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Abstract

Although both formal and informal financial institutions exist in
developing economies, firms are often constrained by lack of access to
financial services. Grain traders and millers in Ethiopia need a lot of
finance to pay their suppliers (e.g. farmers) but it is not clear whether or
not which sources of credit matter most for their growth and expansion.
Using firm survey data collected for the purpose, we assessed access to
and the impact of different sources of finance on growth of traders and
millers in Ethiopia. Descriptive and econometric methods (e.g. ordered
probit) were employed to address the issue. The results indicate that
both formal and informal sources of credits are accessed by a small
number of firms on a sporadic basis. With credit from commercial banks
is mainly channeled to large businesses while microfinance institutions
(MFIs) are designed to assist small and micro enterprises as part of a
poverty alleviation strategy, medium firms such as most grain traders
and millers have limited access to finance. Bank or MFI credit was
found to have no impact on growth and expansion in the econometric
analysis. Access to informal credit is also limited and largely used to
meet short-term emergency cash requirements. Without improved and
regular access to finance, grain traders and millers cannot make the
necessary investment to provide effective marketing services for the
transformation of agriculture.
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1. Introduction

The grain market liberalization policy in Ethiopia was introduced in March
1990 during the Derg regime, aimed at achieving a mixed economy based on
wide private sector participation and greater use of the market mechanism to
guide economic decisions. However, the Derg (Military government) was
overthrown in May 1991 before it could implement its own reforms. The
market liberalization actually removed the major bottlenecks in food grain
markets and eliminated quotas, fixing prices and the legal monopoly of the
Ethiopian Grain Trading Enterprise (EGTE) (previously the Agricultural
Marketing Corporation) and reduced the number of Kellas (checkpoints). In
November 1991, the economic policy of the Transitional Government of
Ethiopia (TGE), (led by the Ethiopian People’s Revolutionary Democratic
Front, EPRDF), signaled a significant move away from the centrally planned
economy towards a market-oriented one and introduced a federal political
and economic system. The market liberalization process of the TGE reduced
the role of the EGTE to a minor role in grain marketing and, created a large
number of private traders, processors, transporters, etc. Moreover, many
marketing cooperatives were established in both rural and urban areas. The
reform ensured the dominance of market-driven policies in resource
allocation decisions that depend on supply, demand and price signals.

The immediate results of the grain market liberalization were vivid. A study
by Negassa and Jayne (1997) revealed that the price of cereals in surplus-
producing regions increased by 12 to 48 percent, while prices in deficit
regions declined by 6 to 36 percent, leading to a decline in cereal price
spread. The volatility of wholesale cereal prices also declined immediately
after the introduction of the reform process. However, grain prices have
become increasingly volatile and unpredictable in recent years. Despite
officially withdrawing from market intervention, the Ethiopian government
had to intervene at least three times over the last 10 years: in 2002-03 when
cereal prices collapsed, in 2007/08 when prices sky-rocketed, and in 2011
when prices soared again. Grain traders and miller have not been able to
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cope with supply shortfalls or deficits (Rashid and Negassa, 2011). It
appears that the private grain marketing remains weak and unreliable 20
years after the liberalization measures were introduced.

Although the policy reforms had positive impact on grain production,
marketing and processing, there have been a number of challenges which
constrained the growth and performance in grain traders and millers in
Ethiopia. These include: lack of market infrastructure, inadequate market
information, lack of training, storage problems, limited access to finance,
weak regulatory and legal framework (property rights and contract
enforcement), inadequate market facilities (marketing premises, parking
places, storage facilities, etc), weak vertical and horizontal integration, low
quality products, etc (Wolday Amha and Eleni Gebremadhin 2003).

Grain traders and millers have limited financial access to construct storage
facilities, purchase equipment such as cleaning and machines, and obtain
working capital to expand their business. The study of Amha and
Gebremedhin (2003) indicated that limited access to institutional finance for
traders to construct storage facilities, purchase equipment such as cleaning
machines, and to obtain working capital to finance grain purchases were
among the key problems in expanding grain marketing in Ethiopia.
According to Dessalegn et.al. (1997), limited access to finance was
identified as one of the major constraints of grain marketing in Ethiopia.
Traders who did not obtain loan from banks identified lack of collateral, high
risk in grain trade and high competition from unlicensed traders as the main
reasons constraining access to bank credit. However, it is not clear if the
situation has improved in recent years and it is not known if different sources
of finance have different impact on the growth and development of grain
traders and millers.

Although governments in developing countries try to expand access to

formal financial institutions, informal finance remains the main source of
credit for majority of firms (Degryse et al., 2011; Kan, 2000). However, the
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empirical evidence on the impact of informal versus formal credit on firm
growth is inconclusive. For instance, while Melzer (2011) indicated that
informal credit has not helped firms or poor households, Ayyagari et al.
(2010) indicated that formal credit is associated with higher firm growth, but
informal credit is not. On the other hand, a study by Degryse et al. (2012)
indicates that informal finance promotes firm growth, especially small firms.
There is no consensus on the impact of formal and informal finance on firm
growth. This paper aims at assessing the contribution of different sources of
finance to firm growth. It assesses the extent to which grain traders and
millers access different sources of credit and examines the impact of
different sources of finance on firm growth.

The paper is organized as follows. Following the introduction, Section 2
describes the method of data collection. Section 3 discusses the conceptual
framework. While Section 4 provides discussions and analysis of results,
including the key issues in accessing bank loans by traders and millers,
Section 5 provides conclusions and recommendations.

2. Sources of Data

Both secondary and primary data were collected to extract qualitative and
quantitative information on the growth and performance of grain trading and
processing firms in Ethiopia. Government statistics such as Central
Statistical Agency’s reports on grain production, consumption, price surveys,
government policy documents, and other studies related to grain trading and
processing enterprises were reviewed. The study also extensively used
secondary information collected from banks, MFIs and cooperatives to
assess the supply side constraints. In addition, literature on finance and
growth nexus and determinants of firm growth was consulted to put the
study in perspective and develop a conceptual framework for the study.
Primary data were collected through structured questionnaires designed for
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grain traders and processors in early 2011°. A total of 200 grain traders and
330 processors were surveyed. Although the main focus of this study was the
grain markets in Addis Ababa, nearby towns were also surveyed, especially
for millers.® In addition, a rapid assessment of traders and processors in
selected regions was conducted in order to get better understanding of how
firms operate in rural towns. Moreover, a number of discussions were
conducted with senior staff of commercial banks, microfinance practitioners,
staff of Federal Cooperative Agency (FCA) and regional cooperative
promotion bureaus to fill the information gaps of the sample surveys.

3. Conceptual and Theoretical Framework

The main functions of financial system include: (a) pooling savings from
disparate depositors allowing producers, processors and traders to access
finance that would otherwise be limited to inefficient scale; (b) allocate
resources through information acquisition about investment projects and
selection of most promising ones, allowing capital to flow to its highest
value use; (c) manage liquidity and idiosyncratic risks through aggregation
and by transferring these risks to those who are willing and able to bear it;
(d) contribute to the monitoring of mangers, so that funds allocated are spent
as envisaged, which facilitates the separation of management and ownership,
and helps harden budget constraints. Thus, financial systems and institutions
can affect growth by promoting capital accumulation and/or by exerting a
positive impact on the pace of productivity growth (Levine 1997). However,
the financial sector is growth-supportive only if financial institutions are
subject to proper governance structure resulting, in particular, in a behavior
of banks that is incentive-compatible with that of depositors or borrowers.

* The authors would like to thank European Commission —Food and Agriculture
Organization (FAO) Global Governance Programme for Hunger Reduction Project
and Association of the Ethiopian Microfinance Institutions for funding the survey.
The Regional Strategic Analysis and Knowledge Support System for Southern
Africa (ReSAKSS-EA) also provided valuable technical support to the research.

®> See Demeke and Ferede (2005) on the importance of the Addis Ababa grain
market.
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The reason thereof is that, under asymmetric information, banks are subject
to moral hazard and adverse selection problems, which are at the core of
“poor” banking practices. This applies in particular to the granting of bad
loans, which themselves are conducive to resource misallocation,
inflationary finance, bank failure, financial crisis and ultimately significant
output losses (Mehi et al 2005).

A well functioning financial system is necessary for several reasons:
enhancing the efficiency of intermediation, which is achieved by reducing
information, transaction, and monitoring costs; promoting productive
investment by identifying and funding good business opportunities;
monitoring performance of businesses; enabling the trading, hedging, and
diversification of risk; and facilitating the exchange of goods and services
(Husain, 2004). These functions results in allocating resources to the most
efficient sectors, more rapid accumulation of physical and human capital,
and faster technological progress, which in turn lead to higher economic
growth. However, financial repression such as high inflation, high reserve
requirement of central banks, subsidized credit, credit rationing, ceiling of
deposit and lending interest rates can hinder the development of financial
sector and undermine economic growth. Financial sector reforms (promoting
healthy competition, reduction in borrowing cost, broadening access to
finance and easing regulatory constraints) that remove these distortions will
have direct impact on improving financial access and promote firm growth.

Access to finance plays a very important role in both firm entry and growth
stages of enterprises. Firms use internal and external sources to finance their
operations and growth. However, firms in different stages of growth can
access financial services from different sources. The main sources of finance
for firms at start-up stage include: personal savings, loans or equity from
friends and relatives, credit from suppliers and venture capital (usually
reserved for high-profit start-ups). Firms in the startup period, when initial
investments have not matured yet or whose investment projects are
substantially larger than their current earnings, will not have enough

144



Ethiopian Journal of Economics Vol. XXII No 1, April 2013

financial means from retained earnings and will face a constraint to their
growth project (Hermelo and Vassolo 2007). However, capital constraints
could extend beyond the formation stage and limit subsequent firm growth
(Variyam and Krabill 1994). Once firms start growing (initial growth) by
expanding sales and develop a base of reliable customers, they require more
capital which is financed through earned income (reinvest profits from
operations) and external finance from local banks, and equity capital by
selling shares to local investors, asset-based loans or lease and venture
capital.

When firms reach beyond the first phase of growth, a confidence-inspiring
record, they can pledge collateral and can be listed as public companies,
initial public offering (IPO), and can have access to a broader spectrum of
financing opportunities such as selling debt (commercial paper, bonds or
stock), banks, etc. But this is not always the case for many small firms.
Schiffer and Weder (2002) indicated that even after overcoming the start-up
hurdle, a lack of credit frequently hinders the growth of smaller firms during
their early years. Once they reach maturity, firms are involved in mergers,
acquisitions, restructuring or other activities. Even at this stage, however,
firms require external financing and can access it through commercial paper,
bonds or stock markets, banks and asset-based loans or lease. The mature
firms, which are creditworthy, use their existing assets and cash flow as
collateral to lower the cost of loans. However, access to finance alone does
not create a viable business opportunity. Access to finance may be necessary
but it is not a sufficient condition for firm growth (Nichter and Goldmark
2009).

In the last two decades, there has been a large body of theoretical and
empirical literature which shows that the development of the financial sector
is crucial for economic growth. Goldsmith’s work (1969) provided the first
evidence that financial sector development accelerates economic growth.
King and Levine (1993) found a strong positive relationship between the
financial development indicators with economic growth. Levine and Zervos
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(1996, 1998) found out that stock market liquidity and bank development are
robustly correlated with economic growth. The study of Rajan and Zingales
also supported the hypothesis that the causality runs from financial
development to economic growth. Leahy et al. (2001) identified a positive and
generally significant relationship between financial development and the level
of investment. The findings of Koivu (2002) support the view that financial
sector development accelerates economic growth. Rousseau and Wachtel
(1998) found strong evidence of one-way causality from finance to growth.

There are also research findings which question the one way causality from
finance to economic growth. Demetriades and Hussein (1996) found two-
way effects between economic growth and financial sector and in some cases
the relationship ran from economic growth to financial development.
Demetriades (1997) found out that the long-run causality between financial
sector and economic growth may vary across countries. Neusser and Kugler
(1998) could not find strong evidence that development in financial sector
would affect economic growth. In general, when the sample countries of the
studies are quite similar in their income level, there is hardly causality
running from financial sector to economic growth, and the size of the
financial sector does not seem to affect economic growth. Evidence from
China reveals that though financial sector and growth in the real sector are
cointegrated, the causality runs from growth to finance (Liang and Teng,
2006) which validates the view of Lucas (1998) and Robinson (1952) that
financial development follows growth, rather than the finance-growth nexus.
In spite of numerous studies, the question of causality between financial
sector development and economic growth and identifying the variables to
measure financial sector development is not yet settled.

The comparative study of Das and Guha-Khasnobis (2007) on the role of
financial sector in the growth process for China and India revealed two
different results. The result of the study indicated that India is in a better
situation than China so far as the growth potential is concerned due to a more
efficient financial system that is likely to suit the changing global scenario.

146



Ethiopian Journal of Economics Vol. XXII No 1, April 2013

In order to attain profitability and efficiency, the banks of India have shied
away from lending to industry, avoiding risky business projects, and this has
affected small and medium (SME) firms more than the large enterprises. The
SMEs and new business ventures have virtually no access to capital market,
while the corporate sector faces limited constraints of external finance as
listed large firms take the path of equity financing, which is also cheaper and
with a larger asset base they enjoy a better credit worthy status. The banks
may be interested to lend them more but they have alternative cheaper source
of finance through the capital market. On the other hand, in China, direct
credit program is still a general rule of banks. Often, the government has
been issuing directives to the public sector banks to lend to SMEs and state
owned enterprises so that they are not forced to close down in the face of
loss. This intervention aims at expanding employment opportunities. This
has a positive impact on the growth of income, demand and savings, which
plays a crucial role for the growth process by accelerating investment. As a
result, China’s rate of saving and investment has consistently been higher
than India and has given it an edge. However, this might result in high non-
performing loans (NPLs) of banks in China.

Macroeconomic policies, legal and regulatory framework, information and
technology infrastructure have also direct impact on access to finance and
firm growth. Rousseau and Wachtel (2004) revealed that when inflation
exceeds the 15 to 25% range, financial deepening ceases to increase
economic growth. Moreover, well-functioning legal and financial institutions
affect firms’ ability to get external finance and firm’s ability to access
finance raise firm’s growth opportunities and hence, profit (Maksimovic
1998). In countries with weak legal systems, and consequently weak
financial systems, firms obtain less external financing and this result in lower
growth. The effect of growth obstacles on firm growth is smaller in countries
with better-developed financial and legal systems (Beck et al 2005).
Ayyagari et al (2005) showed that finance, crime and political instability are
the only obstacles that have a direct impact on firm growth and finance is the
most robust one among those.
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Jonson et al (2002) found that firms in transitional economies are more
likely to reinvest their profits if they feel more secure about property rights
protection in their country. Chinese firms are more likely to reinvest their
profits if they are confident in the system of property rights protection and
have easier access to credit, with this effect being stronger for small firms
(Cull and Xu 2005). Beck et al (2004) found that better protection of
property rights® increases external financing of small firms significantly
more than it does for large firms, particularly due to the differential impact it
has on bank and supplier finance. Jonson, McMillan and Woodruff (2002)
pointed out that it is hard to separate the effects of property rights from
external financing because external financing is strongly influenced by the
security of property rights.

Demirgic-Kuny and Maksimovic (2005) found that the negative impact of
reported financing obstacles on firm growth is stronger for small firms than
large firms and stronger in countries with under-developed financial systems.
Beck et al. (2004) found that small firms and firms in countries with poor
institutions use less external finance, especially bank finance, and small
firms use significantly more informal finance than large firms. The findings
to Beck et al. (2008) indicates that under-developed financial systems are
particularly detrimental to the growth of small firms. Moreover, small-firm
industries grow disproportionately faster in economies with well-developed
financial systems.

The study of Beck et al.(2006) showed that size, age and ownership are the
most reliable predictors of firms’ financing obstacles. Older, larger and
foreign-owned firms reported lower financing obstacles. On the other hand,
smaller firms finance a larger share of investment with informal sources of
finance, such as moneylenders or family and friends. Moreover, firms in
many developing countries get around market failures and lack of formal

® The proxies of property rights include the risk of expropriation by the government
and those measuring the case and reliability of contract enforcement. Moreover,
insecure property rights might compel owners to invest bank funds in their firms and
divert internal profits to more secure investment opportunities.
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financial institutions by creating private governance systems in the form of
long-term business relationships and tight, ethnically-based, business
networks (Beck et al. 2006). These networks help to overcome the problems
of asymmetric information and weak formal contract enforcement systems.
However, social networks have a discriminatory effect on non-members who
can effectively be excluded from market exchanges.

In Ethiopia, grain traders and millers are expected to generate investable funds
from both internal and external sources. Figure 1 indicates that financial sector
development, individual characteristics of grain trading and processing
enterprises, and personal characteristics of owners such as level of education
and social networking influence access to finance in the country. There is also
a direct relationship between access to finance and financial sector
development and macroeconomic growth. Financial sector can affect
economic growth in three ways: (a) it can increase the productivity of
investments; (b) more efficient financial sector reduces transaction costs and
thus widens the share of savings channeled to productive investments; and (c)
the financial sector development can affect saving rates (Pagano, 1999).

Figure 1: Conceptual framework to study the influence of financial access
on the growth of traders and millers

Financial sector Individual characteristics of
development enterprises and owners
v v
Access to finance (formaland | | Macro-economic
informal) A policies, legal
4 framework,
Economic growth > Firm growth p information and
technology
infrastructure

Source: Authors’ construction
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The relationship between firm growth and access to finance is more formally
analyzed using econometrics in which firm growth is a dependent variable
and the various external financing sources are independent variables. The
objective is to test whether or not firm growth is positively associated with
access to external financing. Firm growth is measured in terms of changes in
employment between time of establishment and survey period (2011).
Accordingly, firms are categorized into three groups based on changes in
employment. Included in the first category are those experiencing
employment contraction between the initial and the survey period, while the
second group includes firms that do not show employment expansion or
contraction), and the third group includes firms experiencing employment
expansion. Among the independent variables hypothesized to explain the
employment performance is access to external finance.

Formally, we model firm performance by using an ordered probit approach
(see Greene, 1997), and the performance of each firm can be considered as

latent variable denoted by Y *. Specifically, the latent variable is related to a
battery of observable and unobservable factors of the form:

y*=X'B+e¢
Where X is a vector of explanatory variables, g is a vector of parameters

to be estimated and ¢ is error term with zero mean and constant variance.
We then relate the latent variable to the observable variable ¥ as:
(1 if y* < 71
y=42if7/1£y*§7/2
L3 if y*= 5,
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Where 7 is a threshold parameter which can be estimated together with

other parameters in the model. In terms of probabilities, the empirical model
assumes the following:

(D (y,—X'p).if j=1
P(y=1J/X)=13 @(ra=X'B)=®(y,— X 'p),if j=2
1-—®D(yy, — X 'B),if j=3

where @ is the cumulative normal density function and j is the number of

categories (three in our case). Hence we estimate P(y=j/X) model by

including a set of explanatory variables which include firms' characteristics,
financial variables and other owner-specific attributes. It should be noted
that the coefficients estimated by these models cannot be interpreted as the
marginal effect of the independent variable on the dependent variable.
However, the coefficients can be interpreted by computing the marginal
effects.’

4. Analysis and Discussion of Results

@ Sources of external finance

The potential sources of external finance for grain traders and millers in
Ethiopia include: the formal, semi-formal and informal finance providers.
The formal finance includes the provision of financial services through
banks which fall under the banking law and regulation and supervision of
National Bank Ethiopia (NBE), and MFIs which falls under the microfinance
law. Semi-formal sub-sector financing includes the delivery of financial
services through the cooperatives which are guided by the general

’ The marginal effects can be computed as:
oP(y=1/X)

. - ,ﬁl[f (ria=X"B)=f(r;-X ﬂ)} where f is the derivative of

the cumulative normal distribution function and X, is the I-th element in X.
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cooperative law and are supervised by Federal Cooperative Agency (FCA)
and regional cooperatives bureaus/agencies. The informal financing includes
credit delivered through Iqub8, relatives and friends, supplier credit, traders,
moneylenders, etc.

The results of the sample survey indicate that about 82% of the grain traders
and millers had checking and/or saving accounts and are familiar with
banking transactions. Nonetheless, accessing finance from formal and semi-
formal financial institutions is very limited: less than 6% of the respondents
borrowed money to finance working or investment capital needs in 2011
(Table 1). By contrast, own savings or retained earnings accounted for nearly
80% of the working or investment needs of respondents. About 9.8% and
4.3% of the respondents met their working and investment capital needs by
accessing supplier credit.

Table 1: Main sources of financing working and investment capital of grain
traders and processors (2011)

Sources of finance Working capital Investment capital
No. % No. %

Own savings and retained earnings 417 78.1 423 79.8

Borrowing from formal and semi-

formal fingz]mcial institutions 23 43 29 >5

Borrowing from informal sources 90 16.9 78 14.7

Total 530 100 530 100

Source: Sample surveys of grain traders and processors, 2011

Table 2 indicates that out of the 530 sample respondents, 451 (about 85%)
have accessed finance from formal or informal sources over the course of
their operation as grain trader or miller. But the share of formal and informal
institutions in providing external finance to grain traders and millers is very

& 1qub is a rotating savings and credit association (ROSCA) in which a group of
individuals agree to meet for a defined period with the objective of saving and
borrowing together.
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small: only about 10% have taken loan from commercial banks, 7% from
MFIs and 3% from Saving and Credit Cooperatives (SACCOs). On the other
hand, more than half of the respondents (51%) have received loans from
relatives and friends. Although about 51% of the respondents belong to Iqub,
only 18% had accessed loans from Iqub. Contrary to the general perception
that moneylenders play an important role in situations where the role of
formal and semi-formal institutions, only one person reported to have
accessed finance from such source. It is not clear if this low rate of use is
related to underreporting due to the negative connotations associated with
moneylenders or recent government crackdown on moneylenders, or the
high interest rate charged by the group.

Supplier credit has an attractive feature of not being guaranteed by
morgageable assets which is advantageous for enterprises lacking
collateralizable loans (Fafchamps 1997). However, only about 9.1% of the
respondents reported that they have ever purchased products on credit (i.e.
received supplier credit).

Table 2: Ever received credit from external sources (%)

Sources loans Number of Percentage
Formal banks 45 10.0
Microfinance institutions 28 6.6
NGOs 4 0.9
lqub 83 18.4
Suppliers 41 9.1
Moneylenders 1 0.2
Saving and credit cooperatives 14 3.1
Friends and relatives 232 51.4
Other 3 0.7
Total 451 100

Source: Sample surveys of grain traders and processors, 2011

In response to a question that asked most important growth obstacles, grain
traders and millers identified financial constraints as the most important
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problem. Limited access to finance was perceived as the most binding
constraint by 48% of the respondents. By contrast, illegal traders, price
instability and lack of adequate business (demand) were viewed as the most
important problem by 25, 7 and 7% of the respondents, respectively (Table
3). Access to credit is believed to overcome the problem of premise and to
some extent the competition from illegal traders (through making use of
scale economies and better services). The discussion below provides the
major challenges of accessing external finance.

Table 3: Most important obstacle to the growth/expansion of this

business
Percent of respondents
Financial constraints 47.8
The presence of illegal traders/brokers 24.7
Lack of premise/working place 6.5
Price instability 6.9
Lack of demand 4.0
Lack of business support services 2.4
Others 7.6
Total 100.0

Source: Traders Survey, 2011

(i) Commercial banks

The Ethiopian banking sector consists of one state-owned development bank
(Development Bank of Ethiopia, DBE), two state-owned commercial banks
(Commercial Bank of Ethiopia - CBE, Construction and Business Bank -
CBB), and 13 private commercial banks, about 5 additional new private banks
are under formation. There are no foreign banks in Ethiopia because of the
policy that restricts bank and insurance ownership to nationals only. The total
number of bank branches increased from 389 (232 public and 157 private) in
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2005 to 681 (273 public and 408 private) in 2010°. Despite the impressive
increase in the number of bank branches and capital, grain traders and millers
continue to have limited access to finance from the commercial banks.

Table 4: Reasons for not applying to banks to access loans (multiple

responses)
Reason for not applying Yes No
No demand because:
Did not need any credit 32.2 67.8
Did not want to incur debt 99 %0.1
- 4.9 95.1
Of religious reasons
Had need but:
No adequate collateral 44.9 55.5
Did not meet all requirements 9.9 90.1
Felt borrowing process is too difficult 29.3 70.7
Believed interest rates and other costs are very high 29.1 70.9
Worried | cannot pay back the loan 21.0 79.0
Did not know where to look for 9.9 90.1
Other 2.1 97.9

Source: Sample surveys of grain traders and processors, 2011

Theoretically, a trader or a miller may have never received a bank loan for
either of two reasons: they had no need or they had the need but were
discouraged by different factors. The response of the 90% who never
benefited from bank borrowing is summarized in Table 4. The proportion of
those with no demand for credit is significant: Nearly a third of the
respondents indicated that they did not require credit, 10% did not want to
incur any debt, and about 5% did not need credit because of religious factors.
On the other hand, a humber of respondents had interest in credit but were
discouraged by several constraints: about 45% were discouraged by high
collateral requirements, 29% by high interest rates and other costs, and 29%
by the difficult borrowing process, 21% by fear that they cannot pay back the

° National Bank of Ethiopia, Annual Report, 2004/05 and 2009/10.
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loan, and 10% by the belief that they did not meet all the requirements. In
general, both lack of effective demand and unfavorable terms of borrowing
have negatively affected access to formal credit.

(if) MFIs and SACCOs

Introduced in its regulated form in 1996, the MFIs in Ethiopia registered a
remarkable growth in terms of outreach and performance. So far, 31
registered deposit-taking MFIs have been operational. As of March 2011,
they had a total of 2.4 million active clients with an outstanding loan
portfolio of about Birr 6.2 billion (367 million USD). The MFIs mobilized
about 3.0 billion Birr (176 million USD) of savings. About 50 percent of the
clients are females (AEMFI, 2010). Many of the MFIs provide similar
financial products and use predominantly group lending methodology.

The survey results confirm that despite the recent rapid expansion of MFI
activities in the last ten years, MFIs in Ethiopia have yet to cater to the needs
of grain traders and millers. As explained in Table 2, only about 7 percent of
the respondents who sought external finance have ever used MFI loans.
Among the most frequently mentioned factors constraining borrowing from
MFIs are: lack of awareness about MFI loan facilities (24.5%); difficulties to
form groups (22.5%); small loan size (16.0%); and short-term nature of MFI
credit (4.5%). Some respondents claimed that they did not need any credit
(about 22%) while a few (6%) reported religion as a reason for no interest in
credit (Table 5). Lack of information is a major problem but MFIs are
unlikely to meet the credit requirements of grain traders and millers who
need larger loan sizes over a longer period of time. The average loan size of
MFIs in 2011 were about 2,583 Birr (153 USD), which is too small for grain
traders or millers. Recently, larger MFIs have expanded the provision of
individual loans to MSE operators in urban areas that need relatively larger
loans (above 5,000 Birr or US$296) (Amha 2008), but the loan size of MFls
is still too small as it can only buy about 0.5 ton of teff.
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There has been a significant increase in the number of financial cooperatives
or SACCOs, particularly in rural areas, in the last seven years. In 2010, out
of the 35,000 primary cooperatives and 212 cooperative unions, about 8,623
were primary SACCOs (4,286 urban and 4,337 rural SACCQOs). Out of the
393,658 member of urban SACCOs, about 42 percent (163,756) were
women (AEMFI, 2010). However, the cooperatives seem to have limited
contribution in improving credit access by grain traders and millers, as only
3% of the respondents reported to have ever borrowed from SACCQOs (Table

2).

Table 5: Factors constraining borrowing from MFIs
Reasons for not borrowing resggﬁgsfzn ts %
Have need but
No MFI operates in this area 8 1.6
Not aware of MFI loan facilities 121 24.5
MFI loans are only short term 24 4.5
MFI loan are too small 79 16.0
Difficulties to form a group (for group lending) 111 22.5
MFlIs give priority to rural borrowers 9 1.8
Religious reasons 30 6.1
Others (mainly did not require credit) 112 22.7
Total 494 100

Source: Sample surveys of grain traders and processors, 2011

(iii) Informal sources

As shown above, informal sources have played a more important role than
other sources in supplying of external finance to grain traders and millers.
There are a number of reasons for this but most respondents agree three main
attributes of informal finance providers: little or no formalities (59.3%), little
or no collateral (17.2%), and a flexible repayment arrangement (15.1%).
The ease with which loans are accessed is by far the most important
consideration. Formal and semi-formal financial institutions need to realize
that their bureaucratic loan administration is a more important constraint
than even collateral requirements.
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Informal sector loans are coping strategies to meet urgent cash needs. The
amount borrowed is often small and of short duration, hence can rarely be
used for investment or expansion purposes. The cost of borrowing can also
be very high if all associated expenses, including the time and indirect costs
required maintaining ties with providers of informal credit, are taken into
account.

Table 6: Main reasons for borrowing from informal sources

. Number of
Reasons for borrowing Percentage
respondents
More favorable interest rate 23 6.8
tht!e process (little or no formalities) or easily 200 593
available
Little or no collateral requirement 58 17.2
Flexible repayment arrangement 51 15.1
Other 5 1.5
Total 337 100

Source: Sample surveys of grain traders and processors, 2011

Although moneylenders are rarely reported as source of informal loans, they
are known for their high interest rate among the business community.
Discussions with key informants have indicated that moneylenders often
provide loans at 10% interest rate per month or 120% per annum. Some of
the prominent moneylenders had even nicknames such as "World Bank” and
“IMF’ in view of their dominance and strict and harsh enforcement
mechanism. Since any interest rate above 12% is prohibited by the Civil
Code (Article 2479 of the Civil Code), the moneylenders would use an
agreement in such a way that a person who actually borrowed 100,000 Birr
for one year will sign as if he/she borrowed 220,000 Birr, without
mentioning the loan amount and interest rate in the agreement. Recognizing
the problem, the government started anti-moneylenders campaign in 2010
and many of prominent ones were brought to court. The cases were televised
on national TV and the bank accounts and other properties of the suspects
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were frozen until the final verdict, and the most known were sentenced to 25
years of imprisonment along with a large sum of fines. It is not clear if the
measure has reduced or simply pushed the practice underground. The prison
sentences and fines have also panicked microfinance institutions that charge
more than 12% interest rate (per year). Informal lending and borrowing
between friends and relatives could also be discouraged. A different
approach may be required and one way to protect the business community
against usury is to regulate the sector and expand access to formal financial
institutions. In the absence of developed inclusive finance sector, such as
South Africa, Malawi, Lesotho and others, moneylenders are regulated to
establish money lending companies. In China, for instance, informal loan
contracts can be protected by law if the interest rates charged are four times
the official rate (central bank) or less (Degryse, et al., 2012). Moreover, the
12% cap on interest rates in Ethiopia does not help even the financial sector,
given the high rates of inflation (exceeding 30% in 2008 and 2011, for
instance) in the country. It should also be noted that average lending rates of
commercial banks were 12.25% (above the limit) in 2008/09 and 2009/10
(National Bank of Ethiopia).

(b) Firm growth and access to finance

The growth and expansion of firms is a precondition for economies to grow
and generate employment and wealth. Through growth and expansion, firms
are able to benefit from scale economies and become efficient and
competitive. Firm growth is a way to introduce innovations, increase
competitiveness and ensure survival in the market. Nonetheless, growth and
expansion is very limited among the grain traders and millers surveyed for
this study. As shown in Table 7 below, the majority of the firms have
maintained the same level of employment and storage capacity since their
establishment: 52% of the sample firms reported no change in their
employment. Similarly, 88 and 43% of grain traders and processors reported
no change in their warehouse and milling capacity, respectively. Level of
employment and capacity of store increased in only 29 and 12% of the cases,
respectively. Employment and milling capacity contracted in about 10 and
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18% of the respondents, respectively. Overall - it appears that there seems to
be growth stagnation, at best, as reflected by indicators of firm growth: close
to 61 percent of respondents indicated that employment has either
deteriorated or stagnated.

Table 7: Change in employment and storage capacity between start-up and

2011
Percent of
respondents

Change in employment levels (both traders and processors)

Reduced workers 9.80

No change 51.51

Increased 28.68
Change in storage capacity: traders

Reduced 0.40

No change 88.00

Increased 11..60
Change in daily milling capacity: processors

Reduced 18.0

No change 43.2

Increased 38.8

Source: Sample surveys of grain traders and processors, 2011

Table 8 provides the regression results of determinants of firm growth under
different sources of finance: credit from formal banks, microfinance
institutions (MFIs) including saving and credit associations, and informal
sources (see annex for description of variables). The distinction between
banks (e.g. commercial banks) and MFlIs is due to differences in terms of
their focus. While MFIs focus mainly on poverty alleviation, banks are more
business oriented and credit allocation is entirely collateral-based. In
addition, MFIs and informal lenders may have comparative advantage over
banks because they engage in lending relationship that relies on soft
information acquired through personalized direct contacts.
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To test the nexus between access to external finance and firm growth, we
made a distinction between three sources of finance: firms that accessed
credit from (i) banks, (ii) MFIs, and (iii) informal sources. Since a small
number of firms reported accessing credit in any one year (e.g. the year the
survey was conducted (2011)), response to ‘Have you ever accessed credit’
was used for the analysis. The coefficient for formal banks is negative but
insignificant. Credit from MFIs has a positive but statistically insignificant
coefficient. The evidence does not support that access to banks or MFIs is
strongly and positively correlated with firm growth performance. This could
be attributed to lack of regular access to credit from these sources. Irregular
access to meet occasional or urgent needs is unlikely to contribute to growth
or expansion activities.

Credit from informal sources has a negative and statistically significant,
suggesting that informal sources of finance retards the probability of growth.
Contrary to the previous studies (e.g. Du and Girma, 2009), credit from
informal channels is negatively associated with firm growth.This result is
consistent with that of Ayyagari et al. (2010) that showed credit from
informal sources does not support firm growth or neither offers an
alternative substitute to formal financing institutions in terms of the size of
loan and of loan period. Degryse et al. (2012) also found that informal credit
reduces firm growth, especially large firms. On the other hand, only
desperate and severely finance-constrained firms may borrow from relatives
and friends. Borrowers often need to convince their friends or relatives that
they have no other sources and are in a difficult situation, a possible reason
for the negative coefficient of informal credit. Hence, prior poor conditions
rather that accessing informal credit could be the reason for observed
negative and significant coefficient.

Firm-specific attributes such as age of the business, firm size, etc. and owner
characteristics such as human capital are factors influencing the growth of
traders and millers. Age of owner is positively associated with probability of
firm growth. The impact of owner’s age on firm growth is characterized by

161



Wolday, Tadele and Mulat: The Impact of Financial Access on Firm Growth:...

inverted-U curve, indicating that on average firm growth tends to decline at
higher age level. The education variables suggest that firms owned and
managed by people with a high school education level experience better
growth compared with those with less than primary level of education,
suggesting the crucial role of human capital in fostering firm growth. By
contrast, the evidence does not support that membership in association or
social capital has a positive impact on growth. Weak associations with
limited capacity and empowerment to protect the interest of their members
or provide valuable services do not contribute to growth.

Initial size as proxied by initial working capital does not matter for firm
growth. However, small grain traders and millers grow significantly less
compared with large scale processors. For instance, the coefficient for
traders is negative and statistically significant, suggesting that small grain
traders grow less compared with large scale processors. The latter are likely
to take advantage of their economies of scale in terms of both human and
physical capital for growth.

The way firms have been established or acquired does matter for firm
growth. Specifically, firms that have been established by the owner or
purchased tended to grow relatively faster than those inherited (the estimated
coefficients are statistically significant). It is likely that mainly
entrepreneurial-oriented and proactive people may establish their own or
purchase businesses with the intention and investment plan for firm growth
(Wiklund, 1998; Zahra and Covin, 1995). Other variables such as perception
about risk, and policy uncertainty do not seem to have significant impact on
growth. Notice that coefficient on perception about corruption is negative
and statistically significant, indicating that corruption seems to hinder firm
growth regardless of different finance indicators. This is consistent with
other studies elsewhere (e.g. Aseidu and Freeman, 2009; Kimuyu, 2007;
Fisman and Svensson, 2001). Firms were asked the following question
regarding their perception about corruption: In your opinion, how true is the
following statement: "It is common for enterprises in this line of business to
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pay some irregular additional payments to various government bodies to get
things done”. Only six responses were allowed: always, mostly, frequently,
sometimes, seldom and never. Taking the first four responses together, about
half of respondents reported that they needed to pay bribes to government
officials to get things moving. This seems to suggest that corruption
discourages the incentive for firms to expand their business activities.

Table 8: Determinants of firm growth

Variables L 2 3
Coef. Z Coef. Z Coef. Z

Gender (=1 if male) 0.2624*  1.89 0.2448*  1.76 0.278* 1.93
Age of owner 0.0455** 236  0.0416**  2.13 0.043** 2.26
Age of owner squared/ 100 -0.0450** -2.46 -0.0417** -2.24 -0.0428** -2.33
Age of business -0.0001  -0.04 -0.00025 -0.01  -0.0004  -0.02
Age of business squared/100 0.0108 0.21 0.0066 0.13 0.0003 0.01
cLe?;?ig:thm of initial working 575 065 0.0411 071 0033 056
Dummy for primary education 0.2632 131 0.2469 1.24 0.319 1.58
Dummy for high school 0.4484**  2.08 0.4345**  2.03 0.484** 2.25
an%w]y for technical “and g 4705x 171 0.4670¢ 171 0507 1.8
Dummy for grain millers -1.1237**  -2.34  -0.9394*  -1.90 -0.913* -1.85
Dummy for grain traders -1.2993**  -2.67 -1.1160** -224  -1.079** -2.16
Dummy for innovation 0.1117 0.69 0.0815 0.51 0.118 0.73
Dummy for membership in 4970 79 00917 075 0121  0.97
trader association
gﬁ;“r:‘f; for risk (high tisk 50681 045 00733 -048  -0096  -0.63
Dummy for corruption -0.2274** -2.11  -0.2071* -1.94  -0.223**  -2.06
Dummy for policy uncertainty o004 043 00285 027 0027 026
(=1 if unpredictable)
Dummy for how bUSINeSS  ozepe 916  02727%% 215  0276% 216
started-self
Dummy for how business , ceqrex 575  Q5se4*e* 272 0593%* 286
started-purchased
Dummy for credit-banks -0.3373  -1.50
Dummy for credit-MFIs 0.1504  0.0615
Dummy for credit-informal -0.228**  -1.99
feutl -0.4920  0.9567 -0.2934 -0.3758 -0.4239
feut2 1.1952  0.9557  1.3840  1.3063 1.266
Number of observations 520 520 520
Wald chi2(19) 54.08*** 47.69%** 50.16***
Pseudo R-squared 0.0616 0.0592 0.0608

* p<0.1, ** p<0.05, *** p<0.001

163



Wolday, Tadele and Mulat: The Impact of Financial Access on Firm Growth:...

5. Conclusions and Recommendations

The findings of this study indicate that own savings/retain earnings and
informal credit account for a significant proportion of the working and
investment capital of grain traders and millers. The sample survey results
reveal that the contribution of formal financial institutions such as banks,
MFIs, and Saving and Credit Cooperatives (SACCQOs) is very limited.
Relatively more number of firms have accessed credit from friends and
relatives (informal credit) but the nature of such loans is likely to be very
useful: they are often small with short period of repayment. Purchasing and
selling grain on credit is not common among grain traders and millers. Cash
flow or liquidity challenges have limited the activities of traders to instant
buying and selling with little or no stocking and value additions. Moreover,
the requirement of property collateral is the main factor constraining access
to bank loans. Respondents have also complained about the bureaucratic and
long borrowing processes and high interest rates. Lack of trust, limited
awareness, and religious beliefs have also prevented respondents from
applying to bank loans.

The quantitative evidence indicates that neither formal nor informal credit
has a strong positive influence on growth of grain traders and millers. With
no regular and/or long-term access to credit, the opportunity to finance
investment is severely constrained. The use of credit appears to be limited to
financing emergency cash requirements.

Without a well-functioning financial sector, grain traders and millers cannot
invest in storage, marketing and processing facilities, or transport vehicles
and machines (for cleaning, milling, etc.). Access to credit is essential in
keeping adequate stocks that can smooth out fluctuations in grain prices. It is
essential to design a holistic framework to have a deeper financial system,
thereby enhancing availability and lowering the cost of credit. First, banking
regulations and government policies need to support credit availability to
businesses that link smallholders to market and achieve the goal of
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commercializing agriculture, which is one of the twin targets of the
Agricultural Transformation Agency (the other being raising productivity of
smallholders). High reserve and government bond purchase requirements as
well as the implicit categorization of grain trading and milling as non-
priority sectors need to be reconsidered. Government support in the form of
credit guarantee to improve availability and lower the risk of credit should be
given particular attention. It should also be noted that a stock market can
significantly reduce the demand of large corporate businesses for bank loans.
Equity financing is cheaper source of finance for listed large companies.
Establishing a stock market in Ethiopia could thus be viewed as an important
instrument to increase credit availability for medium and small enterprises
such as grain traders and millers.

Second, an enabling environment must be created with the objective of
ensuring that property rights are clearly defined and enforceable, reducing
information asymmetry, improving the predictability and stability of
government policies, and ensuring grain market and price stability. The
impacts of the new urban land proclamation on financial sector development
needs to be evaluated and amended. Commercial laws that effectively assign
and protect property rights and their efficient enforcement are crucial for
financial transactions. These include laws, regulations and institutions to
create, register and enforce collateral, and establish an effective bankruptcy
system. Consultative approaches (with stakeholders) in the formulation of
policies and regulations or intervention in grain markets would ensure policy
predictability and stability. The government and the banking sector also need
to work together in institutionalizing credit registries (to give reliable access
to clients’ credit history) and ensuring that businesses benefiting or aspiring
to benefit from bank loans provide transparent financial statements.

Third, the banking sector needs to develop innovative financial products.
Traditional supply-driven financial instruments have failed to meet the cash
flows and investment needs of grain traders and millers. Inventory credit, for
instance, can be a very important instrument in financing commercial stocks
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of grain. The system is often implemented through a three way arrangement
between a bank, a borrower (e.g. grain trader or miller) and warehouse
operator. Leasing is a good alternative to both debt financing and lack of
proper collateral/ guarantee. Leasing overcomes collateral constraints as it
requires no collateral or less collateral than commonly required by loans.
Finance providers should invest in capacity building to improve and
modernize their services.

Fourth, value chain financing approach needs to be adopted in identifying
variety of integrated interventions. Such approach strengthens linkages
between producers, grain traders, processors, input suppliers and finance
providers through a dedicated transaction platform and a fully integrated
finance, production, delivery and payment process. This would also assist
finance providers to increase outreach, reduce risks and develop innovative
products.

Finally, the role of the informal sector needs to be recognized. Eliminating
informal finance on the ground that interest rate charges are high when a
well-functioning formal finance is not in place may not be a good strategy. A
regulated informal finance can compensate for the limitations of the formal
sector in serving small and medium firms such as grain traders and millers.
Policies need to recognize the information advantage of informal credit and
ensure that informal sources complement formal sources. Addressing the
problem of high risk and the associated excess interest charges through
regulation and licensing can be a step in the right direction.
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Annex
Description of variables used in the regression
Description of variables Mean Std. Dev. Min Max

Owner and business attributes

Dummy for gender (=1 if male) .890566 3124778 0 1
Age of owner (years) 39.7656 13.52543 18 99
Age of business (years) 10.05245 8.621629 A4 50
Logarithm of initial working capital 9.864842 1.660706 5.703783 17.72753
Education (ref: unskilled)

Dummy for primary education 4415094 4970362

Dummy for high school .3509434 4777161

Dummy for technical and above 1226415 .3283352

Business size (ref: Processors)

Dummy for grain millers 4716981 49967 0

Dummy for grain traders 4716981 49967 0 1
Policies, innovation and networking

Dummy for innovation .1916509 .3939738 0 1
aDsl;cT;%er (Tf’:}b;frgfe:;‘ trader 3358491 4727326 0 1
Dummy for risk (high risk taker=1) .8377358 .3690413 0 1
Dummy for corruption (=1 if paid irregular 4914286 5004033 0 1

additional payments to get things done)
Dummy for policy uncertainty (=1 if

unpredictable) 5716981 .4953002 0 1
How the business started (ref: inherited)

Dummy for how business started-self .6566038 475291 0 1
EJJrTr:Qé/egor how business started- 1018868 3027852 0 1
Finance indicators

Dummy for credit-banks .140625 .3481788 0 1
Dummy for credit-MFls .0528302 .2239057 0 1
Dummy for credit-informal .5056604 .5004403 0 1

171



