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'Editors’ Note |

ear esteemed readers, we are happy to meet you with the
129th issue of Birritu which consist of relevant and timely
topics.

In the News and Information section, there are two news under
the title “NBE Puts a Cap on Cash Withdrawals for Individuals,
Companies” and “World Economy in a deeper recession in 2020
and a slower recovery in 2021”

The topics selected for research article is “Fiscal and Current
Account Deficits Nexus in Ethiopia: Evidence for Twin Deficit
Hypothesis” The Educational and Informative Article contains
one interview which is “Capital Market in Ethiopia; Relevance,
Challenges” and an article about “African Development Bank”.
Finally, on miscellany section there is a short story.

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

Birritu Editorial Offfice
Tel +251 115175107
+251 115 530040
P.0.BOX 5550
www.nbe.gov.et
Addis Ababa, Ethiopia




Dr. Yinager Dessie, Governor of the National Bank of Ethiopia

NBE PUTS A CAP ON CASH WITHDRAWALS FOR
INDIVIDUALS & COMPANIES

May 19, 2020

Addis Ababa: The National Bank of Ethiopia (NBE)
issued a Directive which limits cash withdrawals for
individuals and companies from commercial banks
and microfinance institutions.

Briefing journalists, Dr. Yinager Dessie, Governor
of the National Bank of Ethiopia disclosed that
the Bank issued the directive in a bid to curtail
illegal transaction, combat tax evasion and money
laundering in the market system.

Accordingly, an individual can withdraw cash
money up to 200,000 Birr a day, and 1 million
Birr in a month, while companies are allowed to
withdraw a maximum of 300,000 Birr a day, but not
exceeding 2.5 million in a month.

The Governor underscored that individuals or
companies that need to withdraw cash beyond the

set limit for transaction or other purposes can make
payments from account to account, in cheques,
CPO or any other form of payment system.

The directive allows bank presidents to make
exceptions under certain circumstances and
reports such above the limit payment to NBE

weekly, the Governor said.

Any bank or microfinance institution, which
violates the directive, will be fined 25 % of the
amount it has paid in a penalty, he added.

It was learnt that the new directive came into effect
as of May 19, 2020.

The full content of the directive is posted at NBE
website; www.nbe.gov.et
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WORLD ECONOMY IN A DEEPER
RECESSION IN 2020 AND A
SLOWER RECOVERY IN 2021,

The International Monetary Fund (IMF) states that
the world economy is in a deeper recession in 2020
and will have a slower recovery in 2021.

IMF, in its news posted on June 24, 2020, states
that the great lockdown has triggered the worst
recession since the great depression. Hence,
reopening from the great lockdown, may not
guarantee countries to have even and certain
recovery.

The COVID-19 pandemic pushed economies into
a Great Lockdown, which helped contain the
virus and save lives, but also triggered the worst
recession since the Great Depression. Over 75
percent of countries are now reopening at the
same time as the pandemic is intensifying in many
emerging market and developing economies.
Several countries have started to recover. However,
in the absence of a medical solution, the strength
of the recovery is highly uncertain and the impact
on sectors and countries uneven.

IMF PROJECTION

Compared to the April World Economic Outlook
forecast, IMF is now projecting adeeperrecessionin
2020 and a slower recovery in 2021. Global output
is projected to decline by 4.9 percent in 2020,
1.9 percentage points below our April forecast,
followed by a partial recovery, with growth at 5.4
percentin 2021.

The IMF further indicates that the cumulative
output loss to the global economy across 2020 and
2021 from the pandemic crisis will exceeds $ 12
trillion.

The IMF fears that there will be a high degree of
uncertainty, with both upside and downside risks
to the outlook. On the upside, better news on
vaccines and treatments, and additional policy
support can lead to a quicker resumption of
economic activity. On the downside, further waves
of infections can reverse increased mobility and
spending, and rapidly tighten financial conditions,
triggering debt distress. Geopolitical and trade
tensions could damage fragile global relationships
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at a time when trade is projected to collapse by
around 12 percent.

The crisis, caused by the COVID-19 pandemic,
which pushed economies into a Great Lockdown,
will be enormous. First, the unprecedented global
sweep of this crisis hampers recovery prospects
for export-dependent economies and jeopardizes
the prospects for income convergence between
developing and advanced economies. So that
the IMF is now projecting a synchronized deep
downturn in 2020 for both advanced economies
(-8 percent) and emerging market and developing
economies (-3 percent; -5 percent if excluding
China), and over 95 percent of countries are
projected to have negative per capita income
growth in 2020. The cumulative hit to GDP growth
over 2020-21 for emerging market and developing
economies, excluding China, is expected to exceed
that in advanced economies.

Second, as countries reopen, the pick-up in activity
is uneven. On the one hand, pent-up demand is
leading to a surge in spending in some sectors like
retail, while, on the other hand, contact-intensive
services sectors like hospitality, travel, and tourism

//

remain depressed. Countries heavily reliant on
such sectors will likely be deeply impacted for a
prolonged period.

Third, the labor market has been severely hit and
at record speed, and particularly so for lower-
income and semi-skilled workers who do not
have the option of teleworking. With activity in
labor-intensive sectors like tourism and hospitality
expected to remain subdued, a full recovery in the
labor market may take a while, worsening income
inequality and increasing poverty.

Given the tremendous uncertainty, IMF Advises
that policymakers should remain vigilant and
policies will need to adapt as the situation evolves.
Substantial joint support from fiscal and monetary
policy must continue for now, especially in
countries where inflation is projected to remain
subdued. At the same time, countries should
ensure proper fiscal accounting and transparency,
and that monetary policy independence is not
compromised.
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FISCAL AND CURRENT
ACCOUNT DEFICITS

NEXUS IN ETHIOPIA:
EMPIRICAL
EVIDENCE FOR TWIN DEFICITS
HYPOTHESIS

Mulualem Eshetu

L
Adyvisor to V/Governor and Chief
Economist

The overall empirical results reveal the existence of a positive and significant causality
link running from current account deficit to government budget deficit with no feedback
effect, against the Keynesian Twin Deficits Hypothesis. The findings suggest that a
persistent current account deficit could worsen the fiscal deficit position, supporting

the Current Account Targeting proposition.
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ABSTRACT

The relationship between government budget and current account deficits has long been a debate
among policy makers and academicians. The issue of causality link between the two deficits has
also been the central point of the debate and a considerable controversy among several economists,
with conflicting empirical results. This paper attempted to empirically investigate the nexus between
government budget deficit and current account deficit in Ethiopia using time series data for the
period covering from 1982 to 2018 and determine the validity of the popular Keynesian Twin Deficits
Hypothesis (KTDH) which postulates a strong long run correlation between the two deficits and a
positive and significant causality link running from budget deficit to current account deficit with no
feedback effect, in contrast to the Current Account Targeting Proposition (CATP)-positing a significant
and positive reverse causality link going from current account deficit to fiscal deficit. It employed the
Johansen co-integration test technique to examine the long run relationship between budget deficit
and current account deficit and other control variables including house hold disposable income, real
exchange rate and money supply —a proxy to capture changes in real interest rate and inflation. A
simultaneous Error Correction Model (ECM) mechanism is also used to explore the direction of causality
link between the twin deficits. The results of the cointegration test indicate the existence of long run
correlation among the variables, implying that they are moving altogether over the sample period. The
paper also found empirical evidences for a positive and significant short and long run influence of the
current account deficit on budget deficit, against the Keynesian Twin Deficits Hypothesis. The empirical
findings rather suggest that the proposition of the Current Account Targeting is valid in the context of
the Ethiopian economy, implying that a long term current account deficit induces a persistence budget
deficit. The policy implication of the results is that a prudent current account management may prove
to be a veritable policy instrument for prediction of the fiscal deficit development.
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FISCAL AND CURRENT ACCOUNT

DEFICITS NEXUS IN ETHIQPIA:
EMPIRICAL EVIDENCE FOR TWIN DEFICIT
HYPOTHESIS

|. INTRODUCTION

The relationship between government budget
deficit and current account deficit has long been
the center of international macroeconomic
literature and empirical investigations, especially
with the recent experience of large imbalances
in a number of countries. Theoretically, the
nexus between government fiscal deficit and
current account deficit has been hypothesized in
different mechanism'. The first view is based on
the popular Keynesian Twin Deficits Hypothesis
(KTDH) which asserts a positive and significant
long run correlation between the twin deficits and
causality link runs from government budget deficit
to current account deficit, with no feedback effect.

The Keynesian income-expenditure absorption
approach and the Mundell-Fleming (MF) model
founded on the assumption of an open economy
with high capital mobility explain the transmission
mechanisms through which government budget
deficit positively affects current account deficit.
From the perspective of the income-expenditure
approach, a rise in budget deficit increases
domestic absorption that increases domestic
income which will induce import expansion,
resulting in widening of current account deficit.
Using the well-known Mundell-Fleming (FM)
model, Keynes showed that an increase in budget
deficit would induce upward pressure on domestic
interest rate above world rate, causing capital
inflows and leading to local currency appreciation,
which will make imports cheap and exports less

competitive in foreign markets and then, adversely
affect net export and current account position.

In contrary, the Current Account Targeting
proposition (CATP) posits a positive reverse
causality link flowing from current account deficit
to government budget deficit with no feedback
effect, implying that a persistent current account
deficit exerts a pressure on fiscal deficit to worsen.
According to this hypothesis, a persistent current
account deficit induces a slower pace of economic
growth, resulting in a higher level of budget deficit
through aloss of government revenue or a pressure
on government to increase spending on sectors
affected by falling exports. This form of causality
relationship between the two deficits has often
been prevalent in a small and open developing
economy that largely depends on foreign capital
inflows to finance its development.

The other theoretical stand -the Ricardian
Equivalence Hypothesis (REH) —posits the non-
existence of any correlation between government
budget deficitand currentaccount deficit. The main
argument of the Ricardian Equivalence Hypothesis
is that an intertemporal shift between taxes and
budget deficit does not matter for real interest
rate, investment and current account balance. This
concept is of the view that since people are rational,
they know that the reduction in government taxes,
resulting from the government’s expansionary
fiscal policy of tax cut or increase in public debt, is

' The theoretical literatures on the twin deficits nexus are excerpted from different similar empirical studies conducted for developing

countries.
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temporal and will save the extra disposable income
to pay the future higher taxes. This implies that the
national savings position will be sustained because
the reduction in government savings represented
by increased fiscal deepening will be equitably
compensated by the additional precautionary
private savings for expected future increase in
taxes. Hence, there is no any causality relationship
between budget and current account deficits.

The other different view known in the theoretical
literature as the Twin Divergence Hypothesis
(TDH) postulates a negative and significant long
run relationship between the two deficits with
causality link flows from government budget
deficit to current account deficit, implying that
a persistent government budget deficit leads to
improvement in current account deficit. The main
concept of this hypothesis is that a fiscal expansion
and then, a rise in government budget deficit
causes domestic interest rate to increase which in
turn, reduces investment through private sector
crowding out effect, while boosts private savings.
As a result, aggregate demand falls, resulting in
improvement in current account deficit.

The theoretical debates over the twin deficits
relationship has derived a number of studies in
empirically examining the causality link between
fiscal deficit and current account deficit in various
countries. However, the findings of the studies
varied across countries and within a country, likely
due to the difference in methodology, data used,
sample size and period covered in the econometric
analysis?.

Like many other developing countries, the
Ethiopian economy has experienced a persistent
government budget deficit over the past decades
mainly due to the challenge in raising sufficient
revenues to finance the national expenditure to
advance the social economic development of
the country. The tax system has been bedeviled
by poor tax collection system, worsened by
widespread tax evasion, tax avoidance and
inefficient tax administration system. Moreover,
the low level of income of a large segment of the
population has resulted in low income tax liability.
On the spending side, the government has paid a
great deal of attention and disbursed an enormous

amount of budget more than ever since the last
two decades, to meet the continuing demand for
infrastructure, health and education.

The external economy of Ethiopia has also faced
a consistent deficit in the current account balance
over the past several years. The deficit has become
more widened since 2001/02, basically in response
to the faster growth in imports of goods into the
country relative to that of exports. Theimports have
been highly essential goods including machinery
and transport equipment, manufactured goods
and petroleum products, the demand for which is
not responsive to the international price changes.
In contrast, the growth of exports has been slow
with little diversification away from the traditional
exports, which have low price and income
elasticities of demand and are also vulnerable
to global economic crisis, volatile international
market prices and changes in weather conditions.
International trade in services and current
transfers, which are also parts of the current
account, have been in surpluses aided mainly by
improved earnings from export of transportation
and tourism services and increased receipts from
emigrants’ remittances. However, the surpluses in
service account and current transfers have been
insufficient to offset the deficit in merchandise
trade.

The long-run budget deficit along with consistent
current account deficit has undesirable effects on
the nation’s long term development prospects and
hence, examining the relationship between the
two deficits has become essential and urgent issue.
Therefore, this paper attempted to empirically
investigate the link between government budget
deficit and current account deficit in Ethiopia
using annual time series data covering the period
1982 to 2018. The empirical findings could have an
important policy implication as well as contribution
to the theoretical controversy over the twin deficits
relationship in developing countries.

The rest of the paper is outlined as follows.
The following section presents the theoretical
frameworkandempiricalevidencesforgovernment
budget and current account deficits relationship.
Section three describes the methodology used and
data sources for the ethiopian case. The empirical

2Section two of this paper briefly presents the different methodologies used in various studies together with empirical findings for twin

deficits nexus.




results and analysis are reported in section four.
The next section summaries the overall finding.
The last section draws a few policy remarks.

|I. THEORETICAL FRAMEWORK AND
EMPIRICAL EVIDENCES

2.1. THEORETICAL FRAMEWORK

The framework of national account identity
defines a clear relationship between budget deficit
and current account balance. This framework
has a foundation in Keynesian theory which has
been extended by Mundell (1963) and Flemming
(1962). Hence, the theoretical reasoning for the
link between budget deficit and current account
balance can be traced from the national income
identity as follow:

Y=CHItGH (XM oo (2.])

Where Y = Gross domestic product (GDP)
C = Private consumption expenditure
1 = Private investment spending
G = Total government purchases of goods
and services
X = Total exports of goods and services

M = Total imports of goods and services and
(X — M) = Current account balance (CA)

Identity (2.1) shows that gross national product
(Y) is the sum of income derived from producing
goods and services under private consumption
(C), private investment (I), government goods and
services (G) and exports (X). Imports (M) are treated
as a negative item to avoid the double counting in
consumption and investment goods purchased at
home but produced abroad.

Referring the national income identity, national
savings (S) in an open economy can be expressed
as:

S=Y=C= G+ (XM oo (2.2)
Alternatively, equation (2.2) can be written as:

Where | =Y — C — G and | stands for investment
spending and CA denotes current account balance
(X—=M). Furthermore, the national savings (S) can be
decomposed in to saving decisions made by the
private sector (Sp) and saving decisions made by

[Research Article]

the government (Sg) and mathematically shown
as:

S = 8y F Sgurs oo (2.4)

Since private savings (Sp) is that part of personal
disposable income (i.e. income after tax) that is
saved rather than consumed and can be expressed
as:

Sp=Yy= C= (Y= T) = Coreroer oo (2.5)

Where Y = personal disposable income
T = tax collected by the government.
Y=Y,-C

Similarly, government saving (Sg) can be
defined as the difference between government
revenue collected in the form of taxes (T) and its
expenditures in the form of government purchases
(G) and mathematically expressed as:

Se=T =G oo (2.6)

Hence, Equation (2.4) in an identity form can be
written as:

S=8,+8;=(Y;~C)+(T=G) =1+CA ....ocoe.....(2.7)

Alternatively, equation (2.7) can be simplified for
private savings (Sp) as:

Sy=I1+CA—S;=1+CA~ (T~ G) evvvroeereers e (2.8)

Rearranging equation (2.8) in terms of CA:

CA=(S,~D) +(T=G) oo (2.9)

Identity (2.9) suggests that the current account
balance (CA) is the sum of private savings
investment gap (Sp-I) and government budget
balance denoted by the difference between
government tax revenue and government
expenditure on goods and services (T-G). It also
provides a convenience framework to examine
the relationship between government budget
and current account balances. For instance,
when the difference between private saving and
investment (Sp—I) remains constant or stable
overtime then, the change in fiscal balance (T-G)
could cause change in the current account balance
and hence, the assertion of either the Keynesian
Twin Deficits Hypothesis (KTDH) or the Twin
Divergence Hypothesis (TDH) could hold, implying
budget deficit and the current account deficit are
interrelated. The other inference is drawn if the
relationship between private savings (Sp) and
investment (1) is not stable, then the changes in the
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fiscal balance (T-G) could be offset by the changes
in private saving and investment (Sp-I) and the
assertions of both Twin Deficits Hypothesis and
Twin Divergence Hypothesis would not hold.
Hence, the changes in fiscal and current account
deficits would be unrelated and the Ricardian
Equivalence Hypothesis (REH) becomes valid.

2.2. EMPIRICAL EVIDENCES

In view of contributing to the ongoing theoretical
debate over the relationship between government
deficit and current account deficit, a number
of studies empirically explored the long run
and causality link between the two deficits as it
has an important policy implication for stable
macroeconomic environment. However, the
findings of these studies varied from country to
country and within a country. For instance, Ayatta,
Robertand Gordon (2018) examined the short term
and long run relationship between government
budget deficit and current account deficit and
the direction of causality link between the two
deficits for Kenya during the period 1970-2017
using Granger Casualty test and Autoregressive
Distributed Lag modeling techniques. Other
control variables such as interest rate, GDP and
inflation are also included in the empirical analysis.
The results of Granger causality test indicate the
existence of bidirectional causality relationship
between the twin deficits. The findings suggest
that government budget deficit has a significant
long run effect on current account deficit and also
current account deficit has a significant long run
impact on budget deficit.

Erastus, George and Julius (2014) also empirically
tested the validity of the Keynesian Twin Deficits
Hypothesis (KTDH) for Kenyan economy using
quarterly data spanning from 1970Q1-2012QT1 in
a multivariate approach. The study also employed
various econometric test techniques including
Johansen & Juselius cointergration test, Vector Auto
Regression (VAR) and Toda- Yamamoto’s Granger
causality test. The empirical results suggest that the
Keynesian Twin Deficits Hypothesis is valid in the
Kenyan economy, implying that the deterioration
of government budget deficit causes widening
of current account deficit. Therefore, the study
proposed that the government should formulate
adequate fiscal and monetary policies aimed at
effectively managing its expenditure and revenue

while looking into ways of increasing its revenues
and reducing expenditures.

Umeora and lbenta (2016) examined the effect
of government fiscal deficit on current account
balance for Nigeria during 1970-2013 using the
Johansen’s cointegration test technique and
Ordinary Least Squares (OLS) method. The study
incorporated interest rate and exchange rate in the
econometric analysis. The cointegration test result
implies that there exists a long run relationship
among the variables. The results from OLS
estimation show that government fiscal deficits do
not affect the current account balance, against the
Keynesian Twin-Deficits Hypothesisa. The study
also reported that exchange rate has a significant
positive effect on current account balance in
contrast to a negative significant impact of the
interst rate on current account balance.

Dayo (2012) investigated the relationship between
budget deficit and current account balance in
Nigeria during 1960—2008. The study employed
Ordinary Least Square (OLS) and Autorgressive
Distributed Lag (ARDL) techniques to determine
the long run relationship between budget deficit,
current account deficit, investment and private
savings. Thereafter, Granger causality test was
conducted to determine the causal relationship
among the variables. An Error Correction
Model (ECM) was conducted to estimate the
short run disequilibrium situation among the
variables, namely current account balance,
budget deficit, investment and private savings.
Bound cointegration test established a long run
relationship among the variables. Ordinary Least
Square results reveal that the rise in budget deficit
increases the current account deficit. Evidences
from ECM also indicate that changes in budget
deficit positively affect the current account
deficit position. However, the empirical findings
from Granger causality test show a bidirectional
relationship between the two deficits.

Emad Omar Elhendawy (2014) studied the
relationship between government budget and
current account deficits for the Egyptian economy
during 1982-2011. The empirical analysis included
other control variables including official exchange
rate, general government final consumption
expenditure, inflation and total debt service. The
study utilized the Johansen co-integrated test




technique to examine the long run relationship
among the variables and Granger causality test
to detect the causality relationship between
government budget deficit and current account
deficit. The co-integrated test result suggests
the existence of long run relationship among
the variables. The causality test results indicate
clearly that the null hypothesis that government
budget deficit does not Granger cause current
account deficit is rejected while current account
deficit does not Granger cause budget deficit is
also rejected, implying a strong and significant
feedback linkage does exist, which in effect makes
causality between the two variables rather bi-
directional.

Omneia and Chahir (2015) tested the Keynesian
Twin Deficits Hypothesis to determine the nexus
between internal and external imbalances of the
Egyptian economy. Using quarterly data for the
period 2002—-2014. Granger causality test and
Error Correction Model (ECM) are run in order to
determine both short term adjustment and long
run relationship between the internal and external
imbalances.The empirical findings failed to support
the Twin Deficits Hypothesis but confirmed the
validity of Current Account Targeting proposition
for the reversed causality link running from current
account deficit to budget deficit.

Antoine Ngakosso (2016) analyzed the Twin Deficit
Hypothesis in the Republic of Congo during
1980—-2013 through employing Autoregressive
Distributed Lag (ARDL) cointegration test
approach. The findings provide evidence for that
the Keynesian hypothesis of a positive causality
link running from government budget deficit to
current account deficit is not valid, but rather a
positive causality link flowing from current account
deficit to budget deficit is verified. The study
proposed that the consolidation of public finance
in Congo requires a good command of the current
account because the predictability of the current
account balance is improved when the budget
deficit is incorporated in the implementation of
economic policy.

Manamba Epaphra (2017) empirically investigated
the relationship between current account and
government budget deficits in Tanzania in order
to validate the Twin Deficits Hypothesis using
annual time series data for the period 1966-2015.
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The empirical tests fail to reject the Twin Deficits
Hypothesis, indicating that a rising budget deficit
put more strain on current account deficits.
Specifically, the Vector Error Correction Model
results support the conventional Keynesian theory
of a positive and significant relationship with
causality running from fiscal deficit to current
account deficit, with a relatively high speed of
adjustment toward the equilibrium position.

Using Bounds test approach and Toda Yamamoto
(1995) causality test techniques, Tarawalie (2014)
examined the short and long run relationships
between government budget and current account
deficitin SierraLeone during the period 1980—-2012.
The long run results reveal that budget deficit, real
GDP and political instability (proxy by war dummy)
have positive impact on current account deficit.
The short run estimates also show that budget
deficit and war dummy are the most significant
variables influencing the development of current
account deficit. The empirical findings suggest
that the Keynesian Twin Deficits Hypothesis is valid
in Sierra Leone. Moreover, the results derived from
Granger causality tests indicates uni-directional
causality running from budget deficit to current
account deficit with no feedback effect.

Musa and Wanga (2014) investigated the
relationship between budget deficits and selected
macroeco-nomic variables over the period
1999-2011 for Uganda through employing Vector
Error Correction Model (VECM), Pairwise Granger
causality test and Variance Decomposition
techniques. The econometric analysis also
considered other control variables including
lending interest rate and GDP, inflation. The results
indicate the existence of long run relationship
among the variables. The finding obtained from
VECM revealed unidirectional causal relationships
running from budget deficit to current account
deficit. Similarly, the Pairwise Granger Causality
test results confirm the unidirectional causality link
running from budget deficit to current account
deficit. The study concluded that government
budget deficits in Uganda are responsible for
widening of current account deficit and raising
interest rates and recommended the need for fiscal
and monetary policy actions to contain and reduce
the fiscal deficit in order to minimize its effect on
the current account and lending interest rates.
Such actions should aim at increasing Uganda’s tax
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revenue collection through establishing efficient
and effective tax administration system.

Mossadak Anas (2013) tested the Keynesian Twin
Deficits Hypothesis in Morocco during the period
covering from 1980—-2012 using the Johansen Co-
integration test for long-term relationship between
government budget deficit and current account
deficit. The Johansen co-integration test result
indicated the absence of long run co-integration
relationship between the two deficits. However,
the impulse responses analysis of the VAR model
and Granger-causality test suggest the existence
of unidirectional causality going from current
account deficit to fiscal deficit, lending support for
the reverse causality or Current Account Targeting
proposition, implying that the deterioration of
current account deficit could lead to worsening of
government budget deficit.

Peter Searle (2013) studied the link between
government fiscal policy and current account
in South Africa in the post-apartheid period
using Bayesian-Vector Autoregressions (BVARs)
and Engle-Granger cointegration tests. The
study used quarterly data covering the period

from 1994Q1 to 2011Q2 and extended samples
from 1987Q1t02011Q2 and 1989Q1-2011Q2
for real GDP, government budget and current
account balance to GDP ratio, real interest rate
and real effective exchange rate. Consistent with
the predictions of the Keynesian Twin Deficit
Hypothesis, the econometrics analysis reports a
strong positive relationship between government
budget deficit and current account deficit.

Daniel and Eric (2014) conducted empirical
study for Ghana over the period 1960-2012 by
employing relatively novel estimation techniques
—cointegration techniques with allowance for
structural break. They found a significant negative
causality relationship running from fiscal deficit
to current account deficit, implying that the
deterioration of fiscal deficit improves current
account deficit. The study provided empirical
evidence for the Twin Divergence Hypothesis
and concluded that the fact that the Twin Deficits
Hypothesis should not necessarily gain universal
acceptability over the Twin Divergence Hypothesis
counterpart.
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|Il. MODEL SPECIFICATION AND DATA
SOURCES FOR THE ETHIOPIAN CASE

The identity (2.9) shows that current account
balance is associated with both private and
public saving and investment gaps. But, it does
not provide a theory of how the current account

balance is determined. In effect, this phase of

the investigation is bereaved of any attempt to
incorporate the complex theoretical linkages
between exchanges rates, domestic interest
rates and other contributing factors that could
influence the magnitude of savings, investment,
export and import flows. The absence of critical

lncadt = ﬁl + Bllnbdt

The estimates to be obtained from regression
of equation (3.3) could cast doubt on the
validity of using single equation approach to
analyze the relationship between government
budget deficit and current account deficit. This
implies that a comprehensive inquiry into the
relationship between budget and current account

Inbd,

Where cad = current account deficit to GDP ratio

+ Bylnm, + Bzlny, + filnreer; + ppecoooonne.....

= Xy + &4 Incad; + 3 Ilnm, + <z Iny, + <, Inreer,

macroeconomic fundamentals constitutes a
significant gap that may impair the results and
thus needs to be filled. This suggests the need for
multivariate model formulation by augmenting
identity (2.9) with realincome, lending interest rate
and real exchange rate as follows?*:

CA= (S 1) ~1(1))+ BD o321
Alternatively,
CA = f, 7, BD, 7€r) cce oo ve vt e e et e e (3.2)

Then, the long run cointegration relationship of
the variables can be specified in an econometric
model as follows:

e (3.3)

deficits should be performed in the context of a
simultaneous equation. Therefore, the existence of
reverse casualty relationship from current account
to budget deficit should also be examined through
equation (3.4) specified for budget deficit (Inbd)) as
follow:

bd = government budget deficit as a proportion of GDP

m = money supply as a percentage of GDP
reer = real effective exchange rate

y =real household disposable income captured through real GDP

s and as = parameters to be estimated

wand e = residual error terms and t stands for time period

Money supply in GDP ratio could capture monetary
influences, including the change in real interest
rate and inflation development. Exchangerateis an
important macroeconomic variable that can also
influence the current account movement. Changes
in the exchange rate can have a significant impact
on current account by altering the relative returns
in the tradable and non-tradable sectors.

The econometric analysis proceeds to establishing
the Error Correction Model (ECM) for both budget
deficit and current account deficit in order to
examine the short run relationship between the
two variables and the speed of adjustment towards
their long run trends. The ECMs are expressed as
follow:

n n n n n
Alncad; =y, + Z yidlncad,;_; + Z y,Alnbd,_; + Z ysdAlnm,_; + Z yidlnreer,_; + Z ysdAlny,_; + decty;_1 + 6 ... (3.5)
i=0 i=0 i=0

i=1

i=0

n n n n n
Alnbd, = 2, + Z A, Alnbd,_; + z A, Alncad,_; + Z AsAlnm,_; + Z Ay dlnreer, ; + Z AsAlny,_; + necty_y + o, ... (3.6)

i=1 i=0 i=0

i=0 i=0

3 According to economic theory, private saving (Sp) is positively affected by households’ disposable income (y) and interest rate (r). In contrast, interest rate (r)
tends to affect domestic investment (I) negatively. Moreover, exchange rate is an important macroeconomic variable in influencing current account position.
It can have a significant impact on current account by altering the relative returns in tradable and non-tradable sectors. In fact, a depreciation of real exchange
rate (rer) makes exports more competitive in the international markets and improves the current account deficit.




Where A is the first difference operator and ect, |
and ect, , are the error correction terms and 6 and
n are coefficients to be estimated to determine the
speed of adjustment.

The coefficients of error correction terms (& and
n) in Error Correction Models (3.5) and (3.6) are
expected to be negative and statistically significant
at a conventional level. These parameters indicate
the speed of adjustment, implying how quickly
the short run deviation of the dependent variables
from long run trend is corrected or converged
towards their equilibrium trend within a year.

The empirical analysis begins with unit root test
to determine whether the time series data are
stationary at levels or first difference. If all the
variables are found stationary in the first difference,
the Johansen co-integration test technique is
used to determine whether there is any long-run
or equilibrium relationship between the variables
in the model. The Classical Linear Regression
Model (CLRM) requires that the error terms should
be normally distributed, serially uncorrelated
across time period, constant variance across the
observation (Heteroscedasticity) and the model
should be correctly specified (Multicollinearity)*.
For the reliability and robustness of the models,
these criteria are examined through conducting
such conventional model diagnostic tests as
Jacque-Bera, Breusch-Godfrey serial correlation
LM, Breusch-Pagan and Ramsey RESET test
techniques respectively®.

The econometric analysis employed time series
data for the period covering from 1982 to 2018

Table 4.1: Unit Root Test Results
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collected from the National Bank of Ethiopia
(NBE) and National Planning and Development
Commission (NPDC). The time series data of all
the variables are transformed in to their natural
logarithm form.

IV. EMPIRICAL RESULTS AND ANALYSIS
4.1. UNIT ROOT TEST

The issues of stationary, cointegration and
Error Correction model (ECM) mechanism have
been considered when dealing with models
involving time series data. Stationary assures non-
spurious model estimates; cointegration captures
equilibrium or long-run relationship between
(co-integrating) variables; and error correction
mechanism is a means of reconciling the short-run
behavior of economic variables with their long-run
behavior. Tests for stationary usually precede tests
for cointegration; and cointegration may be said
to provide the theoretical underpinning for error-
correction mechanism. In order to implement
a more rigorous test to verify the presence of a
unit root in the series, Augmented Dickey-Fuller
(ADF) test is normally employed in the empirical
studies. It tests the null hypotheses of unit root or
nonstationary against the alternative hypothesis
of non-existence of unit root or stationarity.
Therefore, this paper employs the Augmented
Dickey-Fuller (ADF) unit root test and the results
in levels and in first differences data are reported
below in Table 4.1.

At level At first difference Order of
Variables i
ADF Stat Prob. ADF Stat Prob. Integration
Inbd -2.2709 0.1864 -8.9707 0.0000 I(1)
Incad -1.2629 0.6347 -7.2237 0.0000 I(1)
Inm -0.7337 0.8254 -4.8558 0.0004 I(T)
Inreer -2.2252 0.2014 -4.7621 0.0005 I(1)
Iny 3.0532 1.0000 -4.1474 0.0026 I(1)

Source: Own Computation Using E-view

4 The presence of model specification error or multicollinearity problem arises when a model incorporated an irrelevant independent variable and highly
correlated with another independent variable.
®The null hypothesis of normal distribution, no serial correlation, heteroscedasticity and multicollinearity cannot be rejected if the computed p-value of each
test is higher than the 5 percent significant level.
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The results of the ADF tests show that the series
data of all the variables are indeed nonstationary in
levels,i.e.1(0),indicating that each of the series data
contains unit root. After transforming all the series
data into first difference, they become stationary at
1 percent significant level and integrated of order
one, i.e. | (1). The unit root test results indicate that
shocks in the current account and budget deficits
and other control variables tend to be permanent
implying that the series data of the variables move
on an unsustainable path.

4.2. COINTEGRATION TESTS

The theory of co-integration addresses the issue
of integrating short-run dynamic with long-run
equilibrium and is fundamental to understand
the long-run relationship among economic time
series variables. By definition, co-integration

integrated of the same order. Any equilibrium
relationship among a set of non-stationary
variables implies that their stochastic trends must
be linked. It means that the variables cannot move
independently rather integrate to each other.
Since the stochastic trends are linked, the dynamic
paths of the variables must bear some relation
for their deviation from equilibrium relationship.
Hence, co-integration which is the property of
long run equilibrium provides information about
the long run relationship among the variables.
Since the variables used in the present analysis
are integrated of order one, the cointegration
test become necessary to analyze the long run
relationship of the variables. Hence, this study
employed the Johansen co-integration trace and
maximum eigenvalues tests approach where the
null hypothesis is no cointegration against the
alternative of cointegration. The results of the

necessitates all variables of a model to be cointegration test are presented below in Table 4.2.
Table 4.2: Cointegration Test Results
Hypothesized . Trace 0.05 Critical Max-Eigen 0.05 Critical
No. of CE(s) Eigenvalue Statistic Value Prob.™ Statistic Value Prob.
None * 0.7179 80.313 69.8188 0.0057 44.3034 33.8768 0.0020
At most 1 0.3772 36.010 47.8561 0.3958 16.5751 27.5843 0.6165
At most 2 0.2804 19.435 29.7970 0.4620 11.5215 21.1316 0.5952
At most 3 0.1957 7.9138 15.4947 0.4747 7.6239 14.2646 0.4182
At most 4 0.0082 0.2898 3.8414 0.5903 0.2898 3.84146 0.5903

Source: Own Computation Using E-view

Both Trace and Max-eigenvalue tests indicate 1 cointegrating equation at 5 %level of significance. * denotes rejection of the

hypothesis at the 0.05 level

On the basis of the trace and maximum eigen
values, the null hypothesis of no cointegration
is rejected at the 5 percent level of significance
in favour of accepting the alternative hypothesis
that there is at most 1 cointegrating vector.
The implication of these results is that a linear
combination of the series data of all the variables
is found stationary, implying that there exists a
stable long-run relationship between the time
series data of the variables. The establishment of
cointegration among the variables is an indication
of a possible relationship between fiscal deficit
and current account deficit and an outright
rejection of the Ricardian Equivalence Proposition.
Nonetheless, the justification for the validity of

Twin Deficits Hypothesis depends on the direction
of causality link between government budget and
current account deficits and more importantly,
on the statistical significance of the relationship
between the twin deficits.

The result of long run cointegration relationship
between the variables suggests the existence
of long run causality link between the fiscal and
current account deficits. Hence, this relationship is
examined through regression of the simultaneous
equations (3.3) and (3.4) specified for current
account and government budget deficits
respectively. The results are reported below in
Tables 4.3 and 4.4.




Table 4.3: Long Run Estimated Results — Equation (3.3)

Dependent Variable —Incad
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Independent Variables Coeff Std. error t-statistic Prob.
Incad(-1) 0.2932 0.1908 1.5366 0.1349
Inbd 0.2503 0.2071 1.2084 0.2363
Inreer -0.3713 0.1826 -2.0332 0.0510
Inm -0.5773 0.4024 -1.4346 0.1617
Iny 0.2424 0.1797 1.3486 0.1875
C 1.3931 3.3472 0.4162 0.6802
R-squared 0.6717 JB Normality Test 1.8062 (0.4053)
Adjusted R-squared 0.6170 Serial Correlation 0.3918(0.5362)
F-statistic 12.277 Heteroskedasticity 0.5921 (0.7060)
Prob(F-statistic) 0.0000 Ramsey RESET Test 1.2273(0.2770)

DW stat 2.0316

Source: Own Computation Using E-view

Note: Numbers in parentheses are probabilities.

From regression equation (3.3), the parameter

estimated for budget deficit (Inbd) is positive but

insignificant at the conventional levels, implying

that the increase in government budget deficit

has no significant influence on widening of current

account deficit.

Table 4.4: Long Run Estimated Results — Equation (3.4)°

Dependent Variable —Inbd

Independent Variables Coeff Std. error t-statistic Prob.

Inbd(-1) 0.2000 0.1707 1.1714 0.2503
Incad 0.3209 0.1500 2.1389 0.0404
Inm 0.4561 0.3510 1.2992 0.2034
Iny -0.3825 0.1412 -2.7089 0.0109
C 4.2799 2.3456 1.8246 0.0777
R-squared 0.6623 JB Normality Test 0.5421 (0.7626)
Adjusted R-squared 0.6188 Serial Correlation 0.1555(0.6961)
F-statistic 15.205 Heteroskedasticity 1.7087 (0.1732)
Prob(F-statistic) 0.0000 Ramsey RESET Test 0.0303 (0.8630)
DW stat 1.9201

Source: Own Computation Using E-view
Note: Numbers in parentheses are probabilities.

On the other hand, the coefficient of current
account deficit (Incad) in the estimated equation
(3.4) is found positive and statistically significant at
5 percent level, indicating a significant relationship
between the two deficits with causality link goes

from current account deficit to government
budget deficit. The overall empirical findings from
regression equations (3.3) and (3.4) confirm the
validity of Current Account Targeting Proposition
against the Keynesian Twin Deficits Hypothesis.

5The F-statistic indicates the significance of the estimated long run equation (3.4) while the other diagnostic test results proved that the estimated equation (3.4)
is free from normality, serial correlation, heteroscedasticity and multicollinearity problems.
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4.3. DYNAMIC ERROR CORRECTION
MODELS

The Error Correction Model (ECM) has arisen from
the long-run cointegration relationship and relates
the short term fluctuations of the variable to the
corresponding long term equilibrium values. This
means the model not only facilitates the analysis of
the short run impacts of the explanatory variables
on the dependent variable, but also suggests
the speed of adjustment towards the long-run
equilibrium. The coefficient of the residual term
in the estimated ECM indicates the speed of
adjustment. The greater the co-efficient of the
error correction term is the higher the speed of
adjustment of the model from the short-run
deviation to the long-run trend. All the variables in
first difference and the first lag of residual term are

Table 4.5: Estimated Error Correction Model (ECM (3.5)

Dependent Variable - (Alncad)

included in the regression process of the short run
dynamic model.

The lag lengths are set at three to ensure that
the dynamics of the ECM is not constrained by
too short lag length. A model with too large lag
length could also be difficult for interpretation.
Therefore, the original ECM is reduced to a
more interpretable model through a stepwise
elimination of insignificant explanatory variables
in the experimental regressions guided by the
resulting Schwarz Criterion (SC) and Akaike
Information Criteria (AIC) statistics. Lagged
dependent variable is also used in the regression
of error correction model as a means for ridding of
the possible autocorrelation problem. The results
of the estimated short run dynamic ECMs are
presented below in Table 4.5 and 4.6.

Independent Variables Coefficients Std. error t-statistic Prob.
Alncad(-1) -0.0250 0.2647 -0.0946 0.9253
Alnbd 0.2080 0.1585 1.3119 0.2002
Alnm -1.3457 0.5800 -2.3201 0.0278
Alnreer -0.4276 0.3179 -1.3449 0.1894
Alny -0.3571 0.9444 -0.3780 0.7082
ect(yt.1) -0.7390 0.3255 -2.2705 0.0311
c 0.0404 0.0689 0.5863 0.5623
R-squared 0.4538 JB Normality Test 1.4281 (0.4896)
Adjusted R-squared 0.3368 Serial Correlation 0.1167(0.7352)
F-statistic 3.8782 Heteroskedasticity 0.4289 (0.8533)
Prob(F-statistic) 0.0060 Ramsey RESET Test 0.0565 (0.8139)
DW stat 1.8730

Source: Own Computation Using E-view
Note: Numbers in parentheses are probabilities

From estimated the ECM (3.5), the parameter
estimate for government budget deficit (Alnbd) is
found positive but statistically insignificant even
at 10 percent level. The result suggests the non-
existence of a significant causality link flowing from
government budget deficit to current account
deficit, disproving the validity of the Keynesian
Twin Deficits Hypothesis.

The empirical analysis proceeds to ensure either
the Ricardian Equivalence Hypothesis or the
Current Account Targeting proposition holds
through estimating the error correction model
(3.6) specified for budget deficit Alnbd. The results
are reported below in Table 4.6.




Table 4.6: Estimated Error Correction Model (ECM (3.6)

(Dependent Variable - (Alnbd)
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Independent Variables Coefficient Std. error t-statistic Prob.
Alnbd(-1) 0.2308 0.2526 0.9137 0.3689
Alncad(-1) 0.4085 0.1532 2.6658 0.0128
Alnm(-1) 0.7967 0.6393 1.2462 0.2234
Alny(-1) -0.0374 0.8973 -0.0416 0.9671
ect(2t-1) -0.9249 0.3279 -2.8200 0.0089
C -0.0215 0.0685 -0.3146 0.7554
R-squared 0.3566 JB Normality Test 0.5824(0.7473)
Adjusted R-squared 0.2375 Serial Correlation 0.2204 (0.6426)
F-statistic 2.9936 Heteroskedasticity 0.2872 (0.9159)
Prob(F-statistic) 0.0281 Ramsey RESET Test 0.1381(0.7132)

DW stat 1.9334

Source: Own Computation Using E-view
Note: Numbers in parentheses are probabilities

The results from regression of ECM (3.6) shown in
Table 4.6 indicate that the coefficient estimated
for current account deficit (Incad) is positive and
statistically significant at 5 percent level. The result
suggests that the increase in current account
deficit may cause a higher budget deficit, lending
support for Current Account Targeting preposition.

The coefficient of error correction term (ectyy._1) is
found negative and significant at 1 percent level.
The magnitude of the error correction coefficient
implies that about 92 percent of any deviation of
the dependent variable from its equilibrium level
in the current year is adjusted towards the long
run trend next year. The F-statistic is also significant
at 5 percent level, suggesting the significance
of the overall estimated error correction model
(3.6). The Durbin Watson (DW) statistic signifies
the absence of serial correlation in the residual
series’. Moreover, the results obtained from other
diagnostic tests indicate the non-existence of
normality, heteroscedasticity, serial correlation
and multicollinearity problems at 5 percent
significance level.

The overall ECMs estimation results reveal the
existence of a positive and significant causality link
runningfrom currentaccountdeficittogovernment
budget deficit with no feedback effect, against the

Keynesian Twin Deficits Hypothesis. The findings
suggest that a persistent current account deficit
could worsen the fiscal deficit position, supporting
the Current Account Targeting proposition.

V. CONCLUSION

The relationship between government budget
and current account deficits has long been a
debate among policy makers and academicians.
The issue of causality link between the two
deficits has also been the central point of the
debate and a considerable controversy among
several economists, with conflicting results
arising likely from the differences in econometric
methodologies and techniques, data type, set of
variables used, sample size and period covered in
empirical investigation.

This paper attempted to empirically investigate
the nexus between government budget deficit
and current account deficit in Ethiopia using time
series data for the period covering from 1982 to
2018 and determine the validity of the popular
Keynesian Twin Deficits Hypothesis (KTDH) which
postulates a positive and significant causality link
running from budget deficit to current account
deficit with no feedback effect, in contrast to the

7 As a rule of thumb, if DW is found to be 2 in an application one may conclude that there is no first order autocorrelation in the residual series. Therefore, the

closer DW to 2 is also the evidence of no serial correlation in the residuals.
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Current Account Targeting (CAT) for a significant
and positive reverse causality relationship flowing
from current account deficit to fiscal deficit.
It employed the Johansen co-integration test
technique to examine the long run relationship
between budget deficit and current account deficit
and other control variables including personal
disposable income, real exchange rate and money
supply —a proxy to capture changes in real interest
rate and inflation. A simultaneous Error Correction
Model (ECM) mechanism is also used to explore
the direction of causality association between
the twin deficits. The results of the cointegration
test indicate the existence of long run correlation
among the variables, implying that the series
of all the variables move altogether over the
sample period. The paper also found results
suggesting a positive and significant short and
long run influence of the current account deficit
on fiscal deficit, against the Keynesian Twin Deficits
Hypothesis. The empirical finding rather suggest
that the Current Account Targeting proposition
is valid in the context of the Ethiopian economy,
implying that a long term current account deficit
induces a persistent government budget deficits.

VI RECOMMENDATION

The empirical findings imply that a prudent
current account management may prove to be
a veritable policy instrument for prediction of
the fiscal deficit development. Strengthening
policies and strategies aimed at expanding and
diversifying exports towards high value products
and increasing tourism incomes and emigrants’
remittance receipts through official channels
may improve the current account deficit which
consequently may induce improvement in the
fiscal deficit position.
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Ato Tesfaye Hailemichael has done his education in
the USA. He earned his first and second degrees in
accounting and advanced education in Finance. He
is a Certified Public Accountant (CPA).

He has worked for various global companies at
different capacities for over 30 years in the United
States, Europe, and Africa. He assumed positions
such as Board Chairman, Chief Executive Officer,
Chief Operating Officer, Chief Financial Officer, board
member and co-founder of several companies in
California. He was Chairman of the Board, Chief
Executive Officer of two different companies in
Ethiopia and was the co-founder of Cornerstone
Advisory Services, Plc in Ethiopia.

He was a Board Member and Audit Committee Chair
for one of the largest non-profit organizations in
California, Board Member of Financial Executive
International, and a professional organization in
San Diego California. Co-Founder of Day for Change,
a non-profit organization which provides financial
support to abused women and children in California,
and a member of Corporate Directors Forum, one
of the largest boards of directors’ organizations in
the USA. He has also written a book. Currently Ato
Tesfaye is a Senior Vice President of Cerberus Frontier,
An Affiliate of Cerberus Capital Management, and
Advising National Bank of Ethiopia regarding the
establishment of Capital Market in the country.

Birritu has conducted written interview with him
concerning the essence of capital market, its historical
background, its relevance for the country’s economy,
the risks and so on. Birritu thanks Ato Tesfaye, for his
willingness to share his rich experience on capital
market. Here follows the questions and answers.
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Birritu: What does a capital market mean all
about? How is the historical development of
capital market explained?

Ato Tesfaye: The capital markets allow investors
to allocate funds to different investment vehicles
such as equity, debt, bonds, and other instruments.
Such investments allow investors flexibility in
timing and reduce risks  through diversification.
Investors with high risk of tolerance may want to
invest in stock or equity. Investors with lower risk
of tolerance may invest in government bonds,
treasury, or savings deposits in a bank. Some may
invest in both to diversify their exposure. The
capital markets require knowledge of the market
dynamics and all investment options available in
the market before investing.

The history of the capital markets goes back to the
16" century and even before in different forms.
It transformed into a more sophisticated form in
the 18" and 19" centuries. The capital markets
had their ups and downs throughout history, the
major one being the 1929 stock crash, followed by
1987, 2001 and 2008 financial crisis in the USA and
globally.

Birritu: How do you elaborate the concepts of
bond, share, and derivatives?

Ato Tesfaye: It is an excellent question, A bond
is a debt instrument issued by a government or
corporation, government or company would
borrow money from individuals or organizations
with the promise of paying it back at a specified
date with an agreed upon interest (generally
interest is paid quarterly or annually and the
principal at the maturity date). Principal and
interest are sometimes paid at the maturity date.

Shares/stocks are an equity investment whereby
the investor has an interest in the company. The
shareholders/stockholders have the right not the
obligations of the corporation or Plc. They are
not responsible for the liabilities of a company,
but they have the right to vote on the company’s
budget and performance and receive a dividend if
the company is profitable.

Derivatives are contracts whereby their value
is derived from the performance of underlying

entity; the underlying entity can be an asset,
interest rate and index. The underlying entity can
include forward contracts, options, futures and
credit default swaps. Most derivatives are traded
over the counter (Off- exchange).

Birritu:Somesaythatdebtandstockarestructurally
similar except the choice of instruments traded, do
you agree with that? Which should be the priority?

Ato Tesfaye: We have to qualify the type of debt
before | answer your questions, a government
bond is a debt instrument that is issued by the
governmentand does not have a secondary market
in the current Ethiopian context. Corporations
issue bonds similar to the government bond
and are traded. There are other types of debt
instruments which may not apply to the Ethiopian
context. A stock is an ownership instrument where
stockholders have the right not the obligation of
the corporation.

“It is obvious that investing in
government bond is less risky than a
corporation’s stock since the chance

of the government going bankrupt
is very low. “

However, thereturn oninvestment ofagovernment
bond is low compared to a corporation’s stock. The
basic logic is high risk investment may provide
higher return in concept but this is not always true.

Birritu: Who are the key actors of a well-
functioning capital market and which is the role of
central banks?

Ato Tesfaye: As mentioned earlier, the capital
markets are financial markets which include
many types of investments such as equity-backed
securities. Capital market channels the wealth
of savers to those who can use it for long term
productive use such us building manufacturing
plants, training the workforce, and expanding
operations.

The capital market is regulated by different
government agencies, depending on the type of
investments. The primary stakeholder of the capital
markets is the Parliament which will write the law,




the Security and Exchange Commission which
will regulate the stock exchange, the accounting
oversight board which will oversee the auditors,
the various stock exchange organizations which
will monitor the exchange and report on any
unusual transactions to the Security and Exchange
Commission. There are other government agencies
that are supporting the main stakeholders,
the Attorney General office is responsible for
enforcement of the law, professional organizations
such as the stock brokers association, Investment
Banks, stock analysts who determine the value
of any given stock, accounting profession
associations, legal associations are also the actors
in the capital market.

The National Bank plays a major role in the
supervision of banks, in advancing the country’s
monetary policy, currency control and financial
services. The National Bank is responsible for
providing The Automated Clearing House (ACH)
and international wire services. The National Bank
sometimes is called the bank for banks.

Birritu: How could the concepts and relationships
of primary and secondary markets are explained?
Are these markets currently functioning in
Ethiopia? Please also explain the progress status of
these markets in Ethiopia.

Ato Tesfaye: The primary market can only exist in
a country where there is a stock exchange. A stock
exchange is a place where securities are bought
and sold. You may have heard of the New York Stock
Exchange or the Nasdaq. Companies list shares of
their stock on an exchange to raise money to grow
their business and such event is called an Initial
(first time) Public Offerings, (IPO). The secondary
market is where investors buy and sell stock that
they already own on a stock exchange.

Regarding your question of the existence of a
primary and a secondary market in Ethiopia, it
does exist in a rudimentary way; the law in Ethiopia
is lenient in selling shares to the public which is
not the case in most countries. Share companies
in Ethiopia can sell shares and mobilize funds for
their operations. Such activities are almost like
doing an Initial Public Offering (IPO) without a
proper valuation of the company and without
strict rules to protect the investors, especially
smaller investors. Shareholders cannot sell their
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shares easily and whenever they want since there
is no formal secondary market in Ethiopia.

The establishment of capital market in Ethiopia
has been a priority for the Ethiopian government
and the NBE is leading the way to implement the
vision. Professionals have been hired to assess
the viability and the required infrastructure and
human capital. The National Bank Governor has
appointed a capital market committee to advise
the NBE in the formation of the capital market. Such
efforts are ongoing until all the required systems
are established and the responsible agencies
entrusted with the implementation, monitoring of
all the guidance are in place.

Birritu: How do you explain the economic and any
other factors driving the establishment of capital
markets and its relevance for developing countries
like Ethiopia?

Ato Tesfaye: A stock market has the potential to
accelerate the economy of developing countries
like Ethiopia. The stock market can fuel economic
growth by re-allocating savings to more productive
projects such as manufacturing, building
infrastructure and human capital formation. The
stock market can only be successful if and only if
there is public and private participation in crafting
the legal framework, building the infrastructure,
attracting Ethiopians with stock market experience
and extensive training to all the stakeholders.

Birritu: What are the political platform and
economic situations to be fulfilled before going to
establish a capital market?

Ato Tesfaye: It appears that there is the political
will to establish capital market in Ethiopia. Ethiopia
has registered respectable growth for the last many
years, although there is also a macroeconomic
imbalance associated with that growth.

The stock market requires strong institutions
before it can become effective. We need the
legal framework from the Parliament, institutions
such as Ethiopian Capital Market Authority that
will be responsible for developing the law, a
security enforcement division at the Attorney
General’s office, a stock exchange infrastructure
which is responsible for the stock exchange, an
accounting oversight board who will oversee
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the auditors, competent audit firms, Chief
Financial Officers (CFOs) and accountants who
are responsible in reporting accurate corporate
financial and operational milestones, professional
associations such as Association of Stock Brokers
which monitors its members and trained lawyers
who will be involved in the filings of corporate
reporting. Those professionals must be trained and
understand the law, have technical experience,
dedication and commitment to serve with the
highest standards of ethical conduct.

Birritu: What are the challenges and possible risks
encountered in the establishment and functioning
of capital market with country experiences?

Ato Tesfaye: There is empirical evidence that
countries with an active capital market tend to
grow faster than countries without a stock market.

There are countries that have stock markets that
are not successful due to inadequate participation
of the society, mismanagement, not having the
necessary human capital and not understanding
the intricacies of the capital markets. Having
the capital markets without educating the
public will not lead to success. Countries must is
understandbly the global nature of the stock market
and must prepare to accommodate international
investors if they want the capital market achieve
its objectives. The key to a successful capital
market understands the complexity of capital
markets, crafting the appropriate legal framework
compatible with international standards, installing
modern infrastructure and attracting the most
competent professionals with experience to
lead the execution of the plan. There will be
challenges at the initial stage of a capital market
until everyone understands the mechanics of
the market and the positive impact on lives of
individuals and businesses. The challenges are
many but surmountable if the required resources
aredeployedin time, averting economic downturn,
crafting government regulations that promote
favourable taxes and incentives to align with the
intention.

Birritu: Ethiopia is now going to establish stock
exchangein the comingyears, in view of enhancing
the financial sector and thereby supporting the

economic growth of the country. Do you think the
political, economic, legal, technological, human,
and institutional standards are currently met to
establish a well-functioning capital market?

Ato Tesfaye: As | mentioned earlier, the capital
market can only be successful if there is full
support by the government as well as by the
citizens of Ethiopia. Success will not be assured
without the involvement of dedicated, well versed,
and experienced individuals. In the ideal world,
government involvement in the establishment
of a stock exchange is not necessary other than
oversight. However, government involvement
in the establishment of stock exchange in the
developing world is vital since the capital required
to establish is significant.

| must say that all the pre-conditions you
mentioned are not met at this point, but the
government and the private sectors are working
together to establish a successful stock market.
| can say that we are going in the right direction.
We cannot short-circuit the process and establish
an effective, efficient, vibrant, and respected
exchange and therefore we should continue to
look at every aspect of the challenges prior to
starting an exchange.

| am happy to say that the professionals who
are retained by NBE to work on the stock market
implementation process are on the right trajectory,
the advisory committee on the subject is doing
good job as well. Nevertheless, a machine does
not function unless all the parts are installed in the
right place.

Birritu: Briefly discuss the practices of South
and East African countries in establishing capital
markets. What Ethiopia could learn from these
countries?

Ato Tesfaye: The stock market in Africa is not as
vibrant as in other parts of the world due to many
reasons including the infancy of the economic base
and the public understanding of the stock market
as an investment vehicle. Twenty-eight countries
in Africa have a stock exchange and only three of
them are efficient. The rest of the countries are not
performing as expected due to many reasons.




“Ethiopia should not only learn
about the capital markets from
African countries, but it should be
open to gain valuable information
from other countries including the
USA and Europe and Asia.”

Coming late to the capital market could be an
advantage for Ethiopia; it has a chance to learn the
pitfalls from other countries. The platform and the
standards of a stock market can be replicated from
other countries with efficient stock market.

The key to the success of the capital markets
in Ethiopia is deploying the right resources,
dedicated professionals who have the fortitude
and the aptitude to deliver quality results, have
the capacity, tenacity, experience, and have the
highest standard of ethical conduct.

Birritu: What roles the NBE is going to play in the
upcoming capital market establishment?

Ato Tesfaye: The role of NBE is immense in
making the capital market a reality. It has taken
the lead in pushing the capital market forward
and attracting professionals to draft the legal
framework, the organizational structure, providing
support in assessing the infrastructure needs,
studying the capital market in Africa and other
countries, attracting competent people to work
on the objectives of capital market. Although
the NBE participation as a lead organizer of the
capital market will end as soon as the Ethiopian
Capital Market Authority is formed, it will continue
to support the Authority not withstanding with
its core responsibility of supervising financial
institutions, leading the monetary policy of the
country and supporting banks. In addition, NBE
plays a major role in monitoring the activities of
banks and Insurance companies, which may want
to be listed in the upcoming exchange.
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Birritu: Anything you may add, or your concluding
remarks?

Ato Tesfaye: Thank you for the opportunity to
speak to Birritu. | would conclude by saying the
following; it is beneficial to have an efficient
stock market to raise capital for business needs
such as for expansion, product development,
marketing, etc.. However, we should and must
have all the pre-requisites before having a stock
market. As | mentioned earlier, the stock market is
an investment vehicle for those who are able and
have the risk tolerance to invest in stock and this is
not for everybody. The stock market by its nature is
risky even in developed countries that have been
trading stocks for hundreds of years.

The issue of the stock market is quite tricky. It
requires strong institutions before the stock
market can become effective, we need institutions
such as the Ethiopian Security Capital Market
Authority which will be responsible to develop the
law, Security Enforcement Division at the Attorney
General’'s office accounting oversight board
which will oversee the auditors and accountants,
professional associations such as Association of
Stock Brokers which will monitor its members,
trained lawyers, auditors, accountants, Chief
Financial Officers (CFOs) etc. those professionals
must be trained and understand the law before
they will be involved in such an undertaking.

We must not forget that having the required
infrastructure to establish a capital market may not
be the panacea for our economic growth unless we
have the right people who have the capacity tolead
it and have the fortitude to work for the interest of
the shareholders and the country. These people
must possess integrity, have the moral compass,
understanding the fiduciary responsibilities
they will have and upholding transparency are
the cornerstone of managing public or private
company. In addition, these people must respect
the law, uphold corporate governance, have pride
in doing good work, embrace social responsibilities
and these guiding principles would result in the
success of establishing a capital market in Ethiopia.




[ EDUCATIONAL & INFORMATIVE ARTICLE]

AFRICAN DEVELOPMENT BANK

The African Development Bank (AfDB) Group
is a regional multilateral development finance
institution established to contribute to the
economic development and social progress of
African countries that are the institution’s Regional
Member Countries (RMCs). The AfDB was founded
following an agreement signed by member states
on August 14, 1963, in Khartoum, Sudan, which
became effective on September 10, 1964.The AfDB
comprises three entities: the African Development
Bank (ADB), the African Development Fund (ADF)
and the Nigeria Trust Fund (NTF). As the premier
development finance institution on the continent,
the AfDB’s mission is to help reduce poverty,
improve living conditions for Africans and mobilize
resources for the continent’s economic and social
development. The AfDB headquarters is officially
in Abidjan, Cote d’lvoire.

The Bank Group has 80 member countries,
comprising 54 regional member countries (RMC)
and 26 non-regional member countries (NRMC).
The non-regional member countries are primarily
from Europe, America and Asia. Initially, only
independent African countries could become
members of the Bank. However, due to growing
demand for investments from African countries
and because of the Bank’s limited financial
resources, membership was opened to non-
regional countries. The admission of non-regional
members in 1982 gave the AfDB additional means
that enabled it to contribute to the economic
and social development of its RMCs through low-
interest loans. With a larger membership, the

institution was endowed with greater expertise,
the credibility of its partners and access to
markets in its non-regional member countries.
The AfDB enjoys triple A ratings from all the main
international rating agencies. However, the AfDB
maintains an African character derived from its
geography and ownership structure. It exclusively
covers Africa. Itis also headquartered in Africa, and
its president is always African.

HISTORY

Following the end of the colonial period in Africa, a
growing desire for more unity within the continent
led to the establishment of two draft charters,
one for the establishment of the Organization of
African Unity (established in 1963, later replaced by
the African Union), and for a regional development
bank.

Adraftaccord was submitted to top African officials
then to the Conference of Finance Ministers on the
Establishment of an African Development Bank.
This conference was convened by the United
Nations Economic Commission for Africa (UNECA)
in Khartoum, Sudan, from 31 July to 4 August.
It was here that the agreement establishing the
African Development Bank (AfDB) was cosigned
by twenty-three African governments on 4
August1963. The agreement came into force on 10
September 1964.

The inaugural meeting of the Board of Governors
of the Bank was held from 4 to 7 November 1964
in Lagos, Nigeria. The Bank's headquarters opened




in Abidjan, Céte d'Ivoire, in March 1965 and the
Bank's operations commenced on 1 July 1966.
From February 2003 onwards, the Bank operated
from its Temporary Relocation Agency in Tunis,
Tunisia, owing to the prevailing political conflict
in Cote d’lvoire at the time. The Bank was able to
return to its original headquarters in Abidjan in
late 2013 once the political crisis was over. By June
2015, over 1,500 staff had returned to the Bank's
Abidjan headquarters out of the more than 1,900
total staff complement at the Bank.

Although, originally, only African countries were
able to join the bank, since 1982 it has allowed the
entry of non-African countries as well.

Since its founding, AfDB has financed 2,885
operations, for a total of $47.5 billion. In 2003, it
received an AAA rating from the major financial
rating agencies and had a capital of $32.043 billion.

GROUP ENTITIES

The African Development Bank Group has two
other entities: the African Development Fund
(ADF) and the Nigeria Trust Fund (NTF)

AFRICAN DEVELOPMENT FUND

Established in 1972, the African Development
Fund started operations in 1974The African
Development Fund" United Nations Convention
to Combat Desertification (UNCCD) 20041, no
longer available (2006) It provides development
finance on concessional terms to low-income
RMCs which are unable to borrow on the non-
concessional terms of the AfDB. In harmony with
its lending strategy, poverty reduction is the main
aim of ADF activities. Twenty-four non-African
countries along with the AfDB constitute its
current membership. The largest ADF shareholder
is the United Kingdom, with approximately 14% of
the total working shares followed by United States
with approximately 6.5 percent of the total voting
shares, followed by Japan with approximately 5.4
percent. The Federal Reserve Bank of New York
was designated as the depositor bank for the fund
according to telegraphs sent from the U.S. Embassy
in Abidjan in 1976.

The ADF's general operations are decided by a
Board of Directors, six of which are appointed by
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the non-African member states and six designated
by the AfDB from among the bank's regional
Executive Directors.

The ADF's sources are mainly contributions and
periodic replacements by non-African member
states. The fund is usually replenished every three
years, unless member states decide otherwise.
The total donations, at the end of 1996, amounted
to $12.58 billion. The ADF lends at no interest
rate, with an annual service charge of 0.75%, a
commitment fee of 0.5%, and a 50-year repayment
period including a 10-year grace period. The tenth
United Kingdom replenishment of the ADF was in
2006.

NIGERIA TRUST FUND

The Nigeria Trust Fund (NTF) was established in
1976 by the Nigerian government with an initial
capital of $80 million. The NTF is aimed at assisting
in the development efforts of the poorest AfDB
members.

The NTF uses its resources to provide financing for
projects of national or regional importance which
further the economic and social development of
the low-income RMCs whose economic and social
conditions require financing on non-conventional
terms. In 1996, the NTF had a total resource base
of $432 million. It lends at a 4% interest rate with
a 25-year repayment period, including a five-year
grace period.

WHAT TYPES OF PROJECTS DOES THE BANK GROUP
FINANCE?

The African Development Bank Group finances
projects, programs and studies in the areas of
agriculture, health, education, public utilities,
transport and telecommunications, the industry
and the private sector. The Bank Group has,
since 1968, also sought to finance non-project
operations, including structural adjustment
loans, policy-based reforms and various forms of
technical assistance and policy advice.

The AfDB Group has also widened the scope of its
activities to cover new initiatives such as the New
Partnership for Africa’s Development (NEPAD),
water and sanitation as well as HIV/AIDS. The Bank
Group is also involved in important initiatives
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on debt reduction, to the tune of US$ 5.6 billion
under the Highly Indebted Poor Countries (HIPC)
Initiative, which aims at reducing the debt stock
of 33 eligible countries to sustainable levels. In
2006, the AfDB Group also made a commitment to
cancel nearly US$9 billion owed by the countries
concerned in order to help them attain the MDGs.

WHO CAN BENEFIT FROM BANK GROUP
ASSISTANCE?

Most AfDB resources and projects are intended for
its regional member countries (RMCs). Countries
are classified under three categories on the basis
of two criteria: (i) country-creditworthiness and
(i) GNI per capita. The first category comprises
‘not creditworthy’ countries with a GNI per capita
below an established threshold updated annually
(in fiscal year 2013-2014: $1,205). Countries in the
first category are only eligible for concessional
resources from the African Development Fund
window.

//

The second category contains countries with a
GNI per capita below the operational GNI cut off
but creditworthy: these are called‘blend countries’
and are eligible for ADF and ADB resources. Finally,
the third category is made up of countries above
the operational GNI cut off and creditworthy.
Those countries are eligible to ADB resources only.
The Group’s credit policy has been reviewed in
May 2014, enabling, under certain conditions, an
ADF eligible country to borrow non-concessional
resources from the AfDB window.

Complied by: Elias Salah

Source: www.afdb.org
https://en.wikipedia.org/wiki/African_
Development_Bank
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CAPITAL GOODS FINANCE COMPANIES

No Name Of Company Address Phone Fax
1 Waliya Capital Goods Finance Bahirdar 058-2206780 | 0582 205 342
Business S.Co
2 Oromia Capital Goods Finance Addis Ababa 0115-571307 | 251-0115571411
Business S.Co
3 Addis Caplt.al Goods Finance Addis Ababa 0111-262445 251-0111263479
Business S.Co
4 Debub Capital Goods Finance Hawasa 046 2125191 | 251-462 125 170
Business S.Co
5 Kaza Capital Goods Finance Mekelle 0344400085 | 0342 40 00 84
Business S.Co
6 Ethio lease Ethiopian Goods Addis Ababa 0116393397 | 0116392730
Finance Business S.Co

Capital Goods Finance Bussiness Licensing and Supervision Team
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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

Omo Micro Finance Institution S. Co.

096619611 GM
046-2202053/ 0462207384

251-046 - 220-20-52

. . . 0118952389/90/91

Gasha Micro Financing S. Co.
0911240437
0116463569

Vision Fund Microfinance Institution S. Co. 251-011 - 6293346
0911211823 (GM)

. L ,, 046-2200850 / 0462206151

Sidama Muicro Finance Institution S.Co. 251-046 — 2204704

0916836687 (GM)

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.

0111572720 011111512/13 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
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Name of Institutions Telephone No. Fax No.

Lideta Micro Finance Institution S.C. 0914788554 0344450064/32 0344452829 /0344450383

Nisir Micro Finance Institution S.Co. 0115500700/701 /0912364092 305/1250
0911059722 /0911875165

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

Sheger Micro Finance Institution S.C 0113 698998

Yemsirach 0118312404

Grand Micro Finance Institution S.Co. 0912116101

KAAFI Microfinance Institution S.Co. 0946877364

Kalub Microfinance Institution S.Co.

0252789263
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