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Micro and Small Scales Enterprises (MSEs) play a

leading and instrumental role in the economic activities

of Ethiopia today. Despite their profound economic

significance and colossal untapped potential, they

continue to face a variety of hurdles when it comes to

scaling.

According to data from the Central Statistical Agency,

the World Bank Enterprise Survey, as well as World Bank

Ease of Doing Business reports, the lack of access to

finance is one of the major problems MSEs are facing.

In addition to such microeconomic evidences, other

macroeconomic indicators also lead to a similar

surmise. For example, at the end of June 2020, private

sector (including MSEs) sector from Ethiopia’s banking

system accounted for only 14.4 percent of GDP,

compared to 24.3 percent in Sub-Saharan Africa.

There is widespread agreement, both internationally

and in Ethiopia, that lower MSE credit access is due to

a variety of supply and demand-side micro and macro-

economic factors. A further look into this phenomenon

revealed that it is the outcome of the higher State-

Owned Enterprises (SOEs) credit allocation which is

exacerbated by the lack of a well-developed Credit

Information System (CIS). Government-driven

borrowing of SOEs from formal FIs (mainly

Commercial Bank of Ethiopia) had crowded-out private

sector’s access to credit.

The Commercial Bank of Ethiopia (CBE), which controls

more than 60 percent of the banking system’s

outstanding credit continues to channel funds mainly to

SOEs. This is mostly conducted via direct government

instructions and leaves limited access to credit for the

private sector and even less credit for MSEs.

Furthermore, in the absence of a strong CIS, FIs rely on

collateral to protect themselves from credit risk.

Since Ethiopian CIS is limited in its scope and depth, it

has left the Financial Institutions (FIs) with no choice

but to adhere to a collateral-based credit system. This

circumstance then harms MSEs access to credit

because they often don’t meet the collateral

requirements. After all, the fundamental reality is that

MSEs are critical contributors to economic growth, yet

they have a low level of credit, and the current policy

framework isn’t in their favor.

Creating a fair playing ground for MSEs in terms of

access to credit compared to SOEs is one of the clear

interventions required from the government. In

conjunction with appropriate policy changes, a great

deal of effort from both the government and the

private FIs is also needed to address this

unproportionate predicament,

The two government-owned banks, CBE and

Development Bank of Ethiopia (DBE), have credit

policies that represent the government’s credit policy,

among other things. As a result, credit extensions from

these two banks geared toward MSEs, representing the

credit levels these enterprises need. In addition, the

government also needs to design market friendly

policies, such as establishing partial credit guarantee

schemes, promotion of digital credit and to encourage

private financial institutions to lend to MSEs.

The country’s CIS is another policy-related government

intervention. The current public credit reference bureau

should be improved so that it can offer value-added

services like credit rating and scoring while expanding

its scope. Furthermore, private credit information

bureaus should be allowed because their presence can

help to enhance overall CIS as witnessed in peer

countries (such as Kenya and Rwanda).

Introduction
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The agricultural sector, which employs

about 80% of Ethiopia’s population, is

the country’s most important economic

activity. The Ethiopian agricultural sector

is dominated by small-scale farmers and

pastoralists. Similarly, small enterprises,

both formal and informal, play an essential

part in the service and industry sectors.

Despite the fact that some government

policy documents recognize the value of

MSEs and talk about the government’s

willingness to support the sector, little has

been achieved in practice. This point is

epitomized by MSEs’ limited access to

credit from formal FIs.

Ethiopia’s financial market has experienced

rapid growth for more than a decade and

a half. For example, commercial banks’

total assets increased from Birr 57.8

billion in 2004 to Birr 1.5 trillion in 2020,

after fifteen years. Likewise, the

outstanding credit extended by the

banking system also increased sharply to

Birr 1.0 trillion in June 2020 from Birr 17.8

billion in 2004. Currently, banks make an

annual loan disbursement of Birr 199.2

billion compared to Birr 6.2 billion

disbursements they made in 2003/04.

Though, the formal financial sector

exhibited significant growth, SOEs were

favored in terms of access to credit. In

2003/04, public sector credit accounted

for 2.7 percent of GDP, while private sector

credit accounted for 17.3 percent. By

surpassing credit to the private sector,

credit to the public sector rose to 16.2

percent in 2019/20, compared to only 14.4

percent for the private sector.

A Look into the 
Current Landscape 
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Ethiopian Electric Power Corporation (EEPCo), Ethiopian

Railway Corporation (ERC) and housing enterprises are

the major borrowers from public enterprises. CBE’s

credit exposure to EEPCo amounted to Birr 302.3 billion

at the end of June 2020, which is equivalent to 47.7

percent and 29.3 percent of CBE’s and the entire

banking system’soutstanding credit, respectively.

More importantly, the Bank’s total credit exposure to

the public enterprises accounted for 85.6 percent of its

total outstanding credit. Not only are public enterprises

favored in terms of access, but they also benefit from

the favorable terms of the Bank’s credit.

Those public enterprises often receive loans from CBE

through government guarantees, often without thorough

financial feasibility review, as the loan is extended by

corporate bonds issued by public enterprises.

Additionally, the interest rate on these corporate

bonds ranges from 9-11.5 percent per year, compared

to 14-15 percent annual interest rate charged by the

private banks.

The agricultural sector, on the other hand, is considered

the backbone of the Ethiopian economy, but the

amount of credit it has received is insignificant in

relation to its contribution to the economy. The

agricultural sector receives less than 5% of total bank

credit in Ethiopia. The agricultural sector received

just 3.4 percent of the outstanding loans provided by

the banking system at the end of 2019/20, which is

even smaller than the 6.5 percent credit given to the

sector in 2003/04. Given that small-scale farmers

dominate Ethiopia’s agriculture sector, low credit to

the sector is a strong indicator of low credit to MSEs.

As mentioned earlier, in Ethiopia access to credit for the

private sector is crowded-out by huge credit to the

public sector. Furthermore, MSEs face a credit access

disadvantage as compared to large private companies.

A paucity of collateral, lack of awareness, lack of

proper documentation, insufficient government funding,

and so on are some of the additional characteristics of

MSEs that put them at a disadvantage in terms of

credit access.

Other comparable countries´ experiences also show

that a good CIS contributes to improving MSEs access

to credit by reducing the shortage of quality collateral

on the part of MSEs requested by the formal financial

institution. In the case of Ethiopia, there is only one

credit bureau, the Public Credit Registry (PCR), which is

housed under the National Bank of Ethiopia (NBE) and

its value addition is minimal.

As per the World Bank Depth of Credit Information

Index, the CIS of Ethiopia is classified as one of the

lowest or almost non-existent levels. The index

measures the rules that affect the scope, accessibility

and quality of credit information obtained from the

credit bureaus.

Additionally, the absence of private credit bureaus in

Ethiopia negatively affects MSEs by limiting their

chance of tapping the formal financial institution to

access credit without providing the collateral. Ethiopian

financial sector is heavily relying on collateral to

provide credit. A World Bank survey shows that

collateral to loan coverage ratio in Ethiopia is as high as

320 percent for small and medium scale enterprises.

As the country lacks a good CIS, FIs are requiring such

massive volumes of collateral.

In short, despite the importance of MSEs in Ethiopia’s

economic activities and the role of credit access in

boosting growth and productivity, government policies

have so far been unfavorable to them. This is

particularly true in terms of creating a level playing field

for SOEs and MSEs in terms of credit and policies that

enhance CIS reliability and effectiveness.



5

Gradually reducing credit to SOEs: Despite the fact that

a small number of SOEs received the majority of credit

from formal FIs with favorable credit terms such as a low

interest rate and a long repayment period, most SOEs’

performance is not promising, as the government has

already admitted. MSEs that contribute substantially to

Ethiopia’s economic activity, on the other hand, receive

only a limited amount of credit from formal FIs.

Thus, we recommend the government to adjust its credit

policy and create a level playing field for the private sector

in general and MSEs in particular.

More importantly, given that MSEs face significant

challenges in meeting the qualities required by private

banks, the CBE and DBE, as policy banks, should design a

credit policy that specifically targets MSEs. The

effectiveness of these public banks should also be

measured by the amount of credit they offer to MSEs as

well as the quality of loan disbursed, rather than simply

focusing on their financial performance.

Partial Credit Guarantee Scheme: Establishment of

public owned credit guarantees schemes are common

intervention by the government in many countries to

enhance MSE’s access to credit. Its aim is to help MSEs

who lack the high-quality collateral that formal FIs need.

Some of these guarantee schemes succeed in upholding

their mission, while others do not. The success of these

schemes is dependent on a variety of factors.

First, while a credit guarantee covers activities such as

managing the guarantee fund, evaluating the loans to be

guaranteed, and recovering the defaulted loan, the public

credit guarantee program should only handle the

guarantee fund management, leaving the rest to the

private sector.

Second, the coverage ratio by the public guarantee scheme

is another important component of the design of the

public guarantee scheme that determines the success of

the scheme. Too high coverage ratio encourages adverse

selection by financial intermediaries, while too low

coverage ratio discourages the financial intermediaries to

use the scheme and provide credit for the intended user.

Hence, at least 30 -40 percent of the risk shall be covered

by the FI to align the incentives of the scheme and the

lender.

Third, the time it takes for the financial intermediaries to

recover the claim has a direct effect on the scheme’s

success. If the financial intermediaries are able to get

the claim in the shortest time possible, they will be

willing to work with the guarantor.

Last but not least, the fee charged by the credit

guarantee scheme also plays an important role for the

success of the scheme. Aligning the fee with the

performances of the loans is advisable.

In conclusion, given that a lack of adequate quality

collateral is one of the major constraints preventing

MSEs in Ethiopia from obtaining credit from formal FIs,

the government might introduce a well-designed partial

public credit guarantee scheme to increase MSEs’

access to credit.

Digital Credit: Fintech revolutionized how the financial

system works in a lot of countries. Digital financial

services have become an important source of credit for

MSEs.

In 2019, the NBE also issued a guideline allowing tech

firms to provide digital financial services. In addition, the

government is in the final stage to privatize the

monopolistic, public-owned telecommunication service

provider Ethio-telecom, as well as the issuance of two

foreign telecom licenses. However, the upcoming

foreign companies are not allowed to provide mobile

money services. This could hamper the development of

the digital financial sector.

Thus, the government needs to allow foreign owned

technology companies participation in digital financial

services with close supervision to minimize the possible

negative impact on the financial sector stability. Peer to

peer lending and crowdfunding are found to drive credit

for MSEs in countries such as China.

Policy
Recommendations
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Peer to peer lending is an internet-based application,

which connects the capital owner with an organization

or individuals that needs funding. Peer to peer lending

have features that make it attractive to MSEs. These

features include no collateral is required, the application

process is simple, faster lending approval and

disbursement and relatively lower lending rate.

Likewise, crowdfunding is a fund-raising practice by

project initiators or entrepreneurs from a wide range of

interested individuals or organizations by mainly using

internet-based platforms.

Both peer-to-peer lending and crowdfunding are

financial technology products that have been found to

be successful in addressing the problem of access to

credit by MSEs across different countries. Ethiopia also

needs to set conducive policy frameworks for the

development of this sector to reap the benefit of these

and other innovations in the financial sector.

Regulatory Sandbox: Regulatory sandbox is a safe,

testing space where financial technology providers can

test their new business model, innovative products,

services, and delivery mechanisms, without immediately

incurring all the normal regulatory consequences of

engaging in the activity in question. To protect

consumers and investors, financial sector rules have

been tightened, making it impossible to determine

whether or not to loosen them. Regulatory sandboxes,

on the other hand, enable new startups to test their

technologies without being subjected to onerous and

stringent regulation without compromising the consumer

and investors interest.

Moreover, it is not easy to know the effects of new

technologies such as fintech, and whether it would have

a positive effect on society , requiring a test to know

the impact of the innovation if fully implemented.

Furthermore, it is difficult to predict the effects of new

technologies, such as fintech, and whether they will

have a positive or negative impact on society,

necessitating tests to determine the impact of the

innovation prior to its full implementation. As

experienced in other countries, regulatory sandbox

enhanced innovations in the digital financial service

without compromising the financial sector stability.

Thus, NBE needs to have a regulatory sandbox to reap

the benefit of digital technology and hence increase

access to credit of MSEs.

Factoring: Factoring is an agreement between an

enterprise and a FI known as a factor in which the

former receives advance payment from the latter in

exchange for upcoming receivables. In turn, the FI

benefits from the factoring fee collected from the

receivable.

Since MSEs are often constrained by working capital

financing, factoring could provide a good opportunity for

funding. In order to allow MSEs to access alternative

sources of funding, factoring may be used to ease

overreliance on traditional sources of financing

instruments. The regulator, the factor and the buyer will

be the key stakeholders in the factoring process. Where

the NBE will be the regulatory body. The factor, a non-

bank FI that buys short-term receivables, is the legal

entity requiring licensing from the NBE. This operation
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Purchase Order Finance (POF): Introduction of POF to

support MSE’s businesses with a specific customer

order, to enable them get the finance they need to buy

inputs and complete their order. The purchase order

would serve as collateral in such a case.

Warehouse Receipts (WHR): Warehouse Receipts

(WHR) is a financing system based on the commodities

stored in a licensed warehouse used as collateral. In

the case of Ethiopia, WHR finance is currently

operational via ECX warehouse. Strengthening the

Warehouse Receipts (WHR) financing scheme may

also be an alternate policy option for increasing MSEs

access to credit.

Expand the coverage of Credit Reference Bureau:

Strong CIS helps the MSEs to access credit by solving

the information asymmetry problem (adverse selection

and moral hazard problem). The need for physical

collateral is minimal if a strong CIS is present in a

country. This will minimize the main causes of low

will require a legal framework that allows account

receivables to be assigned and sold as well as to

enforce the underlying contract, and hence requires

NBE to issue Factoring Proclamation. The proclamation

will provide the provisions for registration as well as the

rights and obligation of parties to contract for the

assignment of receivable and related issues.

Venture Capital and Angel Investment: Venture capital

is a form of financing provided by investors for startup

businesses that are believed to have long term return

potential. This form of financing is beneficiary, especially

for MSEs, which have the potential to grow but lack

finances to expand their business.

In Ethiopia there is no formalized venture capital. Thus,

the government should encourage the development of

venture capitalist and angel investors so as to support

seeds and early stages companies. In addition, the

government could provide finance into seed and early-

stage companies through DBE.
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credit to MSEs by formal FIs, lack of quality collateral.

In Ethiopia, there is currently only one publicly operated

credit reference bureau, with coverage restricted to the

banking system. While attempts are being made to

extend the scope of the current credit reference bureau

to include MFIs, this has yet to be implemented. To

buttress the Ethiopian CIS, the government needs to

gradually expand the CIS information to encompass

full positive and negative credit data from

microfinances, capital goods financing companies,

insurances, SACCOS, utility companies, and public

records such as court records and tax liens.

The expansion of coverage of CIS will help credit

providers to evaluate the credit worthiness of the

borrowers for MSEs that have no history of credit from

formal FIs. For example, banks can score the credit

worthiness of a borrower, to some extent, by using the

utility bills payment of the individual. Last but not least,

it will be important to disseminate both positive and

negative information in order to improve the CIS.

Introduction of Biometric National Identity Card:

Introducing a unique identification number (National ID)

to harmonize data regarding a specific borrower

collected from various sources is an important move

toward improving the CIS. Without the country

introducing the National ID that uniquely identifies each

borrower, it would be practically too difficult to integrate

public records with the credit information collected

from the FIs. Although the government has repeatedly

announced its intention to implement the national

identity card in Ethiopia, given its importance in

improving the CIS, it is critical to speed up the process

and make the national identity card available to the

wider society, as it is one of the enablers for improving

MSE access to credit.

Formulation of a comprehensive national CIS policy:

The lack of a clear policy roadmap outlining how and

where the country will go in relation to the CIS could

stymie its development while avoiding accountability.

As a result, developing CIS Policy Roadmap is very

important.

Allowing the operation of Private Credit Bureaus

(PCBs): As discussed earlier there is only one public

owned credit reference bureau in Ethiopia. However,

as witnessed in other countries, allowing the private

sector to provide credit information service enhanced

the quality and diversification of products provided by

the CIS, which in turn increased MSEs access to credit.

The competition in the sector will also drive the firms to

provide valued added services for their customers. Thus,

the government should allow the operation of PCBs.

The problem of the public credit registry system’s limited

sectoral scope and low depth of information will be

addressed to some degree with the entry of the private

sector into credit information ecosystem services.

Strengthening the Ethiopian Public Credit Registry’s

capacity: Strengthening the registry’s capacity in terms

of both human resources and technology is important to

accelerate the bureaus’ value addition, including credit

scoring and risk rating. Similarly, moving towards

digitization, which enables real-time credit information

sharing through an online portal, is also pivotal.

Borrower’s right of access to their credit data:

Guaranteeing borrowers’ access to their credit data from

credit bureaus will improve the CIS by instilling trust in

the system among borrowers.
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MSEs in Ethiopia face several obstacles, one of which

is access to credit. MSEs were perceived as risky

borrowers by formal FIs due to inherited characteristics

of their business, such as the inability to provide

adequate collateral to back their borrowing. Lack of a

strong CIS exacerbates this problem because in the

absence of a strong CIS FIs are left with limited choice

to avoid credit risk than asking for high collateral.

On top of these general challenges, access to credit by

MSEs in Ethiopia is challenged by the fact that big

SOEs crowdout credit to the private sector in general,

and credit to MSEs in particular.

As a result, despite their important role in Ethiopia’s

economic activities, MSEs receive only a small amount

of credit, suggesting the need for government policy

intervention. In this regard, gradual reduction of credit to

SOEs that are extended by public banks and diverting

it to MSEs as well as the introduction of public credit

guarantee schemes, are some of the government

interventions required to increase MSEs’ access to

credit.

On the credit information side, improving the scope and

depth of the existing public-owned credit reference

bureau is found to be important. Extending the credit

reference bureau’s coverage to include information from

MFIs, lease financing companies, and utility companies,

as well as starting to provide value-added products

such as credit scoring and credit rating services, is

expected to strengthen the country’s CIS.

Furthermore, private credit information bureau services

should be promoted to join the sector as competition

improves the quality and efficiency of services provided.

Conclusion

Note:

This document is an extraction and summary of key findings from a formal study conducted by Precise Consult
International. Both primary and secondary data were used. While the former were collected via key informant
interviews and focus group discussions, the latter were collected from different organizations as well as from
internet resources. In addition, the study employed descriptive data analysis techniques and benchmarking of
best-practice lessons for Ethiopia.

All data that were used in this brief are referred in detail in the full research document which can be found by
visiting www.preciseethiopia.com or by email request to info@preciseethiopia.com.
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