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Abstract 

The banking sector is the dominant source of finance for businesses in Ethiopia. A key 

characteristic of the Ethiopian banking sector is that the stock of bank credit to the private sector 

(including nonfinancial public enterprises) remains very low, when compared with the situation 

in other developing countries. High degree of inefficiency characterizes the banking sector 

making it difficult for business to get the necessary finance or to start up or expand. The rate of 

company formation through initial public offer of shares and the separation between ownership 

and control in Ethiopian share companies is growing. The emerging corporate ownership 

structure is also a dispersed one. The main focus of this paper is, therefore, discussing the 

relevance of introducing stock market in light of the existing banking sector development in the 

country. Most importantly, the thesis discus the role of introducing regulated stock markets in 

protecting investors in light of the growing dispersed company ownership structure and tIw 

existing institutional , regulatory, and ,legal framework in the primary offering market. In addition, 

the study discusses the factors that 'are identified as preconditions and determinants for stock 

market development along with review and analysis of the objective reality prevailing in Ethiopia 

with regard to these factors. 
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CHAPTER ONE 

1. Introduction 

1.1 Back Ground 

The achievement of sustainable economic growth demands, an10ng other things, considerable 

resources for investment and effic ient utilization of these resources. Stock market development 

increases economic growth through a number of channels. Countries with [more developed] stock 

markets have banking secto rs that issue more credit to the private sector than countries with [no] 

or less we ll deve loped stock markets l
. Therefore, stock market development is supposed to 

accelerate economic growth through overcoming external financing constraints that otherwise 

hinder firm expansion. 

As part of the financial system, stock markets are expected to accelerate economic growth by 

providing a boost to domestic sayings and increasing the quantity and the quality of investment
2 

Better sav ings mobilization may increase the savings rate3 (Levine & Zervos, 1998). Stock 

markets are expected to encourage savings by providing individuals with additional financial 

instrument that may better meet their ri sk preferences and liquidity needs4 

Efficient stock markets may also reduce the costs of information5 They may do so through the 

generation and di ssemination of firn1 specific information that efficient stock prices revea l. Stock 

markets are efficient if prices incorporate all available information6 Reducing the costs of 

I Levine, R. (June 1997), "Financial development and economic growth: Views and agenda"(Journa l of 

Econom ic Literature, No. 35), p.692. 

1 Singh, A. (1997), "Financia l Liberalization, Stock Markets, and Econom ic Development" (The 

Economic Journal, No. 107), p.774. 

3 Levine, R. , & Zervos, S. (1996a), "Stock Market, Banks and Economic Growth" (American Econom ic 

Review, 88), p.545. 

4 Ibid . 

5 Lev ine, R. , & Zervos, S., sujpra note 3. 

6 Fazzari, S., Hubbard, G., & Petersen, B. (1988), "Financing constraints and corporate investment" 

(Brookings Papers on Economic Act ivity, No.1), p. 191. 
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acquiring infomJation is expected to facilitate and improve the acquisition of infomlation about 

investment opportunities and thereby improves resource allocation. Stock prices detennined in 

exchanges and other publicly available infonnation may help investor make better investment 

decisions and thereby ensure better allocation of funds anlOng corporations and as a result a 

higher rate of economic growth 7 

Stock markets also provide an avenue for growing companies to raise capital at lower cost. Stock 

markets therefore are able to positively influence economic growth through encouraging savings 

amongst individuals and providing avenues for firm financing. 

Stock markets are supposed to ensure through the takeover mechanism that past investments are 

also most efficiently used. Theoretically, the threat of takeover is expected to provide 

management with an incentive to maximize firm value. The presumption is that , if management 

does not maximize firm value, another economic agent may take control of the firm, replace 

management and reap the gains from the more efficient firm . Thus, a free market in corporate 

control, by providing financial discip line, is expected to provide the best guarantee of efficiency 

in the use of assets . Similarly, the ability to effect changes in the management of listed companies 

is expected to ensure that managerial resources are used efficientIi . 

Stock market liquidity is expected to reduce the downside ri sk and costs of investing in projects 

that do not pay off for a long time. With a liquid market, the initial investors do not lose access to 

their savings for the duration of the investment project because they can easily, quickly, and 

cheaply, sell their stake in the company9. Thus, more liquid stock markets could ease investment 

in long term, potentially more profitable projects, thereby improving the allocation of capital and 

enhancing prospects for long-term growth. 

7 Moloney, N. (20 10), "How to Protect Investors;Lessons from the EC and the UK" ,New York, USA, 

Cambridge Un iversity Press, p.272. 

8 Kumar, S. M. (1984), "Growth, Acquisition, And Investment", Cambridge,Cambridge University Press, 

p.234. 

·See Generally, Bencivenga, V. R., & Smith, B. D. (1992), "Financial intermediation and endogenous 

growth"( Review of Economic Studies, No. 58, ), pp.195-209. 
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As a result, stock markets are springing up in most countries around the world. Stock markets 

have come to symbolize to many the essence of capitalistic economic relations. More than 

23African countries have also established stock markets, recogni zing the role that such markets 

play in mobilizing capital. However, Stock markets in Africa remain immature. Except in South 

Africa and Zimbabwe for which market capitalization is 2 14.1 and 87.9 % respectively, average 

market capitali zation is about 27 percent of GDP; it is as low as 1.4 percent in Uganda lO This 

contrast with emerging markets like Malaysia, which has a capitali zation ratio of about 161 

percent of GDpll . Market liquidity is also very low: turnover ratios are as little as 0.02 percent in 

Swazi land compared with about 29 percent in Mexico l2 Low liquidity implies greater difficulty 

in supporting a local market with it s own trading system, market analysi s, and brokers, because 

of the low business volume. It al so means less institutional investors. In most Sub-Saharan Afri ca 

(SSA) stock markets, informational and disclosure deficiencies prevent trading in most listed 

stocks. FUl1her, supervision by regulatory authorities is often inadequate Il. This is supposed to 

have a negative impa:~t on investors' protection exacerbating the existing illiquidity. 

Howeve r, Stock markets in SSA have contributed to financing for li sted companies. Corporate , 
financing patterns in Ghana, South Africa, and Zimbabwe suggest that stock markets are an 

impurtant su urce of finance 14 In Ghana, the stock market financed abo ut 28 percent of total asset 

growth of li sted companies between 1995- 2002, in South Africa 16 percent between 1996- 2000, 

and 8 percent in Zimbabwe between 1995- 99. In all three countri es, the stock markets were for 

these companies the single most important source of long-term finance IS. 

10 See Gene rally, IMF. (2006) , "Regional econom ic outlook: Sub-Saharan Afri ca. World economic and 

financial surveys" (0258-7440). Washington, D.C., U.S.A., Internationa l Monetaty Fund, Publication 

Services. 

I I Ibid . 

12 Ibid. 

Il Ibid. 

14 See Generally, Varley, C. A. (2005a), "Stock Market Development,Corporate Finance and Econom ic 

Growth in Africa", Cambridge: University of Cambridge. 

Il lbid. 
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With regard to Ethiopia, although there were efforts by several institutions and individuals like 

the Addis Ababa Chamber of Commerce and Sectoral Association to introduce stock market in 

Ethiopia, they failed to procure pernlission of the goverrunent. It seems that the government has 

adopted a policy of following a bank based financial system and it is unconvinced to change it l6
. 

A key characteri stic of the Ethiopian banking sector is that the stock of bank credit to the private 

sector (including nonfinancial public enterprises) remains very low, when compared with the 

situation in other developing countries. The rate of company formation through init ial publ ic 

offer of shares and the separation between ownership and control in Ethiopian share companies is 

.~rowing . The emerging corporate ownership structure is also a di spersed one. The main focus of 

this paper is, therefore, discussing the relevance of introducing stock market in light of the 

ex isting banking sector development in the country. Most importantly, the thesis di scusses the 

role of introducing regu lated stock markets in protecting investors in light of the growing 

dispersed company ownership structure and the existing institutional, regulatory, and legal 

framework in the primary offering market. In addition, the study discusses the factors that are 

identified as preconditions and determinants for stock market development along with rev iew and 

analysis of the objective reality prevail ing in Ethiopia with regard to these factors. 

1.2 Statement of the Problem 

Empirical evidence shows that the Ethiopian economy is growing and therefore requires more 

financi al resources in order to maintain it. Huge capital is also required for the country's Growth 

and Transformation Plan (GTP), and the private sector is expected to play critical and leading 

role in the country's economic development plan l 7
. A private firm in Ethiopia, like everywhere 

else, can finance investment either from funds generated by the business itself or from funds 

raised externally. However, most firms in Ethiopia have limited retained profit. These profits, let 

alone financing long-term ri skier projects, may not be sufficient to finance the day-to-day 

working capital needs of the firms. New companies also have little in the way of retained 

16 See FDRE Industrial Development Strategy, 2002/3, Pp.96-I24. 

17 See generally, Rucker, R. (2011), "A Market Potential Assessment And Road Map Development For 

The Establishment Of A Capita l Market In Ethiopia". (Addis Ababas: Private Sector Development 

(PSD)Hub). 
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earnings. Bank loans are important source of capital throughout the world and this is supposed to 

be particularly suitable for developing economies, like Ethiopia, especially at the beginning stage 

of their development. However, the amount of external finance to be obtained through bank loan 

is very limited in Ethiopia for various reasons. The ratio of bank credit to the private sector is 

very low l8
. The majority of banks in Ethiopia rely almost exclusively on collateral-based lending 

and the amount of collateral banks request is the highest even by developing countries standards. 

It is also mostly limited to short term and limited by the amount of deposits banks are able to 

mobilize. The short term, limited nature, and the need for high collaterals are significant 

constraints for firn1s to obtain bank finance. Therefore, it is worth while to investigate whether 

introduction of regulated stock markets would help to overcome debt financing constraints that 

otherwise hinder firm expansion . 

... Currently banks, with the exception of the state-owned Commercial Bank of Ethiopia (CBE) and 

Development Bank of Ethiopia (DBE), are required to invest 27% Of their annual net loan 

di sbursements in five-year bonds at a 3% interest rate as per the new directive issued by the 

NBE I9 The new directive, by compelling banks to invest in medium term bonds, would help to 

drain out the excess liquidity that has accumulated over the past years . The proceeds of the bond 

issues will also be used to finance national development projects. However, the new measure wi ll 

reduce the funds available for the private sector loans. After the banks purchase government 

bonds equivalent to 27% of their alIDual net loan disbursements, the total amount of money 

available fo r the private sector borrowers stands at 48% of the total deposits of the banks because 

25% of the total deposits of the banks wi ll be dedicated to the legal and liquidity reserves. There 

is already a very high demand for greater access to credit in Ethiopia. Collateral requirement by 

banks are already very high; long-term loan is already very hard to find at Ethiopia's private 

banks, and this has already become a major challenge to the competi tiveness of private firms. The 

new directive issued by the NBE would create a further excess demand for loans. As a result, 

banks would further be tempted to focus on short- term loan; they may al so require even higher 

collateral. They may also require higher interest rates . The effects of all this will be making long­

term loan even harder to find which in turn might hamper beneficial private sector investment 

18 See Table I below. 

19 Fortune, (201 1), Vo lume II , No. 571 , APR.IO. 
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So huge capital is needed both to maintain the current economic growth and for the country's 

Growth and Transformation Plan. The private sector is also expected to play critical and leading 

role in the country's economic development plan. Therefore, there must be a complementary 

source of capital for long tenn financing offered in addition or as a substitute to the loans from 

the commercial banks. The only option for firms is to look for another external finance: Equity 

financing. 

In recent years, share companies have started selling shares to the wider public and thereby 

creating bigger shareholding base. The rate of company form ation through initial public offer of 

shares (IPOs) is growing. According to Access Capital, 20 I 0 research, in December 20 I 0, 22 

share companies targeted ETB 5.9 bn and an estimated number of 20 additional companies were 

looking for capital as we1l2o This means that banks are increasingly being substituted by the 

general PiJblic as a source of fu nds by new share companies being establi shed in a variety of 

sectors. While this has helped the companies to mobi lize large amounts of capital from the 

public, it 'has also brought about the di spersion of corporate ownership among several thousands 

of shareholders in each of these companies2I 

There is nothing wrong with thi s trend. In fac t, equity financing is essential fo r the expansion of 

new firms whose main assets are the growth opportunities. However, thi s great opportunity 

brings with it a great challenge. High level of dispersed ownership means that corporate 

ownership(by shareholders) is separated from corporate control(by managers).The reason for this 

is that as the number of shareholders rises, control is delegated to managers and shareholders are 

limited to ineffective control via shareholder general meetings. But when ownership and control 

are widely separated, thi s wi ll naturally lead to conflict of interests which is rooted in what is 

known as principal-agent problem. In a company where hired managers have different objectives 

than the diffused group of owners, then managers will have an incentive to use firm-specific 

rents to satisfy their own objectives, like providing a low level of effort or gaining personal 

20 See Generally, Access Capital (20 I 0), "Banking Sector Review 20 I 0", Addis Ababa, Eth iopia. 

21 What is triggering the growth of dispers ion of ownership is not clear. The rise of inflat ion might have 

made saving less attractive for the public driving investment towards the widely available publicly 

offered shares. See chapter three fo r fu II di scussion. 
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control over corporate income and assets22
• Such behavior obviously harms the perfomlance and 

financia l viability of the fiml and illustrates the need for investors' protection. Therefore, it is 

important to describe the role of organized stock markets in protecting investors in light of the 

growing dispe rsed company omlership structure and the ex isting institutiona l, regulato ry. and 

lega l framework in the primary offering market. Description of the preconditions and 

determinants of stock market deve lopment as well as review and analysis of the objecti ve reality 

prevai ling in Ethiop ia with regard to these factors is also important. 

1.3 Objectives ofthe Study 

General Objectives 

The general objective of th is study is to di scuss the role of introducing stock market in protecting 

investors in light of the growi ng di spersed company ownershi p structure and the existing 

institutional, regu latory, and legal framework in the primary offering market. It also aims at 

discussing the relevance of introd ucing stock market in light of .the exist ing financial , 
intermediation in the country. In addition to thi s, the study aims to undertake a comprehensive 

literature review with regard to the factors that are identified as preconditions and determinants 

for stock market development along with review and analysis of the object ive reality prevailing 

in Ethiopia with regard to such factors . This wil l be done with the intention of identify ing 

strengths and weaknesses and proposing specific and implementab le recommendations for the 

development liquid stock markets in Ethiopia. 

Specific Research Questions 

The study aims to discuss the following specific research questions in light of recent empirical 

and theoretical studies. The specific research questions addressed by the thesis are: 

1. How will the introduction of stock markets so lve or minimize the 'agency costs' that are 

supposed to exist in the publicly held share companies in Ethiopia as a result of the 

emerging separation of ownership from control and the dispersed company ownership 

structure? 

22 Estrin, S. (2002), "Competition and Corporate Governance 111 Transition"(Jollrnal of Economic 

Perspecti ves ,No. 16), p.lll . 
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2. What is the relevance of introducing stock market in light of the existing institutional, 

regulatory, and legal framework for investors' protection in the primary offering market? 

3. What is the relevance of introducing stock market in light of the existing banking sector 

development? 

4. Assuming that the Government agrees to introduce a stock market, what are the necessary 

institutional, regulatory, and legal frameworks for stock market development and other 

deternlinants of stock market development? 

1.4 Significance of the Study 

This study presents and ana lyses relevant data, legislations and policies, and proposes specific and 

implementable recommendations for the development liquid stock markets in Ethiopia. This is 

imp0I1ant because of the limited investor and issuer base in Ethiopia. High degree of inefficiency 

characterizes the banking sector making it difficult for business to get the necessary finance or to 

start up or expand. Furthermore, because of the fact that the Government of Ethiopia is 

implementing a five years development program, the Growth and Transformation Plan- GTP, 

access to finance to the private sector would be very difficult as a result of increased demand for 

funding on the part of the government. This demonstrates the need for equity finance as ,a 

complementary source of capital for long term financing offered in addition or as a substitute to 

the loans from the commercial banks. But if equity financing is to complement debt financing, 

there is a need for investors' protection. As Ethiopian investors only have a small portion of their 

household income to invest, a fair priced - liquid - market is imperative in order to avoid 

creating systematic losses for the general pUblic. Development of liquid stock markets in Ethiopia 

is also important for the development of the banking sector. 

1.5 Research Method 

This research has made use of both primary and secondary sources. Primary sources used include 

the commercial code, the bank proclamation, and other relevant legislations, policy, and 

programs of the Government of Ethiopia. Secondary sources include books, journals, reports, 

news papers and cyber sources. 

8 
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1. 6 Limitation of the Study 

One of the basic research question which is considered by thi s study was how will the 

introduction of stock market solve or minimize the 'agency costs' that are supposed to ex ist in the 

publicly held share companies in Ethiopia as a result of the emerging separation of ownership and 

control and the diffused nature of share ownership. To answer this question, the method followed 

is to undertake a comprehensive literature review on the issue. The study does not attempt to 

unve il corporate governance malpractices that are likely to exist. Based on theoretical concepts, 

it assumes that such corporate governance malpractices are more likely to exist than not and 

proceeds to discuss the ro le of organized stock markets in protecting investors. So, the absence of 

standardi zed interviews with key stakeholders in order to ascertain the ex istence or otherwise of 

the assumed corporate governance malpractices can be taken as a limitation of the paper. In 

addition , some of the data on financial intermediation for the selected countries can be tought as 

old. These are the main limitations of the study. 

1.7. Organization of the Study 

The thesis di scusses the relevance of introducing stock market in Ethiopia light of the ex isting 

banking sector development. Most importantly, it describes the role of introducing regulated 

stock market in Ethiopia in light of the existing institutional , regulatory, and lega l framework for 

investors ' protection in the primary offering market. It also descri bes the role of introducing 

regulated stock markets in so lving or minimizing the 'agency costs' that are supposed to exist in 

the publicly held share companies in Ethiopia as a result of the emerging separation of ownership 

and control and the diffused nature of share ownership. In addition, the thesis describes the 

necessary institutional , regulatory, and legal frameworks for stock market development and other 

determinants of stock market development and then makes a review and analysis of the objective 

reality prevailing in Ethiopia with regard to such factors. Finally, the study proposes spec ific and 

implementable recommendations for the development liquid stock markets in Ethiopia . 

To thi s end the paper is organi zed as follows. Chapter one of the thesis commences with 

discussion of the background of the paper, statement of the problem, objectives, significance, 

research methodology and organization of the study. 

The second chapter makes rev iew of relevant literature. It discusses the functions of a fi nancial 

system focusing on the functions of regulated stock markets as part of a financial system. 
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Demirguc-Kunat and Levine al so did some preliminary research on these issues which extended 

this analysis in three ways. First they expanded the set of stock market development indicators 

to include (1) the turnover ratio , which equals the value traded divided by market capitalization, 

(2) the ratio of value traded to GDP, (3) Lb2 measure of domestic asset pricing efficiency (the 

efficiency with which the market prices risk), and (4) the measure of integration into international 

stock markets. These additional stock market development indicators are intended to permit a 

more accurate characterization of the empirical ties between stock market and financial 

internlediary deve lopment. 

The second way in which they improved the analysis of the relationship between stock market 

and financial internlediary development is to expand the set of indicators of financial 

intermediary development. Specifioally, they used (1) the ratio of deposit money bank credit to 

GDP as an indicator of the size of banks in the economy, (2) the ratio of deposit money bank 

credit to bank credit plus central bank credit as an indicator of the importance of banks relative. to 

the central bank, (3) the ratio of non-bank financial intermediary assets to GDP as a measure of 

the importance of financi al intermediaries other than banks in the economy. This enlarged set of 

financial intermediary development indexes along with the augmented set of stock market 

development indicators was aimed to enhance their abi lity to document the linkages between 

stock markets and intennediaries as countries develop. 

Finally, in addition to examining the cross-country relationships among the expanded set of stock 

market and intermediary indicators averaged over the 1978-1992 time period, they examined the 

relationship anlong these indicators over time while looking for particular policy changes in 

individual countries. 

After constructing stock market development indicators, compiling stylized facts using these 

stock markets, and describing the operation of developing country stock markets, the authors find 

that the relationship between the development of stock markets and the functioning of financial 

intermediaries may be complementar/9
. 

Despite the difficulty of classifying financial systems into bank- and market centered, economists 

have engaged in a lively debate as to which one is superior, focusing on the hypothesis that bank 

79Ibid. 
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centered systems are particularly suitable for developing economies8o. In the 1980s, when the 

Japanese economy could do no \\Tong. bank-centered govemance was widely regarded as 

superior because, as Aok i & Patrick81 and Porter81 argue, far-sighted banks enable finlls to focus 

on long term investment decisions. According to Hoshi , Kashyap, & Scharfstein (1991), banks 

a lso de li ver capital to fimls facing liquidity shortfalls, thereby avoiding costly financial d istress83 

Finally, banks replace the expensive and disruptive takeovers w ith more surgical bank 

intervention w hen the management of the borrowing firm underperformed84
• 

In the I990s, as the Japanese economy co llapsed, the pendulum swung the other way. Kang & 

Stu lz, 1998, Show that, far from being the promoters of rational investment. Japanese banks 

perpetrate so ft budget constraints, over lend ing to declining firms that require radical 

reorganization8S And according to Weinstein & Yafeh86 (1998) and Morek & Nakamura87
, 

(1999) , Japanese banks, instead of faci litating governance, co llude with enterprise managers to 

80 One of the reasons given to suppon the claim that 'bank centered systems are pan icularly suitable for 

developing economies is the belief that stock markets might not perform efficiently in developing 

countries given the huge costs and the poor infrastructures. For in stance, Mr. Singh, a Cambridge 

economist, in a 1999 paper, argued that setting up -or expanding stock markets would be a "costly 

irrelevance" for developing countries[African countries] (Singh, 1999). Accord in gly, he recommended 

that developing countries concentrate on improving their banking systems before fu rther developing their 

stock exchanges [or setting up new ones] (S ingh, 1999). 

81 See generally, Aoki, M., & Patrick, H. (1993), 'The Japanese Main Bank System: Its Relevance for 

Developing and Transforming Economies" (New York, Oxford University Press). 

82 Porter, M. (1992), "Capital disadvantage: America's falling capital investment system" (Harvard 

Business Review, No. 70/5), p.72. 

8) Hosh i, T., Kashyap, A., & Scharfstein, D. (1991), "Corporate structure, liquidity, and 

investmentevidence from Japanese industrial groups" (Quanerly Journal of Economics ,No.1 06), 47 . 

84 See genera lly, La Pona R., Lopez-de-Si lanes, Shleifer, & Vishny, supra note 75, ppJ-27. 

85 See generally, Kang, J., & Stulz, R. (1998), "Do bank ing shocks affect borrowing firm performance? 

An analysis of the Japanese experience" (Working Paper. Columbus, OH, Ohio State University). 

86See generally, Weinstein, D. , & Yafeh, Y. (1998), "On the costs of a bank-centered financia l system: 

evidence from the main bank relations in Japan" (Journa l of Finance ,No. 53), pp.635-672. 

81 See genera lly, Morek, R. , & Nakamura, M. (1999), "Banks and corporate control in Japan"( Journal of 

Finance , No.54), pp.319-340. 
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deter external threats to their control and to collect rents on bank loans. In the assessments by 

Edwards & Fischer (1994) and Hellwig (1999), Gernlan banks are likewise downgraded to 

ineffective providers of governancess. Market-based systems, in contrast, rode the American 

stock market bubble of the 1990s into the stratosphere of wide support and adulations9 Market­

based systenls are characterized by "strong securities markets, rigorous disclosure standards, and 

.,. high market transparency, in which the market for corporate control constitutes the ultimate 

disciplinary mechanism" on management90 

Recently, the dominant trends in substantive regulation even in the bank-centered systems favor 

increasingly stringent transparency and disclosure requirements to increase the liquidity of and 

confidence in scurrilities markets91
. In Germany and Japan, legal refornls allow or require the use 

of International Accounting Standards rather the more opaque traditional accounting rules92 In 

France, Germany, and Japan regulatory agencies have been created or substantially refornled to 

.: police securities markets largely with respect to disclosure by corporate issuers of securities and 

the policing of insider trading93 
. 

. , 2.1.2.2.3 Stock Market and Investors' Protection 

The most commonly asserted function of stock markets is the protection of investors. However, 

what this 'protection' constitutes is never spelled out. There are different views in this regard. 

One such view is related to potential investors ' protection in order to help issuers sell securities to 

88 See generally, Edwards, J., & Fischer, K. (1994), "Banks, Finance and Investment in West Germany 

Since 1970"( Cambridge, UK, Cambridge University Press) and Hellwig, M. (1999), "On the 

economics al\d politics of corporate finance and corporate control" (working paper. Mannheim, 

University of Mannheim). 

89 La Porta R. , Lopez-de-Silanes, Shleifer, & Vishny, supra note 75, p.1 O. 

90 John D. Coffee (200 I), "The Rise of Dispersed Ownership: The Role of law and State in the Separation 

of Ownership and Control,"( The Yale Law Joumal, I II No. I), pJ. 

91 See generally, Cioffi, J. W. ( December 2000), "Governing Globalization? The State, Law and 

Structural Change in Corporate Goverpance. Berkley Roundtable on International Economy(BRJE) ( 

Journal of Law and Society, 27, (4),), pp. 572-600. 

92 Ibid. 

93 Ibid. 
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the public. The public resists buying securities because of fears that any particular issue may be 

fraudulent. As a result, external financ ing mechanisms would tend to break down. Stock 

markets, by providing a mechanism for appra isal of the value of firms, allow investors to make 

, . infornled decisions about the allocation of their funds thereby helping issuers to raise fund 94
. 

Securities purchasers (i. e. potential investors) rely 'in part on corporate information provided in 

financial reports to make their investment decisions. Availability of good infornlation helps 

investors make informed decisions and provides better investor protection. Efficient stock 

markets (stock markets are efficient if prices incorporate all available information) by demanding 

regular di sclosure of adequate, reliable and timely information help investors make better 

investment decisions. 

Importance must also be attached to the means stock markets afford of readi ly transferring shares 

from hand to hand, an element which is vitally necessary to the creation of corporations. It is so 

certain that most people would be loath to give their money for even the highest grade securities, 

if they have no positive assurance that in case of necessity they could, at a moment' s notice, and 

at a prevailing price obtain their value in cash by selling the same in a free market. But, when 

active secondary markets for securities exist, savers can be induced to provide the long-tenn 

funding that companies seek because savers are assured that the markets can provide them with 

liquidity95. Thus, what is the equivalent of short-term investment for the security purchaser is 

transformed into long-term financing from the issuer' s perspective. The more efficient matching 

of asset and liability maturities that result means less financial risk for companies and thus a more 

stable economic enviromnent in general. 

However, information risks also flow from the significant potential for incentive misalignment in 

the principal/agent relationship and another view of investors' protection is that stock markets 

protect investors by providing them with higher returns. Stock markets can enhance effi ciency in 

the corporate sector by monitoring management and exerting corporate control. Shareholders 

cannot effectively veri fy the efficiency of the management and stock markets can monitor the 

9' See generally, Kitch, E. W. (1999), " Regulati on of the Securities Market. (Encyc lopodia of Law and 

Economics, USA, No.3), pp .8 13-836. 

os Huebner, supra note.24, p.SO I. 
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behavior of corporate managers and foster efficient use of company resources better than 

shareholders acting individuall y. Stock markets can also improve managerial efficiency by 

promoting competition through effecti ve takeover or threat of takeover. This function of stock 

markets is di scussed below in the context of the two types of corporate 0\\11ership structures. 

2.1.2.2.3.1 Corporate Governance Mechanisms 

There are two general types of corporate oW11ership structures: concentrated and dispersed. In 

concentrated ownership structures, ownership and/or control is concentrated in the hands of a 

small number of individuals, families, managers, directors, holding companies, banks and/or 

other non-financial corporati ons. Because these ind ividuals or groups often manage, control or 

strongly influence the way that a company is run, they are called insiders. Hence, concentrated 

ownership structures are referred to as insider systems. Most countries, especially civi l law 

countri es, have concentrated ownership structures96 The concentrated ownership structure IS 

essenti ally characterized by the existence of controlling block holders in the compan/ 7 

Dispersed ownership is the other type of ownership structure. In thi s scenario, a large number of 

owners each hold a small number of company shares. Small shareholders have li tt le incentive to 

close ly monitor a company' s acti vi ti es and tend not to be invo lved in management deci sions or 

policies. Hence, they are called outsiders, and di spersed ownership structures are referred to as 

outsider systems. ConU110n law countries such as the UK and the US tend to have dispersed 

h· 98 owners 1 p structures . 

Each system, the concentrated and the di spersed, has advantages and di sadvantages and thereby 

its own corporate governance challenges99 These are briefly described below beginning with the 

concentrated ownershi p model. 

96 See generally, The Center for International Private Enterprise (CIPE), (March 2002), "Instituting 

Corporate Governance in Developing, Emerging and Transitional Economies",(A Hand Book). 

97 Ibid. 

98 Ibid. 

99 Ibid. 
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2.1.2.2.3.I.I The Concentrated Ownership Model 

Companies that are controiled by block holders enjoy certain advantages. Block holders have the 

power and the incentive to monitor management closely thereby minimizing the potential for 

mismanagemcnt and fraud. Moreowr, because of their significant ownership and control ri ghts. 

block holders tcnd to keep their iIl\'estment in a finn for long periods of time. As a resu lt . block 

holders tend to support deci sions that wiil enhance a firm' s long-term performance as opposed to 

decisions designed to max imize short-tern1 gains. 

However, concentrated ownershi p systems predispose a company to cel1ain corporate governance 

fa ilures . One is that such systems cause sharking. 011s defi nes sharking as ' the misuse of 

authori ty and power by principals and quasi- principals within firms loo By way of iilustration, 

he gives four general situation that may involve sharking within corporations :(1) conflicts 

between majority and minority share holders,(2) excess executive compensation, (3) financial 

reengineering of capital structure, and (4) down grading of creditors lo l. 

Dominant shareholders pose threats on minority shareholders. A weil-known problem IJ1 

corporate law is the misuse of. the authority of a controlling majority of shareholders to 

' oppress' minority shareholders. The problem often arises in close corporation when controiling 

shareho lders engage unfa irly in a "freeze out" or "squeeze out "of a minorit / 02 For example, 

block holders may transfer corporate assets by orchestrated transactions with related companies 

that skim profits from a publicly quoted finn in favor of privately owned ones l03 Many analysts 

also emphasize that if minority shareholders are not protected, then controlling owners or 

managers have incentives to strip assets from the firm- for example, by selling the assets of the 

enterprise to their own whoily owned subsidiary at a knocked-down price 104 . 

100 See generally, Orts, E. W. (1998), "Shirking and Sharking:A Lega l Theory of the Finn"(Yale Law and 

Policy Review ,No. 16:265), pp .265-329. 

101 Ibid . 

102 Ibid. 

10J See Generally, Brian R. Cheffin s (2002), "Corporate law and Ownership Structure: A 

Darwinian Link?" (Univers ity of New South Wales Law Journal, No.2). 

104 See generally, Estrin, supra note 21, pp.1 0 1- 124. 
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It is also possible for block holders to extract benefits via high pay and bonuses for employed 

famil y members and associates, inappropriate related party transactions.(excessive executive 

compensation) , systematic bias in business decisions and change in the capital structure, through 

spec ial issuance of shares fa voring the controller(financial l'eengineel'ing)105. In a study on 

shareholders and creditors rights in transition economies, Katharina Pistor concludes that ' ... The 

strong position of a block holder may, however, endanger the position of minority share 

holders l06 

Even when no fraud is involved, the interest of block holders seems to be susceptible to conflict 

with minority interests. Block holders often prefer a strategy of long-term return on their 

investment which may easily come in square conflict with minority share holders who seek 

immediate retu rn 107 

Large block holders that wield corporate power may not easilydiquidate their holding negatively 

affecting liquidity. In addition, the few small holders calmot create enough liquidity, as the 

volume of stocks on the market will be low. On the end of the spectrum, small investor's will not 

be ready to buy shares for fear of domination by block holders . T his may discourage stock market 

development, which in turn discourages investment. For this reason, countries with thi s paradigm 

of corporate governance tend to have weak securities market, and low disclosure and market 

transparency standards; only a modest role is played by the market for corporate control, a greater 

part of the monitoring ro le being played by large banks lO8
• 

In short, controlling block holders who wield their power irresponsibly waste resources and drain 

company productivity levels; they also foster investor reluctance and illiquid capital markets. 

IOSOECD, (2004), "Principles of Corporate Governance'',http://www.oecd.orgldataoecd/32/ 

18/3 1557724.pdf 

106 Katharina Pistor (2000), .:;r.i1tterns of Legal Charge: Shareholder and Creditor Rightsin Transition 

Economies" (European Bank Working Paper No.49), p. 21. 

107 See General ly, Raphael La-Porta, Florencio Lopez-de-Silanes, Andrei Shleifer, and Robert W. Vishny 

(1998)," Law and Finance", (Journal of Political Economy, No.6). 

lOS Coffee, supra note 89, p. 25 . 
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Shallow capital markets, In turn, deprive companies of capital and prevent investors from 

di versify ing their ri sks. 

2.1.2.2.3.1.2 The Dispersed Ownership Model 

In contrast to the concentrated ownership model, owners in a dispersed ownership model rely on 

independent board members to monitor manageri al behavior and keep it in check. Independent 

board members are expected to disclose information openly and equitably, assess managerial 

perfonnance objectively. and to protect shareholders' ri ghts vigorously. As a result, di spersed 

ovmershi p systems are considered more accountable and less corrupt and tend to foster liquid 

capital markets lO9
. The existence of liquid market encourages investors to easily buy and sell 

securities. As a result , di spersed ownership model of corporate governance is characterized by 

strong stock markets, ri gorous disclosure standards and high market transparency I 10 

Furthermore, separation of ownershi p and control often carnes with it the benefi t of hi ri ng 

managers that are more qualified since executives are hired based on their managerial credentials 

than on thei r ability to finance the finn or their family corUlections with dominant share 

holders I I I . The absence of block holders also creates a convenient working e nvironment for 

professional managers since small , dispersed owners are unable to interfere wi th business of the 

management. Dispersed ownershi p of stocks has also the economic benefit of di stri bution of 

. k 11 2 n s S . 

Despite these advantages , dispersed ownership structures have certain weaknesses. 

Dispersed owners tend to be interested in short-term profit maximization. Hence, they tend to 

approve policies and strategies that will yield short-term gains, but that may not necessarily 

promote long-term company perfo rmance" 3 At times, thi s can lead to confl icts between 

109 Ibid . 

11 0 Ibid . 

I II See generally, Brian R. Cheffins, supra note 103. 

I I I Ibid. 

11 3 Ibid. 
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directors and o\vners. and to frequent ownership changes because shareholders may divest in the 

hopes of reaping higher profits elsewhere both of which weaken company stabili ty" 4. 

The major di sadvantage of thi s model corporate govemance, however, is that it creates' agency -

cost', which ari ses because of what is known as ' principal-agent problem' . This, I will discuss 

below. 

2.1.2.2.3.1.2.1 Principal-Agent Analysis 

When human interaction is viewed through the lenses of the economists, it is presupposed that all 

individuals act in acco rdance wi th their self-interest. Moreover, individuals are assumed 

cognizant of the se lf- interest moti vations of others and can fom1 unbiased expectations about 

how these motivations will guide their behavior l 15.Conflicts of interest naturally arise. These 

conflicts are apparent when two indiv iduals form an agency relationship: one indi vidual 

(principal) engages other individual (agent) to perform some service on his behalf. 

:This relationship leads to the ' principal-agent problem' , which is defined as the general problem 

,of motivating one person, or organization to act on behalf of anotherl1 6.The principal- agent 

problem arises because some decision-making authority is delegated to the agent who influences 

· the welfare of the principal. The principal-agent theory provides a useful framework fo r 

'analyzing situations in which there are numerous di spcrsed shareholders who hire professional 

managers to run the company. 

In the modem corporation, the shareholders elect directors, who appoint managers. Directors are 

supposed to represent shareholders interests and to determine broad policies that managers will 

carry out. In order to conduct the complicated business of running a large firm, a full time 

professional management group must be given broad powers of decision 117. Although managers' 

decisions can be reviewed from time to time, they cannot be supervised in detail 118. This situation 

114 See generally, CIPE, supra note 95. 

11 5 Polutnik, L. (2005). "Manageraleconomics"{The Black Wee! Encyclopedia OJ Management, JII , 

2""edition. (R. E. Mcauliffe, Ed .), Black Well Publishing, pp. 192-3. 

116 1bid. 

117 See generally, G.Lipsey, R. , Ste iner, P.O., Purvis, D. D., & Courant, P. N. (1990), New York, 

GrandRapids,Phi lade lphia,Sanfrans isco,London,S ingapore,Sydney,Tokyo: Harper and Row. 

118 Ibid . 
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raises a central issue in corporate governance: who will govern the corporation internally? There 

is no easy answer to this question but there are hvo views on this issue which I will discus 

bellow. 

The traditional, legal model of corporate governance: according to this view, shareholders hold 

the ultimate authority. In this view, shareholders exercise control through their legal rights to 

elect the board of directors. The directors in turn, hire top management, set overall strategy, and 

are responsible for making sure shareholders earn a fair return from well-managed operation 119 

In spite of what the above view claim, many analysts of the modern corporation have long 

maintained that the traditional model is not a very realistic picture of how companies really 

workl 20. In this revisionist view, several factors counteract the legal power of shareholders. The 

most important factor is the fact that, in a company with numerous shareholders who hire 

professional managers (agents) to run the company, shareholders are individuals who own very 

small number of shares and each of these dispersed smallholders will have little information and~, 

much less motivation to monitor management 121 . As a result, the later will take actions that are in, 

their self- interest unless incentives are provided to do otherwise or unless they are constrained in 

sonie other manner. Accordingly, it is!argued, a principal will expand resources in two ways to '; 

limit the agent' s divergent behavior: (I) structure the contract to give the agent appropriate 

incentives to take actions that are consistent with the principal ' s interests, (2) monitor the agent 's 

behavior over the contract' s life122
• Given that incomplete contracts occur frequently, due to : 

bounded rationality, it is infeasible to structure a contract so that the interest of the principal and 

the agent are perfectly aligned 123. As a result, the principal incurs monitoring costs to observe the 

. efforts of the agent or to create incentives for the agent to undertake actions that are more likely 

to assure efficient use of resources within the firm124. Even so, there will be some divergence 

between the agent's actions and the principal's interests. Consequently, the firm's profit is less 

11 9See generally, E.Post, J., T.Lawrence, A., & Weber, J. (2002), "Business and Society:Corporate 

Strategy,Public Policy,Ethics", McGraw-HilI. 

120 Ibid. 

121 Ibid. 

122 Polutnik, supra note 115, p.193. 

123 Ibid. 

124 Ibid. 
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than the profit- maximizing level and the reduction in the principal 's welfare arising from this 

divergence is an additional cost of agency relationship which is referred to as 'the residuallossl25 

. In line with this, Jensen and Mecklin define agency costs as the sum of: 

1) The monitoring expenditures by the principal, 

2) The bonding expenditures by the agent, and 

3) The residual loss 126. 

2.1.2.2.3.1.2.2 Mechanisms for Mitigating Agency Costs 

With the existence of costs derived from the agency conflicts discussed shortly above, it is 

necessary to establish control mechanisms so that the corporate governance process is instituted 

in a way to line up the interests of the involved parts and to minimize the agency costs. The 

control mechanisms can be classified in two categories: external and internal. Internal controls 

are arrangements within a corporation that aim to minimize risk by defining the relationships 

between managers, shareholders, boards of dir,cctors, and stakeholders. External controls are 

arrangements instituted by the market as a whole (external environment). In synthesis, the 

following control mechanisms are cited: Internal mechanisms: a) Property structure, b) Capital 

structure, c) Boards of directors, d) System of executives remuneration, e) Shared Monitoring, f) 

MultidivisiQnal business structure; External mechanisms: a) Shareholders activity, b) 

Institutional investors activity, c) Pressures from competitive markets d) Legal and regulatory 

envirolm1ent, e) Demanded accounting standards, f) Control by the stock market127
. An effective 

corporate governance system relies on a combination of internal and external controls128
• 

In summary, the literature reviewed above suggests that Ethiopia should establish external 

control mechanisms for investors' protection. This includes appropriate legal and regulatory 

environment, demanded accounting standards, control by regulated stock markets. Given the 

emerging separation of ownership and control in publicly held share companies and the dispersed 

ownership pattern, the introduction of regulated stock markets seems to be of a paramount 

importance. 

12l Ibid. 

126 See generally, Jensen, M., & Meckling, W., supra note 34. 

127 See generally, Rogers, Ribeiro, & Securato, supra note 40. 

128 See generally, CIPE, supra note 96. 
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CHAPTER THREE 

3.1 The Relevance of Introducing Regulated Stock Markets in Ethiopia to the 

Banking Sector Development 

Financial System Development: Overview 

At the present, Ethiopia has 18 private banks (including the new 6 banks: Abay, Enat, Hawassa, 

Debub Global, Noah, Zam-lam); 3 government owned banks; 10 insurance companies 

(including one government owned insurance company). There are also a number of banks and 

. insurance companies in the pipeline to be set up. In addition to banks, there are more than 30 

micro-finance institutions in the country. 

Focusing on the banking sector, although Ethiopia's banking sector is growlIlg, it is still 

underdevelop'ed. The ratio of bank credit to the private sector (including nonfinancial public 

enterprises) is very low. The degree of monetization is also low. Weak lending practices have 

plagued the banking industry in the past, and this issue is not substantially addressed even at the 

present. Long-term lending is still very hard to find at Ethiopia's banks. The majority of banks 

rely almost exclusively on collateral-based lending and the amount of collateral banks request is 

the highest even by, developing countries standards, High incidence of non-perfornling loans is 

still a major challenge at least in the state owned banks, 

Currently, Ethiopia does not have an organized stock market. Historically, there was a sma ll share 

trading activity in Ethiopia, carried out by a Share Dealing Group. The 'State Bank of Ethiopia is said 

to have started the first institutional arrangement for share trading through the establishment of 

the "share exchange department" in May 1960, in order to encourage share trading l29 The share 

exchange department which is also known as share dealing group (SOU) was established not by 

any specific proclamation but by a set of rules and regulations laid out by the participating 

members of the group under the chairmanship of the NBE 130, The founding members of the then 

share dealing group were: (I) NBE itself, (2) the CBE, (3) the Ethiopian Investment Bank, (4) the 

129 NBE, (July, 1999), "Study Report on the Establishment of Stock exchange in Ethiopia". 

110 Ibid . 
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" Addis Ababa Bank, (5) Saba Utility Share Company, and (6) Mr. Alfered Abel (an individual 

investor) 131. 

The share dealing group established by the NBE, served as a stock exchange. It had its own rules 

! and regulations that consisted of 12 articles. A study made by the Addis Ababa Chamber of 

Commerce, shows that there were 22 share companies whose shares were quoted and listed by 

., .' the. SOU in the short lived stock market operating in Ethiopia in the emperial Era 132. 

The SOU was also involved in buying shares from existing active companies to issue their shares 

and offer them for sale to the public. During the early years of share trading practice in Ethiopia, 

the Addis Ababa Bank and the Investment Bank of Ethiopia also took part in strengthening the 

market by providing over the counter facilities to members of the public. Later, the NBE,which 

succeeded the 'State Bank of Ethiopia' took over the activities and created a more integrated 

. and organized market in cooperation with other financial institutions and few private company 

leaders 'in 1965.The practice of share registration, and transferring activities were further 

expanded and resulted in the establishment of a separate body, named 'Commercial Nominees 

. 'P,L.C' 

According to the study made by J .~. Von Pische, (1968), former lecturer at Addis Ababa 

University, the business of stock market was moderately successful in its pioneering effort lJJ
. It 

is to be noted that only 6000 shareholders had created a relatively functional stock market during 

Emperor Haile Selassie's reign 134 . 

The developinent of the stock market came to an end with the coming to power of the Oerg 

regime in 1974 during which the Ethiopian financial system in general went through a system of 

131 Ibid. 

132 Addis Ababa Chamber of Comerce, (March, 1999), "Proposal for the formation of a share market in 

Ethiopia". 

133 See generally, Asrat, T. (1999), "Prospects and Challenges for Developing a Stock Market in 

Ethiopia:An Analytical Review"( R&D Management No.IS), USA, Blackwell Publishing Ltd., ppSO-

64. 

134 Fekadu, P. G. (2010), "Emerging Separation of Ownership and Control In Ethiopian Share 

Companies:Legal and Policy Implication" (Mizan Law Review ,No.4), p. 24. 
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fInancial repression. When discussing the current stock market situation of Ethiopia, it becomes 
evident that there is an already functioning but unorganized market for stock exchange. A study . . 

. 
made by Maxwell Stamp Plc i3S

., stated that as a result of the absence of regulated and organized 
. secondary market, investors currently trade securities informally in a completely umegulated 
market with out access to infornlation necessary to determine whether to buy, sell, or hold their 
securities 136 • 

. : 'This portion of the paper discuses the situation of the Ethiopian banking sector development in 
detail. More specifically, the following issues of banking sector development are discussed: bank 
credit expansion to the private sector, the utilization pattern of idle cash of the banks, the size of 
non-performing loans of banks, and high collateral-based lending practices of banks. These issues 
of the banking sector development are important because there is empirical evidence showing 

. : that countries with more developed stock markets have better financial intermediation on these 
dimensions than countries with no or less well developed stock markets. Therefore, the last part 
of this portion illustrates the relevance of. introducing stock market in Ethiopia to enhance the 
country's banking sector, thereby the economic growth of the country, by drawing on the 
experience of the sanlpled countries with stock markets. 

The countries for comparison are selected based on their relevance to the Ethiopian situation. Out 
of the 36137 countries with stock markets, only 19 are low-income countries 1J8. Ethiopia is also a 

135 Maxwell Stamp Pic. Was a technical advisor of the project titled Technical Assistance for the Financial 
Sector Capacity Building Project- Capital Market Infrastructure Development. NBE was the executing 
agency of the Project. The project was supported by the World Bank. 

\36See generally, Saodcrs,(2009), "Legal, Regulatory, and Supervisory Framework Report.Financial 
Sector. Capavcity Building Project, Capital Market Infrastructure Development", (Maxwell Stamp Pic., 
Addis Ababa: National Bank of Ethiopia). 

137 Out of the 54 African countries, 23 have stock markets. Africa has also two regional stock exchanges: 
the Bourse Regionale des Valeurs Mobilieres, or BRVM, located .in Abidjan, Cote d'Ivoire; and the 
Bourse Regionale des Valeurs Mobilieres d'Afrique Centrale, or BVMAC, located in Libreville, Gabon. 
The BRVM serves the countries of Benin, Burkina Faso, Guinea Bissau, Cote d'Ivoire, Mali, Niger, 
Senegal and Togo; the BVMAC serves the Central African Republic, Chad, Congo, Equatorial Guinea 
and Gabon. This means 36 countries have stock exchanges in effect 
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low-income country l39. This implies that Ethiopia shares similar economic features with these 
low-income countries and the financial intermediation pattern of these countries can be relevant 
to Ethiopia. The selection is also based on availability of information. Numerical data on 
financial intermediation for some of these '[for 13 countries out of the 19] countries is available 
from IMF, International Financial Statistic database, UNDP's African Stock Markets Hand Book 

,and World Bank, World Development Indicators, 2004, provide information on stock market 
development for eight (8) countries based on standard models of stock market development 
indicators. These countries are: 

I. Cote d' Ivoire 

2. Ghana 

3. Kenya 

4. Malawi 

5. Tanzania 

6; Uganda 
I 
7. Zambia, and 

8. Zimbabwe 

The. eight cowltries above, as can be seen, are selected using convenience sampling technique 
based on availability of relevant information and their relevance for Ethiopia. Investigation of 
financial intermediation pattern in these countries is likely to expose their basic characteristics 
and the real similarities and differences between them. In addition to these countries, South 
Africa has been selected purposefully based on theoretical sampling, for the insights it generate. 
South Africa has the leading stock exchange in Africa. Therefore, inclusion of South Africa is 
supposed to offer explanations and indentify causes for the basic characteristics and the real 
similarities and differences among the other countries in terms of financial intermediation 
patterns, It will also help to conform or contrast the insights from both economic theory and 
empirical research on the issues at hand thereby making them more definitive and useful for 

'Ethiopia. 

138 The World Bank Doing Business project 201 I stratifies almost all African countries based on income 
into three categories: high, middle, and low-income countries. 

139 World Bank Doing Business project, 20 II , 
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3.1.1 Bank Credit Expansion to the Private Sector 
: ,\, 

Scholars usually utilize three financial intermediation variables when discussing financial 

, . intermediation development. The first indicator is liquid liabilities, which is defined as M3 

(currency plus demand and interest-bearing liabilities of banks and non-bank financial 

institutions) as a percentage of GOp140. According to Levine et aI., this is a typical measure of 

.. 'financial depth' and thus of the overall size of the financial sector. The second indicator, 

ccinunercial-centr~ bank, is defined as commercial bank assets as a share of commercial bank 

plus central bank assets. This measure captures how the economy's savings are allocated to 

commercial banks l41 . The third indicator is private credit, defined as credit extended to the 

private sector as a ratio to GOp142. Levine et.al., emphasize the key importance of private 

credit143 

A key characteristic of the Ethiopian financial sector is that the stock of bank credit to the private 

sector (including nonfinancial public enterprises) remains very low, when compared with the 

situation in other developing countries. This reflects low financial intern1ediation. 

As. noted above, there is empirical evidence showing that countries with more developed stock 

markets have banking sectors that issue more credit to the private sector as a share of GOP than 

countries with less well developed stock markets. Based on the fact that Ethiopia does not have 

an organized stock market, one expects Ethiopian financial intermediation to be low. This is in 

fact borne out by the amount of credit issued to the private sector in 2003. According to the IMF, 

International Financial Statistics, the credit issued to the private sector in Ethiopia, in 2003, was 

24.3 percent of GOP. Table I below shows comparative financial indicators for selected ten (10) 

African countries including Ethiopia. 

140 See generally, Levine, R., Loayza, N., & Beck, T. (2000), "Financial intermediation and growth: Causality and 

Cau·ses"( Journal of Monetary Economics, No.46), 31-77. 

' 41 Ibid. 

142 Ibid. 

'43 Ibid. 
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Table 1: Comparative Financial Indicators for Selected SSA Countries, 2003 

Countries Bank Credit to private M2 to Bank Credit to Bank Credit to Bank 
r 

and NFPEs to GOP GOP Private and NFPE to Gov. to Bank Liquidity 

I?eposits Deposits Ratio 

Cote 14.8 29.3 98.4 24.2 27.6 

o d ' Ivoire 

(2001 ) 

Ghana 14.7 30.4 72.0 45.8 24.8 

Kenya 20.3 40.3 59.1 36.7 16.7 

Malawi 5.9 20.8 36.1 39.2 20.0 

Tanzania 7.6 / 22.3 44.5 17.5 .' 49.7 

Uganda 7.6 19.0 51.5 47.3 33.5 

Zanlbia · 6.8 17.8 38.4 47.3 50.7 

Zimbabwe 19.8 21.9 ... ... 24.8 

(2001) 

Ethiopia 24.3 59. 1 52.4 41.8 47.0 

South 82.7 62.6 139.4 10.8 23 .0 

Africa 

o Source: IMF, InternatIonal Fmanclai StatIstIcs, 2003. 
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· 3.1.1.1 Traditional Indicators of Stock Market Development of Selected Sub­

Sahara African Countries 

. Previous research in the area of stock market development and financial intermediation has 

produced empirical evidence showing that countries with more developed stock markets have 

financial systems that issue more credit to the private sector as a share of GDP than countries 

· 'With less well-developed stock markets. In Ethiopia, private sector credit by banks as a ratio of 

GDP is low. There is no organized stock market in Ethiopia. I have the view that financial 

intermediation (i.e. private sector credit) in Ethiopia is constrained by the absence of well­

developed stock markets. To find out, one possible way is to investigate financial intermediation 

patterns of countries where there are already established stock markets to determine whether 

existence of stock markets in those countries has enhanced their financial intermediation. Since 

the level of development of stock markets is also relevant for financial intermediation, it should 

be assessed using standard models of stock market development indicators. Hence, it is important 

to investigate the , financial intermediation patterns of countries where there are already 

established stock markets and to assess the level of development of the stock markets in each of 

these countries using standard models of stock market development indicators . .The investigation 

· . and assessment of financial intennediation patterns and stock market development level in 

countries that are more or less in a similar stage of development to that of Ethiopia can give some 

indication about the relevance of introducing stock market in Ethiopia in enhancing its financial 

intermediation. Put, in other words, it will help us to answer questions like: why does Ethiopia 

has low private sector credit as a share of GDP; can development of stock markets help to 

. improve private sector credit. 

The most common traditional indicators used to characterize the extent of development of 

emerging stock markets are the number of listed companies, total market capitalization divided 

by GDP, total value traded divided by GDP, and the turnover ratio. While useful, each of these 

measures has shortcoming. Various literature on stock market development state that the size of 

the stock market is measured by the ratio of market capitalization (total value of listed shares) 

divided by GDp144. The main argument for the assumption underlying the use of this variable as 

144 See generally, Levine & Zervos, supra noA. 

39 

I 



o 

( 

o 

( 

an indicator of stock market development is that the size of the stock market is positively 

correlated with the ability to mobilize capital arid diversify risk 145 . On the other hand there are 

two measures of stock market liquidity: total value of trades relative to GDP and total value of 

trades relative to stock market capitalization. The ratio of total value of trades to GDP measures 

the value of equity transactions relative to the size of the economy. Levine & Zervos argue that 

the ratio of total value of trades to GDP complements the measure of stock market size because a 

stock market may be large but inactive l46 The second measure of liquidity which is called the 

turnover ratio is equal to the ratio of total value of trade divided by market capitalization also 

complements the stock market size as well as total value of equity transactions relative to GDP, 

because market may be small compared to the whole economy but liquid l47
• A perhaps better 

indicator of stock market liquidity is the turnover ratio l48
• 

In addition to the traditional indicators, institutional aspects such as the underlying legal and 

accounting rules and regulations can also indicate how developed a stock market is. Developed 

stock markets generally have prudential supervisory bodies, information disclosure rules, 
I 

internationally accepted accounting standards, low transaction costs, and short settlement 

tirnesl49
• Disclosure and accounting standards indicators capture transparency and the quality of ~ 

information, whereas investor protection and securities commission variables capture the 

existence of regulation and supervision 150. 

It is also very important to see the correlations between the traditional indicators and the 

institutional indicators of stock market development. La Porta et al. found that countries with 

lower quality of legal rules and law enforcement [i.e. the institutional indicators 1 have smaller 

and narrower capital markets [i.e. the traditional indicators 1 and that the listed firms on their stock 

markets are charact.erized by more concentrated ownership. This implies that the institutional 

indicators of stock market development are critical for investors' protection. 

14l Ibid. 

146 Ibid. 

147 Ibid . 

148 Ibid. 

149 See generally, La Porta, supra note 77. 

110 Ibid. 
-----
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From the above table it appears that the ratio of bank credit to private and NFPEs to GOP, which 

was 24.3 % in 2003, is comparable to the sampled eight countries. For Cote d'Ivoire, Ghana, 

Kenya, and Zimbabwe the ratio is in the range of 15 to 20 percent, but Malawi, Tanzania, 

Uganda, and Zambia have a ratio below 10 percent. These countries also record an M2 to GOP 

ratio in the lower range for the group. The only notable exception is South Africa which has a 

ratio of 82.7 percent. Better financial intemlediat ion (higher ratio of bank credit to the private 

sector) in South Africa may be explained by the fact that the country has a well developed stock 

market. Key statistics on African stock markets is presented in Table 2 below. 

Table 2: Indicators of Stock Market Development in Africa, 2004 

Number of Listed Turnover Ratio (in Market Value 

Companies %) Capitalization/GDP Traded/GDP 

(in %) 

COle d'Ivoire 39 2.5 13.6 ' 0.3 

Ghana ?-9 3.2 30.7 0.8 

Kenya 47 8.0 24.9 2. 1 

Malawi 8 11.1 9 1.0 
" Tanzania 6 2.5 6.2 0.2 

Uganda 
: 

5 0.2 1.4 0.0 

Zambia II 1.1 8.0 0. 1 

Zimbabwe 79 3.9 87.9 14.0 

South Africa 403 45 .0 2 14.1 76.5 

Av~rage Africa 113.6 8.0 36.9 7.2 

Average 

Africa) 

SSA(exciuding south 39.2 4.4 22.1 1.8 

Source. World Bank, World Development IndIcators, 2004, 

South Africa, with the most developed stock market had 403 listed companies with a market 

capitalization that constituted 214.1 % of GOP. Zimbabwe with 79 listed companies had a market 

capitalization that is 87.9 % of GOP. The remaining stock markets are relatively small. Kenya, 

with 47 listed companies had a market capitalization that is 24.9% of GOP. Ghana, also with only 

29 listed companies had a market capitalization that is 30.7% of GOP. Zambia, Tanzania, 

Uganda, and Malawi had even fewer listings and market capital izations that are insignificant 

relative to GOP (see table2). It is interesting to note that those countries also had a ratio of bank 
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credit to private sector below 10 percent. This implies a positive relationship between stock 

market development and financial intermediation which is consistent with the theoretical and 

empirical literatures discussed in the literature review part. 

When it comes to Ethiopia, while one expects financial intermediation to be lower (because it 

doesn't have a stock market at all) than in the eight countries (because they have stock markets 

even their level of development is very low), this is not borne out by the financial intermediation 

indicator noted in Table 1. That is, in 2003, credit issued to the private sector in Ethiopia was 

24.3 percent of GDP which is slightly higher than these countries except South Africa. However, 

a closer inspection shows that this does not necessarily mean intelmediation is so stronger in 

Ethiopia on this dimension. 

When analyzing the ratio of bank credit to the private sector, a key detenninant is often the 

government deficit, and the amount of financing that the govenunent is seeking from the banking I 

system. Government deficits that hav.e to be fmanced by domestic resources provide an i 
i 

opportunity for the banking system for a relative safe investment of their deposit base, thereby , 

raising the lending rates, and decreasing the amount of resources charmeled to private sector h 

credit l5l . An important issue is the extent to which the pressure of gove~ent domestic 

financing requirement has led to crowding out of the credit to the private sector l52. Regression ' 

analysis reported in Christensen (2004), covering 27 SSA countries over the period 1980-2000, 

regressing private sector lending on domestic government securitized debt, found evidence of 

some crowding out: an expansion of domestic debt of 1 percent relative to broad money is 

associated on average with a decline of the ratio of private sector lending to broad money of 0.15 

percent153
. However, another study by Sacerdoti, (2005) indicates that the relationship between 

domestic debt and bank credit to the private sector is not very closel 54 . Yet, a closer analysis by 

the same researcher indicated that there were few countries in Sub-Saharan Africa in which the 

151 See generally, Sacerdoti, E. (2005), "Access to Bank Credit in Sub-Saharan Africa: Key Issues and 

Reform Strategies". (IMF Working Paper,WP/051l66 . International Monetary Fund). 

152 Ibid. 

IS3See generally, Christensen, J. (20004), "Domestic Debt Markets in Sub-Saharan Africa" (lMF Working 

Papet 04/46 . Washington: International Monetary Fund). 

154 Sacerdoti, E., supra note 151. 
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pressure of the government domestic financing requirement has contributed to a decline in the 

ratio of private sector credit to Mi55. Among these are Ghana, Uganda, Malawi, Kenya, and 

Zambia. 

According to the study, in Ghana lending to the government at end-2003 represented more than 

half of the total domestic assets of the banking system(see also Table I above), reflecting the 

large fiscal deficits in the past, and the high reserve requirements that oblige banks to hold at 

least 35 percent of their deposit liabilities in government securities. In the 2000-03 periods the 

pressure on banks to finance the government has not declined, but a shift is apparent in 2004. In 

Malawi and Uganda the move of the commercial banks toward allocating a large part of their 

deposit base to government financing is instead a recent phenomenon; in the former the ratio rose 

from 16.8 percent at end-2000 to 39 percent at end- 2003, and in the latter from 35.2 percent at 

end-2000 to 47.3 at end-2003(See Table I above for 2003). In Kenya this ratio has also increased 

significantly in 2000-03 (from 29.5 percent to 36.7 percent), as the fiscal deficit douliled to 2.3 

percent of GOP ove;:.-this period. A similar increase has occurred in Zambia (from 16.S ·percent at 

end-2000 to 47.3 percent arend-2003), also associated to a rising fiscal deficit. 

In all other SSA countries (except Gambia) the relatively low ratio of bank priVate sector credit 

to GOP is not attributable to the government's need for domestic financing, but reflects the high 

liquidity ratio maintained by the banks, whose propensity to lend remains weak. In Ethiopia, the 

study states, the rising ratio between 2000 and 2003 of bank credit to government to deposits has 

not been a cause of crowding out, but rather is the consequence of the high liquidity of the banks, 

which have been offered an outlet for investment by the govenUllent in the form of government 

securities. Table 4 summarizes the reserve and liquidity position of Ethiopian banks. 

Furthennore while Ethiopia's ratio of bank private sector credit to GOP is slightly higher than the 

eight countries, the ratio of loans to deposit is lower than Cote d'Ivoire, Ghana, Kenya, and 

Zimbabwe and equivalent with Tanzania, Uganda, Zambia and Malawi (seeTablel). The 

important point I would like to make here is that credit issued to the private sector in Ethiopia 

which was 24.3 percent of GOP in 2003 does not necessarily imply stronger financial 

intennediation in Ethiopia on this dimension. Rather this may be attributable to the relatively low 

155 Ibid . 
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GDP of the country. Note also that Ethiopia's gross domestic saving rate in 2003 was only 7.5 

percent, and 3.6 percent in 2005 the lowest even in East Africa. See Table 3 below. 

Table 3: Comparative Domestic Saving Rate (in percent ofGDP), 2003 

Cote Ghana Kenya Malawi South Tanzan ia Uganda Zambia Zimbabwe Ethiopia Sub-

d'Ivoire AtTica Sahara 

Africa 

20.5 to.9 6.2 11.7 18.2 12.0 6.3 12.9 21.1 7.5 20.8 

Source: IMF World Economic And Financial Surveys,ReglOnal Econom Ic Outlook: Sub-Saharan Afnca, 

2006. 

Finally, another explanation for why the countries at issue do not have much larger debt-to-GDP 

ratios than Ethiopia relates to high interest rate spreads. There is a wide concern that bank spreads 

!\.re too high in Africa. Analysis conducted in a number of FSSA reports indicate that the causes 

of the spreads in most SSA banking system are the relatively large share ofNPLs, high operating 
.' 

costs, difficulties in obtaining and using collateral, and the absence of efficient judicial 

procedures to facilitate loan recoveryl56 (Sacerdoti, 2005). Countries in which spreads are 

particularly high are Zambia, (35.8 percent in 2002), Ghana (20.5 in 2002), and Uganda (19.5 

percent in 2003). 

156 Ibid. 
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Table 4: Interest Rate Spreads at the Sampled African Countries 

Country Spread between reference lending and deposit rates 

Cote d'lvoire N.A'" 

Ghana(2002) 20.5 

Kenya(2004 ) 14.9 

Malawi N.A 

South Africa N.A 

Tanzania (2002) 11.9 

Uganda (2003) 19.5 

Zanlbia(2002) 35 .8 

Zimbabwe N.A 

Sources: FSSA Reports 

. , 
Although high cost of loans was a problem in many of the sampled countries as the table above 

shows, this certainly was not the case in the Ethiopian banking sector. Table 5 shows the pricing 

:' power of Ethiopian Banks (measured by Interest Rate Spreads) for the years 2003-06. 

Table 5: Interest Rate Spreads at Ethiopian Banks, 2003-2006 

Interest rate spread Lending rate Deposit rate 
State-owned private State-owned private State-owned Private 

2003 5% 6.5% 8% 9.4% 3% 3% 

2004 5% 6.4% 8% 9.4% 3% 3% 

2005 5% 6% 8% 9% 3% 3% 

2006 5% 6% 8% 9% 3% 3% 

Source: Reproduced from Kiyota (2007) which gives sources as Annual Report of Individual 

Banks 

From the above figures it seems clear that interest rate spreads at Ethiopian banks was a very 

borrower-friendly in comparison with the sampled countries. The important point I want to make 

157 N.A = not available 
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Particularly, the following concepts are discussed in this chapter. (I) Stock Market Development 

and Economic Growth; (2) Stock Market and Financial Intermediary Development; (3) Stock 

Market and Investors' Protection. In this chapter, I also di scuss, the two general types of 

corporate ownership structures: concentrated and dispersed; principal-agent problem; and the 

mechanisms for mitigating agency costs. 

Chapter three is the most important pa.t1 of the thesis. It has 4 parts. The firs part discusses the 

relevance of introducing stock market in Ethiopia light of the existing banking sector 

development. To that end , it investigated financial intermediation patterns of countries where 

there are already established stock markets and assessed the level of development of the stock 

markets in each of these countries using standard models of stock market development indicators. 

The second part described the role of introducing regulated stock market in Ethiopia in light of 

the existing institutional, regulatory, and legal framework for investors ' protection in the primary 

offering market and the role of introducing regulated stock markets in solving or minimizing the 

'agency costs' that arB supposed to exist in the publicly held share companies in Ethiopia as a 

result of the emerging separation of ownership and control and the diffused nature of share 

ownership. The third part described the necessary institutional, regulatory, and legal frameworks 

for stock market development and made a review and analysis of the objective reality prevailing 

in Ethiopia with regard to such factors. Lastly, the forth part described other determinants of 

stock market development and then made a review and analysis of the objective reality prevailing 

in Ethiopia with regard to such factors. 

Finally, chapter four proposes specific and implementable recommendations for the development 

liquid stock markets in Ethiopia. 
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CHAPTER TWO 

LITERA TURE REVIEW 

2.1 The Financial System and Real Economic Activity. 

2.1.1 Functions of the Financial System 

Broadly speaking, a country 's financial system includes all institutions involved in movmg 

savings from households and finns whose income exceeds their expenditures and transferring it 

to other households and firms who would like to spend more than the ir income allo\\"s'-'- Varieties 

of institutions take funds from the public and lend them to borrowers or otherwise invest the 

funds. 

The financial system interacts with real economic activity through its various functions by which 

it facilitates economic exchange. It plays an important ro le in mobili zing funds and transforming 

them into assets that can better meet the needs of investors. By facilitating portfolio 

diversification, financial intermediaries allow savers to maximize returns to their assets and to 

reduce risk24. Financial intermediari es transfer resources across time and space, thus allowing 

investors and consumers to borrow against future income and meet current needs25 ,This enables 

deficit units (those whose current expenditures exceed current income) to overcome financing 

constraints and the difficulties arising from mismatches between income and expenditure fl ows. 

Financial institutions play an important role in easing the tension between savers' preference for 

liquidity and entrepreneurs' need for long-term finance26 Therefore, at any given level of saving, 

an efficient financial system will allow for a higher level of investment by maximizing the 

proportion of saving that actuall y finances investment27 With an efficient financial system, 

23 Stiglitz, & Boadway. (1997), "Principles of Macro-Economics and the Canadian Economy", New 

York, W.W Norton & Company, Inc, p.347. 

24 See generally, Huebner, S. (1910), " Scope and Functions of Stock Markets"(The Annals of the 

American Acadamy of Sciences ,No.3), pp. 483-505. 

" See generally, Pan go, M. (1993), "F inancial Markets And Growth"( European Economic Review, No. 

37,) pp.613-622. 

16 Huebner, supra note 24, p.494. 

21 Pango, supra note 25, p.637. 
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resources will also be utilized more efficiently due to the ability of financial intermediaries to 
identi fy the most productive investment opportunities28

. 

Financial systems play an important role in creating a pnclllg infomlation mechanism. By 
providing a mechanism for apprai sal of the value of fimls, financial systems allow investors to 
make infonned decisions about the allocation of their funds29

. Financial intermediaries can also 
mitigate information asymmetries that characterize market exchange. One party to a transaction 
often has valuable information that the other party does not have. In such circumstances, there 
may be unexploited exchange opportunities. In the case of a firm, information imperfections can 
result in sub-optimal investment. When a manager cannot fully and credibly reveal information 
about a worthy investment project to outside investors and lenders, the firm may not be able to 
raise the outside funds necessary to undertake such a project)O In a market plagued by 
infoI:mation imperfections, the equilibrium quantity and qualiuy of investment will fall ShOI1 of 
the economy's potential. Financial intermediaries can mitigate such problems by collecting 
information about prospective borrowers) I. 

The financial system can enhance efficiency in the corporate sector by monitoring management 
and exerting corporate control)2 Savers cannot effect ively verify the qua lity of investment 
projects or the efficiency of the management. Financial intermediaries can monitor the behavior 
of corporate managers and foster efficient use of borrowed funds better than savers acting 
individually. Financial intermediaries thus fulfill the function of "delegated monitoring" by 

28 Levine & Zervos, supra note 3, p.567. 

29 Moloney, supra note, p.292. 

30 See generally, Myers, S., & Majluf, N. (1984), "Corporate Financ ing and Investment Decisions When 
Firms Have Information That investors Do Not Have"( Journal of Financial Economics, No.13,), 
pp.187-221. 

31 Ibid. 

12 See generally, Stiglitz, J. (1985), "Credit Markets and the Control of Capital" (Joumal of Money, 
Credit and Banking, 17), 133-152. 
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representing the interests of savers33
. Financial markets can also improve managerial efficiency 

by promoting competition through effect ive takeover or threat of takeover14 

2.1.2 Financial Markets 

Financial market is defined as a 'market for the exchange of capital and debt instruments,35 

Financial markets are consisted of both capital and money market. A capital market is a securities 

market in which stocks and bonds \\·ith long term maturities are traded. A money market is a 

financial market for dea ling in short- term negotiable instruments such as commercial paper, 

certificates of deposit, banker's acceptances, and Government Treasury Securities36 

2.1.2.1 Classification of Financial Markets 

Financial markets can be classified into categories on the basis of the type of the financial claim. 

'. The markets in which debt instruments are traded are called debt market. And the markets in 

which common and/or preferred stocks are traded are called stock markets. 

It is also possible to classifiy financial markets based on the time of maturity of the clai ms. 

Financial securiti es which mature greater than one year are considered as a part of the capital 

market which is defined as a market in which money is provided fo r periods longer than a year, 

as the raising of short-term funds takes place on the money market. The capital market includes 

the bond market for debt instruments and the stock market for equity securities. 

A third way to classify financial markets is by whether the financial claims are newly issued or 

not. A distinction is made in the case of both the equity and debt capital markets between the 

primary market and the secondary market. A primary market is a market for financial claims that 

are newly issued. In thi s market the original investor and an intermediary are involved. The 

issuance of shares in the primary market should go through certain legal requirements. For 

JJ Diamond, D. (1984), "Financial Interm ed iat ion and Deligate Monitoring" (Review of Economic 

Studies, 51), p.399. 

34 See generally, Jensen, M., & Mecklin g, W. (1976), "Theory of the Firm: Manageri al Behavior,Agency 

Costs, and Ownersd hip Strllctllre"(Journal of financial Economics, 3), pp.305-360. 

JS Black's Law Dictionary (2004), (B. A. Garner, Ed .) USA : Thomson West. 

36 Ibid. 
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example, in the USA, the Issuance of shares and other securities in the pnmary market is 

regulated by the securities act of 193337 Primary market provides opportunity to issuers of 

securities; government as well as companies, to raise resources to meet their requirements of 

investment andlor di scharge some obligation. Secondary market refers to a market where 

securities are traded after being initially offered to the public in the primary market andlor listed 

on a Stock Exchange. Secondary market comprises of equity markets and the debt markets. In 

this market outstanding equity\ securities change hands and funds flow from the buyer to the 

seller. 

The stock (secondary) market has further two components, namely the over-the-counter (OTC) 

market and the exchange-traded market. aTe markets are essentially infornlal markets where 

trades are negotiated. aTe markets operate on an ad hoc basis with no regulatory infrastructure . , 
The 'market' is simply a collection of individual transactions relating to similar securities. There -

may be established market customs and practices but there is no organized market. On the other 

hand, an organized market operates under a set of standard rules relating to admission to trading, 

the process of trading and the settlement oftransactions38. 

2.1.2.2 Function of Stock Markets' 

There are a growmg number of literatures that define the functions of stock market in an 

economy39 Review of the literature indicates that well functioning stock markets have the 

following specific functions: 

Enhance savings mobilization; 

2 Help in resource allocation; 

3 Promote efficient financial system; 

4 Help improve capital structure; 

5 Allow de-concentration of ownership; 

6 Improve accounting and auditing standards; 

JJ Miller, & Jentz (2008), "Business Law Today"(8 ed.). USA: Thomson West, p.853 . 

38 Macneil, l. G. (2005), "An Introduction to the Law On Financial Investment", Portland, Oregon, USA: 

Hart Publishing, pJ 74. 

39 See, for example, Jefferi s, 1995; Levine & Zervos, 1996a; Samuel, 1996; Stiglitz J. , 1998; Arestis, 

Panicoso, & Lunitel, 200 I. 
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7 Help privatization efforts and private sector development; 

8 Help in improving corporate governance; 

9 Provide effective tools for monetary and fi scal policy. 

2.1.2.2.1 Stock Market Development and Economic Growth 

History shows that there exists a direct relation between financial development and economic 

growth4o
. As part of the financial system, the stock market is expected to accelerate economic 

gro\\1h by providing a boost to domestic savings and increasing the quantity and the quality of 

investment41
• The stock market is expected to encourage savings by providing individuals with an 

additional financial instrument that may better meet their ri sk preferences and liquidity needs. 

Better savings mobilization may increase the savings rate 42 Stock markets also provide an 

avenue for growing companies to raise capi tal at lower cost43
. Stock markets therefore are able to 

positively influence economic growth through encouraging savings amongst individuals and 

providing avenues for firm financing. 

The stock market is supposed to ensure through the takeover mechanism that past investments are 

also most efficiently used44
• Theoretically, the threat of takeover is expected to provide 

management with an incentive to maximize fi rm value. The presumption is that, if management 

does not maximize firm value, another economic agent may take control of the firnl , replace 

management and reap the gains from the more efficient firn145 Thus, a free market in corporate 

control, by providing financial discipline, is expected to provide the best guarantee of efficiency 

40 See generally, Casagrande Neto, Cintra Neto and Magliano Filho, cited in Rogers, Ribeiro, & Securato 

(2008), "Corporate Governance, Stock Market and Economic Growth in Brazil (Journal of Coprale 

Governance, No. 6), pp. 222-237. 

41 Singh, supra no.2, p.780. 

42 Levine & Zervos, supra no.4, p.541 . 

43 Ibid . 

44 Kumar, supra note 8, p.239. 

45 Ibid. 
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In the use of assets46
. Similarly, the ability to effect changes in the management of listed 

companies is expected to ensure that managerial resources are used efficientl/ 7
• 

Efficient stock markets may also reduce the costs of infomlation. They may do so through the 

generation and dissemination of fiml specific infomlation that efficient stock prices reveal. Stock 

markets are efficient if prices incorporate all available information. Reducing the costs of 

acquiring information is expected to facilitate and improve the acquisition of information about 

investment opportunities and thereby improves resource allocation. Stock prices determined in 

exchanges and other publicly available information may help investor make better investment 

decisions and thereby ensure better allocation of funds anlOng corporations and as a result a 

higher rate of economic growth. 

Stock market liquidity is expected to reduce the downside ri sk and costs of investing in projects 

that do not payoff for a long time48 With a liquid market, the initial investors do not lose access 

to their savings for 'the duration of the investment project because they can easily, quickly, and 

cheaply, sell their stake in the compan/9
• Thus, more liquid stock markets could ease investment 

in long term, potentially more profitable projects, thereby improving the allocation of capital and 

enhancing prospects for long-term growth. 

The theories discussed above suggest a strong relation between stock market development and 

economic growth. In fact, currently it is generally accepted that a developed financial system 

provides positive impacts to the economy, in terms of productivity, capital accumulation, 

Increase of savings and investments and economic growth50 Furthermore, there exists 

considerable empirical evidence that corroborates such strong relation ship. 

Levine & Zervos, who analyzed 41 stock markets in the period of 1976-1993 in 24 different 

countries, had found strong correlations between development of the stock market and economic 

46 Ibid. 

47 Ibid. 

48 Bencivenga & Smith, supra note 9, p.201. 

4' Ibid. 

50 Andrezo and Lima, cited in Rogers, Ribeiro, & Securato, supra note 40, p.227. 
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growthSI . In another study, by the same authors, enclosing the financial and stock markets of 49 

countries, in the period of 1976-1993, an investigation had been made if some measures of the 

stock market and the banks development predict future economic growth rates, capital 

accumulation, improvements in the productivity and increase of savings. The authors had 

discovered that the stock market liquidity, measured by the value of the shares traded relative to 

the size of the stock market and of the economy, is positively and significantly correlated with the 

current and future rates of economic growth, capital accumulation and increase of productivityS2 

The size of the stock market, volatility, and its integration with international stock markets had 

not been significantly related with the growthSJ The authors had still discovered that the banking 

development jointly with the liquidity of the stock market predicts future growth rates, capital 

accumulation and improvement of the productivity. With these results, they had concluded that 

the markets and the financial institutions supply important services for the long tern1 economic 

growths4 . 

From the theoretical and empirical literature reviewed above, it is possible to conclude that there 

is a strong association between stock market development and economic growth. However, there 
, 

is no consensus if the financial development occurs from the economic growth or if it is the 

opposite. Some scholars argued that financial development leads economic growthSS. Yet, others 

argued that financial development passively follows economic growth by responding to the 

increasing demand for funds due to economic prosperiti6 While the debate on causality is still 

unsettled, existing historical and econometric evidence suggests that better functioning financial 

markets, i.e., markets that are able to meet the needs of savers and investors efficiently, have a 

positive effect on future economic growthS7 

'I Levine & Zervos, supra note 3, p.542. 

52 Ibid. 

13 Ibid. 

54 Ibid. 

II See generally, Schumpeter, J. A. (1934), "The Theory of Economic Development" Cambridge, Harvard 

University Press. 

,. Robinson, J. (1952), "The Role of Interest and Other Essays" London, Macmillan. 

17 Levine, supra note I, p.72 I. 
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The economic history literature has documented cross-country and country specific evidence that 

illustrates the importance of financial systems in early industrial development. Using data from 

1790 to 1850, Rouseau and Wachtel found quantitative evidence that supports the hypothesis that 

early industrial growth in the United States was finance-led 58
• These authors conclude that by 

providing debt and equity finance to the corporate and government sectors, the financial system 

was critical to the modernization process, which it predated59
. Using data on the United States, 

United Kingdom, Canada, Norway and Sweden, Rousseau & Wachtel , 1998 conclude that 

financial intern1ediation was an important factor in the industrial transformation of these 

countries60 Other studies include Coross061 who documented the role of early US investment 

banking in mobilizing savings to raise capital; Cameron, Crisp, Patrick, & Tilll2 who examined 

European countries, Russia and Japan; and Haber63
, who compared the cases of Brazil, Mexico 

and the United States. These studies provide evidence that supports the proposition that better 

functioning financial systems play '3n important role in economic growth. r 

Several studies have also provided econometric evidence that supports the view that finan.cial 

development is a potent predictor of future economic growth64
. The results in these studies have 

made significant progress in establishing that to some extent, the causal relationship runs f,om 

financial development to economic growth. 

58 Rousseau, P. & Wachtel, P. (1998), "Financial intennediation and economic performance: Historical 

evidence from five industrialized countries,"( Journal of Money,Credit and Banking, ,No. 30(4)), pp. 

657-678. 

59 Ibid . 

60 Ibid. 

61 Corosso, V. (1970), "Investment Banking in America", Cambridge,: Harvard University Press. 

62 Cameron, R., Crisp, 0., Patrick, H., & Tilly, R. (1967), "Banking in the Early Stages of 

Industrialization. A Study in Comparative Economic History" New York, Oxford University Press. 

63 See generally, Haber, S. (1991), "Industrial concentration and the capital markets: A comparative study 

of Brazil, Mexico, and the United States, 1830-1930" (Journal of Economic History, No.51), pp.559-

580. 

64 See for instance, King, Levine, & Ross, 1993a; King & Levine, 1993b; Levine, 2000; Levine, Loayza, 

& Beck, 2000; Beck, Levine, & Loayza, 1999. 
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The findings from studies based on aggregate data have been supported by studies that use 

disaggregated data on the industry and fiml level. Using a large sample of industries from many 

countries, Rajan & Zingales, found evidence indicating that financial development mitigates 

financing constraints for industries that rely most heavily on external finance65 These authors 

find that such industries grow faster in countries with more developed financial systems66 

Demirgii<y-Kunt & Maksimovic67
, and Beck & Levin68

, provide further international firnl-level 

evidence on the positive effects of access to a well-functioning financial system on firnl growth. 

These studies have generalized the results from the literature on the effects of financing 

constraints on investment initiated by Fazzari, Hubbard, & Petersen, 1988who used data from the 

manufacturing sector of the United States69 Several studies have shown that the results on the 

links between financing constraints and investment by manufacturing firm s hold al so for 

d I 
. . 70 

eve opmg countnes . 

It is important to reiterate that whi le the above large amount of historical and econometric 

evidence suggests that financial development faci litates economic growth, thi s does not rule out 

the possibility of a causal relationship in the reverse direction. It is perfectly possible that 

financial systems develop in response to higher economic growth or in anticipation of future 
· :1 {' 

prosperity. These two causal processes are not mutually exclusive and may very we ll be a natural 

feature of the links between finance and economic growth. In line wi th thi s Andrezo and Lima 

argued as follows: 

65 See generally, Rajan, R. , & Zinga les, L. (1998), "F inancial dependence and growth"(American 

Economic Review,No. 88 ), pp. 559-586. 

66 Ibid. 

67 See generally, DemirgUy-Kunt, A., & Maksimovic, V. ( 1996) "Stock Market Development and 

Financing Choices of Firms" (World Bank Economic Review, No.1 0/2), pp.341-369. 

68 B.eck, T., & Levine, R. (2000), " New firm formation and industry growth : Does having a market-based 

or bank-based system matter?" (University of Minnesota,CarIson School of Management, Working 

Paper 0004). 

69 Ib id. 

70 See, for example, the study by Bigsten, et aI. , 1999 on manufacturing firms in Cameroon, Ghana, 

Kenya, and Zimbabwe; Athey & Laumas, 1994 on Indian finms; Tybout, 1983 on Colombian firms. 

19 ~~ 
A. A. tJnive..tc;. 

a. Pc:J ~9<i t.ddb 

olClo,,' .. 



t 

o 

' < 
r. 

An industry can, initially, rece.iv~ financings on the basis of supply leading and, 
after developing itself, move to the phase of demand following. However, another 
industry can continue in the phase of supply leading. Thus, the two phenomena 
occur simultaneously in the economy, therefore each sector has its timing, 
depending more on the governmental policies or on the private demand7'. 

2.1.2.2.2 Stock Markct and FinanCial Intcrmediary Development 

The natural place to look in the finance literature for a link between stock market and financial 

intermediary development is in the literature on corporate capital structures. Corporate finance 

literature studies the deternlinants of the optimal debt-equity ratio. Almost by definition, 

therefore, it views debt and equity financing as substitutes. Thus, this literature yields the 

straightforward and intuitively appealing prediction that stock market development - where stock 

market development implies a lower cost of equity financing - would cause the optimal debt­

equity ratio to fall. According to this literature, when a company' s investment plans require 

external finance, a cl19ice has to be made between equity and debt financing. Equity financing 

refers to financing thl-ough the issue of share capital, the most cornmon form being ordinary share 

capital . Debt financing refers to financing through loans under which a company enters into a 

debtor/creditor relationship with a lender. 

As a result, Traditional comparisons classify financial systems into bank and market centered 

based on the institutions financing firms. Bank centered financial systems72
, such as those of 

Germany and Japan, are compared to market-centered systems73
, such as those of the United 

States and the United Kingdom74. Relatedly, relationship- based corporate governance, in which a 

71 Andrezo and Lima, cited in Rogers, Ribeiro, &. Securato, supra note 40, p234. 

72 A bank centered financial system may be defined as a system based on debt finance and control by 

banks in the dual role of shareholders and major creditors with a characteri stic feature of concentration 

of ownership. Katharina, supra note 105. 

73 On the other hand, a market-centered system is defined as a system based on equity finance and control 

primarily by stock markets with a characteristic feature of diffused ownership. Katharina, supra note 

105. 

"See generally, Allen, F. & Gale, D. (2000), "Comparing Financial Systems", MIT Press, Cambridge, 

MA. 
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main bank provides a significant share of finance and governance to eadh firn1 is contrasted with 

market-based governance, in which finance is provided by large numbers of investors and in 

which takeovers playa key governance role75
. 

Unfortunately, the classification of financial systems into bank and market centered is neither 

straightfonvard nor particularly fruitful. There may be some counten/ailing complementarities 

between stock market development and debt financing76
• Empirical evidence shows that, on 

average, countries with bigger stock markets also have higher ratios of private debt to gross 

domestic product (GDP), contrary to the view that debt and equity finance are substitutes for each 

other77 

An informative working paper by Pardy and Dong-He, 1992 presents preliminary evidence 

along these lines. Using data on 32 developing countries over the 1984-1990 period, they 

summarize the relationship between one ,measure of stock market development - the ratio of 

market capitalization to GDP - with three, measures of financial intermediary development - the 

ratio ofM! to GDP, the ratio ofM2 minus ,MI to GDP, and the ratio of credit to the private sector 

to GDP. The results are consistent with three propositions (1) countries with more developed 

stock markets also have more "financial depth" as defined by the ratio of M2 minus MI to GDP 

or the ratio of Ml to GDP; (2) countries with more developed stock markets have financial 

systems that issue more credit to the private sector as a share of GDP than countries with less 

well developed stock markets; and (3) richer developing countries - as defined by GDP per capita 

- have more developed stock markets - as defined by the market capitalization to GDP ratio -

than poorer countries 78. 

7S La Porta, R" Lopez-de-Silanes, F" Shleifer, A., & Vishny, R, (2000), "Investor protection and corporate 

governance"( Journal of Financial Economics ,NoS8), p.3, 

76 See generally, Seward, J, K. (1990), "Corporate financial policy and the theory of financial 

intermediaries" (Journal of Finance ,No 4S), pp.3SI-77. 

77 See generally, La Porta, R" Lopez-de-Silanes, F" Shleifer, A" & Vishny, R, (1997), "Legal 

Determinants of External Finance"( Journal of Finance No.52), pp, 113 I-IISO. 

78 See generally, Pardy, R" & Dong-He. (1992), " Financial deepening and the development of the stock 

market in developing countries: Summary of some correlation patterns" (mimeo, The World Bank), 
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here is that high interest rate spreads generated by the banks in many of the sampled countries 

might have reduced demand for credit and generated excess liquidity in those countries. Hence, 

taking these factors into consideration, financial intermediation is weaker in Ethiopia than even in 

those eight countries \\~th less developed stock markets. 

3.1.1 2 Barriers to Financial Intermediation 

In the discussion above, it has been demonstrated that the stock of bank credit to the private 

sector is low when compared with the situation in the sampled countries. This is still a problem 

today.1 58 On the other hand, there is very high demand for greater access to credit in Ethiopia. 159 

Given such a very low private sector credit and the high demand for greater access to credit, now 

it is appropriate to ask: what is it that deters Ethiopian 

borrowers? 

banks to extend more credit to 

118 Access capital Banking Sector Review 20 10 ·indicated that ' long-term lending (i .e. loans with 

maturities of five {ears or longer) is still very hard to find at Ethiopia's private banks. From data 

available in banks annual reports on the loan maturity of their loans, we estimate that more than 60 

percent of loans are short-term at most private banks .... The availability of long-term. lending remains a 

challenge ... . ' 

15' A research conducted by the E-CLIR indicated that 'there is very high demand [un met] for greater 

access to cred it in Ethiopia. Business respondents unanimously noted the need for expanded access to 

affordable credit. In Dire Dawa, several micro-enterpri ses complained of their inability to expand 

operations because they could not obtain the relatively low-value loans needed to purchase productive 

assets . One respondent, an international investor considering Ethiopia, advised his consortium to 

eliminate Ethiopia because of the lack of local financing, among other reasons. Whether micro or 

corporate, lending is constrained and limited. A significant number of potential investors must therefore 

rely on self financing or s imply forgo investing altogether. 

Data collected from the Central Statistics Authority (CSA) also shows that out of the 533 

establishments covered by a survey, 125 (23.5%) of them cited high collateral requirement by banks as 

the main reason for not solving their working capital problem. 

The second world Bank Investment Climate Assessment survey report released on August 24, 2009 also 

indicated that "60 percent of the managers of the 600 respondent firms said finance is one of the major 

problems [challenging the competitiveness of private firms]." Source: Reporter, 24 Aug, 2009 Edition. 
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It is widely recognized that for bank intermediation to deepen it is necessary thilt financial 

information on borrowers is of good quality and controllable l60
. To that end, Fund and Bank 

advice has centered on a number of recommendations directed at fostering an improved' credit 

culture. One such important recommendation is ensuring more accurate information on the 

financia l status of borrowers, through improved quality of annual accounts and financial 

statements, professional development of accounting personnel, updating of property and 

company registries, establishment of credit bureaus, and possible introduction of rating systems. 

The idea here is that banks rely on information intermediaries to make lending decisions. In line 

with this Capiro & Demirguc-Kunt, (1998), argued that lenders will be unwilling to enter into 

long-term contracts if the accounting and auditing infrastructures are not adequate or information 

systems and contract enforcement mechanisms are absent. Strengthening accounting and aud iting 

is a key requirement for widening access to banks by companies l6 1
• 

When it comes to Ethiopia, the country lacks any properly legislated regulatory standards 

governing the pres~ntation of financial statements and the auditing of such statements. As a 

result, the credibility of financial information is diminished by the variability of its quality l 62. 

This includes fi nancial statements provided to banks for providing finance to the private sector. 
y 

Because of the fact that financial information prepared by companies in Ethiopia is not credible, 

banks do not rely on audited financial statements in granting loans l63 The low level of 

development of the accounting and audit practice in Ethiopia has also been confirmed by a 

review report by the World Bank. This review report states that there is no requirement for 

compliance with Accounting and Auditing Standards in any of the country's laws and regulations 

including for specific sector entities l64
• This report further states that there are no enforcement 

160 Sacerdoti, supra note lSI. 

I"See generally, Capiro, G. J. , & Demirguc-Kunt, A. (1998), "The Role of Long Term Finance: Theory 

and Evidence" (The World Bank Research Observer, No.13,), pp.171-89. 

162 See generally, Martin, R. (June 2005), "Ethiopian Accounting and Auditing Standards Develoment 

Road Map" (A Report to Ministry of Trade and Industry). 

163 Ibid. 

164 See generally, World Bank . (November 2007), "Reports on Observance of Standards and Codes­

Ethiopia". 
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mechanisms of financial reporting in the country because of lack of capacity in the regulatory 

institutions and the absence of penalties in the regulations '6s. Unlike Ethiopia, review of the 

regulatory framework for stock markets indicated that in all the countries studied, reasonable 

regulations have been put in place to achieve the key objective of increasing the quality of 

financial information. 

3.1.1.3 Institutional and Infrastructural Indicators of Stock Market 

Development of Selected Sub-Sahara African Countries 

Table 2 above has presented the most common indicators used to characterize the extent of 

development of stock markets. In addition to the traditional indicators, institutional aspects such 

as the underlying legal and accounting rules and regulations can also indicate how developed a 

stock market is. Developed stock markets generally have prudential supervisory bodies, 

information disclosure rules, internationally accepted accounting standards, low transaction costs, 

and short settlemen~ ·times. These institutional indicators are needed to augment the traditional 

indicators to provide a more complete description of the extent of stock market development. The 

following tables (Table 6-14) present some of these institutional indicators for the sampled 

countries which are available from the African Stock Markets Handbook, published by the 

United Nations Development Program (UNDP) on the occasion of the 2003 African Capital 

Markets Forum. 

Kenya Stock Exchange Profile 

Officially established in 1954, Nairobi Stock Exchange (NSE) in Kenya is one of the oldest 

stock markets in Africa. Having evolved from a voluntary association, recognition from the 

London Stock Exchange as an overseas stock exchange was central for its credibility. Uncertainty 

of the post-independence years, economic slump after the oil crisis and a 35% capital gains tax 

severely hampered the performance of the stock exchange. However, the NSE benefited from 

structural reforms in the 1980s and early 1990s as well as from internal capacity building. A 

major push, however, was the privatization of former state-owned enterprises that did not only 

increase the market value, but also improved public awareness about such investment 

16' Ibid. 
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instruments. This trend was supported by the removal of restrictions on foreign investments and 

the licensing of venture capital funds, dealing firnls and other collective investment vehicles l66
. 

NSE required the existence of Audit Committee but does not require the existence of Nominating 

Committee; Particulars of boar members like qualifications and experience; contracts between 

company and directors or shareholder l67 Table 6 bellow summarizes the institutional and 

Infrastructural Indicators of Stock Market Development Kenya. 

Table 6: Institutional and Infrastructural Indicators of Stock Market Development Kcnya 
iliairobi Stock Exchanuc -NSE) 

Market Regulator Capital Markets Authority 

Governing Law Capital Markets Authority Act 

Clearing & Settlement Manual, transaction by transaction 

Central Depository None 

Reporting Requirement .\ Half year unaudited and full year audited accounts. 

Accounting! Auditing Standard International Accounting and Auditing Standards. 

Ghana Stock Exchange Profile 

Ghana Stock Exchange (GSE) began trading in 1990. Between 1990 and 1996, a numb'er of state­

owned companies were prepared for listing. Ghanaian investors, however, have a high-yielding 

and safe investment opportunity in government treasury bills with up to 45% interest. Yet in the 

subsequent years, many of the li sted companies have outperformed the treasury bills. After a 

difficult beginning, the demand for stocks has risen to an extent that surpasses the limited stock 

available, creating surplus demand. Government incentives to encourage going public include 

three lists with different listing requirements to further local access to the stock exchange and a 

166 Bohnstedt, A., Hannig, A., & Odendall, R. P. (2000), "Capital Market Development In Uganda -Private 

Sector Opinions On Listing"{Financial Systems Development (FSD) Project 2000 (FSD Series No.2). 

Kampala, Uganda: Bank of Uganda - German Technical Co-operation. 

167 Mensah, S. (2003), "Corporate Governance In Africa: The Role Of Capital Market 

Regulation"{Presented at the 2nd Pan African Consultative Forum on Corporate Governance, Nairobi). 
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reduction of corporate tax from 45% to 32%. While privatization has furthered trading on the 

GSE, local firms were reluctant to go pUblic l68
. 

GSE required the existence of Audit Committee be confirmed at listing but does not require the 

existence of Nominating Committee; outside directors; Particulars of board member 

(qualifications and experience); contracts with related parties; whether company is in compliance 

with governance guidelines of regulatory authority; does not exact penalty if issuer failed to 

disclose information that results in loss to investors or failed to publish financial statements l69
. 

Table 7 bellow summarizes the institutional and Infrastructural Indicators of Stock Market 

Development of Ghana. 

Table 7: Institutional and Infrastructural Indicators of Stock Market Development of 

Ghana 
Market Regulator 

Governing Law 
/ 

Clearing & Settlement 

Central Depository 

Reporting Requirement 

Accounting! Auditing Standard 

Brief History 

168 Bohnstedt et ai, supra note 165. 

169 Mensah, supra note 166. 

Securities Exchange Commission 

Stock Exchange Act (1971) 

Manual, transaction by transaction 

None 

Half year unaudited and full year audited accoUnts. 

Not specified in Listing Rules. 

The Ghana Stock Exchange (GSE) was incorporated in July 

1989 and was officially recognized as an authorized stock 

exchange under the Stock Exchange Act in October 1990. 

Trading on the GSE commenced on 12 November 1990. A 

council comprising representative of stakeholders from the 

capital market governs the GSE. The Council acts as the Board 

of Directors with all powers and functions of a Board under the 

Companies Code. 
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Zambia Stock Exchange Profile 

The World Bank, the International Finance Corporation and UNDP as well as the Zambian 

government contributed to the establishment and the first two years' operating costs of the Lusaka 

Stock Exchange (LuSE). Joint efforts were made to set up a modem infrastructure to meet 

general international investment standards with, for example, a central depository system. LuSE 

has a tiered market with official listings that need to fulfill the listing requirements in the first 

tier, and quoted companies in the second tier. The latter comprises public companies not yet 

admitted to the official list, and wi ll allow smaller and medium companies to raise capital. LuSE 

has been able to attract the li sting of private sector companies, including international banks, 

through the incentive of lower corporation tax for listed companies. A major push for LuSE was 

expected from plmmed privatization. Yet ml attempted coup in 1997 and the ensuing unstable 

political situation as well as a balance of payment crisis had a far-reaching impact on the 

economy in general l7O
• Table 8 bellow summarizes the institutional and Infrastructural Indicators 

of Stock Market Development of Zambia. 
/ 

Table 8: Institutional and Infrastructural Indicators of Stock Market Development of 
Zambia 
Market Regulator The Securities and Exchange Commission (SEC) 

Governing Law The Securities Act (1993) 

Clearing & Settlement Automated 

Central Depository Central Shares Depository (CSD) 

Reporting Requirement Half year and full audited annual accounts 

Accounting! Auditing Standard 

Brief History The Lusaka Stock Exchange (LuSE) is the only 

exchange in Zambia. The Securities Act was passed 

on 17 December 1993 and the LuSE commenced 

business on 21 February 1994. 

170 Bohnstedt et aI, supra note 165. 
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Uganda Stock Exchange Profile 

The Uganda Securities Exchange (USE) Ltd. is owned by the licensed brokerage firms in the 

country and licensed by the CMA to operate as an approved stock exchange and perform seJf­

regulatory functions in its operations and to its members. Up until 2000, an open outcry trading 

system was used, with trades being registered on a board. Efforts were under way to acquire the 

infrastructure for electronic trading at the USE. A Central Depository System (CDS) has been 

installed with Bank of Uganda. The USE Rules and Regulations, approved by the CMA and 

published in May 1997, provide a professionally set-up basis for allowing trade in a fair and 

efficient securities market, as do the stipulations contained in the USE Listing Rules Manual. The 

"basic conditions to be fulfilled by an applicant for listing", e.g. the amount of minimum capital 

required, the time a company must have published or filed its accounts, the request that the 

accounts must have been drawn up and audited in accordance with standards regarded as 

"appropriate for companies of international standing and repute," the evaluation of profit 

forecasts or the minimumlnumber of shareholders etc. , full y complied with international usage. 

Low confidence i! the financial sector, concern about dilution of ownership, exchange rate 

fluctuation, the financial disclosure requirements were cited as hindrance . for listing. 

Government's preference- to look for strategic investors for privatizing soine state owned 

enterprises contributed to the low level of tradable stock in the Exchange 171
• 

Although the Exchange was initially used to float shares upon privatization of government owned 

enterprises, the number of companies listed in the Exchange through initial public offering is 

very limited. By 2008, the Exchange (USE) has 9 listed companies including 3 cross-listed 

companies. 

As of2007, The Exchange had 7 licensed stockbrokers, dealers and investment advisors and one 

licensed member to engage in investment advisory services only. Currently the Exchange uses a 

manual trading structure with open outcry system. There are three main securities traded in the 

Exchange: ordinary shares, corporate bonds and government bonds. 

Using stock market development indicators discussed above, the Uganda Stock exchange size 

(Market Capitalization divided by Gross Domestic Product) was about 28.7 % of GDP in 

171 Ibid. 
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2007.The liquidity of the Exchange as measured by the turnover ratio has grown from 0.2 

(20004) to 0.4 in 2008. But, The USE is still illiquid. Both the Exchange and the Authority are 

still urging the government to refornl of the pension sector, stimulate supply of securities through 

fiscal incentives, develop market intermediaries in order to improve liquidity of the market, issue 

municipal bonds, tax incentives, promote contributions to saving!insurance/retirement schemes, 

energize the contractual saving industry, and provide resources to the capital market. They are 

also engaged in massive public awareness canlpaign and are still insisting on increased public 

education on instruments of savings and investment promotion172. Table 9 bellow summarizes the 

institutional and lnfrastructural Indicators of Stock Market Development of Uganda. 

Table 9: Institutional and Infrastructural Indicators of Stock Market Development of 
U d Jgan a 

Market Regulator Capital Markets Authority (CMA) 

poverning Law None 
" 

Clearing & Settlement Transaction by transaction 

,central Depository None ". , 

Reporting Requirement Half year, and full audited annual accounts 

Accounting! Auditing International Accounting " and Auditing 

Standard Standards. 

Brief History The Uganda Securities Exchange (USE) was 

licensed to operate as an approved Stock 

Exchange in June 1997 by the Capital Markets 

Authority (CMA), The USE became 

operational in January 1998 with the listing of 

the East African Development Bank 4 year 

bond, 

Tanzania Stock Exchange Profile 

Dar-es-Salaam " Stock Exchange (DSE) was incorporated as a private limited company in 

September 1996 in accordance with the Tanzania Companies Ordinance without having a share 

172 Uganda Securities Exchange, 'Annual Report, 2008'. 
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capital. The exchange is not set up for profit. It was only created to facilitate the government 

economic reform agenda \\~th a future objective of mder share ownership and raise medium and 

long-term capital. After two years of preparatory work, the DSE commenced its activities on the 

15th of April 1998. 

Currently DSE has 6 licensed stockbrokers and about II-licensed investment advisors. Some of 

the stockbrokers are also included in the list of investment advisors. Trading at DSE is conducted 

through an Automated Trading System which is currently operating on a local area network. This 

electronics system matches bids and offers. Matched orders are displayed on tlle computer 

terminals in the trading room and projected in the public gallery. 

In addition to the annual listing fee of 0.05 percent of the market capitalization of the listed 

securities and the holding of annual shareholder meetings, listed companies are required to 

submit semi-annual financial reports to the DES and also to notify the DSE and the public of any 

previouslyundisclosed price sensitive information. There are also on-going corporate governance 

reports regarding thl progress attained in complying with the Governance Guidelines173. 

The Capital Markets and Securities Authority (The Securities Authority) was established under 

the Capital Markets and Securities Act, 1994 (The Securities Act) as an autonomous body "for 

the purpose of promoting and facilitating the development of an orderly, fair and efficient capital 

market and security authority in Tanzania". The Securities Authority is the regulatory and 

supervisory body for the capital markets. It licenses and regulates investment intermediaries and 

investment professionals, monitors and regulates exchanges and supervises the issuance of and 

trade . in securities. The Securities Authority has since promulgated a number of rules and 

regulations including those covering guidelines for the issuance of corporate bonds and 

commercial paper and disclosure guidelines for cross-listing. 

In 2002 the Securities Authority enacted the Guidelines on Corporate Governance Practices by 

Public Listed Companies in Tanzania (the Governance Guidelines) "with the ultimate objective 

of realizing shareholders long-term value while taking into account the interest of other 

stakeholders". At the core of the Governance Guidelines is an effort to promote a high standard 

173 www.worldfinance.com. 
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of self-regulation within public listed companies in Tanzania and achieving an international 

standard of governance. The provisions highlight practices relating to the board of directors, audit 

committees, supply and disclosure of information, shareholder participation, etc. Emphasis 

extends beyond descriptions of accountability within respective roles to principles of operation 

aimed at fostering efficient communication both within the company and between the company 

and the Securities Authority l74. 

Using the traditional stock market development indicators, the Dar- es- Salaam Stock Exchange 

size was about 24 % of GDP in 2008 (It was 6.2% of GDP in 2004). The liquidity of the 

Exchange as measured by the turnover ratio was 0.1 in 2008 (it was 2.5 in 204). The number of 

listed companies has grown from 6 (2004) to 14 (2008) 17$ Table 10 bellow summarizes the 

institutional and Infrastructural Indicators of Stock Market Development of Tanzania. 

Table 10: Institutional and Infrastructural Indicators of Stock Market Development of I 
Tanzania '; 

Market Regulator 
, 

Capital Markets and Securities Authority (The Securities I 

Authority). 

Governing Law Capital Markets and Securities Act (1994) Amended 1997 

Clearing & Settlement Electronic, transaction-by-transaction 

Central Depository Electronic 

Reporting Requirement Half year and full audited annual accounts 

Accounting/Auditing International Accounting and Auditing Standards. 

Standard 

Brief History Although the Exchange was incorporated in 1996, it only began 

its first day of trading in April 1998, when the first company 

TOL Ltd was listed. Foreign investors are restricted from 

participating in the secondary market. Thus, the DSE is not 

open to foreign investors. 

174 Ibid. 

I7l Securities Africa Limited, (2009), African Stock Market Statistics 2008. Johannesburg. 
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Malawi Stock Exchange Profile 

The Malawi Stock Exchange was inaugurated in March 1995 and opened for business for the first 

time on II November 1996, under the aegis of the Reserve Bank of Malawi, with 2300 Malawian 

citizens buying shares in the first company to be listed, Malawi's largest insurance finn , the 

National Insurance Company. International Finance Corporation, a World Bank affiliate, and the 

Financierings Maatschappij Ontwikkelingslanden, a Dutch development bank with close ties to 

the Dutch Ministry for Development Co-operation, provided 40% of the $500,000 required for 

establishing the stock market in Blantyre, and the European Union sponsored seminars and 

publicity campaigns. The Exchange has a modest market listing. More stringent listing rules are 

currently being prepared. Membership of tlle Exchange is corporate and individual. It has a 

supervisory committee, which comprises representatives of the central bank, the Government and 

the private sector176
. Table 11 bellow summarizes the institutional and Infrastructural Indicators 

:ofStock Market Development of Malawi. 

/ 
'Table 11: Institutional and Infrastructural Indicator.s of Stock Market Development of 

Malawi 
r Market Regulator The Stock Exchange Committee 

Governing Law Capital Market Development Act 

Clearing & Settlement Transaction by transaction 

Central Depository None 

Reporting Requirement Half year and full audited arumal accounts 

Accounting! Auditing International Accounting and Auditing Standards. 

Standard 

Cote d'Ivoire Stock Exchange Profile 

The BRVM is the regional stock exchange in French speaking West Africa (Benin, Burkina Faso, 

Cote d' Ivoire, Guinea Bissau, Mali, Niger, Senegal and Togo). It was created in 1998 to replace 

the old Ivorian Bourse des Valeurs d'Abidjan. Table 12 bellow summarizes the institutional and 

Jnfrastructural Indicators of Stock Market Development of Cote d'Ivoire. 

176 UNDP. (2003), "African Stock Markets Hand Book" (United Nations Development Program). 
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Table 12: Institutional and Infrastructural Indicators of Stock Market Development of 
Cote d'Ivoire 

Market Regulator 
Conseil Regional de l'Epargne Publique et des 

Marches Financiers (CREPMF) 

Governing Law N.A 

Clearing & Settlement N.A 

Central Depository None II I 

Reporting Requirement Half year unaudited and fu ll year audited 

accounts. 

Accounting! Auditing 

Standard 

Zimbabwe Stock Exchange Profile 

Zimbabwe's first stock exchange opened in 1896 in Bulawayo. It operated for six years. When it 

closed, efforts were made to reactivate the stock exchange but without success. The present 

Zimbabwe Stock Exchange was founded in 1946 in Bulawayo. In December 1951, a second floor 

was opened in Harare. In January 1974, the Zimbabwe Stock Exchange Act was promulgated as 

Act 27 of 1973 (chapterI98) which formalized the establishment of the present Zimbabwe Stock 

Exchange (ZSE) with its-head office in Harare. Thus, the ZSE, as it exists now dates from 18 

January 1974. A revised ZSE Act was published in 1996 as Chapter 24.18. Table 13 bellow 

summarizes the institutional and Infrastructural Indicators of Stock Market Development of 

Zimbabwe. 

I71BRYM now has electronic system 
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Table 13: Institutional and Infrastructural Indicators of Stock Market Development 
Zimbabwe 

Market Regulator ZSE Committee 

Governing Law Zimbabwe Stock Exchange Act (1973) 

Clearing & Settlement Transaction by transaction 

Central Depository None 

Reporting Requirement Half year and full audited annual accounts 

Accounting! Auditing International Accounting and Auditing Standards. 

Standard 

South Africa Stock Exchange Profile 

The JSE Securities Exchange (JSE) was founded in November 1887. Following the closure of the 

open outcry trading floor on 7 June 1996, an order driven centralized automated trading system 

known as the JSE Equities Trading (JET) system was introduced together with dual trading and 

negotiated brokerage. JSE has formed technical alliance with the London Stock Exchange, 

whereby South Africa companies can have primary listings in both Johannesburg and London. 

The JSE has adopted the London Stock Exchange's SETS System, and the JSE has been using 

the FTSE rules to classify its companies 178. Table 14 bellow summarizes the institutional and 

Infrastructural Indicators of Stock Market Development of South Africa. 

Table 14: Institutional and Infrastructural Indicators of /Stock Market Development 
South Africa 

Market Regulator Financial Services Board 

Governing Law Stock Exchanges Control Act (1985) 

Clearing & Settlement Electronic- STRATE 

Central Depository Electronic central scrip depository- STRATE 

Reporting Requirement Half yearly income statements and balance 

sheets 

Accounting! Auditing Local accounting and auditing reporting 

Standard system. 

178 UNDP, supra note 175. 
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The above review of the legal, regulatory and institutional framework for stock markets 

regulation indicates that in most cases, reasonable regulations have been put in place to achieve 

the key objectives of transparency and disclosure. However, this does not mean that such legal, 

regulatory and supervisory frameworks meet the highest international standards and principles for 

stock market regulation. Many stock markets faced gaps and insufficiencies of legal framework. 

There were and still are also serious informational and disclosure deficiencies. Further, 

supervision by regulatory authorities is often far from adequate. The less developed of the stock 

markets [on the basis of traditional indicators] suffer from a far wider range of such deficits179
. 

Most importantly, enforcement of rules and regulations is increasingly challenged by weak 

judiciary systems making it difficult to obtain convictions when rules are violated. Thus, 

securities regulators have been working hard to administer the law, identifying violators but the 

normal process of enforcement was not equipped to apply the laws 18o. 

The infrastructural indicators also show that many stock markets of the sampled countries used 

slow manual systems. Even though markets are gradually adopting electronic systems181 , there 

are still substantial stock markets which trade manually182 and use manual clearing and 

settlement 18]. Similarly, most markets do not have central depository systems 184. Such 

bottlenecks slow down trading and induce inactivity. 

South Africa is the exception to the above general trend. With the most developed stock market 

based on the traditional indicators, South Africa has also better legal, regulatory and supervisory 

framework for stock market regulation. 

179 Yartey, C. A., & Adjasi, C. K. (August 2007), "Stock Market Development in Sub-Saharan Africa: 

Critical Issues and Challenges" (IMF Working Paper African Department (WP/07/209). 

180 Mensah, supra note 167. 

181 See note 166 above. 

182 Malawi, Kenya, BRVM, Ghana, and Zimbabwe stock exchanges trade manually 

183 Malawi, Kenya, Ghana, Zimbabwe, Uganda, and BRYM stock exchanges use manual clearing and 

settlement. 

1 ... Malawi, Kenya, Ghana, Zimbabwe, and Uganda stock exchanges do not have central depository 

systems. 

59 



Q 

o 

,Q 

i () 

! 

In South Africa, the King I Report helped improve the legal, regulatory, and supervisory 

framework. The report was aimed at promoting the highest standards of corporate governance in 

South Africa. Although this was a groundbreaking report, changes in the global economic 

environment and legislative developments necessitated its updating. As a consequence, the 

second King Report on Corporate Governance for South Africa was produced 185
. The King II 

Report was designed to elaborate on the practices of good governance as defined by the law. 

Therefore, where legal deficiencies were identified, the Report made recommendations to the 

relevant authorities. The South African securities market has also been reformed. The original 

Johannesburg Stock Exchange merged with the South African Futures Exchange and the Bond 

Exchange of South Africa186 Most importantly, the listing requirements of the Securities 

Exchange South Africa (JSE) have been extensively revised. JSE has formed technical alliance 

with the London Stock Exchange, whereby SA companies can have primary listings in both 

Johannesburg and London. The JSE has adopted the London Stock Exchange's SETS System, 

and the JSE uses the FTSE rules to classify its companies187
. 

After the reforms, the South African financial system has emerged as a sophisticated and well 

developed sector of the economy. The increased importance of financial services to the economy 

has resulted in increased investor activity on the local stock market by local and international 

investors. Foreign investors have played a catalytic role by applying pressure for market reform 

and for higher corporate governance standards 188
. Furthermore, South Africa has been admitted 

to the World Trade Organization (WTO), giving further impetus,to domestic regulatory reforms 

towards a market-oriented corporate culture189
. As a result, the JSE has become the leading 

exchange in Africa not only on the basis of the traditional indicators of stock market development 

but also on the basis of the institutitmal indicators of stock market development. 

18S UNECA. (2007), "An Overview of Corporate Governance and Accountability in Southern Africa", 

(Addis Ababa, Ethiopia, United Nations Economic Commission for Africa), 

186 Ibid. 

187 UNDP, supra note 176. 

188 Armstrong, P., Segal, N., & Davis, B. (2005), "Corporate Governance: South Africa, a Pioneer in 

Africa. Global Best Practice" (Johannesburg: The South African Institute ofIntemational Affairs). 

189 UNECA, supra note 185. 
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South Africa. Although this was a groundbreaking report, changes in the global economic 

environment and legislative developments necessitated its updating. As a consequence, the 
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with the London Stock Exchange, whereby SA companies can have primary listings in both 

Johannesburg and London. The JSE has adopted the London Stock Exchange' s SETS System, 
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After the reforms, the South African financial system has emerged as a sophisticated and well 

developed sector of the economy. The increased importance of financial services to the economy 

has resulted in increased investor activity on the local stock market by local and international 

investors. Foreign investors have played a catalytic role by applying pressure for market reform 

and for higher corporate governance standards l88
. Furthermore, South Africa has been admitted 

to the World Trade Organization (WTO), giving further impetus,to domestic regulatory reforms 

towards a market-oriented corporate cUlture l89
. As a result, the JSE has become the leading 

exchange in Africa not only on the basis of the traditional indicators of stock market development 

but also on the basis of the institutitmal indicators of stock market development. 

18S UNECA. (2007), "An Overview of Corporate Governance and Accountability in Southern Africa". 

(Addis Ababa, Ethiopia, United Nations Economic Commission for Africa). 

186 Ibid. 

]87 UNDP, supra note 176. 

]88 Annstrong, P., Segal, N., & Davis, B. (2005), "Corporate Governance: South Africa, a Pioneer in 

Africa. Global Best Practice" (Johannesburg: The South African Institute ofinternational Affairs). 

189 UNECA, supra note 185. 
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The recent World Economic Forum, Competitiveness report, ranked South Africa 1st out of 139 
countries for its regulation of securities exchanges. This implies the Financial Services Board 
(FSB) seriousness in complying with the IOSCO principles for maintaining effective and 
transparent capital markets in South Africa. In fact, the FSB was confirmed to be in compliance 
with most of the IOSCO principles of securities regulation in a recent Financial Sector 
Assessment Programme 190. FSB has also devoted special attention to enhance its enforcement 
powers. To that end, violations of all the laws administered by the FSB, including insider trading, 
market misconduct and material misstatements by public companies, are sanctioned through an 
administrative tribunal, called the Enforcement Committee. The Enforcement Committee has 
powers to impose unlimited administrative penalties, compensation orders, and cost orders. The 
Enforcement Committee plays an important role in maintaining the integrity of the markets '91 . 

It has been stated earlier that most stock market development indicators are highly correlated 
with banking sector development. This is especially true with disclosure and accounting 
standards indicators because these indicators improve transparency and the quality of information 
available fofbanks. Therefore, countries with well-developed stock markets measured by these 
indicators tend to have well developed financial intermediaries. This seems the reason why South 
Africa has the highest ratio of bank private sector credit to GDP. 

On the other hand, most stock markets of the sampled countries suffer from the problem of low 
liquidity. Liquidity as measured by the turnover ratio is as low as 0.2 percent in Ghana compared 
with 45 percent in South Afri~a. Low liquidity means that it will be harder to support a local 
market with its own trading system, market analysis, brokers, and the like because the business 
volume would simply be too low. 

Although various macro-economic factors can cause illiquidity in the stock markets it appears 
that institutional factors partly contributed to the exchanges illiquidity. Poor liquidity of stock 
markets in many of the sampled countries may be the result of inefficient legal, regulatory and 
supervisory framework as well as low level of development of the accounting and auditing 

190 Tshidi, D. (20 April, 2011), IOSCO Annual Conference. (The 36th IOSCO Annual Conference. Cape 
Town). 

191 Ibid. 
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framework. All these factors have bearing on the processing, accuracy, reliability and timely 

supply of required information for the effective operation of the banking sector. 

Therefore, as critical information intermediaries, the role of accounting and audit to the well 

functioning of the banking sector is paramount. The development of legal , regulatory, and 

supervisory framework that meets the highest international standards and principles for stock 

markets regulation is also a must. Without these institutional inputs, it is difficult, if not 

impossible, to produce adequate, credible, and timely information on borrowers financial status. 

3.1.2 The Utilization Pattern of Idle Cash of the Banks in Ethiopia 

The ratio of excess liquidity varies from year to year, but is roughly over 50% of the total 

deposits (TableI5). It stands at 61% of total deposits up until June 2010192
. To reduce the excess 

liquidity, the banks had to invest in low interest yield Treasury Bills (T- bills). The Treasury yield 

rate is generally below I %, reflecting the supply-<iemand imbalance in the formal money 

marketl9J
. Table I 5 below summarizes the reserve and liquidity position of Ethiopian banks. From 

the table we can see that bank liquidity ratio in Ethiopia is the higbest for the group of countries 

sampled (see table IS cum table I above). 

T able 15: Reserves and Liquidity at Ethiopian Banks (millions of Birr except f or ratios) 
Nov-07 Dec-07 Jan-07 Nov-08 Dec-08 Jan-09 

Reserve Position 
Net deposits 56,955 57,368 59,618 69,484 70,747 69,654 
Reserve requirement 5,695 5,737 5,962 10,423 ' 10,612 10,448 
Actual reserve 11 ,047 12,446 11,676 17,083 17,222 15,218 
Excess reserve 5,352 6,709 5,714 6,660 6,610 4,770 
Actual reserve ratio 19.40 21.69 19.58 24.59 24.34 21.85 
Liquidity requirement 
Net current deposits 53,035 53,609 55,810 66,437 67,651 66,474 
Liquidity requirement 7,955 8,041 8,372 16,609 16,9 I3 16,618 
Liquid assets 29,985 30,748 30,816 26,738 26,818 25,50 I 
Excess liquidil}' 22,029 22,706 22,444 10,129 9,906 8,883 
Actual liquidity ratio 56.54 57.35 55.22 40.25 39.64 38.36 

Source: Reproduced from NatIOnal Bank of EthIOpia website 

192 Fortune, supra note 19. 

19J Ibid. 
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3.1.3 The Size of Non-Performing Loans of Banks 

Furthermore, banks have also been burdened by the accumulation of non- performing loans 

which has aggravated the situation. Table 16 below compares Ethiopian banks NPLs with the 

sampled countries including South Africa. 

Table 16: Prudential Indicators 

Country Gross NPL to total loans 

Cote d'Ivoire N.A 

Ethiopia (2003) 40.5 

Ghana (2002) 28.6 

Kenya (2004) 22.9 

Malawi N.A 

South Africa (2000) 4.5 

Tanzania (2002) 9.2 

Uganda (2003) 7.2 

Zambia (2002) 28.8 

Zimbabwe N.A 
-

" Sources: FSSA reports and Article IV consultatlOns Staff Reports 

From t.he above table it is clear that NPLs were by far the highest in Ethiopia. Of course, NPLs 

were 'Iargely concentrated in state-owned banks (though a :few private banks were not 

immun~)194 According to Access Capital, in recent years, nOl!-performing loans, in private 

banks, have improved substantially and now average only about 5 percent of total loans. This is 

an important improvement but how is this improvement coming about? 

3.1.4 High Collateral-Based Lending Practices of Banks 

According to Access Capital, this improvement is partly attributable to the fimler supervision and 

oversight from the central bank. In fact, current bank regulations have criminalized management 

error or economic downturn so that losses on loans can lead to a jail term for those responsible 

, .. Access Capital , supra note 20. 
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for giving the loan l95
• Therefore, the law, by making it a criminal offense to lend money to a 

borrower who becomes unable to repay the loan, forces bankers to take excessive collateral in 

order to protect themselves from jail terms. 

Accordingly, banks and microfinance institutions tend to require at least 200% collateral l96
. That 

is the value of collateral required is normally twice the value of the loan, meaning that an asset 

can only be used to obtain financing up to 50% of its value. Although 200% is not outrageous 

(125% is normal in mature economies), requirements can be higherl97
• The second world Bank 

Investment Climate Assessment survey report released on August 24, 2009 indicated that 'the 

amount of collateral banks request has increased and become the highest in the developing 

world'. 

Moreover, th,e quality of evaluation is generally considered inadequate, with poor understanding 

of market and income production values by evaluators l98
. Consequently, existing collateral of a 

borrower (as opposed to new collateral the borrower wishes to purchase at a market price) is 

likely to be undervalued, thus further reducing the amount available against the asset. Even worse 

is that banks prefer to take pledges of the business as a going concern effectively tying up all 

assets of a business for any significant loan 199. 

Another reason for over-collateralization is that too few banks are sufficiently analyzing 

repayment capacity of , the borrower as the basis for lending2oo.Responsible lending is based on 

realistic assessment of·cash-flow and revenue projections. Once the borrower can prove its ability 

to repay the loan, the bank takes collateral as security against default or fraud and,encourages the 

likelihood of repayni.ent. The primary purpose of the collateral is not to payoff the loan in case of 

I'S Licensing and Supervision of Banking Business Directive No, Sbb/29/2002 

1% E-CLIR, (January '2007), "Ethiopia Commercial Law & Institutional Reform and Trade diagnostic" 

(Task Order No. 13, the Seldom Project. Addis Ababa, Ethiopia: United States Agency for International 

Developmen). 

197 Ibid. 

198 Ibid. 

199 Ibid. 

200 Ibid. 
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default, but to prevent default2o l. However, a significant number of loans in Ethiopia appear to be 

based on collateral as basis for repayment, not on the ability of the borrower to repay. Soundness 

of business plan/project and prospect to generate future cash flows and firms ability to provide 

transparent information including audited accounts are considered as having minimal importance 

in granting of loans and advances to firms in Ethiopia. As a result, banks are taking collateral 

they would not need and which could be available for secondary lending202. 

3.1.5 The Nexus between Stock Market and Banking Sector Development 

Various explanations can be given for the underdevelopment of the Ethiopian banking sector. 

One such explanation is that banks in Ethiopia lack "information capital". Information about 

potential borrowers is lacking. Audited reports are rarely required and when they are available are 

highly unreliable. There are no institutions that collect and analyze information about firms and 

businesses. Thus, when banks allocate credit they are operating almost in the dark. In such 

circumstances they are likely to give credit to those who are not really credit worthy and hence 

the high incidence of non-performing loans. Table 16 above shows that the incidence of non­

performing loans is the least in South Africa and the highest in Ethiopia. 

The lack of adequate infomlation and the associated high incidence of non-performing loans is 

also likely to make ihem excessively risk averse, and hence the excess liquidit/o3 Bank liquidity 

ratio is the highest in Ethiopia in comparison with the sampled countries. To do away with the 

high incidence of non-performing loans banks had to require high collateral. 

201 Ibid . 

202 Ibid. 

20) Other explanation for the excess liquidity of banks relates to the lending cap, action taken by the NBE 

as part of inflation containment measures, which has been in place since 2009. This measure is 

be lieved to have increased the amount of liquid assets held by the commercial banks particu larly those 

in the private sector. However, the lending cap, which mi ght have contributed to the excess liquidity of 

the banks, is a short lived one (2009-April 1,200 1) and is being lifted on April 1,2011. Yet, the NBE 

which announced the lifting of the lending cap on the said date has come up with another mechanism 

to the lending cap. 
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Deposit mobilization by the commercial banks has also been affected. Excess liquidity means 

that banks do not seek additional savings when the deposits they already have are sitting in their 

vaults. Indeed interest bearing long-term deposits would increase their cost of fund at a time 

when lending is very low and the banks had to invest in low interest yield T - bills. Banks have 

therefore failed to be active in mobilizing savings. This can be seen from the low saving rate of 

the countrl04
• Therefore, the Ethiopian banking sector is characterized not just by excess 

liquidity and low levels of lending but also low levels of savings with one feeding the other. 

Experience in mature economies show that responsible lending is based on realistic assessment of 

cash-flow and revenue projections not on collateral as basis for repayment. This means that credit 

based on company financial statements and management skills would have been the best 

procedures to follow for Ethiopian banks. However, for financial statements to be relevant for 

loan decision making, the necessary conditions for establishing the accuracy and reliability of 

such statements must be in place. It has been stated elsewhere that for bank intermediation to 

deepen it is necessary that frnancial information on borrowers is of good quality and controllable. 

When a company cannot fully and credibly reveal information on all material matters regarding 

the company including the financial situation, performance, ownership, and governance of the 

company, lenders will be unwilling to advance funds to such company. One way to ensure ;more 

accurate information on the financial status of borrowers is through improved quality of annual 

accounts and financial statements. To that end there must be a system that imposes mandatory 

periodic and on-going disclosure obligations at least on listed companies. 

This requires deep stock markets with efficient price discovery based on information disclosed as 

a result of the rules of the markets. Banks need accurate information about a firm's condition in 

order to assess risks appropriately. This demands that a company has well-documented and 

thoroughly audited books that are made available to banks. In other words, banks must satisfy 

themselves that companies have an effective disclosure system in place as a lending Prerequisite. 

However, there is no such disclosure system and accounting and audit practice in Ethiopia is 

underdeveloped. This is one of the major causes forcing banks to depend on high collateral 

) ... As per the data in the Report of the NBE 2003/4, average gross domestic saving rate for the years 

between 1991 and 2002/3 was only 4.4%. In the year2003/4, it was only 2.8%. 
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requirements, invest in low interest yield T-bills which is generally below I %, and suffer from 

bad loans. The introduction of a well functioning stock market is likely to be relevant to mitigate 

such problems of the banking system. The relevance of such stock market runs as follows. 

As a detailed discussion below will show, the development of stock markets, through the 

instrument of mandatory disclosure, improves the standard of financial reporting and the quality 

of information made available to banks. This means, stock markets can mitigate the lack of 

'information capital' on the part of banks by the generation and dissemination of information 

about prospective borrowers. As a result, when banks allocate credit they are unlikely to give 

credit to those who are not really credit worthy and hence, stock markets can mitigate the high 

incidence of non-performing loans. This in tum mitigates financing constraints for companies 

that are credit worthy. By so doing, a well functioning stock market should enable entrepreneurs 

to make long- term, more productive investments in physical capital. More productive capital 

implies higher return for entrepreneurs, which in tum helps banks to advance more funds 

confidently to these entrepreneurs. This ultimately mitigates the current tendencies of the banks 

of being very conservative in their lending practices-high dependence on collateral and thereby 

reducing the existing level of liquidity. Stock markets, by evening out the information asymmetry 

between banks and potential borrowers - by empowering banks with vital information which 

enables them to identifY the credit worthy borrower from the credit unworthy one, enhance 

efficient resource allocation by banks. In short, the introduction of efficient stock market in 
, 

Ethiopia is likely to enable banks to serve as informed agents or ' intermediaries on behalf society 

by building information capital necessary for the efficient allocation of resource. 

3.2 The Role of Introducing Regulated Stock Markets in Ethiopia in Protecting 

Investors 

The most commonly asserted function of Stock Markets is the protection of investors. However, 

what this ' protection' constitutes is never spelled out. There are different views in this regard. 

One such view is related to potential investors' protection in order to help issuers sell securities to 

the public. The public resists buying securities because of fears that any particular issue may be 

fraudulent. As a result, external financing mechanisms would tend to break down. Stock 
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markets, by providing a mechanism for appraisal of the value of firms, allow investors to make 

informed decisions about the allocation of their funds thereby helping issuers to raise fund205
. 

Securities purchasers (i.e. potential investors) rely in part on corporate information provided in 

financial reports to make their investment decisions. Availability of good information helps 

investors make informed decisions and provides better investor protection. Efficient stock 

markets (Stock markets are efficient if prices incorporate all available information) by demanding 

regular disclosure of adequate, reliable and timely information help investors make better 

investment decisions. 

Importance must also be attached to the means stock markets afford of readily transferring shares 

from hand to hand, an element which is vitally necessary to the creation of corporations. It is so 

certain that most people would be loath to give their money for even the highest grade securities, 

if they have no positive assurance that in case of necessity they could, at a moment's notice, and 

at a prevailing price obtain their value in cash by selling the same in a free market. But, when 

active secondary markets for securities exist, savers can be induced to provide the long-term 

funding that companies seek because savers are assured that the markets can provide them with 

liquidit/o6
. Thus, what is the equivalent of short-term investment for the security purchaser is 

transformed into long-term financing from the issuer's perspective. The more efficient matching 

of asset and liability maturities that result means less financial risk for companies and thus a more 

stable economic environment in general. 

However, information risks also flow from the significant potential for incentive misalignment in 

the principal/agent relationship and another view of investors' protection is that stock markets 

protect investors by providing them with higher returns. Stock markets can enhance efficiency in 

the corporate sector by monitoring management and exerting corporate control. Shareholders 

cannot effectively verify the efficiency of the management and stock markets can monitor the 

behavior of corporate managers and foster efficient use of company resources better than 

shareholders acting individually. Stock markets can also improve managerial efficiency by 

promoting competition through effective takeover or threat of takeover. These roles of stock 

lOl Kitch, supra note 94. 

206 Huebner, supra note 24. 
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markets are discussed below in the context of the two types of corporate ownership structures. 

Special emphasis is given to the emerging dispersed corporate ownership structure in the publicly 

held share companies. Accordingly, the second part of this chapter (3.2.1) discuses the role of 

introducing regulated stock markets in Ethiopia in light of the existing institutional, regulatory, 

and legal framework for investors' protection in the primary offering market. the third part of this 

chapter (3.2.2) discuses the role of introducing regulated stock markets in Ethiopia in solving or 

minimizing the "agency costs" that are supposed to exist in the publicly held share companies as 

a result of the emerging separation of ownership from control and the diffused ownership 

structure. 

3.2.1. The Role Of Introducing Regulated Stock Markets in Ethiopia in Light of the 

Existing Institutional, Regulatory, and Legal Framework for Investors' 

Protection in the Primary Offering Market 

The Commercial Code of Ethiopia has been facilitating the formation of share companies since 

its enactment in 1960207 However the formation of share companies was suspended during the 

Military Regime and was resumed only during its final years when it issued a policy of mixed 

economy and mainly after the collapse of the regime in 1991. Most of the companies formed at 

the beginning were private limited companies. For example, among the 125 companies formed 

from 1991 till the end of 1993,119 was private limited companies and only 6 were share 

companies208
. Although the rate of company formation improved subsequently, it was the number 

of private limited companies that increased at the accelerated rate as opposed to that of share 

,1 companies209
. Most of the share companies formed during this period often had five or a few 

more members. It was only since roughly 2005 that share companies started selling shares to the 

207 J.D. Von Pi schke (1968), "Shares and Share Trad ing in Add is Ababa", (Addis Ababa, College of 

Business Administration, Hailesi llassie I University), p. 4, note I. 

20S Abu Girma (1994), " Problems and Prospects for the Emergence of a Stock Market in Ethiopia," in 

Getachew Yoseph and Abdul Hamid Bedri Kello (Eds.), The Eth iopian Economy: Problems and 

Prospects of Private Sector Development (Addis Ababa, Proceedings of the Third Annual Conference 

on the Ethiopian Economy), p.217. 

209 Ibid. 
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wider public and thereby creating bigger shareholding base210 Table7 below shows the number 

of share companies formed between 2003 and 2009. 

Table I 7: Number of share companies formed between 2003 and 2009 in Ethiopia211 

Year of formation Number of share companies formed 

II Sept. 2003-10 Sept. 2004 17 

11 Sept. 2004-10 Sept. 2005 14 

II Sept. 2005-10 Sept. 2006 II 

11 Sept. 2006-10 Sept. 2007 30 

II Sept. 2007-10 Sept. 2008 17 

11 Sept. 2008-6 August 2009 21 
.. Source: The Department of Trade RegIstry at the MInIStry of Trade and Industry 

The rate of company formation through initial public offer of shares (IPOs) is growing. 

According to Access Capital research, in December 20 I 0 22 share companies targeted ETB 5.9 

been and an estimated number of 20 additional companies were looking for capital as well. A 

number of factors are probably triggering the growth of companies that are accessing the primary 

market as a source of funds. One important factor could be the limited capacity of the banks in 

the country to finance big and risky projects. As indicated above, the majority of banks in 

Ethiopia rely almost exclusively on collateral-based lending and the amount of collateral banks 

request is the highest even by developing countries standards. The impact of too high collateral­

based lending is that access to long-term credit from existing banks is limited. This seems to have 

forced newly emerging companies to find a complementary source of capital for long term 

financing offered in addition or as a substitute to the loans from the commercial banks. As a 

result, banks are increasingly being substituted by the general public as a source of funds by new 

share companies being established in a variety of sectors212 

The development of the primary market is promising because, among other things, it can fill the 

gap of long term capital requirements needed by companies. However, in the absence of a 

secondary market such development may not be sustained. Although the public is currently 

1I0 Fekadu, supra note 134. 

111 At the Federal Government level. 

211 Access Capital, supra note 20. 
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buying shares in the primary market their money is tied up as transferring is difficult because of 

the absence of a secondary market. Current share holders in share companies who want to 

transfer their shares for one reason or another can only do it if a secondary market exists. 

As a result of the absence of regulated and organized secondary market, investors currently trade 

securities informally in a completely unregulated market with out access to information necessary 

to determine whether to buy, sell, or hold their securities2l3 .This results in uncertainty as to the 

risks and rewards of the investment as well as uncertainty as to pricing of securities. This clearly 

shows why a stock market is relevant for Ethiopia: When active secondary markets for securities 

exist, investors can be induced to provide the long-term funding that corporations seek because 

investors are assured that the markets can provide them with liquidity. Thus, what is the 

equivalent of short-term investment for the security purchaser is transformed into long-term 

financing from the issuer's perspective. This also shows the interdependent and inseparable 

nature of the primary and secondary markets: when there is no organized, well regulated, and 

active secondary market, potential investors will not trust the primary market. The fact that the 

public is already buying shares in the primary market without organized well regulated, and 

active secondary market should not undermine the importance of such secondary market. 

Anothe;' factor making the primary market quite popular as a source of funds can be the limited 

.. 
investrhent possibilities available for Ethiopians. Ethiopians who ,are able and willing to invest 

domestically have very limited investment possibilities: they c~ put their assets into savings 

accounts (current return 5%), governrnent bonds (current retw;n 5.5%) and/or buy company 

shares in the primary offering market. But, the inflation rate is m~ch higher than the return of the 

savings account and the governrnent bonds. In July 2011 for instance, the inflation rate stands at 

39.2 %. Therefore, the saving incentive, is absent as the interest rate is 34.2 % lower than the 

inflation rate. Such negative interest rates were going on for some years in the past and this is 

possibly the cause that has forced some people to buy company shares hoping to achieve returns 

higher than the current inflation. 

The popularity of the primary market in Ethiopia should be encouraged for several reasons. First, 

it helps rai se capital for projects whose outputs are in the highest demand by society, and those 

enterprises which are most capable of raising productivity. Without the primary market, 

2Il Sanders, supra note 136. 
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companies must rely on internal resources (retained earnings) for investment funds or on bank 

financing. Such forced reliance on self-finance or on bank financing penalizes young companies 

whose products may have greater future demand. These new and growing enterprises often have 

little in the way of retained earnings. 

Banks in Ethiopia are also very conservative in their lending policies, thereby penalizing younger 

or emerging companies whose business risk is higher than those faced by established firms, and 

yet contribute to the dynamism and future growth potential of the economy through innovations. 

Even worse, currently banks, with the exception of the state-owned Commercial Bank of Ethiopia 

(CBE) and Development Bank of Ethiopia (DBE), are required to invest 27% Of their annual net 

loan disbursements in five-year bonds at a 3% interest rate as per the new directive issued by the 

NBE. The new directive, by compelling banks to invest in medium term bonds, would help to 

drain out the excess liquidity that has accumulated over the past three years. The proceeds of the 

bond issues will also be used to finance national development projects. However, the new 

measure will reduce the funds available for the private sector loans. After the banks purchase 

government bonds equivalent to 27% of their annual net loan disbursements, the total amount of 

money available for the private sector borrowers stands at 48% of the total deposits of the banks 

because 25% of the total deposits of the banks will be dedicated to the legal and liquidity , 
reserves. As indicated~ ·above, there is already a very high demand for greater acc.ess to credit in 

Ethiopia; collateral requirement by banks are already very high; long-term loan is already very 

hard to find at Ethiopia's private banks, and this has already become a major challenge to the 

competitiveness of private firms. 

The new directive issued by the NBE would create a further excess demand for loans. As a result, 

banks would further be tempted to focus on short- term loan; they may also require even higher 

collateral. They may also require higher interest rates. The effects of all this will be making long­

term loan even harder to find which in turn might hamper beneficial private sector investment. 

This demonstrates the need for equity finance as a complementary source of capital for long term 

financing offered in addition or as a substitute to the loans from the commercial banks. Secondly, 

the market can serve to increase the national savings rate by creating incentives to invest. Since 

securities are risky investments, they generally earn higher returns than more secure instruments 

such as bank savings deposits. Thirdly, the primary market can improve companies' capital 
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structure. Healthy debt/equity ratios are important for a robust economic system. In the absence 

of equity markets, debt/equity ratios inevitably rise. Finally, equity sales provide for a wider 

participation in enterprise management and for a wider distribution of corporate profits . These 

factors would help allay the fear that a few individuals or groups would dominate the private 

sector. Wider distribution of corporate profits develops a general sense of ownership and an 

assumption of responsibility on the part of the citizen. 

In order to embrace the above and other benefits, it is important to encourage the development of 

the primary market which is increasingly becoming popular. To that end, there must be adequate 

protection for investors in the primary offering market. However, review and analysis of 

Ethiopia's legal, regulatory, and institutional framework reveals that there is no adequate 

protection for investors in the primary offering market for the following reasons: 

I) There is no requirement that issuers of securities prepare and file a Registration Statement 

and Prospectus with an independent government agency for review and approval prior to 

offering and selling securities to investors 

2) There is no requirement that the Registration Statement and Prospectus contain full, fair, 

accurate, and timely disclosure of material facts and information regarding the issuer, the 
I , 

securities, and the offering prior to offering and selling securities to investors 
~ . 

3) There is no requirement that the Registration Statement and Prospectus contain Audited 

Financial Statements. With regard to the banking sector, Proclamation No. 592/20 I 0 

requires banks to provide Audited Financial Statements to NBE, but it appears that these 

Audited Financial Statements are not independently reviewed by NBE 

4) There is no requirement that issuers' Financial Statements be prepared in accordance with 

defined internationally accepted accounting principles. With regard to the banking 

sector, the Bank Proclamation merely provides that the NBE may direct banks to prepare 

financial statements in accordance with unspecified international financial statement 

standards 

5) There is no requirement that audit of issuers' Financial Statements be prepared in 

accordance with defined internationally accepted auditing standards (the Bank 

Proclamation merely provides that audits be carried in accordance with unspecified 

internationally accepted auditing standards) 
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6) There is no requirement that issuers wait until receiving independent government agency 

permission before offering and selling securities to investors (however, the Bank 

Proclamation does require that any transfer of shares that makes any person an influential 

shareholder shall be approved by NBE before such transfer is recorded in the register of 

shares) 

7) There is no requirement that issuers affirmatively provide the Prospectus to potential 

investors prior to offering and selling securities to investors 

8) There is no requirement that issuers offer securities to investors only by use of the 

Prospectus 

9) There is no provision for stopping, halting, or suspending the offer or sale of unregistered 

securities or other securities offered and sold in violation oflaw 

10) There are no adequate anti-fraud provisions in the event of material misrepresentations 

and omissions of material facts and other fraudulent conduct 

11) There is no inspection, investigative, or enforcement mechanisms for helping to ensure 

compliance by issuers, underwriters, investors, and other market participants 

12) There are no adequate civil, criminal, or administrative penalties for non-compliance with 

the registration and anti-fraud provisions. 

But, even in the absence of such protection, there are a number of share companies under 

formation who do not even provide the potential investors with a business plan and investors are 

buying shares. This may lead to fraudulent conduct on the part of issuers. As a result, the public , 
will start to resist buying shares because of fears that any particular issue may be fraudulent. As a 

detailed ' discussion below will show, the introduction of efficient stock market in Ethiopia will 

help potential investors in reducing the amount of fraud. In the absence of it potential investors 

will either resist buying shares or have to invest real resources to protecting themselves against 

fraud. A well-functioning stock market, by providing an effective deterrent against fraud, reduces 

this cost for buyers and makes it possible to sell shares at higher prices thereby helping issuers 

raise capital. 

A.~'::::: 
a. _ IIAt1I .... Iii. ..-

'!! . b j o~ ~ 

74 



(: 

o 

10 
I 
I 
I 

C' 

3.2.2 The Role ofIntroducing Regulated Stock Markets in Ethiopia in Solving 

or Minimizing the Agency Costs 

The discussion shortly above has stated that the number of companies under formation through 

initial public offer of shares is growing for various reasons even though there is no adequate 

protection for investors in the primary offering market. Another important development is the 

emerging of a dispersed ownership structure. There are also various reasons explaining the 

emergence of such structure of corporate ownership including the following: 

1. the design of company promoters who not only lower the minimum shareholding 

threshold to enable small income group to buy shares, but also provide the upper limit of 

share subscriptions preventing the emergence of block holders214 

2 . As far as share companies engaged in banking business are concerned ,there seems to be a 

governmental policy against block holding215 

3. The rise of inflation might have made saving less attractive for the small income group driving 

investment towards the widely avai lable publicly offered shares216 

Dispersed corporate ownership structure exists when shares are dispersed among many investors, 

each with an insignificant fraction of the total and no way of exerting control over the 

management. What amounts to effective control over the management is not clearly defined. For, 

214 For most of the initial public offerings (IPOs), the minimum shareholding is 5000 ETB .(5 shares) while 

the maximum allowed is 5 percent of the total shares offered. 

liS Article II (1) of Proclamation 59212008 (Proclarnation-No-592, 2008) which regulates banking , 
business, prohibits any person other than the FORE Government from holding more than 5 percent of 

the shares in bank. Moreover, whi le Article 2 (II) defines a shareholder who owns 2 percent or more of 

the shares as an influential shareholder, the Proclamation refers to fitness criteria to be met by such a 

person under Article 4 (I). The Proclamation also states that a share transfer that will make a person an 

influential shareholder be approved by the Nationa l Bank under Article 10 (1). Taken together, these 

provisions seem to show that, the government ' s policy is towards· diffuse ownership in the financial 

companies. 

216 In Habesha Cement S.C, for instance more than 40% of the shareholders have 5000 ETB (5 shares) 

each which is the minimum allowed holding, whereas 90% of the shareholders in Buna Bank (i.e., 10, 

350 out of 11,500) own less than 100,000 shares each. Likewise, in Brehan Bank S.C, the size of 

shareholders owning less than 100,000 is 95% percent, (i.e., 5708 out of 6000 shareholders). Source: 

Fekadu, P. G., Emerging Separation of Ownership and Control in Ethiopian Share Companies, 2010. 
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example, LLS (1999) used a definition of effective control of 20 percent ownership or more by a 

single entity/individual. But, a definition of effective control of 10 percent ownership or more by 

a single entity/individual is also possible. See also Article II (I) of Proclamation 592/2008 

below. Generally, a dispersed corporate ownership structure presupposes the absence of one 

person who has a big block of shares enabling hirnlher to exercise control. But, effective control 

could also b~ exerted by a small group of shareholders rather than by a single owner. Table 18 

below provides evidence of a high degree dispersion of ownership in some of the non financial 

. and financial companies. 

Table 18: Share Ownership Structure in Some of the Non Financial and Financial 
Comnanies 

Name of Company Combined Average Combined Noof The highest 
holdings of holding holdings of shareholders single holding 
highest 10 in % Directors in % 
holders in % in% 

.NON FINANCIAL COMPANIES 
Cheha Business S.C 5.64 0.564 3.954 177* 0.564 
Ehil Berenda Ehil 9.0 0.909 6.363 110* 0.909 
Negadewoch S.C 
Papirus school S.C 3.89 0.432 3.03 231 N.A 
Shola S.C 4.295 0.359 7.51 110 N.A 
SkvBus S.C 1.138 0.020 0.399 2793 
Yeshera Tera 6.57 0.657 5.921 152+ 0.657 

. Berhan Limat L' 

S.C 
Crystal Tannery S.C 6.666 0.083 2.583 630 N.A 

I 
I 

FINANCIAL COMPANIES ., 

Brehan Int. Bank+ undisclosed 0.016 Undisclosed 6000 1.4% 

Buna Bank undisclosed 0.008 Undisclosed I 1,200 0.9% 

Zemen Bank 9.37 0.034 2,878 2% 

Awash Int. undisclosed 0.037 Undisclosed 2700 Undisclosed 
Bank 

Source: Mmlstry of Trade and Industry 

• All the shareholders in these companies have evenly equal number of shares. 
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Dispersed corporate ownership structure has lead to large theoretical and empirical literatures 

dealing with managerial agency problems and the inefficiencies these create. High level 'of 

dispersed ownership means absence of owners of big blocks of shares (block holders). In a 

company with numerous shareholders, the absence of such block holders gives rise to the 

surrender by shareholders of control to managers. A key drawback of this arrangement is that 

managers are often not owners, and thus they will not bear the brunt in terms of lost investment 

and lost profits if the company fails to perform. As a result, managers may take actions that hurt 

the value of shareholders' investment. They, for example, may not be as vigilant as they should 

in overseeing the internal operations of the company, they may steal the profits of a company, 

they may engage in more distorted and wasteful diversion practices such as setting up 

intermediary companies into which they channel profits. Managers may also be tempted to pay 

inflated transfer prices to affiliated entities, or to overpay themselves, put relatives in 

management, and undertake some wasteful projects. Such behavior obviously harms the 

performance and financial viability of the firm and illustrates the need for investors' protection. 

Although the need for investors' protection in Ethiopia stems from the emerging dispersed 

ownership structure in publicly held share companies, it extends beyond solving the principal­

agent problem. Even in a concentrated company ownership model the sanle problems would 

anse. Dominant shareholders are likely to pose threats on minorities. Arranging for purchase of 

additional shares on favorable terms which is not available otherwise, is just one of many 

examples. In other cases, block-holders may transfer corporate assets by orchestrated transaction 

with related companies that skim profits from a publicly quoted firm in favor of privately owned 

ones. It is also possible for block holders to extract benefits via high pay and bonuses for 

employed family members and associates, inappropriate related party transactions, systematic 

bias in business decisions and changes in the capital structure, through special issuance of shares 

favoring the controller. Therefore, it is evident that both dispersed and concentrated company 

ownership have inherent ri sks. Failure to institute the appropriate mechanisms to protect 

investors jeopardizes the well-being of the entire economy. 

Hence, the next question that must be asked is: what control mechanisms are available to protect 

investors against expropriations by managers and/or dominant shareholders in Ethiopian publicly 

77 



o 

o 

held share companies. As discussed above, effective investors' protection relies on a combination 

of internal and external control mechanisms. 

With regard to the internal control mechanisms scholars such as La Porta, Lopez-de-Silanes, 

Shleifer, and Vishny (1998) identify six different types of shareholder rights that mayor may not 

be present in any country's company law. They also aggregate these rules into shareholder rights 

index -called "antidirector rights index". The variables within the index are used as proxies for 

the stance of the law toward investors' protection. If present, each of the following six 

shareholder rights provides an important investor protection: 

I. The right to proxy voting by mail; 

2. Absence of the obligation provided by law compelling shareholders to deposit their shares 

prior to shareholders' meeting; 

3. Cumulative voting or proportional representation of minorities on board of directors; 

4. Legally recognized right of shareholders to sue directors or to challenge the decisions of 

shareholder meetings in court; 

5. The minimum percentage of share capital that entitles a shareholder to call ordinary 

general meeting is less than or equal to 10 percent; and 

6. Shareholders have pre-emptive rights when new shares are issued that can be waived only 

. by a shareholder vote. 

The "anti director rights index" mentioned above is a summary measure of shareholder 

protection. This index ranges from zero to six and is formed by £dding one when: the country's 

law 'allows shareholders to mail their proxy vote to the firm (and zero otherwise); shareholders 

are not required to deposit their shares prior to the General Shareholders' Meeting; cumulative 

voting or proportional representation of minorities in the board of directors is allowed; an 

oppressed minorities mechanism is in place; the minimum percentage of share capital that 

entitles a shareholder to call for an Extraordinary Shareholders' Meeting is less than or equal to 

10 percent; and shareholders have preemptive rights that can only be waved by a shareholders' 

vote. Countries that score one point for each of these variables obtain six points. 

These indices are also in conformity with the OECD Principles on Corporate Governance. The 

principles are adopted by the governments which are members of the OECD itself. The OECD 

Principles on Corporate Governance cover five areas of concern: I) the rights of shareholders, (2) 
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the equitable treatment of shareholders, (3) the role of stakeholders in corporate governance, (4) 

disclosure and transparency, and (5) the responsibilities of the board. 

The rights of shareholders include a set of rights including secure ownership of their shares, the 

right to full disclosure of information, voting rights, participation in decisions on sale or 

modification of corporate assets including mergers and new share issues. The guidelines go on to 

specify a host of other issues connected to the basic concern of protecting the value of the 

corporation. 

In the area of equitable treatment of shareholders the OECD is concerned with protecting 

minority shareholders' rights by setting up systems that keep insiders, including managers and 

directors, from taking advantage of their roles. Insider trading, for example, is explicitly 

prohibited and directors should disclose any material interests regarding transactions. 

The OECD also recognizes that there are other stakeholders in companies in addition to 

shareholders. Banks, bond holders and workers for example are important stakeholders in the 

way in which companies perform and make decisions. The OECD guidelines layout several 

general provisions for protecting stakeholder interests. 

The guidelines provide a great deal of detail about the functions of the board in protecting the 

company, its shareholders, and its stakeholders. These include concerns about corPorate strategy, 

risk, executive compensation and performance, as well as accounting and reporting systems. 
. / 

Finally the OECD lays out a number of provisions for the disclosure and communication of key 

facts about the company ranging from financial details to governance structures including the 

board of directors and their remuneration. The guidelines also specify that annual audits should 

be performed by independent auditors in accordance with high quality standards. 

The major thrusts of the OECD principles are for better disclosure of important information to 

shareholders and vigorous protection of shareholder interests. Although the OECD Principles are 

a useful starting point to protect investors, they focus mainly on internal controls and are 

designed primarily for listed companies that function within an effective legal and regulatory 

environment with adequate competition. With this concept in mind lets have a look at that the 

investors protection regime of the Commercial Code of Ethiopia. 
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The Commercial Code, under Articles 398(1) and 402 provides for Voting by proxy but no 

voting by mail is allowed. The minimum percentage required for shareholders to call general 

meetings is 10% of the capital under Article 391(2). Likewise, the pre-emptive right of 

shareholders to buy newly issued shares in proportion to their shareholding is unequivocally 

provided under Article 345(4) and 470(1). Article 352 calls for proportional representation of 

minorities in boards though it lacks clarity. A shareholder's right to challenge decisions of the 

general meeting is provided under Article 416(2-5). Article 463 also gives minorities the right to 

withdraw from the company when fundamental changes are made to the Articles of Association, 

or to the company. 

However, Article 40 I of the Code specifically requires shares to be deposited during shareholder 

meetings. The other important minority protection mechanism the Commercial Code fails to set 

out under Article 365(1) is the derivative suit mechanism i.e., the right to initiate suits against 

directors or third parties on behalf of the company. 

Generally, the investors' protection regime of the Commercial Code meets three of the six criteria 

from La Porta et al. index. Given that the protections lacking under the Code are the most 

important ones that can minimize minority shareholder exploitation by managers and/or block 

holders, it can be said that the law is inadequate in shareholder protection. 

Yet a slight twist can raise the scores in these indices. For instance the cumulative voting under 

Article 352 can say what it is supposed to mean with a slight revision. So does the question of 
I 

proxy voting by mail. 

From the above discussion it is clear that the internal control mechanisms are important for 

protecting investors. It is also clear that the investors' protection regime of the Commercial Code 

is inadequate. Therefore, revision of the commercial code is a useful starting point to ensure a 

better investors protection. Yet effective investors' protection relies on a combination of internal 

and external controls. In order for these internal control mechanisms to have a meaningful effect, 

they must be buttressed by a variety of extra-firm institutions (referred to as external controls). 

As mentioned above the internal control mechanisms are designed primarily for listed companies 

that function within an effective legal and regulatory environment with adequate competition. 

Yet, Ethiopia does not have a stock market. Moreover, the set of institutions that provides the 
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essential legal and regulatory framework and a competitive self-enforcing environment is either 

absent or weak. However, without this framework, internal controls no matter how well designed 

will have little impact. These institutions provide a level playing field and ensure that internal 

corporate governance procedures adopted by firms are enforced and that management is 

responsible to owners and other stakeholders. 

To start the discussion on how stock markets protect investors, it is appropriate to start with the 

stock exchange. A stock exchange may be defined as any organization set up for the purpose of 

providing a trading platform, where buyers and sellers can meet to transact in securities. If a 

company wants its securities to be traded in a stock exchange, it must be listed. Listing is a 

regulatory process through which the securities of a public company can become eligible to be 

traded in a regulated stock exchange. 

In order to ensure that securities trading on the exchange meet some minimum procedural and 

quality requirements, the exchanges set requirements for ' listing' a security on the exchange. So, 

at the time of listing securities of a company on a stock exchange, the company is required to 

enter into a listing agreement with the exchange. Listing rules also spell out in considerable 

detail informatioh which must be disclosed by companies as a condition of' listing. These listing 

requirements often include the requirement that financial data be au\lited by recognized 

professional accountants. 

In addition to any information required by the listing rules as a c6ndition of listing, security laws 

also impose a general duty of disclosure in respect of listed companies. Pisclosure remains a 

central principle of the listing regimes for companies after they have been admitted to listing. The 

rationale for such disclosure is that it is necessary for the proper functioniQg of the market as it 

enables investors to make informed decisions. Economic theory holds that for markets to operate 

efficiently, investors must be fully informed when making investment decisions2l7. Disclosure 

obligations imposed on listed companies attempt to ensure that this is the case with regard to 

information concerning the business of such companies. Such disclosure obligations are referred 

to as 'continuing obligations' which can be categorized as periodic disclosure obligations and on­

going disclosure obligations. The main example of periodic disclosure is the requirements 

217 Macneil, supra note 38. 
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relating to the publication of financial information on a regular basis. On-going disclosure 

requires particular types of information to be publicized whenever they occur. The most wide­

ranging obligation of thi s type requires listed companies to disclose material developments in 

their business and changes in their financial position which are not public and are likely to have a 

significant effect on their share price. 

A basic distinction can be drawn between listed and unlisted securities. The attraction of listing 

for shareholders is that the liquidity of their holding is improved. Listed securities generally have 

a higher degree of transferability and liquidity than unlisted securities, for which there may be no 

real market or one with only very limited liquidity. The attraction of liquidity (in essence the 

ability to buy or sell) for investors, in return, is that their protection is improved. At the end of the 

day, liquidity is all that counts for the investor and issuer, and is actually the benchmark for each stock 

market. All over the world, the first question of market participants, who a& interested in doing some eM 

transactions will be the question of liquidity. It is a bit like a vicious circle: if there is no liquidity, there is 

no interest in the market. [fthere is no interest in the market, there will be no liquidity. 

The link between liquidity and investors protection is created by takeovers. The relevance of 

takeovers to investors' protection is that the threat of take oyer can act as disciplining mechanism 

for the board of directors/management. A poorly performing company faces the threat of 

takeover because the shareholders are likely to lose confidence in the existing management and 

may prefer to accept a takeover offer than to hope for a recovery in the share price. Although a 

,change in control resulting from a takeover does not automaticallY lead to changes in the board of 

tlirectors, this is likely to occur in most cases as the new tshareholders will want to install new 

directors to give effect to their plans. The threat of removal as a result of a takeover can represent 

just as serious as threat to a board of directors as any other sanction for poor performance and 

therefore takeovers can potentially be a significant mechanism for investors' protection2l8. 

Takeovers can be viewed as an example of shareholders collectively exercising the 'exit' option. 

The rationale for a takeover offer is that the bidder believes a company is being run inefficiently 

and that benefits can be gained through a change of control. In order to gain control, it is likely 

that a bidder will have to pay a premium over the prevailing market price. The premium reflects 

218 Ibid. 
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the special circumstances in which the 'exit' option is being exercised and the value attached to 

control of a company. While the sale of a shareholding normally does not carry with it any real 

control over a company, a takeover offer is designed to transfer control and therefore a bidder 

will attach a higher value to shares that deliver control of a company219 In principle, the size of 

the premium that a bidder should be prepared to pay to gain control should be less than the 

benefits that result from the change in control. If it were otherwise, the bidder would be over­

paying for the target and while the target shareholders would benefit, shareholders of the bidder 

would suffer loss as a result of the transaction22o. 

However, several conditions must be met for takeovers to operate as an effective disciplining 

mechanism. First, there must be a liquid stock market If there is not, it is unlikely that a bidder 

will be able to acquire sufficient shares in the target company to gain control. For this reason, 

takeovers are relatively rare in countries with ' bank centered ' systems of corporate governance, 

in which share ownership is often heavily concentrated. They are more commonly associated 

with countries such as the UK and USA, in which share-ownership is relatively dispersed and 

there are large and liquid capital markets221 . Second, there must be rules in place that ensure fair 

and equal treatment of the shareholders in target companies. If there are not, it is likely that 

arbitrary treatment of different shareholders will lead to widespread resistance to takeovers on the 

part of shareholders who do not fall within the favored groupm. Third, there must be adequate 

disclosure to the shareholders of the target company to enable them to make a decision on the 

offer. This is particularly the case when the offer is a 'share-for-share' 131 offer under which the 

shareholders in the target company are being offered shares in the bidder. Unless the target 

shareholders have adequate information they will be unable to judge whether the benefits claimed 

by the bidder as a result of the takeover can realistically be achieved223
• 

Disclosure is also designed to support efficient price formation. It is typically justified by 

reference to its support of the market efficiency dynamics which translate information into the 

219 Ibid. 

220 Ibid; 

12I Ibid. 

122 Ibid. 

22) Ibid. 
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price of securities. Exchanges require listed companies to make timely and accurate disclosure on 

all material matters regarding the companies, including the fmancial situation, performance, 

ownership, and governance of the company224. As a result owners ofa company who monitor the 

market price of their shares can there by infer whether the agents are acting in their best interest. 

Hence, the stock market can be an important mechanism for corporate control. The quality of 

managerial decision-making is an input in the choice of investors, whose judgment on company 

. performance is summarized in the share price. If the managerial team is thought to be 

incompetent or venal, the share price will be low relative to otherwise comparable firms, which 

can place pressure on managers in various ways. Stock price can be linked to managerial pay and 

bonuses. It can get a manager fired or hired225
. 

3.3 Preconditions and Determinants of Stock Market Development 

3.3.1 Preconditions of Stock Market Development 

To understand the important role played by stock markets in protecting investors, it is important 

to understand how stock markets work. A well-functioning stock market creates appropriate 

linkages of information, incentives and governance between managers and investors. This 

process is supposed to be carried out through a network of intermediaries that include 

information analyzers such as financial analysts and ratings agencies; assurance professionals 

such as external auditors. These parties, who are themselves subject to incentive and governance 

problems, are regulated by a variety of institutions. What follows is a description of the set of 
I 

some of these'preconditions for stock market development. 

The Accounting and Audit Infrastructure 

Stock markets rely on information intermediaries for the dissemination of information to the 

market and to monitor performance of listed companies. Therefore, information should be 

prepared and disclosed in accordance with high quality standards of accounting. The application 

of high quality standards is expected to significantly improve the ability of investors to monitor 

the company by providing increased reliability and comparability of reporting, and improved 

insight into company performance. The quality of information substantially depends on the 

w OEeD, supra note 105. 
'll E . - stnn, supra note 22. 
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standards under which it is compiled and disclosed226 An annual audit should be conducted by an 

independent, competent and qualified , auditor in order to provide an external and objective 

assurance to the exchange, regulator, board, shareholders and other stakeholders that the financial 

statements fairly represent the financial position and performance of the company in all material 

respects. In addition to certifying that the financial statements represent fairly the financial 

. position of a company, the audit statement should also include an opinion on the way in which 

financial statements have been prepared and presented. This should contribute to an improved 

control environment in the company. 

Information Analyzers 

In addition to demanding independent and competent auditors, stock exchanges are 

complemented by an effective approach that addresses and promotes the provision of analysis or 

advice by analysts, brokers, rating agencies and others, that is relevant to decisions by investors, 

free from material conflicts of interest that might compromise the integrity of their analysis or 

advice. These intermediaries, if they are operating free from conflicts and with integrity, can play 

an important role in providing incentives for company boards to follow good corporate 
. . 227 

governance praCl!ces . 

Regulators and Standard Setters 

Regulatory institutions provide an additiona! set of players in the working of stockmarkets. The 

regulatory mechanisms of stock markets are divided into internal and external.> Internally, Self-, 
Regulatory Organizations (SROs) exercise some direct oversight responsibility for their 

respective areas of competence and to the extent appropriate to the size and complexity of the 

markets. Various models of self-regulation exist and the extent to which self- regulation is used 

varies. The common characteristic of SROs, in most jurisdictions is a separation from the 

government regulator (although government oversight and authorization generally exists). 

Accordingly; stock exchanges have the power to ensure compliance with applicable laws by their 

members through investigation and disciplinary measures. The regulatory fran1ework of stock 

exchanges usually comprises a set of rules reflected in: 1) the companies' law, 2) the governing 

law of the regulatory agency, and 3) the listing rules of the stock exchange. In the typical case, 

226 OECD, supra note ·1 05. 

127 Ibid. 
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the provision of the companies' law provides the starting Point for regulating capital markets. 

Regulatory agencies and stock exchanges do not reenact the provisions in the companies' law but 

tend to introduce additional and more detailed rules2n Regulation of the accounting profession is 

delegated to an SRO, a body intended to oversee the education and training of the profession, 

registration of accountants and auditors, establishment of standards for them, regulating their 

performance including investigation of possible shortcomings. 

From the above discussion it is clear that the regulatory regime of stock markets makes 

. appropriate use of Self-Regulatory Organizations. However, SROs are subject to the oversight of 

the external (government) regulator and must observe its standards when exercising powers and 

delegated responsibilities. The regulator requires any SRO to meet appropriate standards before 

allowing the organization to exercise its authority. Oversight of the SROs is ongoing. Moreover, 

once the SRO is operating, the regulator assures it self that the exercise of this power is in the 

public interest, and results in fair and consistent enforcement of applicable securities law, 

regulations and appropriate SRO rules. As a condition to authorization, the regulator should 

require a SRO to: 

• Have the capacity to carry out the purposes of governing laws, regulations and SRO rules, a 

o capacity to enforce compliance by its members and associated persons with those laws, 

'n 
I , 

regulations, and rules; 

• Treat all members of the SRO and applicants for membership in a fair and consistent 

manner; 
I , 

~'. • Develop rules that are designed to set standards of behavior for its members and to promote 

investors' protection; 

• Submit to the regulator its rules for revIew and\or approval as the regulator deems 

appropriate , and ensure that the rules of the SRO are consistent with the public policy 

directives established by the regulator; 

• Cooperate with the regulator and other SROs to investigate and enforce applicable laws and 

regulations; 

• Enforce its own rules and impose appropriate sanctions for non- compliance; 

m Mensah, supra note 167. 
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• Assure a fair representation of members in selection of its directors and administration of its 

affairs; 

• Avoid rules that may create uncompetitive situations; and 

• Avoid using the oversight role to allow any market participant unfairly to gain advantage in 

the market229
• 

Regardless of the extent to which self-regulation is used; the government regulator retains the 

authority to inquire into matters affecting investors or the market. Where the powers of an SRO 

are inadequate for inquiring into or addressing particular misconduct or where a conflict of 

interest necessitates it, the regulator takes over the responsibility for an inquiry from an SRO. It 

is important therefore, to ensure that the information provided by the SRO to the regulator allows 

these matters to be identified at an early stage. 

The most prominent feature stock market regulation is the mandatory disclosure system. Stock 

exchanges require listed companies to provide them with periodic disclosure, at a minimum, on 

an annual basis though some require periodic disclosure on a semi-annual or quarterly basis, or 

even more frequently in the case of material developments affecting the company. Information 

must be prepared and disclosed in accordance with high quality International Accounting 

Standards rather than the more opaque accounting rules. An annual audit should be conducted by 

an independent, competent and qualified, auditor in order to provide an external and objective 

assurance to the board and shareholders that the financial statements fairly represent the financial 
. .I 

position and performance of the company in all material respects. A number of countries are 

tightening audit oversight through an independent entity. Indeed, the Principles of Auditor 

Oversight issued by IOSeO in 2002 states that effective auditor oversight generally includes, 

inter alia, mechanisms: " ... to provide that a body, acting in the public interest, provides oversight 

over the quality and implementation, and ethical standards used in the jurisdiction, as well as 

audit quality control environments"; and " ... to require auditors to be subject to the discipline of 

an auditor oversight body that is independent of the audit profession, or, if a professional body 

119 IOSCO. (2007), Objective and Principles of Securiti es Regulation. IOSCO. www.iosco.org 

Ilibrary/pubdocs/pdflIOSCOPD 154.pdf., p.26. 
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acts as the oversight body, is overseen by an independent body,,2JO It is desirable for such an 

auditor oversight body to operate in the public interest, and have an appropriate membership, an 

adequate charter of responsibilities and powers, and adequate funding that is not under the control 

of the auditing profession, to carry out those responsibilities. 

One of the major purposes of stock market regulation (be it internal or external) is the protection 

of investors. Full disclosure of information material to investors' decision is the most important 

means for ensuring investor protection. A strong disclosure regime that promotes real 

transparency is central to investors' ability to exercise their ownership rights on an informed 

basis. Disclosure, with its 'self-help' connotations, is strongly associated with the empowerment 

model. It forms a central element of current retail market policy internationally, reflecting the 

ingrained assumption that disclosure can support better decision-making and stronger market­

based saving2ll. Investors are better able to asses the potential risks and rewards of their 

investment and, thus, to protect their own interests. Disclosure can empower investors to achieve 

their investment objectives232. Experience in countries with large and active equity markets 

shows that disclosure can be a powerful tool for influencing the behavior of companies and for 

protecting investors. By contrast, weak disclosure and non-transparent practices can contribute to 

unethical behavior and to a loss of market integrity at great cost, not just to the company and its 

shareholders but also to the economy as a whole233
• 

As key components of disclosure requirements, accounting and auditing standards must be in 

place and they should be of a high and internationally acceptable quality. An important point I 

would like to emphasize here is that the development of stock markets is usually accompanied by 

increased reporting standards and requirements which is a strong incentive for the improvement 

of accounting and auditing. The reason is that stock exchanges have strong incentives to require 

listed companies to comply with improved accounting and auditing standards. Because 

e'itchanges incomes rise as the volume of transaction rises, they create stock markets that attract 

llO OECD, supra note 105. 

H I Moloney, supra note 7. 

III Tafara, E., & Peterson, R. (2007), A Blueprint for Cross-Border Access to US Investors: A New 

International Framework. Harvard International Lmv Journal, -18 (31). 

lJJ OECD, supra note 105. 
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investors by adopting rules that benefit the later. It is only natural for stock exchanges to act like 

this because this is the same reason that applies to the incentive of any producer to supply goods 

or services that consumer's desire234 An exchange will survive only if a sufficient number of 

investors find it worthwhile to use the exchange'S facilities to purchase the securities listed on the 

exchange235
. Whether an exchange is attractive or not to investors depends on its capacity to seek 

and enforce contractual commitments and legal obligations to disclose from a broad cross-section 

. of firms. The necessity of attracting investors who have ample alternatives should lead exchanges 

to choose rules and listing standards that produce adequate, reliable and timely information236
. 

Therefore, the need for disclosure of financial information is a strong incentive for the 

improvement of accounting and auditing standards. 

3.3.2 Assessment of the Preconditions of Stock Market Development in 

Ethiopia 

Implicit throughout this discussion is that developing stock markets is a means to ensure 

investors protection. As already discussed above, the development of stock markets is usually 

accompanied by increased reporting standards and requirements, which contribute to the 

efficiency of the markets and their mobilizing and allocating functions. The development of 

widely accepted accounting procedures, checked by independent external auditors is also 

assumed to be an important benefit derived from the development of stock markets. However, 

there is a strong argument that claims the key infrastructures mentioned above are the necessary 

pre.eonditions for the development of stock markets. Accordinl to this line of argument, the 

institutions such as the accounting and audit must come first before the actual establishment of 

m Mahoney, P. G. (1997), "The Exchange As A Regulator" (Virginia Law Review ,No. 83), 1453-1500. 

23' The discussion above shows that many of the stock markets of the sampled countries are illiquid. Some 

attribute the illiquidity of the markets to lack of confidence in the operation of the exchanges by the 

general public because of weak institutional infrastructure to support the operation of the stock markets. 

So, if an exchange will survive only if a sufficient number of investors find it worthwhile to use the 

exchange's facilities to purchase the securities listed on the exchange and if many of the said stock 

exchanges do not enjoy suffic ient public confidence, what explains their surviva l? According to IMF, 

2006, all SSA stock markets remain dependent on regional government subsidies for their operation. 

2)6 Ibid. 
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stock exchanges. This argument reminds us the classic "chicken and egg story". Although this 

argument might seem relevant, it cannot be fully endorsed because unless there is a stock market, 

the related institutional infrastructures may not develop. Institutions such as , stock brokers and 

rating agencies need a stock market before they appear to exist. 

Having said this, the argument that institutions such as the accounting and audit are the necessary 

preconditions for the development of stock markets can't be totally ignored. It is possible that 

these two causal processes may not be mutually exclusive and may very well be a natural feature 

of the links between the development of stock markets and, for instance, the development of 

accounting and auditing standards. It is true that the development of stock markets positively 

contributes to the improvement of accounting and auditing standards. It may equally be true that 

well developed accounting and auditing standards are critical inputs for the proper functioning of 

stock markets. Stock market is not a closed system, it is an open system whereby it affects and is 

also affected by what is happening in the overall environment. Hence, it is appropriate to assess 

the level of development of the key institutional, regulatory, and legal infrastructures which are 

essential for proper functioning of stock markets. 

Financial Intermediaries 

Currently, Ethiopia has no independent financial intermediaries that can effectively satisfy the 
, 

operational needs of a stock market. However, it is possible to use existing banks to set up 
, 

independent, fully capitalized subsidiaries as brokers, investment dealers and underwriters. 
/: 

Information Intermediaries 

As critical information intermediaries, the roles of accounting and audit to the well functioning of 

stock market are paramount. Stock markets rely on information intermediaries to disseminate 

information to the market and to monitor performance of listed companies. Hence, it is 

appropriate to review Ethiopia's accounting and audit infrastructure from this input side study of 

stock market development. Table 19 below summarizes the institutional framework for stock 

market development in Ethiopia. As can be seen from the table below, Ethiopia lacks any 

properly legislated regulatory standards governing the presentation of financial statements and 

the auditing of such statements. As a result, the credibility of financial information is diminished 

by the variability of its quality. This includes financial statements provided to: 
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'" Banks for providing finance to the private sector 

'" The tax authorities for the determination of tax liabilities 

'" Trading partners for the extension of credit and support of relationships 

'" Stockholders for the evaluation of the business in which they have invested237
. 

o 

, 

237 Martin, supra note 162, p.12. 
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Table 19 Institutional Framework for stock market development in Ethiopia 

Assurance 

Professionals 

(External Regulator orthe Profession Accounting/Auditing Standards Standard Setters 

auditors) 

(nfannalion 

Analyzers 

(Financial 

analysts, 

Rating 

agencies) 

The private sector Current ly, the Office o f the Ethiopia lacks any properly legis lated The Office of the none. 

audit profession is Federal Auditor General regu latory standards governing the Federal Aud itor 

relatively small. By [DFAG] regulates the pri vate presentat ion of financial statements and General [DFAG] is 

2005, there were 

around 50 

sector accounting and 

audi ting profession. It is also 

the auditing of such statements. Currently, 

there is no single accepted and 

supposed to set the 

accounting/auditing 

registered Auditi.ng responsible for licensing documented set o f accounting or auditing standards. However, 

auditors. However, it is not standards, However, in 2003, the then there are no such 

conducting a mon itoring and Board of Ethiop ian Professional standards currently. 

investigat ion funct ion. There Assoc iation of Auditors and Accountants But, there is a plan for a 

is no such funct ion operating (EPAAA] lobbied the OFAG to adopt the National Accounting 

in Eth iopia2J9
, Internat ional Standards on Audit ing and Auditing Board 

[I SA's] and the later responded in August (NAAB) or a Standard 

2003 by instructing all audi tors to adopt Setting Body (SSB) 

the ISA's for all audit reports wh ile under OFAG. 

"customizing them for use in Ethiopia", 

Unfortunate ly, it quickly became clear that 

these moves were premature. The 

profession was unprepared for such a 

major move. As a resu lt, the OF AG 

instmction to auditors has not been 

implemented, while EPAA and OFAG 

work Qut realistic next steps towards 

proper regu latory standards, particu larly a 

financial reporting framework that is 

officially recogniud fo r adoption in 

Ethiopia. 240 
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Because of the fact that financial information prepared by companies in Ethiopia is not credible, 

banks and the tax authorities do not rely on audited financial statements in granting loans, and 

upon filing of tax returns by companies respectively (Martin, 2005. I have repeatedly stated that 

the value of adequate, reliable and timely information for investors is extremely important. 

Investors pay enormous amount of money to strangers for completely intangible rights, whose 

value depends entirely on the quality of the information that the investors receive. However, the 

· integrity of financial information is seriously questioned and therefore, investors are expected to 

be less protected. Therefore, in order to protect investors, there is an urgent need to introduce 

stock markets. In the absence of organized stock markets there can be no meaningful protection 

of investors. Indeed, this is the most fundamental question that the growth of dispersed ownership 

in Ethiopia is posing. 

· Regulatory and Legal Framework 

Currently, Ethiopia doesn' t have an adequate legal and regulatory framework that can serve as a 

foundation for a secondary trading market. Ethiopia's existing laws are inadequate for the 

. . secondary trading market for securities, There is no independent securities commission 

responsible and properly empowered for the regulation and supervision of the secondary trading 

· market. Table 20 below summarizes the legal and regulatory framework for the. secondary trading 

market for securities. 
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The Draft Proclamations for the Regulation of the Purchase and Sale of Securities in the 
Secondary Trading Market and for the Regulation of the Offer, Sale, and Issuance of 
Securities in the Primary Securities Market 

Section 4 of The Draft Proclamation for the establishment of the Ethiopia Securities Commission 

establishes the Ethiopia Securities Commission. Under the Draft Proclamations, rules relating to 

stock exchanges; stock market institutions, participants and licenses; Securities transactions and 

. registers; market misconduct; Administrative and civil actions; Disclosure of information; and 

Other provisions are developed. The legal and regulatory framework as stipulated by the Draft 

Proclamations seems adequate to enable the Commission to fulfil its tasks of regulating the 

securities market. As the Commission is empowered by the Draft Proclamations to make its own 

rules and regulations as and when necessary, it has all the means on hand to enforce an efficient 

market supervision to safeguard the interests of investors. Under the Draft Proclamation for the 

regulation ofthe offer, sale, and issuance of securities in the primary securities market and for the 

establishment of the Ethiopia Securities Commission Prospectus Requirements, the Commission 

can ensure from the very beginning that full and reliable information for all securities issues is 

being given to the public to foster the confidence of investors in the securities market. 

3.3.3 Determinants of Stock Market Development 

The experience of the sampled countries and the literature suggest that the existence or creation 

. of certain political, economic, and policy environments can smooth the process of stock markets 

development. , 
I 

I. Political environment. Political uncertainty is detrimental to any investment. Investors' 

projection of future political conditions, both domestic and international, directly affects 

their willingness to invest in such risky financial assets as stocks. Government stability and 

consistency in applying financial and economic policies tends to increase investors' 

confidence and to increase the flows of capital from savers to productive investments. 

2. Economic environment. The key determinants for the success of securities markets 

include sufficient demand for and supply of securities. Demand for securities depends on 

the amount of capital available for investment in the hands of individuals and institutions. 

In very low per capita income nations and where corporate investment funds are in short 

supply, demand for securities cannot be expected to be high. Garcia and Liu, (1999) find 
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that sound macroeconomic environments and sufficiently high income levels-GDP per 

capita, domestic savings, and domestic investments-are important determinants of stock 

market development in emerging markets241
. 

The degree of familiarity of potential investors with the securities markets operation affects 

demand. The existence of investment alternatives affects both the demand for and the supply of 

securities. Thus, bank deposit interest rates, tax policies, and the capitalization of securities 

markets are all considered by owners of capital when they make, investment decisions. Investors 

must be convinced that the risks of securities ownership are likely to be offset by returns that 

sufficiently adjust for those risks as compared with more secure investments. 

The supply of securities is as important to the smooth operation of a market as the presence of 

demand for them. When too few securities are available for purchase and trading, it may be 

difficult to attract investors, who may doubt that a large enough market exists to ensure the 

liquidity of their investments. The result will be a shallow, sluggish market that does not perform 

its function. In cases where demand for securities is high but few issues are available, securities 

prices may rise to unrealistic levels. Experts believe that a minimum number of issues required 

for the successful institution of a stock ~arket is 20 profitable companies242
. 

3. Policy environment. To encourage development of healthy securities markets, legal 

inducements that affect the supply and demand for securities are helpful. Such incentives '[ 

include tax exemptions or reductions for income derived from capital gains and/or dividends 

from securities issued by publicly traded companies; tax credits for owners of publicly traded 

shares; tax deferral for dividends, interest and capital gains from securities purchased for 

retirement funds; and tax breaks for companies that list their shares on exchanges. While 

governments have important policy roles in the early stage of securities market development, 

their future involvement should be primarily catalytic and supervisory to create a sense of 

confidence in the public about the market. 

3.3.4 Assessment of the Determinants of Stock Market Development III 

Ethiopia ' 

The previous sections have provided empirical evidence and theoretical justification for the 

introduction of regulated stock markets in Ethiopia in terms of their relevance to the financial 

intermediation of the country and the role they may play in protecting investors. A portion of this 
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section has also assessed the key infrastructures for stock market development in Ethiopia. The 

next question, therefore, is what determines stock market development in Ethiopia? 

Based on the above observations and the previous discussions, developing stock markets in 

Ethiopia face several direct challenges: 

~ High level of poverty. As the average household income is very 10~43, people do not have a 

lot of assets to save or even to invest. This is seen as impediment for setting up a liquid stock 

market. 

~ Low level of public awareness about securities markets. The degree of awareness by potential 

investors of investments in stocks affects demand for stocks. 

~ Lack of institutional capacity to facilitate stock trading. Stock markets work most efficiently 

when such intermediaries as brokers, dealers, underwriters and the like are knowledgeable, 

professional, skillful, honest, and have sufficient resources to perform their functions. 

~ Inadequate Legal, regulatory, accounting, tax244
, and supervisory systems influence stock 

market liquidity. 

~ Low implementation capacity on the part of the government regulator as a result of 

insufficient resources and lack of knowledge and skill to enforce security laws. 

~ Absence of a strong judiciary system. There is no system of civil courts where securities 

cases can be prosecuted by a dedicated governmental authority. There are no specific training 

programs to educate prosecutors and judges on CM regulation, including corporate 

governance. There are commercial courts that specialize in hearing commercial cases, but 
/ , 

there are no courts that specialize in hearing only securities law and company law cases. 

~ The underdeveloped state of the bond market. The Government Bond (Treasury Bill) Market 

is the only active primary money market in the country. Tenders are offered periodically by 

the Central Bank. The Government Offers 28 day, 91 day and 182-day bills. As of recently, 

there is a new development where the corporate bond market has started operating in the 

country. It is believed that the establishment of a corporate bond market which involves less 

risk, both to participants of the market and the stability of the business environment, should 

come first. It helps create some of the necessary preconditions for the establishment of a CM. 

The sales of bonds in the market create the need for a supervisory authority as well as a 

formally established and regulated secondary market in order to facilitate transfers, fair and 

transparent pricing and investor protection. 
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On the other hand, many prospects (opportunities) for developing stock markets exist in 

Ethiopia including: 

~ Existence of many share companies such as financial institutions with a large number of 

shareholders. The Trade Registry at the Ministry of Trade and Industry (MoTI) shows that 

there are 110 share companies formed in only 6 years. It is also easy to estimate that many 

more share companies are under formation since then. As stated above, the minimum 

number of issues required for the successful institution of a stock market is 20 profitable 

companies. Ethiopia definitely has more than 20 profitable firms that can pay more in 

dividends than what banks currently pay in interest245
; 

~ Limited capacity of the banks in the country to finance big and risky projects; 

~ Existence of promising investment opportunities that require significant risk capital and 

wider public participation. Ethiopia has considerable unexploited resources including 

unexploited fertile land. 

~ High inflation rate and negative bank deposit interest rates. As the inflation rate is much 

higher than the return of the savings account and the government bonds, local investors do 

not have an adequate investment possibility to achieve returns higher than the current 

inflation, there is a need to provide them with alternative investment opportunities; 

~ :rhe emerging dispersed ownership structure. In contrast to the concentrated ownership 

structure, dispersed ownership structure tends to foster liquid stock markets. 

~ The privatization efforts going on246 would help with the supply problems, particularly if a 

public offering of shares is used as the method of privatization. Unfortunately, Privatization 

Public Enterprises Proclamation 146/98 fails to state this mode of privatization247. As a 

result, the PPESA is privatizing companies only via tenders to selected investors and not to 

the general public. 

~ The existence of institutions like the country's Pension Fund, insurance companies, credit 

unions, etc., with large sums of money. If allowed to invest, they would boost the demand 

for securities. 

~ The gradual improvements of the incentive packages in the successive investment 

proclamations help attract new investors including Ethiopians with foreign passports. 
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CHAPTER FOUR 

Summary, Conclusion and Recommendations 

4.1 Summary and Conclusion 

This study has set out to consider informat ion which relates to the following basic research 

questions: (1) what is the relevance of introducing stock market in Ethiopia to the banking sector 

development (2) How will the introduction of stock market solve or minimize the ' agency costs' 

that are supposed to exist in the publicly held share companies in Ethiopia as a result of the 

emerging separation of ownership and control and the diffused nature of share ownership (3) 

What is the relevance of introducing stock market in Ethiopia in light of the existing institutional, 

regulatory, and legal framework for investors' protection in the primary offering market (4) 

What are the necessary institutional, regulatory, and legal frameworks for stock market 

development and other determinants of stock market development. To answer th~ fust question 

financial intermediation patterns of 9 countries where there are already established stock markets 

has been investigated and the level of development of the stock markets in each of these countries 

using standard models of stock market dcvelopmcnt indicators has been assessed. To answer the 

second question, a comprehensive lit~rature review has been undertaken. With regard to the third 

question, review and analysis of the relevant laws that relate to the offer and sale of securities by 

issuers in the primary market has been undertaken. Finally, to answer the last question, review 

and analysis of the relevant laws that'relate to the secondary trading of securities in the secondary 

market has been undertaken. In addi'tion, review and analysis of relevant legislations, policy, aria 
programs of the Government to supp'ort a liquid stock market has been undertaken. The finding~ 

are given bellow. 

Investigation of financial intermediation patterns of the sampled countries on the basis of 

standard models of stock market development indicators reveal that the positive influence of 

stock market development on financial intermediation (private sector credit as a ratio of GDP) is 

significant for countries with relatively developed stock markets. For Cote d'Ivoire, Ghana, 

Kenya, imd Zimbabwe the ratio of bank credit to private and NFPEs to GDP in 2003, was in the 

range of 15 to 20 percent, but Malawi, Tanzania, Uganda, and Zambia have a ratio below 10 

percent. These countries also record an M2 to GDP ratio in the lower range for the group. The 
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only notable exception is South Africa which has a ratio of 82.7 percent. Better fmancial 

intermediation (higher ratio of bank credit to the private sector) in South Africa may be explained 

by the fact that the country has a well developed stock market. On the other hand, the ratio was 

24.3 % for Ethiopia during the same period. This appears to be comparable to the sampled eight 

countries. However, taking many relevant factors into consideration, financial intermediation is 

weaker in Ethiopia than even in those eight countries with less developed stock markets. This 

suggests that the absence of regulated stock markets has adversely affected financial 

intermediation of the country. 

In addition to low ratio of bank credit to the private sector, another major feature of Ethiopia's 

banking sector is the accumulation of large excess liquidity. Bank liquidity ratio in Ethiopia is the 

highest for the group of countries sampled. Furthermore, banks have also been burdened by the 

accumulation of non- performing loans which has aggravated the situation. NPLs were by far the 

highest in Ethiopia in comparison with the sampled countries. South Africa suffered the least 

from NPLs. Banks and micro finance institutions tend to require at least 200% collateral. 

Recently, the amount of collateral banks request has increased and become the highest in the 

developing world. 

On"the basis of the traditional indicators of stock market development, South Africa had 403 

listed companies with a market capitalization that constituted 214.1% of GDP. Zimbabwe with 

79 ,Iisted companies had a market capitalization that is 87.9 % gf GDP. The remaining capital 
I 

markets are relatively small. Kenya, with 47 listed companies. had a market capitalization that is 

24.9% of GDP. Ghana, also with only 29 listed companies has a market capitalization that is 

30.7% of GDP. Zambia, Tanzania, Uganda, and Malawi had even fewer listings and market 

capitalizations that are insignificant relative to GDP. Those countries also have a ratio of bank 

credit to private sector below 10 percent. 

Most stock markets of the sampled countries also suffer from the problem of low liquidity. 

Liquidity as measured by the turnover ratio is as low as 0.2 percent in Ghana compared with 45 

percent in South Africa. Although vario!!s macro-economic factors can cause illiquidity in the 

stock markets it appears that institutional factors partly contributed to the exchanges illiquidity. 

Poor liquidity of stock markets in many of the countries may be the result of inefficient legal, 
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regulatory and supervisory framework as well as low level of development of the accounting and 

audi ting framework. 

Review of the legal, regulatory and institutional framework for stock markets regulation indicates 

that in all the sampled countries, reasonable regulations have been put in place to achieve the key 

objectives of transparency and disclosure. However, many stock markets face gaps and 

insufficiencies of legal framework. There are also serious informational and disclosure 

deficiencies. Further, supervision by regulatory authorities is often far from adequate. The less 

developed of the stock markets, [on the basis of traditional indicators); suffer from a far wider 

range of such deficits. Most importantly, enforcement of rules and regulations is increasingly 

challenged by weak judiciary systems making it difficult to obtain convictions when rules are 

violated. The infrastructural indicators also show that many stock markets of the sampled 

countries use slow manual systems. Even though markets are gradually adopting electronic 

systems there are substantial stock markets which trade manually and use manual clearing and 

settlement. Similarly, most markets do not have central depository systems. 

South Africa is the exception to the above general trend. With the most developed stock market 

based on the traditional indicators, South Africa has also better legal, regulatory and supervisory 

framework for stock market regul:~tion . In South Africa, the King I& II Report helped impr~ve 

the legal, regulatory, and supervisory framework. The King II Report was designed to elaborate 

on the practices of good governance as defined <by the law. Therefore, where legal deficiencies 

were identified, the Report made, recommendations to the rellvant authorities. The SO,uth 

African securities market has also, been reformed. The original Johannesburg Stock ExchaF)ge 

merged with the South African Futures Exchange and the Bond Exchange of South Africa. Most 

importantly, the listing requirements of the Securities Exchange South Africa (JSE) have been 

extensively revised. JSE has formed technical alliance with the London Stock Exchange, 

whereby SA companies can have primary listings in both Johannesburg and London. The JSE has 

adopted the London Stock Exchange 'S SETS System, and the JSE now uses the FTSE rules to 

classify its companies. 

After the reforms, the South African financial system has emerged as a sophisticated and well 

developed sector of the economy. The increased importance of financial services to the economy 
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merged with the South African Futures Exchange and the Bond Exchange of South Africa. Most 
importantly, the listing requirements of the Securities Exchange South Africa (JSE) have been 
extensively revised. JSE has formed technical alliance with the London Stock Exchange, 
whereby SA companies can have primary listings in both Johannesburg and London. The JSE has 
adopted the London Stock Exchange's SETS System, and the JSE now uses the FTSE rules to 
classify its companies. 

After the reforms, the South African financial system has emerged as a sophisticated and well 
developed sector of the economy. The increased importance of financial services to the economy 
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has resulted in increased investor activity on the local stock market by local and international 

investors. Foreign investors have played a catalytic role by applying pressure for market reform 

and for higher corporate governance standards. Furthermore, South Africa has been admitted to 

the World Trade Organization (WTO), giving further impetus to domestic regulatory reforms 

towards a market-oriented corporate culture. As a result, the JSE has become the leading 

exchange in Africa not only on the basis of the traditional indicators of stock market development 

but also on the basis of the institutional indicators of stock market development including 

disclosure and accounting standards indicators which improved transparency and the quality of 

information available for banks. This seems the reason why South Africa has the highest ratio of 

bank private sector credit to GOP. 

On the other hand, Ethiopia lacks any properly legislated regulatory standards governing the 

presentation of financial statements and the auditing of such statements. It also lacks any 

mandatory disclosure system. As a result, the credibility of financial information is diminished by 

the variability of its quality. This includes financial statements provided to banks for providing 

fmance to the private sector. Because of the fact that financial information prepared by 

comparucs in Ethiopia is not credible, banks do not rely on audited financial statements in 

granting loans. This has negatively affected the development of the financial system of the 

country. 

c The relevant literature on the role of stock markets in protecting investors state that a well­
/ 

,~ functioning stock market creates appropriate linkages of information, incentives and governance 

, between managers and investors. This process is supposed to be carried out through a network of 

intermediaries that include information 8lJalyzers such as financial analysts and ratings agencies; 

assurance professionals such as external auditors. These parties, who are themselves subject to 

incentive and governance problems, are regulated by a variety of institutions such as regulators 

and standard setters. Exchanges require listed companies to make timely and accurate disclosure 

on all material matters regarding the companies, including the financial situation, performance, 

ownership, and governance of the company. As a result, owners of a company who monitor the 

market price of their shares can there by infer whether the agents are acting in their best interest. 

Hence, the stock market can be an important mechanism for corporate control. The quality of 

managerial decision-making is an input in the choice of investors, whose judome company 
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performance is summarized in the share pnce. If the managerial team is thought to be 

incompetent or venal, the share price will be low relative to otherwise comparable firms, which 

can place pressure on managers in various ways. Stock price can be linked to managerial pay and 

bonuses. It can get a manager fired or hired . 

. Review and analysis of Ethiopia's legal, regulatory, and institutional framework reveals that there 

is no adequate protection for investors in the primary offering market. The literature implies that 

the introduction of regulated stock markets in Ethiopia naturally creates the need for a set of 

stock market institutions, regulations, and laws that needs to be in place in order to protect 

investors in the primary offering market. Economic theory holds that for markets to operate 

efficiently, investors must be fully informed when making investment decisions. Disclosure 

obligations imposed on listed companies attempt to ensure that this is the case with regard to 

information concerning the business of such companies. 

Review and analysis of the relevant laws that relate to the secondary trading of securities in the 

secondary market as well as relevant legislations, policy, and programs of the government to 

support a liquid stock market reveal that the overall institutional, legal and regulatory framework 

for any stock market activity in the country is missing at the moment. On the basis of the 

experience of the sampled countries and the relevant literature, developing regulated stock 

markets in Ethiopia is likely to face the following major challenges: high level of poverty, low 

levei of public awareness about securities markets, inadequate ,legal, regulatory, accounting, tax, , 
and'supervisory systems, low implementation capacity on the part of the government regulator as 

a result of insufficient resources and lack of knowledge and skill to enforce security laws, 

absence of a strong judiciary system. On the other hand, many prospects (opportunities) for 

developing stock markets exist in Ethiopia including: existence of many share companies such as 

financial institutions with a large number of shareholders, limited capacity of the banks in the 

country to finance big and risky projects; existence of promising investment opportunities that 

require significant ri sk capital and wider public participation, high inflation rate and negative 

bank deposit interest rates, the emerging dispersed ownership structure, the existence of 

institutions like the country's pension fund, insurance companies, credit unions, etc., with large 

sums of money. 

102 



c: 

o 

o 

4.2 Recommendations 

Assessments of stock market development levels show that Stock markets in the sampled 

countries remain immature. Market capitalization is very low for many of the countries. It is as 

low as 1.4 percent of GDP in Uganda. This contrasts with Zimbabwe and South Africa, which 

have capitalization ratios of 87.9 and 214.1 percent respectively. Market liquidity is also very 

low: turnover ratios are as little as 0.2 percent in Uganda compared with 45.0 percent in South 

Africa. In most stock markets, informational and disclosure deficiencies prevent trading in most 

li sted stocks. Further, supervision by regulatory authorities is often inadequate. Low liquidity 

implies low investors protection. Empirical evidence shows that the quality of shareholder 

protection is correlated with the capitalization and liquidity of stock markets. The most 

remarkable result of illiquidity is an unfair market price. Therefore, illiquid securities carry 

higher risks than liquid ones; this becomes especially true during times of market turmoil, when 

the ratio of buyers to sellers may be thrown out of balance. During these times, holders of illiquid 

securities may find themselves unable to unload them at all, or unable to do so without losing a 

lot of money. 

For a sustainable stock market development in Ethiopia liquidity is even more important because 

of the limited investor and. issuer base. As Ethiopian investors only have a small portion of their 

household income to invest, a fair priced - liquid - market is imperative in order to avoid 

creating systematic losses for the general public. Illiquid stock markets cannot. also be a 
/ 

destination for inward capital inflows. The recent study by Centre for Global Development finds 

that African Stock Markt,ts with the exception of South Africa do not get foreign equity 

investments because of their low level of liquidity. Therefore, Ethiopia should be able to create 

suitable conditions for the development liquid stock markets. To that end, the following 

recommendations are suggested. 

4.2.1 Law on the Creation of Stock Market Regulatory and Supervisory Institutions 

Regulation and supervision of a stock market playa great ro le in determining its development. 

Regulation and supervision should typically aim at the protection of investors from the 

potentially opportunistic behavior of insiders. Investor protection helps solve agency problems 

and information asymmetry arising from inside information. This helps in making optimal 
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decisions, increasing access to external finance and resulting In productive investment and 

eventually liquid stock market. Therefore, there is the need for a law that mandates the 

foundation of a securities market regulatory and supervisory body; without this law a stock 

market regulator and supervisor cannot be established. Hence, it is recommended that the law 

should stipulate that the regulatory and supervisory body should be established as an independent 

body. The law should also provide for a creation of a powerful regulatory body with significant 

enforcement powers that did not require reliance on courts. Regular disclosure, transparency and 

enforcement should form an integral part of regulation and supervision. The law should place 

much of the responsibility for accurate corporate accounting and disclosure on intermediaries, 

and focus the regulatory oversight by the government regulator on these intermediaries. The law 

should also cover topics relating to Market misconduct (e.g. insider trading); Takeover and 

merger regulation; establishment and licensing of appropriate stock market institutions (such as 

, Stock Exchanges, Depository Institutions, Stockbrokers, Investment Banks, and Investment 

Advisors) that are necessary for the proper functioning of stock market. 

4.2.2 Improving the Investors ' Protection Regime of the Commercial Code 

Another key determinant of stock market development is the level of shareholder, protection in 

publicly traded companies, as stipulated in company laws. Stock market development is more 

likely in countries with strong shareholder protection because investors do not fear~expropriation 

as much. In addition, qwnership in such markets can be relatively dispersed, which provides 
I 

liquidity to the market.,j:Unfortunately, the investors' protection regime of the Co~ercial Code 

is inadequate. The cOlT);ll1ercial Code does not allow voting by mail. Article 40! of the Code 

specifically requires shares to be deposited during shareholder meetings. Article 365(1) fails to 

set out the derivative suit mechanism which is an important minority protection mechanism. The 

code does not require that issuers of securities prepare and fil e a Registration Statement and 

Prospectus with an independent government agency for review and approval prior to offering and 

selling securities to investors; There is no requirement that the Registration Statement and 

Prospectus contain full , fair, accurate, and timely disclosure of material facts and information 

regarding the issuer, the securities, and the offering prior to offering and selling securities to 

investors; There is no requirement that the Registration Statement and Prospectus contain 

Audited Financial Statements and be prepared in accordance with defined internationally 
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accepted accounting principles and auditing standards. There are no adequate anti-fraud 

provisions in the event of material misrepresentations and omissions of material facts and other 

fraudulent conduct etc. . .. Hence, it is recommended that either the commercial code should be 

revised to rectify such gaps or insufficiencies or a new securities law should incorporate such 

, . topics or both~ 

, . .4.2.3 Actively Encouraging Listings 

Successful development of stock markets requires the existence of sufficient supply of stocks. 

The supply of stocks depends on the number of companies willing to list their company to trade 

shares publicly. To encourage companies for listing, government should develop appropriate 

incentive schemes. Tax incentives can be used to encourage companies to go public. 

Concessionary tax rates or temporary tax exemptions for companies with serious intentions of 

listing may lead to short-run distortions and yet could also provide the necessary push for 

gathering a critical mass of listed firms. In addition, as the companies to be listed in the stock 

exchanges will be more transparent than other companies, giving an incentive to such companies 

will ultimately benefit the government through increased tax revenues. 

4.2.4 Actively Encouraging Shareholding 

Successful development of stock markets also requires the existence of sufficient demand for 

stocks. Demand for stocks depends on the amount of capital available for investment in the hands 

~f individuals. It also depends on incentive schemes availabll for investors. Therefore, it is 

recommended that the government should provide tax incentives for individuals wi lling to invest 

. in shares. Tax rates on dividends and capital gains can be restructured to encourage investors to 

hold shares. 

4.2.5 Public Education and Awareness Campaign 

Another important task in increasing the demand for stocks s is to educate the public about the 

benefits and costs of investing in shares. Increasing public knowledge about the functioning of 

the stock market could promote the development of the stock market in Ethiopia. Educating the 

public about the role of the stock market can help increase the investor base and improve the 

liquidity of the stock market. Stock markets can tap into potentially large an10unts of financial 
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wealth which exists outside of the financial system, by pursuing vigorous and consistent 

educational campaigns about stock markets at various levels of society. Currently the majority of 

the population doesn't seem to be adequately informed about the investment options available. 

Therefore, the would be stock market regulator and stock exchanges should strive to implement 

far-reaching and carefully designed public sensitization campaigns and make it their institutional 

mission to educate the general public about investing in shares using the public media. They can 

. ,also organize forums where the business community and the general public can learn about the 

working of siock markets. 

4.2.6 Promoting Institutional Investors 

Another way of creating demand for securities IS Promoting Institutional Investors. The 

involvement of institutional investors in the would be stock exchanges must be pursued 

vigorously. Institutional investors often are at the forefront in promoting effrcient market 

practices and financial innovation. They typically favor greater transparency and market integrity 

in both primary and secondary markets, seek lower transaction cost, and encourage efficient 

trading and settlement faci lities. Pension Funds, insurance companies and other institutional 

investors can therefore act as a countervailing force to commercial and investment banks as well 

as other market intermediaries, forcing them to be more competitive and efficient. Indeed stock 

exchanges and individual investors stand to gain from increasing the involvement of institutional 

investors on stock exchanges. One way to promoting institutional investors is lifting all the legaL 
..' -

! 
restrictions from institutional inveslors like the largest government pension fund, public ancl , . 
private insurance companies and credit unions so that they can fully participate in the securitieS 

markets. 

4.2.7 Using Public Offering of shares as a Method of Privatization 

. As far as the supply side is concerned, the most valuable measure to boost the supply of stocks is 

to use public offering of shares as a method of privatization. According to the Ethiopian 

Privatization and Public Enterprises Supervision Authority about 70 companies will be privatized 

through the next five years generating an estimated minimum income of 500 m ETB per year. 

However, Privatization of Public Enterprises Proclanlation No. 146/98 fails to state this mode of 

privatization. As a result, the PPESA is privatizing companies only via tenders to selected 

105 



o 

I 

\0 

I ,~ , 

investors and not to the general public. Therefore, it is recommended that this proclamation 

should be amended to the effect that it provides for the use of public offering of shares in future 

privatizations of the said and other companies. Public offering of shares as a modality of 

privatization would result in broad ownership of firms. Broad ownership of firms would give 

citizens a stake in the country's economy, thus reducing the resistance generated by the 

, . discomfort of the layoffs due to privatization. Most importantly, this could jump start the stock 

market and could create the required liquidity from the very beginning. 

· r . 

4.2.8 Listing of Government Owned Enterprises 

Review of the various Regulations establishing various types of public enterprises in various 

sectors reveals that such enterprises operate under three distinct names: corporations, enterprises, 

. and share companies. Examples of corporations include the Ethiopian Telecommunication 

Corporation,248 and the Ethiopian Electric Power Corporation249. Examples of enterprises include 

the Ethiopian Airlines Enterprise25o. As regards state owned share companies, these are forms of 

share companies that are 'transitory' in nature as they are in the process of transformation and are 

waiting for sale to the private sector.25 1 The capital of these share companies are divided into 

shares and iotally held as government shares252. With regard to these companies, it has been . 

recommended that public offering of shares be used as a method of privatization (see 4.2.7). 

However, large share companies like CBE, are not subject to privatization ·at all. Other~ 

enterprises and corporations like the Ethiopian Air Lines Enterprise, Ethiopian Electric Power , 

. 
/ 

Corporation, · Ethiopian Telecommunications Corporation, Ethiopian Insurance Corporation eta 

are not subject to 'corporatization' currently. Corporatization refers to the legal process ofl 

. converting an entity [enterprise/corporation] into a share company although initially the State is 

the sole 'shareholder'. In this regard Article I (2) of the Privatization of Public Enterprises 

(amendment) Proclamation No.182/1999 provides that an enterprise converted into a share 

company shall cease to exist upon registration as Share Company and be replaced by the 

company.253 

The power to convert a public enterprise into a share company form of bussiness organization 

resides in the Council of Ministers by virtue of Article 47(2)(a) of Proclamation No.25/1992. In 

order To create a liquid stock market, large share companies like CBE and enterprises and 

corporations . like the Ethiopian Air Lines Enterprise, Ethiopian Electric Power Corporation, 
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Ethiopian Telecommunications Corporation, Ethiopian Insurance Corporation are crucial as these 

enterprises have the critical size to create liquidity and they are well known by the general 

public. 

Therefore, it is recomended that these public enterprises be part privatized through Public Offer 

Of shares. To that end it is recomended that the Counci l of Ministers should consider converting 

public enterprises into share company form of bussiness organization. Part privatization should 

allow the government to keep full control over the part privatizedm companies. Listing must be 

mandatory for such part privatized companies. 

4.2.9 Creation and Capacity Building of Stock Market Institutions. 

A well-functioning stock market creates appropriate linkages · of information, incentives and 

governance between managers and investors. This process is supposed to be carried out through a 

network of financial and information intermediaries that include information analyzers such as 

financial analysts and ratings agencies; assurance professionals such as external auditors. These 

parties, who are themselves subject to incentive and governance problems, are regulated by a 

variety of institutions. Currently, Ethiopia doesn't have enough number of independent financial 

intermediaries that can effectively satisfy the operational needs of a stock market. Therefore, it is 

recommended that the government, among other things, should permit private and state banks to 

act as financial inte~ediaries. 

Stock markets also work most efficiently when brokers, dealers and the like are knowledgeable, 

professional, skillful, honest, and have sufficient training and resources 1'0 perfonn their 

functions. It is also important to have a vigorous and independent regulatory body. Through its 

regulatory power, it can do much to reduce uncertainty by increasing information flows, by 

punishing those who engage in forbidden activities, and by taking measures to enhance investor 

confidence. However, trained human resources are also supposed to be lacking and would be a 

serious obstacle for running and managing stock markets. Therefore, the human resources 

required for the well-functioning stock markets need to be selected, oriented and trained in 

advance. The experience of ECX could be followed in this regard. The government should enlist 

the services of the International Finance Corporation (IFC) for operational and technical advice in 

training government staff and staff of financial institutions (e.g. accountants, financial analysts 
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and lawyers) responsible for the operational, supervisory and regulatory aspects of securities 

markets activities. This would help in upgrading the quality in terms of technical skills and 

analytical capacity of the personnel in the securities markets business. 

4.2.10 Automation 

· Automation154 is also expected to help reduce the costs and inefficiencies in stock markets and 

increase trading activity and liquidityl55. Automation helps to speed up operations and activities 

· of exchanges and reduces cost associated with manual systems. In addition, automation makes it 

easier to extend trading days and hours due to less cumbersome procedures. Automated trading 

also eliminates the need for trade intermediation since investors can log onto systems to monitor 

.. markets and also trade on markets, thus bypassing the use of brokers. 

Automation of the trading system usually either precedes or is preceded by the adoption of a 

· central depository system (CDS). Under the CDS system, there is total elimination of risks such 

as the loss, mutilation and theft of certificates associated with holding and trading of paper-based 

securities of investors. 

4.2.11 Attract Capital Flows and Encourage Foreign Participation 

"i Private capitals flows especially portfolio flows are important for stock market development. 

Capital account restrictions limit the capabilities of stock markets to explore cross-border 

investments. To attract foreign portfolio and fo reign direct inv~tments, the government may 

" consider liberalizing the capital account. The dissemination of market information is another 

.. integral part. of securities markets development. Since the competition among developing 

countries to attract foreign capital is very intense, there is a need to make concerted efforts to 

· disseminate market information to potential investors abroad. A coherent and integrated strategy 

to market the country based on providing pertinent and timely information to the international 

investors would help attract direct and indirect (portfolio) investments and invigorate the stock 

markets. 
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