helps to reduce spending
because when there is less money to go around,
those who have money want to keep and save it,
instead of spending.

The second policy instrument is to increase reserve
requirements, i.e. the ratio of the amount of money
banks maintain with central bank to their deposit
liabilities. By law commercial banks have to keep
a certain proportion of their deposits at central
banks. This is called reserve requirement ratio (RRR).
To contract credit availability central banks can raise
this ratio while to expand credit availability they
could do the opposite. Currently, in Ethiopia RRR is
set at 5 percent.

The third policy instrument is open market
operations. In this case central banks directly involve
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themselves in the sale or purchase of securities to
affect the quantity of liquidity in the economy.

The fourth method is to directly or indirectly
reduce the money supply by enacting policies that
encourage reduction of the money supply, such as
credit capping.

Birritu: What is the impact of inflation for
countries like Ethiopia which have rapid growing
economy?

MFAD: Inflation at a decent pace helps the growth
of the economy. Therefore, countries always try
to maintain a certain level of inflation in order
to achieve economic growth. The National Bank
of Ethiopia (NBE) in its mission states controlling
inflation in single digit is one of its core targets.

However, a persistent high inflation can have
damaging economic and social consequences.
One risk of higher inflation is that it has a regressive
effect on lower-income (fixed-income) families and
pensioners as inflation reduces the purchasing
power of income. At the same time, high inflation
discourages mobilization of domestic resources.

With regard to the external sector, if one country
has a much higher rate of inflation than its trading
partners for a considerable period of time, this will
make its exports less price competitive in world
markets. Eventually this may result in reduced
export orders, lower profits and fewer jobs, and also
in a worsening of a country’s trade balance. A fall
in exports can trigger further negative multiplier
and accelerator effects on national income and
employment.

High and volatile inflation is not also good for
business confidence partly because they cannot
be sure of what their costs and prices are likely to
be. This uncertainty might lead to a lower level of
capital investment spending. Overall, in the long-
run a high and sustained inflation will have adverse
effect on economic growth.

Birritu: Can you say that the current inflation is
healthy for the economic growth of the country?
If yes what are the premises for that?

MFAD: Itis NBE's firm belief that single digit inflation,
ideally an annual inflation rate of 7 — 8 percent, is

important for the economic growth of the country.
This rate of inflation brings the real deposit interest
rate close to zero and this encourages domestic
savings without hurting investment. This form of
financing helps in reducing dependence on foreign
savings and thereby promoting effective use of
domestic resources.

Birritu: Recently we are observing slight re-rise
in inflations in a country what are the specific
causes for this and what is NBE going to do?

MFAD: Ethiopia has maintained stable single digit
inflation rates since March 2013. The different
measures taken by NBE and government have kept
the inflation rate at single digit so far but inflation
has gone beyond single digit since August 2017.
The recent marginal rise in annual inflation is mainly
attributed to food inflation.

Cognizant of this development and the potential
impact of recent exchange rate measures, NBE has
introduced measures to tighten domestic liquidity.
These measures included raising the interest rate
and placing caps on the amount of credit banks
could extend. NBE anticipates these measures
would bring inflation down to target.

Birritu: Artificial inflation which is created due to
hoarding of items has been core problem of the
country? As a research directorate what is your
suggestion to overcome this problem?

MFAD: Traders may have a tendency to hoard
goods especially when they expect the monetary
value of goods might be more tomorrow than it is
today. Hoarding might cause immediate shortages
in food and household goods, and it can create
artificial inflation.

The ultimate solution for such problem is
eliminating their incentives to hoard. This could be
achieved both from the supply and demand sides.
From the supply side, it is important to increase
production. In this case, consumers will be able to
get whatever items they are looking for from the
market. So, traders will rather lose their market if
they try to hoard. On the demand side, the current
credit cap and higher interest rates help reduce
traders’ incentives to hoard by pushing up the
opportunity cost of doing so.
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| MISCELLANY SECTION |

Quotes on Money and Saving

Every day is a bank account, and time is our currency. No one is rich, no one is
poor, we've got 24 hours each.

Christopher Rice

Money is a guarantee that we may have what we want in the future. Though we
need nothing at the moment it insures the possibility of satisfying a new desire
when it arises.

Aristotle

[ will tell you the secret to getting rich on Wall Street. You try to be greedy
when others are fearful. And you try to be fearful when others are greedy.

Warren Buffett

Many people take no care of their money till they come nearly to the end of it,
and others do just the same with their time.

Johann Wolfgang von Goethe
Beware of little expenses; a small leak will sink a great ship.
Benjamin Franklin
Never spend your money before you have earned it.”
Thomas Jefferson

Don’t tell me where your priorities are. Show me where you spend your money
and I'll tell you what they are.

James W. Frick
If you would be wealthy, think of saving as well as getting.
Benjamin Franklin

[t’s not how much money you make, but how much money you keep, how hard it
works for you, and how many generations you keep it for.

Robert Kiyosaki

The habit of saving is itself an education; it fosters every virtue, teaches self-
denial, cultivates the sense of order, trains to forethought, and so broadens the
mind.

T.T. Munger

Money is multiplied in practical value depending on the number of W’s you
control in your life: what you do, when you do it, where you do it, and with whom
you do it.

Timothy Ferriss

The quickest way to double your money is to fold it in half and put it in your
back pocket.”

Will Rogers

Source: The Forbes eBook Of Motivational Quotes

{31]



CAPITAL GOODS FINANCE COMPANIES

No Name Of Company Address Phone Fax

1 Waliya Caplfcal Goods Finance Bahirdar 058-2206780
Business S.Co

2 Oromia Capital Goods Finance Addis Ababa 0115-571159 | 251-0115571152
Business S.Co

3 Addis Caplt.al Goods Finance Addis Ababa 0111-567026 251-0111573124
Business S.Co

4 Debub Capital Goods Finance Hawasa 0462208091 | 251-0462202052
Business S.Co

5 Kaza Capital Goods Finance Mekelle 0344409306 | 251-0344406099
Business S.Co

Capital Goods Finance Bussiness Licensing and Supervision Team
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Information on Micro Finance Institutions

NBE MFI No.
001

002

003

004

005

006

007

008

009

010

(O

012

013
014

015

016
017

018

019

020

021

022

023
024
025

026

027

028

029
030

031

032
033
034
035
036

Name of Institutions

Telephone No.

Fax No.

Ambhara Credit and Saving Institution S. Co.

058-2201652 / 0918340256

251-058 - 2201733

Dedebit Credit and Saving Institution S.C.

034-4409306 / 0914702214

251-034-4406099
251-034-2400208

Oromia Credit and Saving Institution S.Co.

0115571158/18/33/ 0911771023 (GM)

251-011-1571152

096619611 GM

Omo Micro Finance Institution S. Co. 0462202053/ 0462207384 251-046 — 220-20-52
. . . 0118952389/90/91
Gasha Micro Financing S. Co. 0911240437
0116463569

Vision Fund Microfinance Institution S. Co.

0911211823 (GM)

251-011 - 6293346

Sidama Micro Finance Institution S.Co.

046-2200850 / 0462206151
0916836687 (GM)

251-046 - 2204704

Africa Village Financial Services S. Co.

0116532052 /0113204732
0911296401 (GM) 0913113446

Buusaa Gonofaa Micro Financing S. Co.

0114162491
0911223679 (GM) / 0912017087 (FM))

251-011 - 4162501

Poverty Eradication & Community Empowerment
Micro Financing Institution S. Co.

0116678059 /0911219506 (GM)

251-011 - 4654088

Addis Credit and Saving Institution S. Co.

0111572720011111512/13 0911406174
(GM)

251-011-1573124

Meklit Micro Finance Institution S. Co.

0113484152/0113482183
0911318625 (GM)

251-011 - 5504941

ESHET Micro Finance Institution S.Co.

0113206451/52 0911677434 GM)

251-011 - 3206452

Wasasa Micro Finance Institution S.Co.

0911-67-38-22 /0113384133

251-0113679024

Benishangul-Gumuz Micro Financing S.Co.

057-7750666 / 057-7752042
0911951484 Gm

251-057 - 7751734
251-057 - 7750060

Kendil Micro Finance Institution S. Co.

046 1105952 /3831 /5663

251-046-11015

Metemamen Micro Financing Institution S. Co.

6615398/6635801/0913460432(GM)

251-011-6186140

Dire Micro Finance Institution S. Co.

0251129702/1127072/1119246/47
0911353890 (GM)

251-025 - 1120246

Aggar Micro Finance S.Co.

6183382/3104 0911689457 (GM)

251-011-6183383

Letta Micro Finance Institution S. Co.

0911658497 (GM) /0911169263
(Finance GM) 0911418280 (Aster)

Harbu Micro Financing Institution S. Co.

0116185510/ 0911512633 (GM)

251-011 - 6630294

Digaf Micro Credit Provider S. Co.

0112787390/2782252/0910-27-52-34
0911936785 (GM)

Harar Micro Microfinance Institution S. Co.

025-6663745/025-6664078/0912401911

251-025 - 6661628

Lefayeda Credit and Saving S.Co.

0116296976 /0118237179

Tesfa Micro Finance Institution S. Co.

0115526205 /0911831882

251-011-5512763

Gambella Micro Financing S. Co.

0475511250/0475512252 /0917823153

0475511271 /0475512390

Dynamic Micro Finance S. Co.
(Approved 23/03/09)

01155491585540390 / 0915766908(GM)

Somali Micro finance Institution S.Co.

0257752122257-756976/77
0915768505 (GM)

0257780462

Specialized Financial and Promotional Institution S. Co.

0116622780 0911625576

251-011 - 6614804

Lideta Micro Finance Institution S.C.

0914788554 0344450064/32

0344452829 /0344450383

0115500700/701 /0912364092

Nisir Micro Finance Institution S.Co. 0911059722 / 0911875165 305/1250
Adaday Micro finance Institution S.Co. 0342405095/69 /0914749064 0342405217
Rays Micro Finance Institution S.Co. 0913386180 496/1110
Afar Microfinance Institution 0913399644 0336660748
Kershi Micro Finance Institution S.Co. 0118 721106/02

Debo Micro Finance Institution S.Co. 0911758872
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