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The global financial crisis: origin, contagion andmpacts on Ethiopia

Issac Paut
Abstract

The financial crisis that erupted in September 26@8lowing more than two
years of financial turmoil has become global crisisthe world economy. An
attempt is made in this study to assess the pessialises of the origin,
contagion and impact of the current global finah@asis with particular
emphasis on Africa and Ethiopia. It also providesuanmarized historical
overview of past global financial crises in view the economic theories of
financial crises The study utilizes the fundamental economic theorelated
to financial crisis to depict and illustrate theydper picture. The paramount
importance of this study is a detailed analysighef current global financial
crisis, and its wide ranging impacts by creatingear link with past financial
crises in different regions of the world. The matHollowed throughout this
paper is qualitative and descriptive in nature. Ttemsmission channels
for the Ethiopian economy in the study are the lknon effects, external
sector and commodity prices, investment, officralnsfers and remittance
and the impact on the flower industry.
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Background

The financial crisis that erupted in September 2868lowing more than
two years of financial turmoil—has become globakisr for the world
economy. Economic activity in high-income and depélg countries alike
fell abruptly in the final quarter of 2008. Theléalt is unemployment on the
rise, and poverty set to increase in developingnecues, bringing with it a
substantial deterioration in conditions for the Mser poor and most
vulnerable. The outbreak of the financial crisisymked broad liquidation of
investments, substantial loss in wealth worldwidetightening of lending
conditions, and a widespread increase in unceytaiigher borrowing costs
and tighter credit conditions, coupled with the rease in uncertainty
provoked a global flight on quality, caused firnescut back on investment
expenditures, and households delay purchases of big-ticket items.
This rapid increase in precautionary saving led taa sharp decline in
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global investment, production, trade, and gross domestdyct (GDP).
The sharpest declines in economic activity were ceatrated among
countries specialized in the production of duradid investment goods and
in countries with serious existing macroeconomimetabilities. The drop in
economic activity, combined with much weaker cdgditavs to developing
countries, is placing a large number of low- andldie-income countries
under serious financial strain. Greater integratbthe global economy and
the increasing importance of private actors inrimdéonal finance over the
past three decades have brought enormous berefitsveloping countries,
but they also have widened the scope for econtumigoil. What began as a
bursting of the U.S. housing market bubble andsa m foreclosures has
ballooned into a global financial crisis. Some &g tlargest and most
venerable banks, investment houses, and insurasmopamnies have either
declared bankruptcy or have had to be rescueddialiyn In October 2008,
credit flows froze, lender confidence dropped, am¢ after another the
economies of countries around the world dipped tdwacession. The crisis
exposed fundamental weaknesses in financial systeorddwide, and
despite coordinated easing of monetary policy byegoments and trillions
of dollars in intervention by governments and thésinational Monetary
Fund (IMF), the crisis continues in different reggoof the world.

Statement of the Problem

The current global financial crisis has shakenvibedd economy by causing
a global turmoil. The crisis, which started as adiog bubble in the U.S got
rapidly transmitted to Europe forcing different dircial institutions
(including banks, insurance companies, and secumigstors) and giant
multinational companies to bankruptcy. Due to ftosares people became
homeless and were laid off from their jobs dueht® ¢risis. Many financial
institutions in the west have gone into total baipkcy with valueless paper
based assets. Many have rescheduled their investplans, canceled
ongoing projects and laid off huge number of warkcé. Least developed
countries of the world, including those in Africare also being affected by
the decline in the demand of their exports and @edse in private and
public transfers. The impact of the crisis on Hthiopian economy has
remained controversial with contradicting commentsn different experts
and state officials. Hence, this paper will try #&mldress this gap by
undertaking a detailed analysis of the impact ef ¢hisis on the Ethiopian
economy
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Objectives of the study

The objectives of the study are:-

1. To assess the possible causes of the origin, dontagd impact of
the current global financial crisis with particulemphasis on Africa
and Ethiopia.

2. To provide a summarized historical overview of gglebal financial
crises in relation to the economic theories oftiicial crises

3. To analyze the economic theories related to fireraisis to depict
and illustrate the bigger picture.

4. To suggest policy adjustments which need to be emphted to
avoid further worsening of the economic conditidrthe country.

Scope of the study

The study begins with a brief historical descriptf financial crises from

the Great Depression of 1930s, followed by therL_Atinerican debt crisis of
1980s, and the Asian financial crisis of 1997/38syistematically analyses
the causes, transmission mechanisms and wide angipacts of the

current global financial crisis in developed andveleping countries

especially in African and more so in Ethiopian exbt

Methodology

The study has relied completely on secondary dat@cges. The sources
of data are mainly from different international dmrcial institutions like
International Monetary Fund, World Bank, African \i2éopment Bank,
and also Ethiopian government institutions like iNa&al Bank of
Ethiopia, Investment Bureau, Ethiopian Customs Auitly, and Ministry
of Finance and Economic Development (MoFED). Thehoe followed
throughout this paper is qualitative and descriptiiv nature. The period
of the study starts from September 2008 after whiah current global
financial crisis has erupted. The transmission aleés of the financial
crisis for the Ethiopian economy in the study dre knock on effects,
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external sector and commodity prices, investmefiicial transfers and
remittance and the impact on the flower industry.

Organization of the study

The organization of the study is as follows: thegtgn is introductory in

nature and provides the problem, objectives, spnice, and scope of the
study. The next section provides a background efdlobal financial crisis

by bringing up historical records, describing eaoimtheories on financial

crisis and summarizing the impact of past financrédes. The third section
focuses fully on the current global financial sidly drawing facts on the
origin, contagion and effects of the crisis withesijfic emphasis on

Ethiopian economy. The last section indicates padidjustments that need
to be implemented to avoid further worsening of éeenomic condition of

the country.

Review of related literature

Historical background

A salient feature in the history of the global emomc activities has been the
alternative occurrence of prosperity and depresdibe period of prosperity
is manifested in terms of increment in productivapacity, business
alternatives, entrepreneurship, innovation, anditprehile the panic of a

failing economy could start from any one of thetses; like housing or

banking, and finally result in an economy wide camc However, as
indicated in the scope of the study, the discusswiti be based on financial
crises which have left remarkable effects on tlabal economy: the Great
Depression of 1930s, the Latin American debt cridisl980s, the Asian
financial crisis of 1997/98 and the current globadnomic crisis (2008/09).

The Great Depression

The Great Depression is one of the catastrophimeo@ downturns
witnessed in recent history with a wide reachinfgafin North America,
Europe, and other industrialized nations of theldvarth a duration of ten
years (1929-1939). The depression started withlapse of stock market of
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the New York Stock Exchange in 1929. The declin¢hef stock exchange
was followed by a precipitous decline in asset @aliecreasing the credit
portfolio of banks. Surprisingly, 11,000 of the @30 banks in USA have
stumbled to bankruptcy by 1933. Related to thiglearease in consumer
spending and demand, and hence productivity haseaigd the downward
spiral of the global economy. Even though the srid start in United States
of America, it did not take long for it to be trami$ted to Europe and other
industrialized nations as there was an intimatdiafon forged between
USA and those economies as a result of World W@ordo, 2000).The
downturn was so severe that it resulted in a 50etedese in industrial output
in USA, a 33% lay-off rate in Germany, and a 25%lide in exports of
Great Britain. Further East, the Depression wagreldéd to the Japanese
manufacturing output, which was significantly atest What has made the
impacts of the depression prolonged were the ingarqgotective policy
measures taken by individual countries includingpasing tariffs, and
setting quotas on foreign imports (Kindlebergei8a)9

The Latin American debt crisis

The Latin American debt crisis that happened in089®%as the result of
Latin American countries failure to repay the intgional debts.
Fundamentally, the period was an era of economaniog up for Latin
American countries notably Brazil, Argentina, an@Xto investing hugely
on infrastructure and heavy industried.atin American Countries were
having a debt of US $ 315 billion in 1983 with amulative annual growth
rate of 20.4%, approximately 50% of the region’sRGWhile debt service
was around US $66 billion. The increase in interatst in USA and Europe
as a buffer from increased oil price has made it Har indebted Latin
American Countries to pay their debts back. Thisi€has caused a massive
capital outflow from these countries decreasingrdad GDP growth rate of
the region by 2.3% and per capita income by ar®%d

Asian financial crisis

The Asian financial crisis was one of the giansesi of recent history that
gripped much of Asia beginning in 1997 with widesat offsite panic. The
center of crisis was Southeast Asia, where IndaneSouth Korea, and
Thailand constituting the worst hit nations, whitlong Kong, Malaysia,
Laos, Philippines, People’s Republic of China, TawSingapore, Brunei,
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and Vietnam taking their fair share of the husfléne crisis has been
attributed to distorted incentives within lendemrowver relationship of
Asian economies. This has availed a large quamofitgredit in a highly-

leveraged economic climate pushing up the asset pwiunsustainable level.
As the artificially swelled asset price start toll@ose, individuals and
companies started to default on their creditorse @isequilibrium in the

lender-borrower relationship has caused a paniernders urging them to
withdraw deposits from the countries causing crexditnch and further
bankruptcies. A further capital flight has also poutplace a depreciative
pressure on the exchange rates of these econoonasg them to increase
domestic currency rate, and buy up any excess danwsrency at a fixed
exchange rate with foreign reserves to safeguaett turrency value. Yet
any of the policy responses could not result imi§icant change in the tide
of fleeing capital, growing foreign-currency-denomied-liabilities, and

deepening crisis.

The historical lessons learnt from these regionaks are outflow of capital,
exchange rate instability, credit crunch and baptaies. Similar experiences
are seen in the present global financial crisiscivierupted in September
2008.

Economic theories of financial crises

In most of the historic crises, two or more of #ive mentioned causative
factors were operating parallel making it challexggio model crises. Hence,
it remains a difficult task to have a representtinodel. Of the economic
models explaining financial crises, Minsky's (1996ory is the popular

one which proposes an explanation to financialesrism a closed economy
which argues that financial fragility is a typidahture of capitalist economy
where firms choose among hedge finance, speculétieace, and ponzi

finance. For hedge finance, income flows are exgaetb meet financial

obligations in every period, including both thengipal and the interest on
loans. For speculative finance, a firm must rolelodebt because income
flows are expected to only cover interest costsiéNof the principal is paid

off. For ponzi finance, expected income flows witit even cover interest
cost, so the firm must borrow more or sell off &ss@mply to service its

debt. The hope is that either the market valuessé® or income will rise

enough to pay off interest and principal. Accogdia Minsky (ibid)
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financial fragility go along with business cycle lemcing a coupling of
hedge finance with recessionary firm, speculatimarfce with expansionary
firm and ponzi finance with illusionary firm. Acating to the theory, ponzi
financing is the most fragile type of financingustiure, which might grow to
economy wide crisis through contagion.

Figurel: Relationship between Business Cycle andr@ncing

Recessionarv Firm

Ponzi Hedge Financing
\ / X
Musionary Firm < SPeCUI?twe Expansionary Firm
Financing

The business cycle of firms is an oscillatory phgsivhere they swing from
recessionary trend to expansionary trend and usidhary trend. Provided
that the cycle is managed in such a way that it levawt result in
bankruptcy, it is healthy to go through the thréeps. A firm that is in
recessionary stage will get additional financingyas hedge finance. As the
productivity of the firm gets well, then it coul@ Ipossible to get speculative
financing by predicting about profits. Nevertheleghe increase in
speculative finance that a firm gets obliged toldauake its liability grow
bigger than its asset base. At this stage of pfinancing, the way to get
loan from banks will be only through convincing thanks that it is still a
viable firm that do have a hope to withstand finahtides. Provided that
this situation of a firm in ponzi financing gets ige, it would be inevitable
for the firm to stumble to bankruptcy.

Other less widely adopted models of financial isgethe Coordination

Theory and theHerd Behavior TheoryIn the coordination theory, the
fundamental economic factor behind most econonisesris supposed to be
consumer feedback. As far as the feedback of coasurstays positive
towards different financial market indicators, ibwd be safe for investors to
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invest. On the other hand a decline in positivisneansumer feedback will

alert investors to withhold investment leading tagmtial crisis (Krugman,

1979). The other model, the herd behavior modeitefed by economists
like Banerjee (1992) assumes crises as resultheofrtimicking nature of

financial investors in decision making, which woolkrvalue asset prices in
an artificial way. Provided that the adaptive léagnof investors would

make them decide according to what others dogatdliecline in asset price
could lead to a total collapse.

Emergence and impacts of the current global finanail crisis
on Africa and Ethiopia

Origin and contagion of global financial crisis

Each financial crisis is unique, yet each bearsesmaemblance to others. In
general, crises have been generated by factorsasiem over shooting of
markets, excessive leveraging of debt, credit booniscalculation of risks,
rapid out flow of capital from a country, mismatshieetween asset types,
unsustainable macroeconomic policies, off-balanbeet operations by
banks, lack of experience with new financial instemts, and deregulation
without sufficient market monitoring and oversig@RS, 2008). The current
global financial crisis started to show its effectsthe middle of 2007/08
fiscal year. It started in the U.S. and Europearestment banks, insurance
firms and mortgage banks as a result of their fa@itld apply stringent risk
controls for bad debts, collateralize debt insueaaied overlooking potential
frauds. As shown in Figure 2 the current crisiskBns back to the 1997-98
Asian financial crisis in which Thailand, Indones@md South Korea had to
borrow from IMF to service their short-term foreigaebt and to cope with a
dramatic drop in the values of their currency amdedorating financial
condition. Determined not to be caught with instiéint foreign exchange
reserves, countries subsequently began to accwrddéars, Euros, pounds,
and yen in record amounts. This was facilitatedth®y U.S. trade (current
account) deficit.

By mid-2008, world currency reserves by governmdrad reached $ 4.4
trillion with China’s reserves alone approaching illion, Japan’s nearly $
1 trillion, Russia’s more than $ 500 billion, amdlia, South Korea, and
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Brazil each with more than $ 200 billion. The acealetion of hard currency
assets was so great in some countries that thesrteds some of their
reserves into sovereign wealth funds that werentest in higher yielding
assets than the U.S. Treasury and other goverrseeantities.

Following the Asian financial crisis, much of thend’s “hot money” began

to flow into high technology stocks. The so-caltddt-com boom” ended in

the spring of 2000 as the value of equities in mdmgh-technology

companies collapsed. After the dot-com bust, mb fnvestment capital”

began to flow into housing markets — not only ie tnited States but in
other countries of the world. At the same time,f@hand other countries
invested much of their accumulations of foreigntegge into U.S. Treasury
and other securities. While this helped to keep. bhi®rest rates low, it also
tended to keep mortgage interest rates at lower atrelctive levels for

prospective home buyers.

This housing boom coincided with greater populaoitghe securitization of
assets, particularly mortgage debt (including suing mortgages), into
collateralized debt obligations (CDOs). A problemaswmhat the mortgage
originators often were mortgage finance companiesss main purpose was
to write mortgages using funds provided by bankd ather financial

institutions or borrowed. They were paid for eacbrtgage originated but
had no responsibility for loans gone bad. Of coutise incentive for them
was to maximize the number of loans concluded. Tduscided with

political pressures to enable more Americans to bagnes, although it
appears that Fannie Mae and Freddie ezre not directly complicit in the
loosening of lending standards and the rise ofpsuhe mortgages. In order
to cover the risk of defaults on mortgages, paldity sub prime mortgages,
the holders of CDOs purchased credit default sv&p®Ss). These are

2 Fannie Mae (Federal National Mortgage Association) is a gomeent-sponsored enterprise (GSE) chartered by
Congress in 1968 as a private shareholder-ownega@aynwith a mission to provide liquidity and stéjito the
U.S. housing and mortgage markets. It operate®enlk. S. secondary mortgage market and funds it$gage
investments primarily by issuing debt securitieghie domestic and international capital markBreddie Mac
(Federal Home Loan Mortgage Corp) is a stockhotdemed GSE chartered by Congress in 1970 as a citanpet
to Fannie Mae. It also operates in the secondarstgage market. It purchases, guarantees, and Seesiri
mortgages to form mortgage-backed securities. Fomraalysis of Fannie Mae and Freddie Mac’s rolghie
subprime crisis, see David Goldstein and Kevin @ll,HPrivate sector loans, not Fannie or Freddiggered
crisis,” McClatchy Newspapers, October 12, 2008.

3 A credit default swap is a credit derivative cootrim which one party (protection buyer) pays aqufic fee to
another party (protection seller) in return for gamsation for default (or similar credit event)egeference entity.
The reference entity is not a party to the credfadlt swap. It is not necessary for the protechioper to suffer an
actual loss to be eligible for compensation if edirevent occurs. The protection buyer gives eprik of default
by the reference entity, and takes on the riskrofibaneous default by both the protection seltet the reference
credit. The protection seller takes on the defasilt of the reference entity, similar to the ridkacdirect loan to the
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types of insurance contract (a financial derivatitleat lenders purchase
against the possibility of credit event (a defaoit a debt obligation,

bankruptcy, restructuring, or credit rating dowrtggpassociated with debt, a
borrowing institution, or other referenced entitye purchaser of the CDS
does not have to have a financial interest in #ferenced entity, so CDSs
quickly became more of a speculative asset thansamance policy. As long

as the credit events (defaults) never occurredjranrs of CDSs could earn
huge amounts in fees relative to their capital bé&sace these were
technically not insurance, they did not fall undasurance regulations
requiring sufficient capital to pay claims, althbugredit derivatives

requiring collateral became more and more commoreaent years). The
sellers of the CDSs that protected against defaftiés covered their risk by
turning around and buying CDSs that paid in cassetdult.

As the risk of defaults rose, the cost of the CD&eqzxtion rose. Investors,
therefore, could arbitrage between the lower arghdr risk CDSs and
generate large income streams with what was pexgddiv be minimal risk.
In 2007, the notional value (face value of undedyassets) of credit default
swaps had reached $ 62 trillion, more than the @oatbgross domestic
product of the entire world ($ 54 trillion), althglu the actual amount at risk
was only a fraction of that amount. By July 200& hotional value of CDSs
had declined to $ 54.6 trillion and by October 200&n estimated $ 46.95
trillion. The system of CDSs generated large psofior the companies
involved until the default rate, particularly onbsprime mortgages, and the
number of bankruptcies began to rise. Soon therdgee that generated
outsized profits began to generate outsized loss®ebkjn October 2008, the
exposures became too great for companies such@s Al

reference entity. See CRS Report RS22932dit Default Swaps: Frequently Asked Questidns Edward V.
Murphy.
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Figure 2: Origins of the financial crisis: the rise & fall of risky mortgage & other
debt
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Generally, the current global financial meltdown miastrates the
increasing inter-connectedness of the world byctfig the livelihoods of

almost everyone. This crisis also brought an ingyarpoint that U.S. is still
the center of the financial world. As indicated@RS (2008), U.S. is the
major guarantor of the international financial syst the provider of dollar,
which is a widely used currency reserve and intesnal medium of

exchange, and a contributor to much of the findncagpital that sloshes
around the world, any shake off in the U.S. finahslystem would take a
global hue.

Impacts of the crisis on African countries

A preliminary estimate of the impact of the glolbabnomic crisis in Africa
is very minimal as compared to other regions. ThHecan Development
Bank Report (2009) attributes this to Africa’s Istare of total capital
flows, the limited number of countries leveraginghds on international
markets and the limited correlation between Afrigad industrialized
countries’ financial markets. However, the globasis is gradually showing
its effects on the fragile economy of the Africaantinent. These countries,
especially the Sub-Sahara African countries, ara l@rge extent dependent
on the economies of the developed countries witjfane to aid and other
forms of development assistance

The African Development Bank has outlined four majeks for African
Countries that are faced with the financial criaisl the global recession.
These risks are the capital out flow risk, fisceky export risk and the
liquidity risk. With regard to the capital outflowsk, as a result of the
decline in the private capital flows and investméhé resulting impact will
prevail on the exchange rate and the ability tarice the current account
deficit. A decline in revenue as a result of lownded for products coupled
with the increase in expenditure will exacerbate flscal risk in these
countries. The slow demand for primary productd {e&ve the export of
these countries unprotected while the weakeninghef global financial
market plays its own role in affecting the banksagtor and the government.
The fiscal balance and current account balanceeaseptage of the total
GDP is shown in the following table.
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Table 1: Overall fiscal balance and current accounbalance (% GDP),
2007-2009

No. Fiscal Balance Current Account

2007 | 2008 | 2009 | 2007 | 2008 | 2009

1 Africa 1.89 1.82 -5.06 | 2.66 2.72 -4.05

1.1 | North Africa 2.90 2.38 -5.790 10.65| 10.14 1.75

(including Sudan)

1.2 | Sub-Saharan 1.25 1.48 -4.61 -2.37 -1.68 -7.70
Africa

2 By Region

2.1 | Central Africa 5.46 | 10.7 | 3.26 | -1.47 3.88 -9.39
3

2.2 | Northern Africa 3.51 298 -6.1p 13.0b 1215 23.0

2.3 | Southern Africa 2.47 232 -346 -3.34 -3.01 657.

2.4 | Western Africa -0.54, -0.08 -9.00 0.11 0.72 8.5

Source: African Development Bank, February 2009

Demand for the primary products, which most of &fgcan countries are
exporting is gradually slowing down. For examplenimg companies in the
Democratic Republic of Congo are forced to scalekbaostpone or
abandontheir investment plan due to the decline in the a@eenfor these
products.

Impact of global economic slowdown on Ethiopian eciomy

We have seen how the current global economic chas affected many
European and African countries. In the Ethiopiasecdéhe impact would not
be significant on the financial sector since itn® completely integrated
with the global financial system. In Ethiopia’s dimcial sector, mortgage
borrowing is not a particularly significant actiyiof the national economy, is
not directly affected by any “Sub-Prime Mortgagesis. However, it would

be naive to say that Ethiopia’s economy will notdfiected by the credit
crunch or global recession, not least because ahigk of the money spent
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in Ethiopia comes from those countries that are nmowespair. The money
flowing into the country; be it through internataraid or remittance etc, is
all subject to this global phenomenon. The effeftshe crisis were being
felt by the Ethiopian economy from October 2008 arus; therefore the
analysis is based on the years 2007/2008 and 2009.

Knock on effects of the global credit crunch

The country’s 2008-2009 budget shows that about @@%be availed from
bilateral aid, direct budget assistance and lo&ng. of the approved 4.5
billion dollars budget, 1.5 billion dollar is exged to be covered by loan,
aid and direct budget subsidies. Hence, no douditglobal recession will
have a knock-on effect on Ethiopia’s economy. Fawat countries to honor
their pledges would be unrealistic when they areedawith domestic
economic instabilities. The particular projects atetl to ambitious
“Millennium Development Goals”, such as eradicatexdreme poverty and
hunger; achieving universal primarily educationprpoting gender equality
and empowering woman; reducing child mortality; roypng mental health;
combating HIV and AIDS, malaria and other diseas&sisuring
environmental sustainability and developing a dlolpartnership for
development will not be honored fully. Western nwies will try to impose
many restrictions so that they can withhold theoney for their own use.
The short term effects of the above measures obrdowill result in the
declining reserve of foreign currency with the idaal Bank.

Impact on external sector performance and commodityprices

Ethiopia’s economy is heavily dependent on expbgromary commodities.
The predominant dependence on agricultural aawithas caused the
country’s vulnerability to price shocks around theorld. The major
commodities that the country exports are coffeklseeds, leather products,
pulses, meat products, chat and flower. Duringfitils¢ quarter of 2008/09,
the balance of payments registered a deficit of U3R.2 million, which
was slightly less than the USD 155.6 million ddficregistered in the
preceding quarter. External sector performanceuaftgr 11 (2008/09) shows
that export receipts reached USD 270.9 million, defcent higher than that
of last year same quarter. Quarter 1l of 2008/0fe&ding the greatest hit of
the crisis. When compared with quarter | of the ediscal year, there is a
22.8 percent decline in total exports. Togethehwiite decline in exports,
the country’s trade balance is showing negativerég in quarter Il (1766.9)
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which means that there is a significant trade defi@®National Bank of
Ethiopia, 2009)

Table 2 Value of major export items

Coffee b
Oilseeds 31.4 11.7 451 19.1 147 64.4
Leather and Leather

products 29.1 10.9 25.8 10.5| 12.§ -2.1
Pulses 31.1] 11.6 216 8.3 4.7 -27.7
Meat & Meat

Products 5.6 2.1 8.5 26| -16.7] 2715
Fruits & Vegetables 2.9 1.1 47 1.1] -37.8 2.1
Live Animals 16.1 6.0 15.7 6.2 7.2 4.5
Chat 28.8 10.7 32.9 12.7 4.4  19.6
Gold 15.9 5.9 17.5 7.5 16.00 27.9
Flower 24.0 9.0 26.4 10.6 7.6 20.3
Others

Source: Ethiopian Revenues and Customs Authority, @8

The effect of the crisis is still seen on the Epiam imports, where there is a
10.3percent decline in quarter Il from quarter klod same fiscal year. This
does not mean that the decline in imports is hagnie economy, but the
cause of the decline is shortage of foreign cusreeserve in the national
bank, again caused by the global economic slow ddWare is a significant
decline in the value of export of coffee (being thajor export commodity
of the country). In Quarter | of 2008-09, coffegistered an export value of
USD 133.3 million while it declined to USD 41.7 illon in Quarter Il of
the same fiscal year (68.7 % decline).. It is & Webwn fact that the decline
in coffee exports shakes the whole economy since 28 percent of the
total exports of the country are dependent ondtap. Total revenue derived
from the export sector has declined from USD 35iilfion in Quarter | to
USD 270.9 million in quarter Il. The above ups addwns are clear
indications of the evil effects of the global ecomo crisis (Ethiopian
Revenue and Customs Authority, 2008).
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Effect of the crisis on the country’s flower industy

If we compare the growth rates between quartef 8007-08 and 2008-09,
there is a significant decline in exports of flowgi20.3 percent to 7.6
percent). If we compare Quarter | and Il of 2008260ith regards to flower
export, there is very little increase in its vaageshown in Table 1

Official transfers and remittance

The other source of Ethiopian foreign exchange esittance from
Ethiopians living abroad. The remittance from Epéms living abroad
reached $1 billion in 2007-08. Recession and Idgels in the West could
affect Ethiopians in Diaspora and reduce the mdiogying into the country.
For instance, individual transfers have declineanfrUSD 503,455 million
in quarter one to USD 485,297 million, registera8.6 percent decline. It is
not possible to accurately predict the impact obgl recession on Diaspora
remittance, but even 30% reduction in remittanceld/ionean a $300 million
loss to the economy, which is equivalent to thee lo§ foreign exchange
income from coffee export.

The aid that Ethiopia receives is predominantlyesig@nt on funds coming
from countries and multi-national companies whick heavily affected by
the current economic downturn. The official tramsfeave increased from
USD 281,256 million to USD 513,228 million in th&®@8/2009 first and
second quarters. This is due to the fact that #€& lgave budgetary
assistance to all developing countries to withsthedcurrent financial crisis.
On the “Net Transfers” there is a 32.2 perceatdase in transfers, mainly
resulting from assistance given by the IMF (NatloBank of Ethiopia
2009).

Investment

As expected, the global crisis has affected Etlaigpiinvestment

environment. In March 2008, the number of projelcts were approved was
2100, while only 1966 were approved in Decembethef same year. The
size of the capital investment was 61333.2 millif8D in June 2008 while it
declined to only 28,510.3 million in December 2008ith regards to the

potential employment creation of both permanent tmdporary workers,

the same decline was registered, running from 69 24&@%kers in June 2008
to 240960 in December 2008 (National bank of Ettaipp009).
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Table 3 Investment Indicators

Indicators Jan08 | Mar08 | June 08 Sept 08 Dec 08§
Projects approved -

2100 3256 2951 1966

Capital investment size
(in million Birr)

45,026.9| 61333.2] 31,497.3 28,510.3

Potential
Creation (Permanent and - 362912 672489 391994 240960
Temporary)

Employmen

Source (National Bank of Ethiopia, 2009)

Conclusions and recommendations

Ethiopia was unable to reap the benefits of intiional price fall because of
the serious foreign exchange shortage. Foreigrmweseisis coupled with

high inflation rate is now crippling the countryorgign direct investment is
also likely to decline significantly although ittgo early to show its overall
impact on the economy. On the other hand, becaoserctountries are in
deep recession themselves, the external grant @amd dssistance would
decline. From the discussion on the effect of tleda crisis on Ethiopia, the
following policy adjustments need to be implemented avoid further

worsening of the economic condition in the country.

1. Export diversification:

Being an underdeveloped economy that
heavily depends on agriculture, the structure dfidpian export is
dominated by agricultural products. The share ohary products in
the export sector is significant, and should beedified to other
industrial activities. The diversification will helthe country to
withstand external shocks that would arise on amytiqular
commodity.

. Strengthening the Ethiopian commodity exchange (ECX The

government of Ethiopia has to establish a reliat@davork through
which export items are delivered to the internaglomarket. Recent
developments like the Ethiopian Commodity Exchafg€X) are
positive moves towards achieving a transparent afittient
transaction for the collection and delivery of aghural products.
Strengthening the foreign currency base: Depleted foreign
reserves lead to shortage in available funds fgroms. Importable
items in the Ethiopian case are dominated by machirand
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medicines, which are essential to the smooth fanctg of the
overall economy.

Encouraging the Ethiopian Diaspora to send remittane through
formal banking transactions: The Ethiopian Diaspora living abroad
can be considered as important source of foreigmewoay and
income for the country. Therefore, policies haveb# formulated
towards greater efficiency that encourages the foias to send
money through formal bank channels.

. Strengthening local capacity to minimize dependencen foreign

assistance: External shocks have huge impacts on countries tha
depend heavily on international assistance. Ethjopeing one of
them, needs to minimize its reliance on aid. Sefficdency in terms

of mobilization of domestic resources will helpliong about a self
sustained economy.
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ANNEXURE -1: Balance of Payments

2008/09 (millions

Ethiopian Fiscal Year 2007/08 (millions of USD) of USD) Percentage Change
Particulars Ql Qll Qv Ql Qll
E=D- F=D-
Z A B C D C*100/C A*100/A
Trade Balance -1142.7 -1312.6 -1592.4 -1921.y -1766.9 -8.1 34.6
Exports 265.9 267.7 457.9 351.1 270.9 -22.8 1.2
Imports 1408.6 1580.3 2050.2 2272.8 2037.4 -10.3 29.0
Net Services 20.3 70.7 9.6 149.6 169.0 13.0 139.1
5.1
Travel 34.6 67.3 62.0 46.6 -24.8 34.8
62.7
Transportation 42.2 2.4 70.1 83.4 19.0 97.7
37.2
Government (n.i.e.) 29.2 47.6 24.8 54.2 118.7 85.7
10.9
Investment income 11.2 4.2 3.2 -5.4 -268.8 -148.2
14.6
Interest 16.4 7.1 7.3 -1.5 -120.4 -109.1
14.7
Cash (net) 16.4 7.1 7.3 -1.5 -120.4 -109.1
Arrears 0.0 0.0 0.0 0.0 0.0 - -
-3.7
Dividend -5.2 -2.9 -4.1 -3.9 -4.5 -24.7
Other Services -97.6 -46.5 -111.9 -10.5 -9.8 -6.2 -78.8
Private Transfers 596.4 578.3 6542 | 6882 | 7986| 16.0 38.1
Current Account
Balance -526.0
(excl. public transfers) -663.5 -928.6 -1083.9 | -799.3 -26.3 20.5
Public Transfers* 138.6 358.5 483.7 281.3 513.2 82.5 43.2
Current Account
Balance 3874 -305.0 -444.9 -802.6 -286.0 -64.4 -6.2
(incl. publictransfers) | ~°°
Non-monetary Capital | 172.1 331.6 357.9 372.6 416.3 11.7 25.5
72.5
Long-term (net) 100.7 98.4 107.6 179.7 67.1 78.4
78.8
Disbursements 115.9 109.8 114.5 188.8 64.9 62.9
Repayments 6.3 15.2 11.4 6.9 9.1 31.1 -40.1
Cash 6.3 15.2 11.4 6.9 9.1 31.1 -40.1
Arrears 0.0 0.0 0.0 0.0 0.0 - -
Direct Investment (net)| 2627 | 1921 2829 | 2649 | 2268 | -144 18.1
-63.2
Short-term (net) 38.8 -23.4 0.1 9.8 6864.3 -74.8
Net Errors & | 428.8
Omissions -167.1 -68.6 287.8 -174.1 -160.5 4.2
207.5
Overall Balance -140.5 -155.6 -142.2 -43.9 -69.1 -68.8
Financing 2075 | 1405 | 1556 | 1422 |439 | -69.1 -68.8
Reserves (-iincrease)| -207.5 140.5 155.6 142.2 .943 -69.1 -68.8
NBE net foreign asset| 2823 | 50.7 146.1 104.8 -103.0 | -198.3 -303.1
CBs net foreign asset] 74.7 89.8 9.5 37.5 146.9 292.0 63.6

Source Adopted from National Bank of Ethiopia’s repd§08/2009
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