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I. STRATEGIC CONTEXT
A. Country Context

1. Ethiopia is a large and geographically diverse country, with a representation of 98
nationalities and peoples who speak 93 languages, a total population of about 90 million,
and a population growth rate of 2.5 percent in 2014 (according to the United Nations). At
that rate, the United Nations estimates that the population will reach 130 million by 2025.
Ethiopia is projected to be among the world’s 10 largest countries by population in 2050.
International Development Association (IDA) commitments to Ethiopia in recent years have
been over US$1 billion per year. Making progress on the two goals of the World Bank Group in
Ethiopia is, therefore, important both for global progress and for the country itself.

2. Ethiopia remains one of the world’s poorest countries but has achieved high levels
of economic growth and made substantial progress on social and human development over
the past decade. Ethiopia’s economic growth has been remarkably rapid and stable over the past
decade. Real GDP growth averaged 10.9 percent in 2004-2014, according to official data. By
taking into consideration population growth of 2.5 percent over the past decade, real GDP
growth per capita averaged 8.0 percent per year'. The country’s per capita income of US$550
(Atlas GNI, 2014) is substantially lower than the regional average of US$1,257 and among the
eleven lowest worldwide. Ethiopia is ranked 173 out of 187 countries on the Human
Development Index (HDI) (2014) of the United Nations Development Programme (UNDP).
However, economic growth has helped reduce poverty in both urban and rural areas. Since 2005,
2.5 million people have been lifted out of poverty, and the share of population below the poverty
line has fallen from 38.7 percent in 2004/05 to 29.6 percent in 2010/11 (using a poverty line of
close to US$1.25/day). Ethiopia is among the countries that have made the fastest progress on
the Millennium Development Goals (MDGs) and HDI ranking over the past decade. It is on track
to achieve the MDGs for gender parity in education, child mortality, HIV/AIDS, and malaria.
Good progress has also been made in universal primary education, although the MDG target may
not be met.

3. Ethiopia’s constitution ensures a federal, democratic system. Ethiopia’s current
government system was established in the early 1990s by the Ethiopian People’s Revolutionary
Democratic Front, which took over the country in 1991 after militarily defeating the previous
regime. Since 2003, the country has actively pursued decentralization of governance to the
regional and woreda levels—a woreda is a district with an average population of 100,000.
Ethiopia marked an important milestone in August 2012 with the first peaceful and constitutional
transition of power in Ethiopia’s modern history, with the appointment of H.E. Hailemariam
Desalegn as prime minister, following the death of Meles Zenawi, who had led Ethiopia since
the Ethiopian People’s Revolutionary Democratic Front took over.

4. The Government of Ethiopia (GoE) has completed its Growth and Transformation
Plan (GTP) (2010/11-2014/15), which sets a long-term goal for Ethiopia to become a
middle-income country by 2025, with growth rates of at least 11.2 percent per year during

! Using UN population estimates and applying them to the official national accounts data in constant factor prices.



the plan period. To achieve the GTP goals and objectives, the GoE has followed a
“developmental state” model with a strong role for the Government in certain aspects of the
economy. It has prioritized key sectors such as industry and agriculture as drivers of sustained
economic growth and job creation. The GTP also reaffirms the GoE’s commitment to human
development. The programs of development partners (DPs) are broadly aligned with GTP
priorities.

5. The GoE has developed and issued the GTP 11 (2016-2020) which emphasizes the
key role of small and medium enterprises (SMEs) for the local economy and highlights the
promotion of financial inclusion as a main priority in the development agenda. During the
GTP Il period, greater emphasis will be placed also on strengthening modern payment systems
and developing regulations based on international standards. A National Financial Inclusion
Strategy for the next five years was approved in January 2016 by the National Council for
Financial Inclusion.

6. The World Bank Group’s Country Partnership Strategy (CPS) for FY13-FY16 sets
out the principles for engagement within this framework, as recently reviewed in the 2014
CPS Progress Report. The CPS supports the GoE in implementing the GTP. It includes two
primary pillars and seven strategic objectives. Pillar One (Fostering Competitiveness and
Employment) aims to support Ethiopia in achieving the following strategic objectives: (a) a
stable macroeconomic environment; (b) increased competitiveness and productivity (a particular
area of focus for the IFC); (c) increased and improved delivery of infrastructure; and (d)
enhanced regional integration. Pillar Two (Enhancing Resilience and Reducing Vulnerabilities)
aims to support Ethiopia through (e) improved delivery of social services; and (f) comprehensive
social protection and risk management. The CPS also has a foundation of (g) good governance
and state building. In line with the GTP, gender and climate change have been included as cross-
cutting issues in the CPS. The CPS Progress Report reconfirmed these strategic objectives while
noting that the Bank Group will place renewed emphasis on a stable macroeconomic
environment, increased competitiveness and productivity, regional integration, and the
urbanization process.

B. Sectoral and Institutional Context

7. Ethiopia’s financial sector is dominated by the banking sector (commercial banks),
which currently represents more than 92.6 percent of total assets of the financial sector,
excluding the assets of the Development Bank of Ethiopia (DBE) and National Bank of
Ethiopia (NBE). Microfinance institutions (MFIs) constitute 5.2 percent and insurance
companies 2.2 percent of the total financial sector assets. The Ethiopian financial sector consists
of two public banks (i.e. the DBE and the Commercial Bank of Ethiopia (CBE)), 16 private
banks, 17 insurance companies, 33 MFIs, and five capital goods finance companies.

8. The banking sector is operated exclusively by domestic banks and dominated by
state-owned banks. State-owned banks, which mainly focus on financing large enterprises,
constitute 70 percent of total assets of the banking sector and are dominating the credit market
share of lending. The government-owned CBE is the dominant commercial bank and accounts
for 60 percent of total assets of banks as of June 30, 2015. The share of private banks assets to
total assets of the banking sector declined from 36 percent in 2008/09 to 30 percent in Q3 2015.



Domestic credit to private sector as a ratio of GDP was estimated around 18 percent below the
Sub-Saharan Africa average of 30 percent in 2013. Total outstanding credit of the banking
system - excluding credit to Government and interbank lending - reached ETB 205.7
billion/approx. US$10 billion at the end of March 2015,% a 26.2 percent increase compared to the
previous year. Finally, the banking sector in Ethiopia remains closed to foreign banks.

Table 1. Overview of Ethiopia’s Financial System (Main Formal Financial Institutions)’

o Total Capital

Institutions Branches (Billion Birr)
2012 /|2013 /| Q3| 2012/| 2013/ Q3(2012/] 2013/ Q3
2013 2014| 2015| 2013 2014 2015( 2013| 2014|2015
Banks 19 19 191 1,728 | 2,208 | 2,636 23 26 | 30.5
Private 16 16 16 859 | 1205| 1526 | 11.3 146 | 16.8
State-owned 3 3 3 869 | 1,003 | 1,110 12 11.8 | 13.7
MFIs 31 31 33 n/a nfa | 1,593 4.5 56| 6.6
Insurance Companies 16 17 17 273 332 369 15 2| 25
Private 15 16 16 224 270 n/a 11 1.6 2
State-owned 1 1 1 49 62 n/a 0.4 04] 05

9. Banks are profitable and well-capitalized although liquidity is a concern. The

Ethiopian banking sector continues to show favorable aggregate indicators: in March 2015 the
average risk weighted, system-wide capital adequacy ratio was 16.6 percent (double the
minimum requirement); profitability was robust (with return on assets (ROA) at 3 percent and
return on equity (ROE) at 45 percent, well above regional averages); and the non-performing
loan ratio was only 2.4 percent. However, no Financial Sector Assessment Program (FSAP) has
been conducted in Ethiopia and the absence of detailed bank data precludes the assessment of
potential vulnerabilities in individual banks.

10.  The minimum deposit rate, regulated by NBE, has remained constant for the past
five years at 5.0 percent. The lending rate to final borrowers is fully liberalized, but has been
relatively unchanged over the same period with minimum and maximum observed lending rates
unchanged at 7.5 and 16.25 percent, respectively. For banks to increase their lending in support
of structural transformation, they need to extend the average maturity of their deposit base.
Longer-term deposits currently only account for 11 percent of the deposit base. Banks pay about
10 percent on longer-term deposits, roughly twice the interest rate on savings accounts.
However, even these higher rates do not ensure a positive real rate of return on deposits. In
addition, depending on the actual nominal lending rate which currently fluctuates between 7.5
and 16.25 percent, the real interest rate might be positive or negative given the headline inflation
of 11.8 percent as of July 2015*.

® FX Rate as of 3/31/15: US$1 = ETB 20.43. Source: Www.xe.com

® Source: NBE 2013/14 Annual Report, and 2015 Q3 Bulletin

* According to IMF Atrticle IV Consultation Press Release from September 2015, the reported headline inflation was
a result of rising food prices due to below average rainfall, while non-food inflation was approaching 10 percent.



11. Domestic credit has declined over time, as a share of the economy, as a result of low
real interest rates, from 35.7 percent of GDP in 2004 to 28.6 percent of GDP in 2014. This
demonetization trend is mirrored in a similar decline of broad money (M2) as a share of GDP,
which declined from 38.5 percent in 2004 to 25.6 percent in 2011/12°. Credit growth has been
increasingly concentrated in public projects rather than private ones. The share of private credit
in total outstanding credit has declined from 37 percent in 2007/08 to 30 percent in 2014/15.
Conversely, the share of loans to State Owned Enterprises increased from 21 to 62 percent over
this period (while the share of credit to Central Government in total outstanding credit declined
from 42 to 8 percent). In terms of share of GDP, private sector credit declined from about 16 to
11 percent of GDP in 200414, according to the NBE definition, which counts all DBE loans as
private.

12.  The microfinance sector is promising, albeit highly concentrated and facing a
number of challenges. Ethiopia has a strong presence of microfinance institutions (MFIs), credit
cooperatives, savings and credit organizations, and rural finance associations. By Q3 2015, there
were 33 MFIs regulated by the NBE, which mobilized a total saving deposit of ETB 14.2
billion/US$665 million (40 percent higher than last year) and an outstanding credit of ETB 18.7
billion/US$888 million® (32 percent higher than last year). Their total assets increased by 28
percent to ETB 29 billion / US$1.4 billion by the end of March 2015.” All these indicators show
the growing contributions of MFIs to poverty reduction both in rural and urban areas through
their focus on low income segments of the society. However, the MFI sector is highly
concentrated. Five major institutions (all owned by different regional governments, operating
in different regions and therefore not competing with each other), namely Amhara, Dedebit,
Oromiya, Omo and Addis Credit and Savings Institutions, accounted for 83.8 percent of the
total capital, 93.7 percent of the savings, 89.8 percent of the credit and 90.4 percent
of the total assets of the MFIs. Despite the growth in the sector, the sector faces a number of
challenges, which include but are not limited to funding constraints, high operational costs,
deficient management information systems, and limited management capacity/expertise.

13.  Capital markets in Ethiopia are mainly comprised of treasury bills and government
bonds. Treasury bills are transacted on a weekly basis while government bonds are occasionally
issued. Maturities of T-Bills range from 28, 91,182 and 364 days; 91 days and 364 days are the
most demanded terms. In December 2014, the country joined Ghana, Kenya, Senegal and Ivory
Coast in issuing the first dollar bond raising US$1 billion in 10-year bond to fund infrastructure
related projects for industrial zones and sugar industry sectors.® Corporate bond market remained
underdeveloped whereby merely only few public institutions and regional governments
participate. Ethiopian Electric Power (EEP), Railways Corporation and Addis Ababa Housing
Development Agency accounted for 72.7 percent, 14 percent and 13.2 percent of the total
corporate bonds issued. The sole purchaser of these bonds is the CBE. As of March 2015, the
stock of corporate bonds held by CBE stood at ETB 136.6 billion / US$6.8 billion.

> Getnet Alemu Zwedu, Financial Inclusion, regulation and inclusive growth in Ethiopia, ODI working paper 408
® FX Rate as of 9/30/15: US$1 = ETB 21.05. Source: www.xe.com

" FX Rate as of 3/31/15: US$1 = ETB 20.43. Source: www.xe.com

® Deutsche Bank and J.P. Morgan were managing the bond sale.
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14.  The majority of Ethiopians rely on financial services offered outside the regulated
financial system. According to 2014 Global Findex® published by the World Bank (and used to
inform the Ethiopia’s National Financial Inclusion Strategy), only 22 percent of Ethiopians
owned a bank account at a formal financial institution, compared to the Sub-Saharan regional
average of 34 percent. There is a large untapped market of borrowers and savers in Ethiopia that
are not using financial services offered by regulated financial institutions. For instance, 44
percent of Ethiopian adults borrowed within the last year, but only 7 percent borrowed from
regulated financial institutions. Similarly, while 48 percent of Ethiopian adults reported saving or
setting money aside, only 14 percent saved at a regulated financial institution. Since 2008, the
national savings rate of Ethiopia has been growing significantly. National savings which was
22.9 percent of GDP in 2008 has subsequently been rising and reached 31.7 percent of GDP in
2014, surpassing the SSA by about 10 percentage points. The unprecedented growth in the
savings rate since 2008 is due to the rise in domestic savings. A national account revision in
2011 effectively doubled the domestic savings rate from 7.6 percent in 2011 (old estimate) to
14.2 percent (new estimate). Still, increasing domestic savings has been identified as a priority
area within the GoE’s newest Growth and Transformation Plan - GTP Il. Annex 7 provides a
detailed overview of the savings mobilization practice in Ethiopia.

15. Beyond the individual and household level, access to finance is also a constraint for
micro, small, and medium enterprises (MSMESs). According to the World Bank Enterprise
Survey (2011), 31.1 percent of firms identify access to credit as a major business constraint in
Ethiopia (compared to 40.8 percent in SSA). Although 94.7 percent of all firms and 92.9 percent
of small firms have access to a checking or savings account, only 15.8 percent have a bank loan
or line of credit. Only 6 percent of micro enterprises, 1.9 percent of small enterprises, and 20.5
percent of medium enterprises have a loan or a line of credit.’® Overall, business investments in
Ethiopia are primarily financed internally (86 percent), compared to 8.2 percent by banks, 4.8
percent through equity or stock sales, or 0.2 percent from supplier credit. In addition, collateral
requirements remain high at around 200 percent of loan amount.

16. Despite significant improvement in outreach led by the expansion of the banks’
branch network in the past year, penetration of regulated financial institutions remains
very limited, particularly in rural areas. The number of bank branches in Ethiopia increased to
2,636 as of March 2015 and, according to GTP Il targets, is supposed to double by 2020.
Nevertheless, the country lags behind the regional trends with only 2.9 bank branches per
100,000 adults and only 0.3 ATMs per 100,000 adults compared to the SSA average of 4.5 and
3.4, respectively. While around 80 percent of the population lives in rural areas, access points
remain concentrated in the capital city; 35.4 percent of total bank branches and 53.4 of insurance
companies’ branches are located in Addis Ababa. Thus, the long distances to regulated financial
institutions present a barrier to account ownership for the rural population.

® The Findex database is a global database and survey that provides the world’s most comprehensive database on
financial inclusion. The survey provides in depth data on how individuals save, borrow, make payments, and
manage risks. Developed and managed by the World Bank, collected in partnership with the Gallup World Poll, and
funded by the Bill & Melinda Gates Foundation, the Global Findex is based on interviews with about 150,000 adults
in over 140 countries.

9 SME Finance in Ethiopia: Addressing the missing middle challenge, WBG.
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17. Ethiopia has made positive strides in financial sector infrastructure lately but it needs
to be enhanced to promote financial intermediation. With the help of World Bank projects*, a
modern national payments system and public credit information system were established recently.
However, only 0.2 percent of the adult population is covered in the credit registry. There is no
private credit bureau that can provide value added services on credit information such as credit
scoring, marketing service, application processing and portfolio monitoring to facilitate quality
decision making on credit provision by financial institutions and thereby minimize fraud and
mitigate risks. Ethiopia does not have a registry for security interests in movable assets such as
equipment, machinery, inventory and account receivables hampering secured lending over
movables. Contract enforcement is also challenging adding to the risks for lenders to grant credit.

Analytical Background for the Operation

18. The recently completed “Ethiopia SME Finance Study 2014” represents the
analytical background for the proposed operation. The study, initiated at a request of the
GoOE, looks at (the lack of) SME finance as one of the possible obstacles to job creation. Through
the combination of a demand-side and a supply-side analysis, the study demonstrates the
existence of a so-called “missing middle” phenomenon in Ethiopia, whereby small enterprises
are more credit constrained than either micro or medium/large enterprises. The study highlights
the inadequateness of Ethiopian banks’ business models to address the financing needs of SMEs
and the existence of severe limitations in the overall enabling environment for SME lending (e.g.
the lack of a collateral registry; an underutilized credit information system and an inefficient
insolvency and creditor/debtor regime).*? The study also highlights the importance of lease
finance as a complementary source of funding.™® Leasing can be an effective mechanism for
boosting the Ethiopian economy by providing long-term finance to SMEs which need funds to
expand but often do not have the credit history or collateral sufficient for credit from
conventional financing sources. Annex 7 provides a summary of the main findings from the
study.

19.  The GoE has recently prioritized growing lease financing and is in the process of
establishing the necessary legal and regulatory foundation to support its development.
Although leasing legislation and/or mention of it as a financial product has been around since
1998 in Ethiopia, institutions only began offering finance leases locally in 2014. The Capital
Goods Leasing Business Proclamation 103/1998 as amended by the Capital Goods Leasing
Business (Amendment) Proclamation 807/2013 are the two major pieces of legislations
regarding leasing. The current regulatory framework for leasing is considered one of the most
advanced and a best practice in the region. The related tax environment is also considered as
conducive for leasing business. In March / April 2014, the GoE through the National Bank of
Ethiopia (NBE) licensed five regional independent leasing companies to commence business in
capital goods finance and hire purchase transactions with the objective of building a strong and

! Financial Sector Capacity Building Project (P094704); Improving the Efficiency of Payments System Project
(P149104); Cheque Standardization Project (P132042).

12 The study has been well received by the key counterparts in the GoE and by all the major financial and private
sector stakeholders, as confirmed by the dissemination event held on February 2015 in Addis Ababa. A detailed
summary of the main findings is provided in Annex 7.

3 The Leasing Proclamation No 103/1998 has been recently amended by Proclamation No 807/2013 that provides
licensing and supervisory authority to National Bank of Ethiopia for finance leasing and hire-purchase leasing.
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viable leasing sector in Ethiopia. All the five newly established leasing companies have met the
ETB 200 million (US$10 million equivalent) minimum capital entry requirement and are
regulated by NBE. The WBG/IFC is currently providing technical assistance to the NBE in
drafting all the necessary leasing directives and guidelines to supervise and regulate the leasing
market in Ethiopia. Five (out of 15 drafted) directives have been completed and approved by the
NBE so far. Ten of the Directives were reviewed in January 2016 by NBE and the WB/IFC
leasing team. It will take approximately six months to one year for the management and Board of
NBE to approve the rest of the Directives. Similarly, risk management guidelines and risk-based
supervision procedures manual are also under review and discussion. Both deliverables are
expected to be completed by June 2016 with the technical support of the WBG/IFC.

20.  The sectors likely to benefit from capital goods financing in Ethiopia are enterprises
producing goods and services for export and import substituting enterprises as well as
enterprises capable of creating large employment opportunities. In Ethiopia, the leasing
companies are expected to provide lease finance for machineries and equipment to the priority
areas such as: (a) textile, garment, leather and leather products; (b) metal and wood works; (c)
agro- processing, including dairy and poultry equipment; (d) construction machineries; (e)
irrigation;(e) wet and dry coffee processing; (f) post-harvest grain processing including seed
cleaning equipment; and (g) freight transporters from fields to market centers and warehouses,
(h) farm and non-farm cooperatives, unions, and model farmers.

21. In Ethiopia, capital goods financing includes financial lease and hire purchase but
excludes operating lease. In a financial lease, the lessor retains full ownership until the end of
the contract when the lessee can exercise the option to purchase the asset at an agreed price
(residual value). In a hire purchase contract, there is a pro rata transfer of ownership upon
payment of each rental instalment and only upon payment of the last instalment is ownership
automatically transferred to the lessee. While ownership may change at some point from the
lessor to lessee, the ‘legal title and certain rights’ over the asset still remains with the lessor.
Therefore, even after ownership has changed by over 51 percent and there is default or non-
payment by the lessee, the lessor could seek redress through the Ministry of Industry (Mol) and
then exercise the ‘right to repossess.” The proclamations also provide for the parties to clearly
agree on the manner by which ownership rights and claims shall be settled between the parties,
in case there is an early termination of the hire purchase agreements. Where the lessee defaults
and does not comply with demands from the lessor to remedy the default, the lessor shall rescind
the contract, repossess the capital goods and claim damages. The proclamations empower the
Mol to register capital goods agreements, and amendments, modifications and termination of
agreements. The Mol shall take appropriate measures to ensure return of capital goods leased,
and may order the police to execute the repossession.

22. In established leasing markets, there is typically an orderly process for repossession.
The first step in default would be to take possession of leased equipment or to repossess to
mitigate against the level of risk. The next steps are to safe-keep the leased equipment in a
warehouse and then sell it to a third party in a secondary market. (This is an internal process by
the lessor). Regardless of any given challenges in repossession, international experience suggests
that a secondary market for leased equipment should become active once the leasing business
starts in any given economy even for specialized equipment. Lessors are always advised and
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encouraged to identify potential secondary markets for specialized equipment. Further details on
default risk and repossession in Ethiopia are described in Annex 7.

23.  The current secured transactions system of Ethiopia provides a multitude of
different and conflicting rules that complicate secured lending over movables. The existing
legal framework that covers secured lending in Ethiopia is primarily included in the Civil and
Commercial Codes, Civil Coded of Procedures and Foreclosure Proclamation. Some weaknesses
in the current system include: (a) the lack of a single law covering all transactions secured by
movable property; (b) non-possessory pledges which exist only as exceptions and not as a rule;
(c) the law does not allow the granting of a security interest in future assets; (d) only some types
of security interests are subject to registration, creating, therefore, a system with secret liens that
is difficult and costly for creditors to discover; and (e) extrajudicial foreclosure is not available
for all types of creditors.

24. In Ethiopia, the majority of finance provided by banking institutions is secured with
both immovable and movable assets. Unsecured credit is granted on an extremely limited basis
to longtime clients who have demonstrated earnings equivalent to 100 percent of the loan for the
past two years and who have been given a high ranking based on the bank’s credibility
indicators. While the institutions interviewed disclosed a slight preference for taking immovable
property as collateral, most institutions accept movable collateral as well. Movable collateral is
largely represented by vehicles and 90 percent of the total movable collateral reported to the
Credit Reference Bureau is of this type.** While machinery and equipment are also commonly
accepted, banking institutions revealed they are reluctant to take fluctuating assets, such as
accounts receivables and inventory, as movable collateral. One of the main reasons Ethiopian
banking institutions consider movable collateral a higher risk is the lack of a single movable
property registry. In Ethiopia, there are several registries in which interests in certain types of
movable collateral can be registered depending on the type of asset. These registries are located
throughout the different regions of the country and are not linked, thus the information registered
within each registry is not automatically shared with the other regional offices.

25.  Overall, the stakeholders welcome the idea of a single nationwide electronic registry
for all types of collateral as long as it is reliable. Creditors indicated that they would be willing
to extend credit by taking collateral in property currently not being lent upon, such as agricultural
products, if there was a clear system that would provide them with legal certainty. Likewise, civil
servants interviewed indicated that there is a need to extend secured credit and collateralize all
possible assets in order to promote and expand businesses.

Development Bank of Ethiopia

26.  The Development Bank of Ethiopia (DBE) is a specialized financial institution
established to promote the national development agenda through development finance. The
Ministry of Finance and Economic Cooperation (MoFEC) represents the GoE as sole shareholder
in DBE. MoFEC liaises with DBE in relation to the Bank’s capital position and is represented on
the Board of Management. The Public Financial Enterprise Agency (PFEA) has supervisory
responsibility for DBE.

1 Statistics provided by the National Bank of Ethiopia.
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27. DBE currently operates on the basis of a project finance business model, in which it
supports projects with loans and technical assistance in selected high-priority sectors. The
Bank has a head office which is responsible for large loans above ETB 25 million / US$1.2
million, and regional offices which book smaller loan amounts and widen the Bank’s reach. The
DBE President is responsible to the Board of Management and is supported by Vice Presidents
responsible for Corporate Services, Branch Operations, Credit Services and Support Services.
The value of DBE’s total current portfolio of loans and advances is ETB 26 billion / US$1.2
billion (June 2015).

28.  As a development finance institution, DBE is well placed to serve the financing
requirements of SMEs. SME lending represents an important strategic development for DBE,
providing an opportunity to further enhance its development role as well as contributing to the
country’s ongoing financial sector development. Following submission of the DBE Branch
Rationalisation Study in late 2013, DBE’s Board of Management and executive management
considered changing the business model of its branch operations to one based on an SME
lending approach, through a significant expansion of the number of regional branches. DBE has
prepared a Five Year Credit Plan, 2015-2020, which assumes up to 20 percent of total
disbursements over the next five years for SME lending and lease financing purposes.’® The
development of an SME lending capability is viewed as complementary to DBE’s existing
project finance and wholesaling activities.

29.  The World Bank Group and DBE have a successful track record of partnership.
DBE was selected by the World Bank as the wholesaling institution for the Women’s
Entrepreneurship Development Program (WEDP), based on its track record of managing lines of
credit and on its management commitment to the project. DBE is responsible for the
management of a fund of US$42.4 million provided for onward lending through twelve selected
MFIs to micro- and small-sized women-owned enterprises. DBE has played the role of a
wholesaler very effectively in the WEDP project and has rapidly disbursed the WEDP funds to
MFIs. With oversight from DBE, the MFIs have disbursed the funds effectively to final
beneficiaries, and have also developed their capacity in lending to women-owned MSMEs and
adopted improvements and innovations in credit scoring and appraisal. Box 6.1in Annex 6
provides a detailed overview of the WEDP program.

30.  The World Bank has supported the institutional development of DBE. In 2012 as
part of WEDP, the World Bank conducted an assessment of DBE’s compliance with World Bank
requirements for financial intermediary financing projects.'” The assessment confirmed DBE’s
eligibility, provided that it strengthened its capacity in several key areas, including risk
management, human capital, loan process, and IT/MIS. Between April 2013 and June 2014,
WEDP funded technical assistance to work with DBE senior management in the design and
implementation of an institutional development plan. A summary of the most recent due
diligence of DBE along with progress with implementation of the institutional development plan
are summarized further below (under Appraisal Summary).

> FX Rate as of 6/30/14: US$1 = ETB 19.63. Source: www.xe.com

1 Current disbursement levels are not available since DBE does not currently segment its portfolio by the size or
type of borrower and does not differentiate between public and private ownership of projects.

" Then governed by OP 8.30, which has since been replaced by OP 10.00-financial intermediary financing. The new
assessment of DBE is based on OP 10.00.
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C. Higher Level Objectives to which the Project Contributes

31.  The proposed Ethiopia SME Finance Project is fully aligned with the priorities set
out in the FY13-FY16 Country Partnership Strategy (CPS) and the subsequent CPS
Progress Report and contributes to their objectives. The CPS explicitly calls for “increasing
competitiveness in manufacturing and services, and SME access to financial services” as one of
the key outcomes under its Pillar One. The CPS progress report noted results in this area,
reconfirming this objective. The proposed operation addresses the provision of term®® finance in
local currency through eligible participating financial institutions (PFIs) to expand outreach to
urban and rural SMEs, thereby addressing the liquidity gap and facilitating sustainable access to
finance to SMEs. In doing so the project is taking a comprehensive approach by addressing
broader impediments to access to finance by: (a) incentivizing the financial system to deepen the
provision of sustainable financial services to SMEs (i.e. through technical assistance to financial
intermediaries to deploy novel lending techniques to reach SMEs); (b) by supporting investment
in financial infrastructure (i.e. collateral registry, insolvency and creditor/debtor regime); and (c)
addressing bankability constraints of the SMEs thorough provision of technical assistance,
especially on business development. The proposed approach and project objectives are highly
relevant to priorities identified in the CPS.

Il. PROJECT DEVELOPMENT OBJECTIVES
A. PDO

32.  The project development objective is to increase access to finance for Eligible Small and
Medium Enterprises in the Recipient’s territory®.

Project Beneficiaries

33.  The final project beneficiaries will be eligible SMEs operating in the manufacturing
and agro-processing industries. Moreover, for those SMEs receiving leasing finance, or
working capital linked to leasing finance, and/or business development services also tour and
construction industries will be allowed in line with the priority areas for SMEs indicated in the
Lease Financing Policy for SMEs (Code-DBE/03/2007)*°. SMEs in the tour and construction
industries will not be eligible to receive working capital only.

34.  Definition of “SMEs”: the definition of SMEs adopted by the project will be aligned to
the one contained in the Lease Financing Policy for SMEs (Code-DBE/03/2007) in terms of
minimum number of employees (i.e. above 6). The project will also fix the maximum number of
employees per SME at 100. Moreover, under Component 1, working capital loans to SMEs will
be limited to a maximum of Birr 10 million, while lease finance loans will be aligned with the
Lease Financing Policy requirements: i.e. a maximum lease loan size of Birr 30 million. The

'8 Can include maturities up to 10 years

19 «Eligible SME” means a small and medium enterprise established and operating in Ethiopia which meets the
eligibility criteria contained in the Operations Manual.

2 Article 2.1.1 of the Lease Financing Policy for SMEs indicates that priority areas for SMEs are (a) Agricultural
project; (b) Agro-processing industries; (c) Manufacturing Industries; (d) Tour Industries; (e) Construction
industries; (f) Mining and Quarries. Agricultural project as well as Mining and Quarries however are excluded from
the project beneficiaries’ sectors due to higher risk of potential negative impact on the environment.
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policy also indicates that DBE will be focusing on direct provision of lease finance for SMEs in
need of loans from Birr 1-30 million, while lease companies will serve SMEs with lease finance
needs of below Birr 1 million.

35. Moreover, the project will benefit participating financial institutions (i.e. lease
companies, commercial banks and MFIs), local business development service providers and
government agencies like DBE (including DBE branches), NBE and Mol. In particular:

(@) SMEs_will benefit from improved access to finance for leasing and working capital
loans; from dedicated business development services and from improvements to the
financial infrastructure for SME finance (e.g. collateral registry).

(b) Participating Financial Institutions will benefit from receiving technical
assistance (externally funded) aimed at enhancing their capacity to sustainably serve
the SME sector under the proposed project.

(c) Local Business Development Service (BDS) Providers will benefit through
capacity building and support to better assist and provide services and training to
SMEs.

(d) Government Agencies will benefit from institutional strengthening and capacity
building to facilitate the provision of financial and non-financial services to SMEs
and by improving the necessary financial sector infrastructure.

PDO Level Results Indicators

36.  The progress towards the PDO will be measured by the following indicators: (a) Volume
of Financial Support to SMEs under the credit facility; (b) Number of SMEs reached with
financial services under the credit facility; and (c) Portfolio Quality under the credit facility.
Proposed intermediate indicators are also detailed which help to achieve the PDO targets. The
details are discussed in Annex 1.

I1l.  PROJECT DESCRIPTION
A. Project Components

37.  The SME Finance project will have four components: (a) Component 1: Financial
Services to SMEs; (b) Component 2: Enabling Environment for SME Finance; (c) Component 3:
Business Development Services to SMEs; (d) Component 4: Project Management,
Communication and Impact Evaluation. Diagram 1 below provides the project overview.

17



Figure 1. Project Overview
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Component 1: Financial Services to SMEs

38.  The objective of the first component is to establish a credit facility providing access
to finance for (a) working capital and leasing finance for participating financial institutions
(PFIs) which in turn lend to eligible SMEs and (b) leasing finance for eligible SMEs. This
liquidity support will be complemented with mandatory technical assistance aimed at supporting
PFIs in designing, piloting and rolling out financial products utilizing novel lending
methodologies (e.g. cash flow-based lending) to successfully expand their outreach to the target
SMEs. The technical assistance support will be funded externally through bilateral agreements
with development partners.

39.  DBE will provide both direct financing to SMEs and wholesale finance to other
financial intermediaries for on-lending to SMEs. More specifically, DBE will in parallel serve
as: (a) direct lender of lease finance to SMEs through its regional branch network; (b) wholesaler
of finance to participating lease companies for provision of lease finance to SMEs; and (c)
wholesaler for commercial banks and MFIs focused on provision of working capital finance to
SMEs. It will do so through two main financing windows:

e Window 1: Lease finance to SMEs. This window will provide a line of credit to
strengthen DBE’s capacity to provide lease finance to SMEs both directly through
its regional branches and indirectly through the licensed and eligible lease
companies operating in the country. DBE, as a retailer through its regional branches,
will provide lease financing directly for amounts greater than ETB 1 million and
indirectly to eligible lease companies for amounts less than ETB 1 million. Tailored
and compulsory technical assistance will be provided to DBE branches and to the
participating lease companies (see TA facility below) on how to properly address
SMESs’ needs in the regions where they operate, as well as enhancing their skills on
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risk management, product design, management information systems (MIS), funding
strategy, and other needs as appropriate.

e Window 2: SME lending. This window will provide a wholesale line of credit from
DBE to eligible commercial banks and MFIs for on-lending of working capital
finance to eligible SMEs. Similar to the leasing window, a tailored and compulsory
technical assistance (see TA facility below) will be provided to commercial banks
and MFIs on how to reengineer their business models so that they can lend to SMEs
in a sustainable fashion. This approach has been very successful in several other
countries (e.g. Turkey and China), and it has completely changed the attitude of the
financial sector players towards SMEs.*

40. A TA facility (funded externally through development partners) will be established
to complement and reinforce project implementation. A critical success factor and a key goal
of the project are to build the institutional and human resource capacity of DBE and of the PFls
to effectively serve the SME market. The TA Facility will be closely coordinated with the Credit
Facility. The DFID-funded Private Enterprise Project for Ethiopia (PEPE)** will be responsible
for funding and managing the TA facility, under the technical supervision of the World Bank
team.

41. In order to have access to the Credit Facility, PFIs will be required to enter into
technical cooperation agreements (TCA) with the PMT in DBE and with PEPE. These
agreements will build on the outcomes of initial diagnostic review of PFIs where their technical
assistance needs will be defined. Under such agreements, PFIs will receive TA free of charge for a
period deemed appropriate after the initial gap assessment for building the necessary capacity to
undertake the project’s assignment. However, the PFIs will commit to adopting internal structures,
staffing and systems consistent with servicing the targets SME market under the project.

Component 2: Enabling Environment for SME Finance

42.  The objective of the second component is to improve the enabling environment for
facilitating SME finance in Ethiopia®. This would require the following:

e creation of a collateral registry that would support both the lending and the leasing
business;

e a diagnostic of the insolvency and creditor/debtor regime to address key
bottlenecks to SME lending;

2! In these countries, mandatory changes to banks’ business models included: the creation of an SME department
within each participating bank, the creation of decentralized credit committees, and the introduction of a purpose-
designed quality assurance process. The TA was provided free of charge to the participating institutions for two
years.

“ The Private Enterprise Program Ethiopia (PEPE) is an existing DFID-funded project designed to support access to
finance for small and medium sized businesses and to support productivity and growth in the horticulture, leather
and textiles sectors in order to raise incomes and create jobs

% This component will be closely coordinated with the technical assistance that will be provided in the area of
financial sector infrastructure by Ethiopia Financial Inclusion Support Framework (FISF) and Multi Donor Initiative
(MDI), both managed by the WBG.
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43.  The project will support the hardware and associated software requirements,
licenses, capacity building and training for a centralized electronic collateral registry.
Collateral registries for movable assets, which are part of the broader secured transactions
systems,?* fulfill two key functions:* notify parties about the existence of a security interest in
movable property (of existing liens) and establish the priority of creditors vis-a- vis third
parties.?® In Ethiopia, it has been identified that a collateral registry is one of the key areas of
development for improving Ethiopia’s financial infrastructure, thereby facilitating access to
finance, especially for the SME sector. This registry is expected to be: (a) the only place where
security interests over movables are registered following necessary legal reforms; (b) cost-
efficient; (c) designed as a notice-filing system; and (d) accessible exclusively by electronic
means.

44.  The main purpose of the diagnostic review on insolvency and credit/debtor regime is
to analyze and identify the areas for improvement in the country’s insolvency and
credit/debtor systems. Insolvency systems provide a pre-determined set of rules and institutions
concerned with the recognition of insolvency, the resultant liquidation or rehabilitation of the
insolvent firm, and the allocation of the financial consequences between the stakeholders. They
also permit lenders to more accurately price risk and encourage cash flow lending, rather than
relationship or directed lending, and disciplines managers to allocate scarce resources efficiently.
The assessment is designed to assess and compare a country’s institutional practices against the
internationally recognized best practices and, if needed, provide recommendations for
improvement in a prioritized methodology. The methodology of the diagnostic is based upon a
pluralistic approach, which examines whether the goals of an efficient system are met and not
how those goals are achieved.

45.  These activities complement ongoing technical assistance (including the improvement of
legal and regulatory framework for leasing) which is currently funded through other
development partners and elaborated upon in Box 2.1 of Annex 2.

Component 3: Business Development Services to SMEs

46.  The objective of the third component is to support SMEs through the provision of
tailored Business Development Services (BDS) to address constraints on the demand side.

47. BDS support to SMEs can address (but is not limited to) the lack of capacity to
develop bankable business plans, the poor quality of financial statements and records, the
inability to manage risk, the lack of knowledge of business development and management,
the lack of adequate collateral, etc. The main objective of the provision of BDS will be to

# A Secured Transactions project consists of four components: (a) secured transactions law, applicable to all
creditors and borrowers, (b) design and implementation of a centralized on-line collateral registry; (c) public
awareness and capacity building efforts; and (d) monitoring and impact measurement of the project.

2 Alvarez de la Campa, Alejandro, 2011. Increasing Access to Credit through Reforming Secured Transactions in
the MENA Region. Policy Research Working Paper 5613.

% gpecifically, three conditions are required for banks to be able to accept movable assets as collateral: the creation
of security interest, the perfection of security interest and the enforcement of security interest (see Fleisig, Heywood,
Mehnaz Safavian, Nuria de la Pefia, 2006. Reforming Collateral Laws to Expand Access to Finance. World Bank.
Washington DC). The movable collateral registry is a necessary component as it allows for the “perfection” of
security interest.
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make SMEs more bankable. BDS services may include business management and
entrepreneurship training, business plan development, marketing strategy, human resource
management, financial systems and bookkeeping. It may also include tailored coaching and
mentoring support depending on the needs and the capacity of the SMEs. A consulting firm
would be identified through an international competitive bidding process to carry out an
assessment of the specific needs of the target SMEs, and support the PIU in developing the
Terms of Reference and criteria for the selection of BDS providers. It is anticipated that high
caliber local BDS providers will then provide a tailored menu of trainings and mentorship to the
SMEs.

48. In addition to the standard BDS, the project will also aim at providing highly
specialized services to growth-oriented SMEs capable of becoming suppliers for global
value chains. In particular, this set of services will link the local producers to international
markets through global value chains, product development management and compliance with
international market standards. Moreover, it will focus on quality assurance processes and
management information systems (e.g. software that could help SMEs manage their production
cycle in a more systematic and efficient manner).?” As these proposed advisory services are more
of a specialized technical nature and do not fall within the scope of a standard business training
package, they would be provided directly to SMEs by an internationally-selected firm, with
expertise in these technical areas. This specialized activity is expected to be coordinated under
this project but financed through external/ donors grant funding.

Component 4: Project Management, Communication and Impact Evaluation

49.  The objective of the fourth component is to support overall coordination of project
activities, and to rigorously measure the impact of the project on the growth of
participating SMEs.

50.  The two main implementers of the project will be the Development Bank of Ethiopia
(DBE) and the Ministry of Industry (Mol). A Project Management Team (PMT) will be
established in DBE with the direct responsibility of managing the credit facility under
Component 1. A Project Implementation Unit (PIU) will be established under the Mol with the
mandate of overall project’s coordination and direct responsibility of Components 2, 3 and 4.
NBE will assign a focal person that will act as the key technical referent of the PIU for
Component 2. The PIU will be housed under the Domestic Investors Transformation Directorate
(DITD) at Mol that reports directly to the Minister of Industry. At the regional level, the regional
SME development offices (ReMSEDAS) will serve as entry points.

51.  The impact evaluation will focus on innovation and measurement with the
beneficiaries of loans and BDS. The project’s impact evaluation will support rigorous empirical
analysis based on a quantitative comparison of a treatment and control groups before and after
access to specific project interventions. Empirical analysis will typically build on survey data
deliberately collected for this purpose: (1) a base-line survey which will be carried out prior to
respondents’ exposure to any relevant intervention activities; (2) an end-line survey which will be

2" While the project cannot provide software to SMEs, the team has agreed to explore the possibility of conducting a
needs assessment, to find the gaps in the existing software that the SMEs are using, and to introduce some existing
solutions that the SMEs could acquire on their own in case of their interests and needs.
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administered after the project is well into operation and (3) a mid-term survey. The main focus of
the survey questionnaires will be on standard business performance measures such as sales,
profit, investment and employment, with the aim of measuring the impact of the program on
enterprise growth over time.

52. The impact evaluation will also aim to capture heterogeneous impacts across
various groups of participants, especially between female and male entrepreneurs,
examining differential impacts of access to loans, leases, and business development services
for the growth of male and female-owned enterprises. During the design phase, the team will
put emphasis on identifying and evaluating interventions that aim at tackling gender-specific
constraints, particularly those that represent obstacles to the growth of female owned business
and entrepreneurs. Additionally, analysis will examine differential impacts for younger and older
firms, and firms of various sizes and sub-sectors.

53. The impact evaluation will involve a long-term research partnership with the
Ethiopian Development Research Institute (EDRI). EDRI is a leading Ethiopian research
institute, with strong expertise in research on enterprises and manufacturing in Ethiopia. EDRI is
currently carrying out its own 5-year research program on ‘Small Business Development in
Ethiopia’. The SMEFP will partner with EDRI to develop joint research studies, with a focus on
impact evaluations and measurement of intervention results. EDRI will serve as a research
implementer for the impact evaluation component. EDRI will carry out data collection activities
for the impact evaluation (baseline/midline/endline surveys, focus group discussions, qualitative
interviews, etc.), and empirical analysis will be carried out by joint teams of impact evaluation
experts from the World Bank in partnership with EDRI researchers.

Rationale of the Project Design

54.  The project design aligns with GoE’s lease financing momentum and its recently
issued Leasing Financing Policy for SMEs (Code-DBE/03/2007). While leasing finance is
extremely valuable to address the missing middle phenomenon for access to finance of SMEs
from the capital expenditure perspective, commercial banks and MFIs can provide
complementary solutions by providing working capital to the eligible SMEs for their daily
operation funding needs.

Pricing

55.  The pricing proposal under the project is to strive to make DBE funding available
to eligible financial intermediaries and SMEs on terms that ensure sustainability. The
pricing for the wholesale of leasing and working capital financing is yet to be determined by
DBE and will be informed by the recommendations of the technical assistance. The pricing for
retail leasing has been determined as the DBE bond price (currently at 6 percent) plus a 3 percent
interest margin.

56.  The final pricing approach will be defined during the technical assistance stage to
best ensure that new products, which utilize novel lending techniques are rolled out in a
sustainable fashion. It is recommended that the wholesale and direct lending terms offered by
DBE therefore need to reflect its imputed cost of borrowing, a spread to cover the costs of
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operation, macroeconomic and lending risk-premium, and local lending market conditions so as
to avoid market distortions. Charging a margin that adequately reflects DBE’s cost and risk
would allow it to build a capital base, which could then be reinvested in new loans to eligible
SMEs.

Eligibility Criteria of PFls

57.  Only those financial intermediaries (i.e. DBE, microfinance institutions, lease
companies and commercial banks) that meet the stipulated eligibility requirements will be
able to obtain the status of Participating Financial Institution and their eligibility will be
verified annually. The World Bank team has appraised the DBE, as summarized previously,
confirming its eligibility subject to implementation of an institutional development plan.
Furthermore, in addition to support with implementation of institutional development planned
(funded externally) the DBE will also receive technical assistance to strengthen its capacity to
appraise PFls, as this is one of the core areas of its wholesale function.

58. In order to have access to the liquidity of the credit facility, each PFI will agree to
undertake, through application of technical assistance, an institutional development plan to
enhance its capacity to implement actions related to the on-lending activities envisaged in
the project. The technical assistance will be provided through the TA facility of the project
following a technical needs assessment that will be conducted by the DBE and the consulting
firm responsible for the TA Facility. Based on the findings of the technical needs assessment a
tripartite Technical Cooperation Agreement (TCA) will be signed between the PFI, DBE and
PEPE.

B. Project Financing

59.  The project will be financed through investment project financing (IPF) in the
amount of US$200 million with the GoE. The IDA loan will have a maturity of 38 years with
grace period of 6 years.

60.  The project will be jointly co-financed with the European Investment Bank (EIB) in
the amount of EUR 70 million equivalent. EIB will have a bilateral loan with GoE only on the
Line of Credit Facility (Component 1). The loan from EIB will have a maturity of 16 years with
grace period of 6 years. Funds are expected to become available by December 31, 2016.

61. The majority of the technical assistance is expected to be funded externally through
DFID, the Multi-Donor Initiative (MDI), and the European Union.

Project Cost and Financing

Project Components Project Cost (US$) Source of Financing % Financing
. . . . 70% IDA
1. Financial Services to SMEs 269 million IDA and EIB 30% EIB
2. Enabling environment for SME Finance 0.8 million IDA 100%
3. Business Development Services to SMEs 2.5 million IDA 100%
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4. Project Management, Communication and

. 3.7 million IDA 100%
Impact Evaluation
28 72.5% IDA
Total Costs 276 IDA and EIB 27 506 EIB

Total Project Costs - _ _

Front-End Fees — — -

Total Financing Required - _ _

C. Lessons Learned and Reflected in the Project Design

62.  The following set of lessons learned from previous projects has been used by the
team to inform the policy dialogue with the GoE and discuss the project’s design. The final
project’s design takes into account some clear directions received from the national authorities
and some binding requirements contained in official policies (i.e. the lease finance policy for
SMES) that required the team to flexibly adapt international best practices to the local context.
Still the lessons outlined below remain relevant and will continue to support an active policy
dialogue that, over time, will allow for the adoption of more flexible approaches to SME finance.

63. International experience related to development finance institutions shows that a
wholesale model leads to a better performance compared to a focus on retail lending only.
In a wholesale-only model the DFI provides incentives to private sector financial intermediaries
to enter new markets or expand services to existing markets by providing funding, other financial
products, and linked technical assistance which increases the attractiveness of these markets
and/or makes bank credit feasible (e.g. by providing term funds to allow longer-term funding for
investment projects). Under the wholesale lending approach, DFIs tend to have lower operating
costs because the PFIs select and assess the loan applications of end-customers. Through PFIs,
DFls can reach a larger number of end-customers and cover more locations without incurring
high operating costs. The model also promotes the growth of PFIs, which become extensions of
the DFI, and helps reach under-served sectors and clients. On the contrary, DFIs following a
retail-model are often perceived as an arm of the Government by clients, potentially leading to
worse repayment discipline and therewith potentially large contingent fiscal liabilities. Finally,
credit risk exposure and credit losses of the DFI can increase in a retail model as a result of its
direct credit exposure to end-users without the insulation provided by wholesale lending to other
institutions (where the capital of the retail borrower stands between the DFI and any losses). The
project’s design therefore includes also a wholesale function for DBE.

64. LOCs should be based on commercial principles. DFIs that are fully operationally and
financially self-sustaining perform better. For example, the Development Bank of Southern
Africa (DBSA) needed to be recapitalized in 2011 because of political pressure to work more
with poorer segments of society and to take on more risk at subsidized rates beyond its financial
capacity. The DBSA case demonstrates that rather than encouraging the dilution of DBSA’s
mandate, the authorities would have been better advised to provide subsidies to those
municipalities that were unable to afford the market-conforming financing otherwise available
from DBSA. The project aims at fully incorporating commercial principles.

65.  Experience based on other World Bank financed LOCs shows that the LOC terms
should allow for flexibility. The Turkey Access to Finance for SMEs Project (P082822) was

2 1DA: US$200 million and EIB: EURO 70 million.
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designed to allow for operational adjustments as needed to ensure effective implementation. The
loan terms were flexible and they could be granted for working-capital and investment purposes.
There were also no restrictions on eligible sectors because historical experience suggests that
unviable projects receive financing merely by virtue of the sector requirements.

66.  Evidence from other countries reveals how the authorities have grappled with
avoiding situations where DFIs ‘crowd out’ the private sector and thereby impair their
impact. To avoid cross-subsidization and crowding out, the Mexican DFIs have moved away
from lending at subsidized interest rates to lending on market-conforming terms. Nacional
Financeria’s (NAFIN) second-tier lending model was based on granting credit at longer
maturities and lower costs than typically available in the Mexican market, reflecting its ability to
raise capital at sovereign interest rates. With the reduction of the spread between sovereign
interest rates and inter-bank rates, these subsidized rates became less attractive, eventually
leading NAFIN to create an innovative program that increases demand for its funding without
having to rely on interest rate subsidies. In Brazil, long-term loans are subsidized by the Treasury
as a result of the Brazilian Development Bank, Banco Nacional de Desenvolvimento Econémico
e Social (BNDES), refinancing itself with the Government at a directed long-term rate which is
lower than the corresponding yield on government bond issues. Such subsidies eventually impact
the federal public debt and have given rise to concerns due to ‘crowding out’ of commercial
banks. The fear is that favored borrowers which already have access to the credit markets have
turned to BNDES solely to reduce their financing costs, and that there is low impact associated
with BNDES’s lending (i.e. the private market would in any case have funded these companies if
BNDES had not). In recent years, BNDES has ramped up schemes supporting access to finance
for SMEs which do not involve subsidized lending.

67.  WBG’s in-house expertise and experience from projects in financial infrastructure
recommends strategic partnerships, market-led reform, incorporating local and global
expertise, and sustainability through professional human capacity. The project incorporates
lessons from successful secured lending projects (China, Vietnam, Ghana, and Liberia) and
unsuccessful reform projects (Nepal and Rwanda). The approach to the initial diagnostics and
project design will leverage the following lessons: a) partnering with a politically powerful
agency with market knowledge and administrative capacity; b) positioning the reform as the
creation of a market (movables financing market) to gather the interest of financial institutions
and non-banking financial institutions; c¢) merging local knowledge with global subject/matter
expertise; and d) sustaining a long-term effort with a professional team over time.

68. WBG experience in Mauritius highlights the potential to substantially and
successfully grow lease financing from a nascent stage. The Mauritius SME Finance Leasing
Scheme was structured on the principles of commercial viability, burden sharing and public
private partnership. It was initiated in 1985 with commercial banks investing 75 percent and the
Government investing 25 percent in equity. The scheme has evolved over time to cater for the
needs of specific business segments. Today, Mauritius has a very developed leasing market with
an average Yyearly leasing volume of US$200 million to US$300 million. Mauritius State
Investment Corporation (SIC), the investment arm of the Government, was the key player for the
scheme as a retailer and wholesaler to lease companies while also providing guarantees for
potential losses. Commercial banks were also required to offer SME financing. The more recent
program, Mauritius Leasing Equipment Modernization Scheme (LEMS), provided funding to
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leasing companies and contributed to the modernization of the manufacturing sector. It was
critical in saving approximately 12,000 jobs between 2009 and 2012.

69. Flexible, responsive, long-term technical assistance to lenders is critical for
sustainable changes. Based on the lessons from WEDP, the existing credit line project in
Ethiopia, targeted technical assistance to lenders (microfinance institutions) had markedly
improved their ability to appraise borrowers, reducing collateral requirements, promoted the
adoption and diffusion of new techniques to reach and serve more women entrepreneurs better,
and led to the development of new loan products and acceptance of new forms of collateral.
Similarly, the new project is designed to provide tailored technical assistance to participating
financial intermediaries and DBE on leasing and SME lending in order to reengineer to their
current business models to better service this underserved market.

70.  The proposed project supports a key area in the GoE’s industrial policy
development agenda as well as on the financial sector development/financial inclusion
agenda. The current project’s design follows an incremental portfolio approach that the WBG
has adopted over the past four years in developing its support to financial sector development
agenda in Ethiopia. This approach by combining the gradual provision of analytical and advisory
services and investment lending in areas of financial sector development where the GoE required
immediate assistance, has strengthened the trust relationship between the WBG and key
government counterparts (especially the Ministry of Finance and Economic Cooperation and the
NBE) and has made the WBG the first development partner of the GoE on financial sector
development. On the basis of this experience, the current project’s design, while taking on board
some specific features and requirements imposed by the local context, aims at further developing
a policy dialogue that will allow for the gradual introduction of international best practices for
the benefit of the SMEs and the local economy.

1IV. IMPLEMENTATION
A. Institutional and Implementation Arrangements

71.  The Ministry of Finance and Economic Cooperation (MoFEC): MoFEC will be the
signatory of the IDA Credit and delegate project implementation to the Development Bank of
Ethiopia (DBE) and the Ministry of Industry (Mol). The IDA Credit proceeds will be transferred
directly to DBE in line with the provisions of the Subsidiary Agreement, and to Mol.

72.  Overall project coordination will be the mandate of a Project Implementation Unit
(PIV) established under the Domestic Investor Transformation Directorate (DITD) within
the Mol. The DITD will have the mandate of overall project coordination and direct
responsibility for Components 2, 3, and 4. This PIU team should include key technical staff
including a Project Coordinator, Procurement Specialist, Financial Management Specialist
(accountant), M&E Specialist, and a Non-Financial Services Coordinator. The Project
Coordinator will be responsible for management of the PIU and overall project coordination. The
Procurement Specialist and FM Specialist will provide regular support on all project
procurements and financial management processes. The M&E Specialist will be responsible for
setting up and maintaining a client intake system and a central project database. The Non-

26



Financial Services Coordinator will be responsible for the implementation of Component 3, and
the day-to-day coordination with other components.

73.  The PIU’s responsibilities will include procurement of hardware, software, business
development services, capacity building related equipment and other consultancies as
needed, as well as overall coordination between the component activities. The PIU will be
responsible for establishing an intake process for entry of clients into the program through
regional outlets, and will maintain a central project database of all registered clients. The PIU
will also be responsible for communications activities in marketing the project to potential
participants. NBE will assign a focal person to closely coordinate with the PIU as necessary in
regards to procurement under Component 2.

74. A Project Management Team (PMT), which is housed at DBE, will maintain direct
responsibility for managing the credit facility under Component 1. Building on lessons from
WEDRP, to reduce risk, and to ensure complementarity, the DBE will make use of existing
structures and expertise to manage this project. DBE in fact already has a track record of
managing credit lines and the existing PMT of WEDP has developed adequate capacity to
successfully manage WEDP to date. DBE intends to supplement the WEDP PMT with additional
capacity as needed to manage the new project. Specifically, a Safeguards Specialist and a
Leasing Specialist will be added to the team.

75. At the regional level, Regional Micro and Small Enterprise Development Agency
(REMSEDA) offices will be the entry point for the program. REMSEDAs will be
responsible for registering SMEs for the program and issuing ID cards, as well as referring
registered SMEs to services under both Component 1 and Component 3 of the project.
REMSEDAs will assign focal staff to the project, and will submit regular reports to the PIU in
DITD containing basic information on the registered clients. The PIU will also provide
supervision and training to the REMSEDASs, to equip them with the ability to screen and register
clients, and to advertise project services within their regions. The Federal Small and Medium
Manufacturing Industry Development Agency will coordinate and facilitate the interactions
between DITD and ReMSEDA:s.

76. A Project Steering Committee comprised of representatives of the main
implementing organizations will provide oversight of the project. The Steering Committee
will be chaired by the Ministry of Industry and co-chaired by the National Bank of Ethiopia. It
will include the Development Bank of Ethiopia and other government agencies as deemed
appropriate. The Federal Small and Medium Manufacturing Industry Development Agency will
be the Secretariat of the Steering Committee. The Ministry of Industry will be represented by
either the Minister or State Minister, and representatives of other institutions will be officials of
similar rank.

77. A Technical Committee consisting of director-level staff of the main implementing
organizations will be established. The technical committee will be chaired by the National
Bank of Ethiopia, and will consist of the Ministry of Industry, Development Bank of Ethiopia,
and other government agencies as deemed appropriate. The technical committee will report to
the project steering committee.
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78. Project Implementation Committee (PIC). As the project will involve close
partnerships between a number of stakeholders, including the DBE, Mol, NBE, WB, EIB and the
development partners supporting the required technical assistance, there is a risk that lack of
effective coordination could constrain implementation and reduce the likelihood of achieving the
desired objectives. The project will need to ensure that planning, implementation, and
monitoring are adequately coordinated across key stakeholders. The project will address this
through the establishment of a Project Implementation Committee (PIC) that, following the
WEDP model, will meet on a monthly basis and ensure a smooth implementation and
coordination on the basis of a common action framework. The committee will include
representatives from each relevant stakeholder and implementing agency®.

79.  Several development partners have expressed interest in contributing (through
external financing) to complementary activities to be coordinated under the SME Finance
Project umbrella. The envisioned role of each partner institution and the specific activities
which they will support are outlined below. Close coordination between partners will be ensured
through participation of each implementing agency/partner in the Project Implementation
Committee (PIC). All development partners will also be invited to participate in official
Implementation Support Missions (ISMs) regularly conducted by the World Bank team, to
review the project’s progress. The envisioned role of each development partner is as follows:

e European Investment Bank
Area of Support: Component 1 (Line of Credit)

o  The European Investment Bank (EIB) will jointly co-finance Component 1 of
the project through a bilateral loan of EUR 70 million (or equivalent in US$)
between EIB and GoE to be then managed under World Bank’s supervision and
according to the relevant World Bank’s procedures and rules.

e DFID/PEPE
Area of Support: Component 1 (TA Facility Coordination)

o DFID, through its Private Enterprise Project for Ethiopia (PEPE), will support
the creation and operation of the Technical Assistance Facility under
Component 1. The TA Facility will include the deployment of Technical
Advisors (to be hired by PEPE), to work with the Development Bank of
Ethiopia (both on its institutional development plan as well as on its
wholesaling and retailing functions under the Project), Leasing Companies,
Microfinance Institutions, and Commercial Banks. DFID/PEPE’s role will be to
set up the TA Facility, conduct needs assessments of each institution, and plan
and coordinate delivery of TA activities. The Technical Advisors, as part of
their role, will provide regular technical expertise to the participating financial
institutions. Moreover, the PEPE team will continue its ongoing engagement in

% The Project Implementation Committee (PIC) will include the PIU Coordinator, the PMT Coordinator,
representatives from the World Bank Project Team as well as one representative for each of the main development
partners that will support the project’s implementation either through co-financing (i.e. EIB) or through external
financing. The World Bank will be the Secretariat of the PIC.
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providing specialized TA to MFIs under WEDP and will expand it in order to
cover the MFIs under the SME Finance project (if different) and the
commercial banks. This will ensure full coordination and consistency in the
approach to the lending-side TA. In line with the WEDP TA model, the World
Bank team will keep the technical oversight of the TA delivered under the
facility and will assess the technical achievement of key milestones related to
this engagement in coordination with DFID.

e  Multi-Donor Initiative (MDI)
Area of Support: Component 1 (TA Delivery), Component 2 (TA), Component
3 (Specialized Services)

©)

The MDI (coordinated by the WBG/IFC) has in principle agreed to finance:

(@) the provision of some specialized trainings on the leasing and (possibly) on

the lending side of the TA facility under Component 1. The menu and the
timing of the specific trainings will be based on the needs assessment
conducted by PEPE and will be coordinated by PEPE in close consultation
with the recipient financial institutions;

(b) the support to NBE on establishing a solid regulatory and supervisory

framework for leasing finance;

(c) the support to NBE on establishing a regulatory framework for secured

transaction that would complement the establishment of a collateral registry
planned under Component 2. This support will be jointly financed with the
Financial Inclusion Support Framework managed by the World Bank; and

(d) the delivery of specialized services to SMEs under Component 3.

e  European Union
Area of Support: Component 4

o

The EU is considering to support the impact evaluation activities under
Component 4. This would involve support directly to the World Bank, which
will deploy researchers to work jointly with the Ethiopian Development
Research Institute (EDRI) to carry out a rigorous evaluation of the project, and
to pilot and test innovative mechanisms for increasing access to finance for
SMEs.

B. Results Monitoring and Evaluation

The monitoring and evaluation (M&E) system will be based on the Results

Framework and will be used to track and monitor progress and impact. The framework is
meant to measure project activities using the indicators described in Annex 1. A set of additional
indicators will then be collected for monitoring purposes during project’s implementation. The
table of additional indicators is reported in Annex 8 and shows core results indicators segmented
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by type of credit (loan or leasing) in order to measure uptake, demand and disbursement of each
line of credit. Moreover, relevant demographic information (most notably gender) will also be
segmented in order to track and monitor female participation in the project. A full M&E
framework for tracking short, medium and long-term results, segmented by basic demographic
features, will be developed with the PIU and PMT to monitor project progress over time. The
project will incorporate a citizen engagement feedback loop, as described in paragraph 116
below.

81. The PMT and PIU will be separately responsible for the M&E of the different
components. In order to leverage preexisting structures and institutions, the PMT will be
responsible for establishing, managing and reporting the M&E system for Component 1. The
PIU within the Mol will be responsible for establishing and managing the M&E system for
Components 2, 3, and 4.

C. Sustainability

82.  The project is using existing structures and institutions to deliver services and
support to SME financing. Considerable time and effort has been made to ensure the
involvement and commitment of all implementing agencies, and none of the components contain
any costly interventions that cannot be financed by GoE after the project ends.

83.  The components of the project are designed to increase access to finance for SMEs.
Key design features to achieve this goal are: (a) PFIs will be free to set the interest rate on their
financial services to SMEs under Component 1, reflecting their cost and risk; (b) the compulsory
technical assistance embedded in the project, which will help PFIs reengineer their business
models to lend to SMEs profitably and encourage a change in attitude towards SMEs; (c) the
creation of a collateral registry as well as the completion of an insolvency regime’s diagnostic
under Component 2 will help to improve the enabling environment to facilitate SME finance in
Ethiopia; (d) the provision of BDS to SMEs will strengthen the capacity of local training
providers to enhance SMEs’ skills and help them manage their businesses better and to prepare
better business plans.

84.  The sustainability of the SMEs is, therefore, supported through the coordinated
provision of financial services and of business development skills. As main beneficiaries of
this project, SMEs will see their financing options increase, along with the possibility of
strengthening their technical and managerial skills through dedicated training opportunities.

V. KEY RISKS
A. Overall Risk Rating and Explanation of Key Risks

85.  The overall project risk is Substantial. The overall rating is Substantial, largely due to
the project design and fiduciary assessments. This is driven mainly by the nascent nature of the
leasing market, the rapid expansion of DBE regional branches and the related complexities
associated with building up large scale capacity within DBE’s branches to support leasing.
Moreover the constraints on SME lending, the need for managing dynamics between multiple
public and private sector stakeholders, and the capacity building that will be required to support
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the implementing agencies and participating financial intermediaries in meeting World Bank
policies and procedures are additional risk factors.

86. Mitigation measures. Several mitigation measures will be put in place in order to
address the main risks outlined above.

(@)

(b)

(©)

(d)

(€)

()

(9)

Technical Assistance (TA): The main measure will be the provision of technical
assistance at all levels (i.e. on the supply side to DBE and participating financial
institutions and on the demand side to SMEs). The TA on the supply side will be
provided in the form of resident long-term experts that will help the relevant
intermediaries to manage the liquidity of the credit facility according to international
best practices. DBE, in particular, will undergo two types of TA: an institutional
development plan (outlined in detail in Annex 6) to address key institutional
weaknesses that were identified during the due diligence process, and specific TA on
leasing and lending targeted towards the Project Management Team at both
headquarter and regional branch level. The TA (funded externally) will be front-
loaded and can commence before project effectiveness, which should allow for a
smoother initial phase of project implementation.

Disbursement curve: the project’s disbursement curve (and related targets in the
results framework) will adopt a conservative approach with a modest increase in the
initial phase that takes into account the priority assigned to the role of the technical
assistance in strengthening the relevant financial intermediaries.

Project’s implementation support: the project will be subject to frequent
monitoring and implementation support missions by the Bank team, mobilizing all
the necessary expertise to cover key areas of project implementation in a timely and
competent manner.

Early mid-term review: the project’s duration is expected to be six years. However,
the team will perform an early mid-term review (at the end of year 2) that will offer
a window for evaluating the project’s implementation at an earlier stage and for
proposing adjustments to the design, as needed.

Flexibility in disbursement categories: disbursement categories will be defined in
a way to allow for maximum flexibility and easy re-allocations of funds depending
on demand and disbursement rates without the need for official project restructuring.

Operations Manual (OM): a detailed operations manual for the credit facility under
Component 1 will be prepared based on the current OM used for WEDP and
regularly used by DBE.

Project Implementation Committee (PIC). The establishment of a Project
Implementation Committee (including the DBE, Mol, NBE, WB, EIB and the
development partners supporting the required technical assistance) will ensure that
planning, implementation, and monitoring are adequately coordinated across key
stakeholders.
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VI.

APPRAISAL SUMMARY
A. Economic and Financial Analysis

87.  The economic and financial analysis of this project focuses on Component 1, which
accounts for more than 90 percent of the total project financing. The liquidity support to
underserved SMEs will be complemented with mandatory technical assistance for PFIs on
designing, piloting, and rolling out financial products utilizing novel lending methodologies (i.e.,
cash flow-based lending) to successfully expand their outreach to the target SMEs. The technical
assistance support will be funded externally through bilateral agreements with development
partners. The economic and financial analysis aims to assess the benefits of the project
associated with (a) the impact on the increased availability and access to finance for SMEs, and
(b) the impact on the additional revenue generated by both SMEs and PFls as compared to the
associated costs.

Impact on Access to Finance for SMEs

88.  The project is expected to have a catalytic effect on the SME finance through both
the leasing and the line of credit channel. This will result in increased SME financing,
translated into the ratios below. Without the project, over the six years period under
consideration, the ratio of SME loans to total financial sector assets is expected to remain at 7.5
percent and the ratio of SME financing to total financing is expected to remain at 73 percent.
With the project, the ratio of SME loans to total financial sector assets is expected to grow from
8.0 percent to 13.2 percent. The ratio of SME financing to total financing will grow from 74.3
percent to 83.4 percent. Without the project, SME financing is projected to grow from ETB 43
billion (US$2.2 billion) to ETB 70 billion (US$3.5 billion). With the project, SME financing is
projected to grow from ETB 47 billion (US$2.4 billion) to ETB 130 billion (US$6.5 billion). The
additional financing to SMEs over the six years will sum up to ETB 142 billion (US$8 billion),
which equals 19 percent of Ethiopia’s projected real GDP in 2016.

Impact on the SMEs and PFIs

89.  The project will also help SMEs boost their productivity and generate more
revenues. The increased benefits, which are mainly derived from the additional revenue
generated by both SMEs and PFIs, will exceed the costs associated with the project and will
result in a positive NPV. On the working capital finance subcomponent and with an assumed
interest rate of 9 percent charged by DBE, the ERR of this subcomponent is expected to be 13
percent. The NPV is expected to be about ETB 206 million (or US$10 million) assuming a 10
percent discount rate; or ETB 55 million (or US$2.7 million) assuming a 12 percent discount
rate. On the leasing subcomponent and with an assumed interest rate of 9 percent charged by
DBE the ERR of this subcomponent is expected to be 14 percent. The NPV is expected to be
about ETB 852 million (or US$43 million) assuming a 10 percent discount rate and ETB 313
million (or US$16 million) assuming a 12 percent discount rate.

90. Overall, ERR is expected to be 14 percent for the combined impact of lending and

leasing. The NPV is expected to be ETB 1.2 billion (US$111 million) with a discount rate of 10
percent, or ETB 412 million (US$39 million) with a discount rate of 12 percent. The positive
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valuation indicates that the returns on investment exceed the returns that could be otherwise
earned by World Bank financing.

91. World Bank’s value add in this project comes from its significant knowledge in
facilitating SME finance programs through financing mechanisms, capacity building and
financial infrastructure. The World Bank’s participation in this project is expected to have a
catalytic effect on SME financing in Ethiopia. In addition to the projected growth in volume of
SME financing in Ethiopia and boost to SMEs’ productivity and revenues, the project leverages
the World Bank’s significant expertise in advising development banks on how to achieve their
development objectives in a sustainable manner. With the support of the World Bank, DBE will
develop it’s SME lending capability and deepen its financial intermediation capacity. This will
be complemented by World Bank’s resources that help DBE and lease financing companies
develop their capacity in servicing a nascent leasing market, thereby opening up another
financing channel for SMEs to meet their operating needs. Moreover, by working with
commercial banks and MFls, the World Bank will allow key financial intermediaries to access
tools and knowledge for serving the SME market segment. Finally, the World Bank’s support
will also influence the establishment of critical financial sector infrastructure, thereby improving
the enabling environment for SME finance.

B. Technical

92.  The proposed design ensures that the project will act as a catalyst to developing the
SME finance market and addressing the needs of the excluded ‘missing middle’. In this
regard, the project will provide funding to PFIs that are deemed capable to serve the needs of
SMEs following graduation from a mandatory technical assistance program. The PFIs will
assume credit risk and the loans will be priced to reflect costs and risks to ensure sustainability.
No interest rates subsidies to final borrowers are envisaged. The proposed project design will
foster competition amongst the PFIs to serve the target SME market.

DBE Assessment Summary

93. A due diligence assessment of the Development Bank of Ethiopia (DBE) has been
conducted in relation to the proposed World Bank SME Finance Project - in line with
World Bank’s OP 10.00 policy for the financial intermediary financing projects - to
facilitate sustainable provision of lease finance and working capital to SMEs in Ethiopia.
DBE is expected to play a key role in management of the proposed credit facility, both as a
wholesaler (lending to other financial institutions for on-lending to SMEs), and as a retailer
(direct support to SMEs). The assessment was conducted by way of meetings with DBE
executive and senior management and a review of relevant DBE documents (financial reports,
policy guidelines, operational manuals, etc.).

94, Based on this assessment, the DBE is found broadly compliant with key World Bank
eligibility criteria, subject to continued implementation of institutional development plan
outlined below. Key risks include the current elevated level of non-performing loans (NPLS),
which are partially attributed to one of DBE’s largest borrowers being classified as non-
performing in the first quarter of the 2015/16 financial year. This resulted in an increase of NPLs
from 12.5 percent in June 2015 to 18.4 percent in September 2015. The DBE is currently taking
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steps to reduce the level of NPLs through dialogue with the concerned borrowers and is making
particular efforts in relation to large borrowers classified as non-performing.

95. DBE’s progress in the implementation of its previous institutional development plan
(as of August 2013) supported by the World Bank Women’s Enterprise Development
Program (WEDP) is summarized as follows:

e Risk management and internal audit: the DBE has strengthened its risk management
policy framework and partially implemented these policies; it has a well-established
internal audit function.

e Human capital and performance assessment: the DBE has initiated a succession
planning program with further steps incorporated in its human resource (HR)
development strategy.

e Lending process: the current level of NPLs would suggest a requirement for further
strengthening of the DBE’s project finance capabilities.

e IT/MIS: the DBE has considerably enhanced its use of the T24 core banking system
and related MIS capabilities

e  Treasury operations: the DBE has not yet formed a dedicated treasury unit with
responsibility for asset/liability management, liquidity management and funds
mobilization

96. In terms of institutional capacity to participate in the forthcoming SME Finance
Project, the DBE has long experience in both direct lending activities through its project
finance loans, and wholesale lending through managing the WEDP credit facility and other
lines of credit. Appropriate measures have been incorporated in the DBE strategic plan for the
period 2015-2020 to support development of lease finance business line, notably development of
the Bank’s organization structure to incorporate a Vice President for the Bank’s lease financing
business. Other recent organizational developments include the creation of a new Vice President
position for credit management resulting in separation of credit management (including ongoing
portfolio management) from business origination which is expected to strengthen the DBE’s
credit risk management. In preparation for commencement of its lease financing activities, DBE
has laid ground for implementation of an ambitious regional office and branch opening program.
This includes opening 7 new regional offices and 75 branches planned in 2015/16 and 42 new
branches in 2016/17 and recruitment of around 450 additional staff for its branch operations. So
far, the DBE has expanded the branch network from 32 to 100 branches and hired 400 new staff
that are undergoing training. DBE has also determined a strategy of continued high growth for
the period 2015-2020, based on a combination of project finance, lease financing and wholesale
lending business.

97. Overall, DBE is found to be eligible to take part in the World Bank funded SME
Finance Project, subject to implementation of a new institutional development plan. The
key areas where improvements are required include: (a) strengthening of project finance
business; (b) addressing current high level of NPLs; (c) business planning for lease financing
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business; (d) strengthening of risk management; (e) implementation of treasury operations (fund
management process); and (f) implementation of succession planning program. Further details of
the new institutional development plan are outlined in Annex 6. The need to ensure continued
implementation of the institutional development plan, particularly as it relates to reducing the
NPLs, has been stressed in the World Bank’s internal OP 10.00 review. The implementation of
the institutional development plan will be financed by the DFID-funded PEPE project in close
coordination with the SME finance project activities.

98. A new “Lease Financing Policy for SMEs” (Code-DBE/03/2007) was officially issued
by NBE and adopted by DBE in October 2015. The new policy is meant to guide DBE’s lease
financing operations and to almost exclusively direct DBE’s support to leasing finance when it
comes to serving SMEs. This requirement is in line with the recently published GTP Il which
identifies growing the manufacturing sector as a priority to transform Ethiopia into an industrial
economy by 2025. Lease finance is, therefore, seen by NBE as the best way to bypass the
collateral issue and make sure that SMEs operate in the manufacturing sector.

99. In retail leasing, DBE plans to provide lease finance to SMEs for contracts greater
than ETB 1 million through its regional branches. DBE started with one head office, five
regional offices and 32 branches in 2015 and has opened 75 additional branches since then.
DBE’s branches are categorized in Grade A, B and C. According to the new Leasing Finance
Policy for SMEs, DBE regional offices can appraise and authorize SME lease financing from
ETB 1 million to ETB 30 million. Grade A branches can appraise and approve up to ETB 10
million. (Requests beyond 10 million must be transferred to the regional office). Grade B
branches can appraise and approve up to ETB 5 million, and Grade C branches must directly
transfer all requests to the regional offices for appraisal and approval. All branches (A-B-C) can
administer approved financing from ETB 1 to 30 mill.

100. There are five licensed lease companies in the country that supply financing for
contracts less than ETB 1 million. There are currently five Capital Goods Financing
Companies (leasing companies) in Ethiopia, of which two are based in Addis and were visited by
the task team. (Addis Capital Goods and Oromia Capital). Although these five leasing companies
should only provide leasing finance for up to ETB 1 million, the two companies that were visited
have an average leasing amount of ETB 1 million; they expressed an interest and the capacity to
handle requests that exceed this amount. These leasing companies can be potential competitors to
DBE’s retail leasing business. It is anticipated that the maximum amount leasing companies can
lend will not exceed 2 percent of the paid up capital of all the leasing companies (approximately
ETB 4 million).*® With the recent policy approval by the Ethiopian Investment Board that is
chaired by the Prime Minister, finance leasing sector can be opened to foreign investment, and
therefore the lease finance might encounter competition from foreign leasing companies in the
medium to long run.

C. Financial Management

101. The FM risk of the project is Substantial. Based on the Financial Management (FM)
assessment of DBE and Mol, the FM arrangements meet the IDA requirements according to

%0 The 2 percent limit is still under discussion at NBE.
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OP/BP 10.00. The objective of the FM assessment was to determine whether the
implementing agencies have adequate financial management systems and related capacity in
place to satisfy OP/BP 10.00. The assessment guidelines and details are discussed in Annex 3
“Implementation Arrangements”. The FM assessment took into account the lessons learned
from ongoing and previous World Bank projects in Ethiopia and various related assessments.
Based on the lessons and assessments, an action plan has been developed to mitigate the risks
identified in the project.

102. The preliminary funds flow mechanism, directs funds from IDA directly to DBE
and Mol. The FM arrangements for the program (see Annex 3 for details) follow the
Government’s channel 2 fund flow mechanism, where funds from IDA flow directly to the DBE
and Mol. Although overall coordination of the project rests with Mol, the financial management
aspect will be handled by both implementers for the respective components they are managing.
The Project Management team at DBE which is currently handling other Bank financed
operations will be further strengthened with FM staff to carry out the implementation of the
project. The project will use SoE-based disbursement for replenishment of project accounts. The
project will have Interim Financial Reports and independent auditors report from both DBE and
Mol within 45 days of the quarter end and within 6 months of the fiscal year end respectively.

D. Procurement

103. The Procurement risk of the project is rated high. Procurement under the SME
Financing Project shall be carried out in accordance with the World Bank’s policies and
procedures. Specifically, the project will follow the World Bank’s “Guidelines for Procurement
of Goods, Works, and Non-Consulting Services under IBRD Loans and IDA Credits & Grants
by World Bank Borrowers” dated January 2011 and revised July 2014; “Guidelines: Selection
and Employment of Consultants under IBRD Loans and IDA Credits & Grants by World Bank
Borrowers” dated January 2011 and revised July 2014; “Guidelines on Preventing and
Combating Fraud and Corruption in Projects Financed by IBRD Loans and IDA Credits and
Grants, (Anti-Corruption Guidelines)” dated October 15, 2006, and revised in January 2011; and
the provisions stipulated in the Legal Agreement.

104. Procurement of goods and services under the project will be carried out centrally by
the PIU. All procurement activities for Components 2, 3 and 4 shall be carried out by the PI1U.
The PIU shall also carry out the procurement of the hardware and associated software,
licenses, capacity building and training on behalf of the NBE for the collateral registry which
will be established in the NBE under Component 2 of the project as well as the procurement of
consultants for the insolvency diagnostic under the same component. As all procurement
activities are to be carried out centrally at the PIU, a procurement capacity assessment has been
carried out in the Mol. The assessment is discussed in full in Annex 3. Based on the assessment,
appropriate mitigation measures have been developed and are detailed in Annex 3. A key
mitigation measure will be to hire procurement-proficient staff and provide them with the
necessary procurement training on the Bank’s procurement procedures to address the capacity
limitations. The different procurement methods or consultant selection methods, the need for pre-
qualification, estimated costs, prior review requirements, and time frames are agreed between the
borrower and the Bank in the Procurement Plan.
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E. Social and Environment (including Safeguards)

105. The project is categorized as a Financial Intermediary (FI) project and the
appropriate FI category is FI-2. This is based on anticipated environmental and social risk
impacts of sub-projects as assessed by the World Bank in accordance with OP/BP 4.03 (World
Bank Performance Standards for Private Sector Activities). According to the requirements under
this World Bank policy, the project will put in place adequate systems and processes, acceptable
to the Association, to mitigate any potential risks and impacts.

106. The two implementation agencies are DBE and Mol and relevant aspects of
performance standards will be applied only for activities under Component 1 which is
managed by DBE. DBE will be responsible for Component 1 of the project, covering leasing
and lending, and will address any environmental and social risks and impacts through the
existing PMT that has considerable experience working with the World Bank (under the WEDP
project), including environmental and social risk management (WB Safeguards). The sub-project
activities under Component 1 could potentially have only limited adverse environmental and
social risks and impacts that are expected to be generally site-specific and minor, largely
reversible, and readily addressed through the agreed mitigation measures, including disclosing
environmental and social policy statement, and procedures for screening and assessing risks as
well as human resources policy, containing the formal rules and guidelines that the DBE will
follow in hiring, training, assessing, and rewarding its workforce (permanent and temporary
staff) and their rights and obligations as employees and with the DBE, as the employer.

107. The project will not finance any activities that involve land acquisition. Mol will be
responsible for Component 3 which covers capacity building and business development for the
SMEs and these activities are expected to have no adverse environmental or social risks and
impacts.

108. The project will support relatively small lease finance arrangements and working
capital loans for enterprises involved in small scale manufacturing sector with relatively
low potential environmental and social risks and impacts. However, it is recognized that
there may be some business activities in which the environment and social risk and impacts may
potentially be more significant and may require commensurate assessment and management.
Business activities of SMEs can potentially generate impacts on the environment, present a
hazard to human health or negatively affect local communities as a result of improper planning
or management. Environmental and social concerns for SMEs are typically associated with
production processes or other activities that generate emissions and byproducts that are
potentially harmful to the environment, employees and communities (e.g. issues around labor
standards, inappropriate disposal of waste, or unhealthy or hazardous working conditions).

109. To mitigate against any potential risks, the Development Bank of Ethiopia will put
in place and implement an adequate environmental and social management system
(ESMS), acceptable to the Bank and endorsed by DBE’s senior management. The ESMS
will account for the full scope and scale of environmental and social risks present in SME
financing. The ESMS will also build on the revision and update of DBE’s ‘Environmental
Assessment Procedure’ and ‘Environmental Assessment Policy’ which outlines the decision-
making process, policies, and procedural steps it uses during the implementation of WEDP. It
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will, at a minimum, specify: (a) organizational capacity, including duties and responsibilities
within the DBE for managing environmental and social issues as it relates to sub-project/sub-
loan/lease financing evaluation procedures; (b) procedures for screening and assessing risks and
impacts of sub-projects or individual loan transactions; and (c) provisions for periodic progress
reports to financial institutions’ senior management. DBE ESMS will include adequate
procedures to ensure that all subprojects supported by the Association comply with applicable
natiogrllal and local laws and regulations, as well as are screened against the Project Exclusion
List.

110. The DBE ESMS should incorporate relevant principles of Performance Standard 1
on Assessment and Management of Environmental and Social Risks and Impacts.
Furthermore, the ESMS will ensure that proposed business activities that present higher social
and/or environmental risks will be operated in a manner consistent with the World Bank
Performance Standards 1-8. DBE will also manage the working conditions of their workforce in
accordance with relevant aspects of Performance Standard 2 on Labor and Working Conditions
through development and implementation of appropriate human resource policies and procedures
acceptable to the Bank and will require the same of the PFIs.

111. DBE will also ensure that all participating financial institutions (PFIs) develop an
ESMS commensurate with the level of social and environmental risks in their portfolio, and
prospective business activities. As part of its due diligence, DBE will make sure that PFls
screen all transactions funded under the project against relevant principles of applicable
Performance Standards and the Project Exclusion List, while also ensuring compliance with
applicable national and local laws and regulations. Furthermore, any proposed business activities
that may present higher social and/or environmental risks will be operated in a manner consistent
with the World Bank Performance Standards 1-8.

112. The World Bank’s assessment of the institutional capacity, guidelines and
procedures, and practices in environment and social management concludes that the DBE
has environmental ‘Environmental Assessment Procedure’ and ‘Environmental
Assessment Policy’ with limited social aspects and no staff with technical expertise to
manage environmental and social effects. Operationally, DBE outsources its safeguards due
diligence function to a consulting firm that has a well-functioning team for environmental and
social management, and it’s overall exposure to environmental and social risk tends to be very
low. To address this gap, in addition to including social dimensions in the ESMS, the DBE’s
institutional capacity, as well as that of PFIs, in addressing environmental and social issues will
be enhanced through assigning dedicated staff to be responsible for the ESMS and training them.
The Borrower institutional capacity in addressing environmental and social issues will be further
assessed, and the relevant entities will receive needed guidance from the Bank environmental
and social safeguards specialists.

Gender

113. The project will build on significant advances already made by the GoE in
supporting women entrepreneurs through WEDP. WEDP has helped MFIs in Ethiopia to

%1 project Exclusion list will include IFC Exclusion List, as well as acquisition of land, and mining and quarrying.
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develop and scale tailored financial products for women entrepreneurs. Since a dedicated facility
for women entrepreneurs already exists, the SME Finance Project will complement this with a
credit facility that is open to both male and female entrepreneurs. At the same time, the project
will draw on some of the lessons learned from WEDP to ensure that gender-neutral financial
services are accessible to both female and male-owned SMEs.

114. The project will rigorously measure any differential impacts on male and female-
owned enterprises. Gender disaggregated data (in addition to the RF indicators) will be
collected for all firm-level indicators, namely the number of SMEs receiving loans, the number
of SMEs receiving leases, and the number of SMEs receiving business development services. In
addition to monitoring the number and proportion of male-owned and female-owned SMEs
accessing services, the project’s impact evaluation will focus on understanding any differences in
business growth for male and female-owned enterprises that participate in the project. Impact
evaluation survey samples will be stratified by gender, to ensure that representative data is
captured on female-owned firms, and to enable a comparison of impact between female and male
entrepreneurs. The impact evaluation component will also explore piloting innovative
mechanisms that could increase access to finance for women-owned SMEs, such as collateral
alternatives, angel investing, and crowdfunding.

Citizen Engagement

115. The project will incorporate a citizen engagement feedback loop by surveying a
sample of beneficiaries. A citizen engagement questionnaire will be provided to a sub-set of
beneficiaries and designed to assess overall satisfaction of services (including ease of access,
quality, process, disclosure, responsiveness of needs, etc). The results of the survey will be
analyzed and assessed in a report, which will also contain proposed recommendations for project
adjustments informed by citizen feedback. The survey results and the report will be shared by the
project implementation unit and financial institutions and will inform the overall project
implementation, as appropriate.

F. World Bank Grievance Redress

116. Communities and individuals who believe that they are adversely affected by a
World Bank (WB) supported project may submit complaints to existing project-level
grievance redress mechanisms or the WB’s Grievance Redress Service (GRS). The GRS
ensures that complaints received are promptly reviewed in order to address project-related
concerns. Project affected communities and individuals may submit their complaint to the WB’s
independent Inspection Panel which determines whether harm occurred, or could occur, as a
result of WB non-compliance with its policies and procedures. Complaints may be submitted at
any time after concerns have been brought directly to the World Bank'’s attention, and Bank
Management has been given an opportunity to respond. For information on how to submit
complaints to the World Bank’s corporate Grievance Redress Service (GRS), please visit
http://www.worldbank.org/GRS. For information on how to submit complaints to the World
Bank Inspection Panel, please visit www.inspectionpanel.org.

39


http://www.worldbank.org/GRS
http://www.inspectionpanel.org/

Annex 1: Results Framework and Monitoring

Country: Ethiopia
Project Name: Ethiopia: SME Finance Project (P148447)

Results Framework

Project Development Objectives

PDO Statement

The project development objective is to increase access to finance for Eligible Small and Medium Enterprises in the Recipient’s territory.

These results are at Project Level

Project Development Objective Indicators

Cumulative Target Values

Indicator Name Baseline | YR1 YR2 YR3 YR4 YR5 YR6
Volume of Financial Support to SMESs
under the credit facility 0.00 0.00 25000000.00 [75000000.00 [155000000.00 {220000000.00 [269000000.00
(Amount(USD))
Number of SMEs Reached with Financial
Services under the credit facility 0.00 0.00 200.00 600.00 1240.00 1760.00 2152.00
(Number)
Portfolio Quality under the credit facility 0.00 0.00 8.00 8.00 500 500 500
(Percentage)
Intermediate Results Indicators
) Cumulative Target Values

Indicator Name -

Baseline | YR1 YR2 YR3 YR4 YR5 YR6
Number of Loans/ Leases disbursed to 0.00 0.00 360.00 1080.00 2232.00 3168.00 3873.00
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SMEs under the credit facility

(Number)

Collateral Registry Established No No No Yes Yes Yes Yes
(Yes/No)

Insolvency Diagnostic Completed No No No Yes Yes Yes Yes
(Yes/No)

Number of SMEs that received training

through a BDS Program under the project |0.00 0.00 100.00 300.00 500.00 700.00 912.00
(Number)

Report drafted on citizen engagement

survey No No No No Yes Yes Yes
(Yes/No)
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Indicator Description

Project Development Objective Indicators

Responsibility for Data

Indicator Name Description (indicator definition etc.) Frequency |Data Source / Methodology Collection
Volume of financial support | This indicator captures the financing under | Annual DBE, PFls Project Management Team
to SMEs under the credit  |the credit facility facilitated from PFIs to (DBE)
facility target beneficiaries (i.e. SMESs) from both

leasing and lending.
Number of SMEs Reached |This indicator is designed to include all Annual DBE, PFls Project Management Team
with Financial Services enterprises that are direct recipients of (DBE)
under the credit facility loans and leases under the credit facility.
Portfolio Quality under the | This indicator captures the quality of Annual DBE, PFls Project Management Team
credit facility portfolio under the credit facility. The (DBE)

indicator will be calculated as non-

performing loans and/or portfolio at risk

according to the methodology of the

National Bank of Ethiopia.
Intermediate Results Indicators
Indicator Name Description (indicator definition etc.) Frequency |Data Source / Methodology EgTFe%?isolgmty for Data
Number of Loans/ Leases | This indicator will include the number of | Annual DBE, PFls Project Management Team
disbursed to SMEs under  |all loans and leases that were disbursed as (DBE)
the credit facility part of the leasing and lending window for

the DBE and PFIs under the credit facility
Collateral Registry This indicator will receive a ‘Yes’ once | Annual NBE Project Implementation
Established the registry is established and operational. Unit (Mol)
Insolvency Diagnostic This indicator will receive a ‘Yes’ once | Annual NBE Project Implementation
Completed the diagnostic is completed. Unit (Mol)
Number of SMEs that This indicator captures the number of Annual Mol, BDS Project Implementation

received training through a

eligible SMEs that receive training as part

Unit (Mol)
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BDS Program under the
project

of the BDS program under the project

Report drafted on citizen
engagement survey

This indicator captures citizen engagement | Annual

and feedback in overall project
implementation. A “Yes” implies that the
survey was administered and a report was
drafted that contained sound and in-depth
analysis of citizen feedback.

Mol, BDS Providers

Project Implementation
Unit (Mol)
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Annex 2: Detailed Project Description

FEDERAL DEMOCRATIC REPUBLIC OF ETHIOPIA: Small and Medium Enterprise
(SME) Finance Project

1. The project development objective is to increase access to finance for Eligible Small and
Medium Enterprises in the Recipient’s territory*”.

2. The SME Finance project will have four components: (a) Component 1: Financial
services to SMEs; (b) Component 2: Enabling environment for SME Finance; (c) Component 3:
Business Development Services to SMEs; (d) Component 4: Project’s management,
communication and impact evaluation. Figure 2.1 provides a graphic representation of how the
four components would be combined to increase access to finance for SMEs in Ethiopia.

Figure 2.1. Overview of Proposed Project’s Technical Components

Component 3 Component 4

Component 1 Component 2

Financizl Services to Enabling Environment e ; I D 3=
i Development Services Communication, and
SMEs for SME Finance to SME= Impact Evaluation
:;g': of Credit to i . S-tanclia rd Busingss | Mairag::ntent
Callaterzl Registry Development
sLeazing window {hardware & Services to SMES
slending window software)

| Tachnical
Assistance*

Specialized Advisory
Services to SMEs

Communications and
Outr=ach

+DBE {Headguarter _Diagnnstic on
and Branches) insahvency and
slease companies creditor/debtor
#kiFls and regime
| Commercial Banis

{ie. linkages to
internatianal
market, global value
chains, etc.]*

Impact Evaluation

< Increase Access to Finance for eligible SMEs in Ethiopia >

*Extarnolly Fundad

Component 1: Financial Services to SMEs

3. The objective of the first component is to establish a credit facility providing access to
finance for (a) working capital and leasing finance for participating financial
institutions (PFIs) which in turn lend to eligible SMEs and (b) leasing finance for
eligible SMEs. This liquidity support will be complemented with mandatory technical
assistance aimed at supporting participating financial institutions (PFIs) in designing,
piloting, and rolling out financial products utilizing novel lending methodologies (i.e. cash
flow-based lending) to successfully expand their outreach to the target SMEs. The technical
assistance support will be provided externally by development partners.

%2 “Eligible SME” means a small and medium enterprise established and operating in Ethiopia which meets the
eligibility criteria contained in the Operations Manual.

44



4. The Development Bank of Ethiopia (DBE) will provide both direct financing to
SMEs and wholesale finance to other financial intermediaries for on-lending to SMEs.
More specifically, the DBE will in parallel serve as: (a) direct lender of lease finance to SMEs
through its regional branch network; (b) wholesaler of finance to participating lease companies
for provision of lease finance to SMEs; and (c) wholesaler for commercial banks and MFIs
focused on provision of working capital finance to SMEs. It will do so through two main
financing windows:

e Window 1: Lease finance to SMEs. This window will provide a line of credit to
strengthen DBE’s capacity to provide lease finance to SMEs both directly through
its regional branches and indirectly through the licensed and eligible lease
companies operating in the country. DBE, as a retailer through its regional branches,
will provide lease financing directly for amounts greater than ETB 1 million and
indirectly to eligible lease companies for amounts less than ETB 1 million. Tailored
and compulsory technical assistance will be provided to DBE branches and to the
participating lease companies (see TA facility below) on how to properly address
SMEs’ needs in the regions where they operate, as well as enhancing their skills on
risk management, product design, management information systems (MIS), funding
strategy, and other needs as appropriate.

e  Window 2: SME lending. This window will provide a wholesale line of credit from
DBE to eligible commercial banks and MFIs for on-lending of working capital
finance to SMEs. Similar to the leasing window, a tailored and compulsory technical
assistance (see TA facility below) will be provided to commercial banks and MFIs
on how to reengineer their business models so that they can lend to SMEs in a
sustainable fashion. This approach has been very successful in several other
countries (e.g. Turkey and China), and it has completely changed the attitude of the
financial sector players towards SMEs.*

5. A TA facility (funded externally through development partners) will be established
to complement and reinforce project implementation. A critical success factor and a key goal
of the project are to build the institutional and human resource capacity of DBE and of the PFIs
to effectively serve the SME market. The TA Facility will be closely coordinated with the Credit
Facility. The DFID-funded PEPE project will be responsible for funding and managing the TA
facility, under the technical supervision of the World Bank team.

6. In order to make the credit facility effective, PFIs will receive a mandatory, specific,
high-quality, technical assistance. This will be delivered through a combination of specialized
trainings and the presence of resident technical advisors with proven relevant international
experience to help build capacity in financial services to SMEs. This capacity building will
enable PFI officials and staff to serve SMEs adequately - training them in assessing SME
business proposals and developing suitable financial products and lending methodologies for the
target group.

% In these countries, mandatory changes to banks’ business models included: the creation of an SME department
within each participating bank, the creation of decentralized credit committees, and the introduction of a purpose-
designed quality assurance process. The TA was provided free of charge to the participating institutions for two
years.

45



7. In order to have access to the Credit Facility, PFIs will be required to enter into
technical cooperation agreements (TCA) with the PMT in DBE and with PEPE. Under such
agreements, PFIs will receive TA free of charge for a period deemed appropriate after the initial
gap assessment for building the necessary capacity to undertake the project’s assignment.

Rationale of the Project Design

8. The project design aligns with GoE’s lease financing momentum and its recently
issued Leasing Financing Policy for SMEs (Code-DBE/03/2007). While leasing finance is
extremely valuable to address the missing middle phenomenon for access to finance of SMEs
from the capital expenditure perspective, commercial banks and MFIs can provide
complementary solutions by providing working capital to the eligible SMEs for their daily
operation funding needs. This is a positive step forward in the policy dialogue.

9. The NBE expects that leasing will be taking up to 80 percent of the financing under
Component 1 and the rest will be absorbed by the working capital window. These
allocations can be revisited and adjusted during project implementation in order to respond to
SMEs’ financing needs.

10. The available funding will be used on a “first-come-first-served” basis to ensure
efficiency and encourage competition amongst PFIs. Small advances will be considered for
building initial portfolios during technical assistance stage to support piloting of new lending
techniques. Subsequently, the funds will be made available on reimbursement basis to ensure
that PFIs are in compliance with eligibility criteria. In case a PFI is not able to utilize the initially
drawn resources over a specific period of time, these funds will be recalled and returned to DBE
for reallocation. The repayments will be collected in a revolving fund and will be used to provide
funding for new sub-loans under the same conditions.

11. Beneficiaries: The final project beneficiaries will be eligible SMEs operating in the
manufacturing and agro-processing industries. Moreover, for those SMEs receiving leasing
finance, or working capital linked to leasing finance, and/or business development services also
tour and construction industries will be allowed in line with the priority areas for SMEs indicated
in the Lease Financing Policy for SMEs (Code-DBE/03/2007)*. SMEs in the tour and
construction industries will not be eligible to receive working capital only.

12.  Definition of “SMEs”: the definition of SMEs adopted by the project will be aligned to
the one contained in the Lease Financing Policy for SMEs (Code-DBE/03/2007) in terms of
minimum number of employees (i.e. above 6). The project will also fix the maximum number of
employees per SME at 100. Moreover, under Component 1, working capital loans to SMEs will
be limited to a maximum of Birr 10 million, while lease finance loans will be aligned with the
Lease Financing Policy requirements: i.e. a maximum lease loan size of Birr 30 million. The
policy also indicates that DBE will be focusing on direct provision of lease finance for SMEs in

% Article 2.1.1 of the Lease Financing Policy for SMEs indicates that priority areas for SMEs are (a) Agricultural
project; (b) Agro-processing industries; (c) Manufacturing Industries; (d) Tour Industries; (e) Construction
industries; (f) Mining and Quarries. Agricultural project as well as Mining and Quarries however are excluded from
the project beneficiaries’ sectors due to higher risk of potential negative impact on the environment.
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need of loans from Birr 1-30 million, while lease companies will serve SMEs with lease finance
needs of below Birr 1 million.

Pricing

13.  The pricing proposal under the project is to strive to make DBE funding available
to eligible financial intermediaries and SMEs on terms that ensure sustainability. The
pricing for the wholesale of leasing and working capital financing is yet to be determined by
DBE and will be informed by the recommendations of the technical assistance. The pricing for
retail leasing has been determined as the DBE bond price (currently at 6 percent) plus a 3 percent
interest margin.

14.  The final pricing approach will be finalized during the technical assistance stage to
best ensure that new products which utilize novel lending techniques are rolled out in a
sustainable fashion. It is recommended that the wholesale and direct lending terms offered by
DBE, therefore, need to reflect its imputed cost of borrowing, a spread to cover the costs of
operation, macroeconomic and lending risk-premium, and local lending market conditions so as
to avoid market distortions. Charging a margin that adequately reflects DBE’s cost and risk
would allow it to build a capital base which could then be reinvested in new loans to eligible
SMEs.

15.  Other PFIs funded by DBE will assume full credit risk on their SME portfolio
under the project and will be free to price the sub-loans reflecting their cost and risk, thus
ensuring sustainability of their SME loan portfolio. Also, the DBE will not be competing with
its wholesale clients in reaching the final borrowers, as the wholesale and direct lending facilities
will target different market segments in leasing, while DBE will not be involved in direct
provision of working capital. The impact of the project on affordability of finance would be
based on extending loan tenors that will ultimately have a large positive impact on eligible
SMEs’ cash flow. Longer loan tenors could substantially reduce monthly payments resulting in
debt service relief and expanding SME borrowing capacity and allowing them to further develop
and grow their businesses. Overall, the pricing strategy should serve the purpose to attract the
eligible PFIs to participate in the scheme at a sufficient margin, while enabling more affordable
finance to the SMEs.

Eligibility Criteria for PFls

16.  Only those financial intermediaries (i.e. DBE, microfinance institutions, lease
companies and commercial banks) that meet the stipulated eligibility requirements will be
able to obtain the status of Participating Financial Institution and their eligibility will be
verified annually. The World Bank team has appraised the DBE, as summarized previously,
confirming its eligibility subject to implementation of an institutional development plan.
Furthermore, in addition to support with implementation of institutional development planned
(funded externally), the DBE will also receive technical assistance to strengthen its capacity to
appraise PFls, as this is one of the core areas of its wholesale function.

17.  The appraisal of each PFI will be summarized in an appraisal report reflecting
institutional practices for financial intermediary financing projects requiring an assurance
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that all PFIs in a World Bank financed Line of Credit (LOC) are viable financial
institutions determined by: (a) adequate profitability, capital, and portfolio quality as confirmed
by audited financial statements; (b) acceptable level of loan collections; (c) appropriate capacity,
including staffing, for carrying out subproject appraisal (including environmental and social
assessment) and for supervising subproject implementation; (d) capacity to mobilize domestic
resources; (e) adequate managerial autonomy and commercially oriented governance; (f)
appropriate prudential policies, administrative structure, and business procedures; g) the PFIs
must have adequate management information system.

18.  All PFIs will be required to reflect the minimum standards of financial consumer
protection in their on-lending activities under the project. These minimum standards will be
finalized during the technical assistance phase and will be reflected in the credit agreements with
PFIs. The types of standards for fair treatment of borrowers that will be considered include full
disclosure of borrowing costs and transaction fees using a standard methodology, ban on
undisclosed, unilateral changes to interest rates and fees undertaken without due warning,
requirement for charging interest on reducing balances basis, and other as appropriate. Figure 2.2
below provides an overview of the funds flow over Component 1:

Figure 2.2. Overview of the Flow of Funds for Component 1

Ethiopia SME Finance Project: Component 1

Window 1 — LEASING:
DBE Branches (direct)
Leasing companies (indirect)

Eligible SMEs*
WB/EIB

Credit

Capacity Building (TA Facility): TA on
institutional development and business
model re-engineering to profitably lend
to SMEs

Window 2 — LENDING (working capital): . e 3
= MFIs and Commercial Banks (indirect) Eligible SMEs

1 SMEs who only need leasing
2 8MEs who need leasing and working capital
3 SMEs who only need working capital

Eligible SMEs?

19.  The proposal under the project is to make DBE funding available to eligible
financial intermediaries and SMEs on terms that ensure sustainability and avoid perpetual
reliance on government facilitated resources. The pricing for the wholesale of leasing and
working capital financing is yet to be determined by DBE. The pricing for retail leasing has been
determined as the DBE bond price (currently at 6 percent) plus a 3 percent interest margin. The
final pricing approach can be finalized during technical assistance stage so as to best ensure that
new products which utilize novel lending techniques are rolled out in sustainable fashion. The
wholesale and direct lending terms offered by the DBE therefore need to reflect its imputed cost
of borrowing, a spread to cover the costs of operation, macroeconomic and lending risk-
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premium, as well as local lending market conditions so as to avoid distortions. Charging a
margin that adequately reflects DBE’s cost and risk would allow it to build capital base which
could then be reinvested in new loans to eligible SMEs. In addition, the rates on DBE’s direct
lending lease finance portfolio must be aligned with prevailing market conditions so as to avoid
market distortion and potentially undermine business of competing leasing companies that will
benefit from DBE’s wholesale facility, ultimately constraining access to finance of eligible
SMEs. The reason for this precaution is that DBE will benefit from lower borrowing costs than
its wholesale clients. Other PFIs funded by DBE will assume full credit risk on their SME
portfolio under the project and will be free to price the sub-loans reflecting their cost and risk,
thus ensuring sustainability of their SME loan portfolio. The impact of the project on
affordability of finance would be based on extending loan tenors that will ultimately have a large
positive impact on eligible SMEs’ cash flow. Longer loan tenors could substantially reduce
monthly payments resulting in debt service relief and expanding SME borrowing capacity and
allowing them to further develop and grow their businesses.

20.  Owverall, the pricing strategy should serve the purpose to attract the eligible PFIs to
participate in the scheme at a sufficient margin, while enabling more affordable finance to the
SMEs. The pricing strategy should also ensure sustainability and avoid perpetual reliance on
government facilitated resources in the long run.

21.  The flow of funds under the project will be regulated with the following legal
agreements: (a) Credit Agreement between the Association and the MOFEC; (b) Subsidiary
Financing Agreement (SFA) between MoFEC and DBE; and (c) Credit Facility Agreements
(CFAs) between DBE and other PFIs. These will specify terms and conditions on the use of the
line of credit as agreed between MOFEC, DBE and the Association and will be subject to the
Association’s no objection.

Eligibility Criteria for Sub-borrowers and Sub-Projects

22.  Sub-borrowers will be creditworthy private sector SMEs in the eligible sectors.
Eligible sectors include manufacturing and agro-processing. Moreover, for those SMES receiving
leasing finance, or working capital linked to leasing finance, and/or business development
services also tour and construction industries will be allowed in line with the priority areas for
SMEs indicated in the Lease Financing Policy for SMEs (Code-DBE/03/2007). Tour and
construction industries will not be applicable to SMEs receiving working capital only.

23.  Sub-loans will be extended to eligible SMEs for working capital loans and lease
finance. The sub-loans will be denominated in Ethiopian ETB. The sub-loan amounts will be up
to 10 million ETB and will be restricted to working capital only.

24.  All sub-projects will be in compliance with environmental and social performance
standards of the World Bank. The goods and services on World Bank Group Project Exclusion
List will not be eligible for financing. In addition, land acquisition will not be eligible for
financing under the project.

25.  To ensure smooth commencement of the line of credit operations, the World Bank
team will undertake prior review of a few initial sub-loans for each PFI. During project

49



implementation, the World Bank (together with DBE in the case of wholesale business line) will
prior review a few sub-loans for each PFI to ensure that they adequately complying with the
eligibility criteria. The thresholds for prior review will be determined together with DBE and
specified in the Operations Manual. The prior review will help address any initial gaps that PFIs
may have in applying the eligibility criteria and will help manage risks.

Component 2: Enabling Environment for SME Finance

26.  The objective of the second component is to improve the enabling environment for
facilitating SME finance in Ethiopia®®. This would require the following:

e creation of a collateral registry that would support both the banking and the leasing
business;

e areview of the insolvency and creditor/debtor regime to address key bottlenecks
to SME lending.

27.  The project will support the hardware and associated software, licenses, capacity
building and training for a centralized electronic collateral registry. Collateral registries for
movable assets, which are part of the broader secured transactions systems,® fulfill two key
functions:*” notify parties about the existence of a security interest in movable property (of
existing liens) and establish the priority of creditors vis -a- vis third parties.® In Ethiopia, it has
been identified that a collateral registry is one of the key areas of development for improving
Ethiopia’s financial infrastructure, thereby facilitating access to finance, especially for the SME
sector. This registry is expected to be: (a) the only place where security interests over movables
are registered following necessary legal reforms; (b) cost-efficient (c) designed as a notice-filing
system; and (d) accessible exclusively by electronic means.

28.  The main purpose of the diagnostic review on insolvency and credit/debtor regime is
to analyze and identify the areas for improvement in the country’s insolvency and
credit/debtor systems. Insolvency systems provide a pre-determined set of rules and institutions
concerned with the recognition of insolvency, the resultant liquidation or rehabilitation of the
insolvent firm, and the allocation of the financial consequences between the stakeholders. They
also permit lenders to more accurately price risk and encourage cash flow lending, rather than
relationship or directed lending, and disciplines managers to allocate scarce resources efficiently.

* This component will be closely coordinated with the technical assistance that will be provided in the area of
financial sector infrastructure by Ethiopia Financial Inclusion Support Framework (FISF) and Multi Donor Initiative
(MDI), both managed by the WBG.

% A Secured Transactions project consists of four components: (a) secured transactions law, applicable to all
creditors and borrowers, (b) design and implementation of a centralized on-line collateral registry; (c) public
awareness and capacity building efforts; and (d) monitoring and impact measurement of the project.

37 Alvarez de la Campa, Alejandro, 2011. Increasing Access to Credit through Reforming Secured Transactions in
the MENA Region. Policy Research Working Paper 5613.

% Specifically, three conditions are required for banks to be able to accept movable assets as collateral: the creation
of security interest, the perfection of security interest and the enforcement of security interest (see Fleisig, Heywood,
Mehnaz Safavian, Nuria de la Pefia, 2006. Reforming Collateral Laws to Expand Access to Finance. World Bank.
Washington DC). The movable collateral registry is a necessary component as it allows for the “perfection” of
security interest.
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The assessment is designed to assess and compare a country’s institutional practices against the
internationally recognized best practices and, if needed, provide recommendations for
improvement in a prioritized methodology. The methodology of the diagnostic is based upon a
pluralistic approach, which examines whether the goals of an efficient system are met and not
how those goals are achieved.

29.  These activities complement ongoing technical assistance which is funded through
other development partners and elaborated upon in Box 2.1. The recent G20 Investment and
Infrastructure Working Group (IIWG) and the G20 GPFI SME Finance Sub-group calls for a
joint action plan on financial infrastructure reform. The priority reform measures include
improvements of the credit reporting framework for SMEs, as well as reforms that allow banks
and non-banks to lend to SMEs against movable collateral. In light of this initiative, the WBG
has already laid out some work on the credit reporting framework and collateral registry in
Ethiopia under its Multi Donor Initiative (MDI) and Financial Inclusion Support Framework
(FISF) programs. Box 2.1 gives a brief overview of activities covered by these programs.

Box 2.1. Financial Infrastructure Activities under FISF and MDI

Stringent collateral requirements, the need for improvements in the creditor/debtor regime and lack of a
centralized collateral registry are also recognized as key areas of development for improving Ethiopia’s
financial infrastructure, thereby facilitating access to finance, especially for the SME sector. In addition to
addressing information asymmetries in the market, an improved secured transactions regime and the creation of
a collateral registry carry multiple benefits for Ethiopia’s financial sector. These benefits include reducing the
cost of credit, mitigating the risk perception for borrowers who could leverage their assets into capital for
investment and growth and thereby positively impacting economic development in the country.

In the area of credit information, the findings and recommendations from a Gap Analysis report that was
prepared under MDI funding indicate that the primary need and objective is to increase the coverage of the
database of the NBE credit registry. Follow-up activities will, therefore, focus on: (a) credit registry technical
and structural capabilities; (b) data collection, quality and expansion of the current database; (c) organizational /
institutional structure and staff capacity of the credit registry by deploying a consultant as noted above. The
technical assistance that FISF will support is to center on capacity building for oversight practices and technical
education to NBE’s most relevant units, including the Credit Reporting unit, Directorates of Banking,
Microfinance and Insurance Supervision, Legal Services Directorate and the Economic Research Directorate.

For the areas related to the collateral registry, FISF will also coordinate closely with the MDI to provide a
coordinated support package for the NBE in order to maximize this timely opportunity for building a key
financial infrastructure for Ethiopia’s financial sector. In particular, it is envisioned for FISF to cover the
improvements of the legal and regulatory environment, the creation of the collateral registry (all necessary
support functions to the NBE except for hardware and software acquisition) and post-registry set-up capacity
building, training and awareness building. These efforts are expected to be started once a Diagnostic
Assessment is delivered to the NBE, which is the initial activity to be supported through the MDI.

Component 3: Business Development Services to SMEs

30.  The objective of the third component is to support SMEs through the provision of
tailored Business Development Services (BDS) to address constraints on the demand side.

31. BDS support to SMEs can address (but is not limited to) the lack of capacity to
develop bankable business plans, the poor quality of financial statements and records, the
inability to manage risk, the lack of knowledge of business development and management,
the lack of adequate collateral, etc. The main objective of the provision of BDS will be to
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make SMEs more bankable. Eligible SMEs will be those with a minimum of 6 and a maximum
of 100 employees. BDS services may include business management and entrepreneurship
training, business plan development, marketing strategy, human resource management, financial
systems and bookkeeping. It may also include tailored coaching and mentoring support
depending on the needs and the capacity of the SMEs. A consulting firm would be identified
through an international competitive bidding process to carry out an assessment of the specific
needs of the target SMEs, and support the PIU in developing the Terms of Reference and criteria
for the selection of BDS providers. It is anticipated that high caliber local BDS providers will
then provide a tailored menu of trainings and mentorship to the SMEs.

32. In addition to the standard BDS, the project will also aim at providing highly
specialized services to growth-oriented SMEs capable to become suppliers for global value
chains. In particular, this set of services will link the local producers to international markets
through global value chains, product development management and compliance with
international market standards. Moreover it will focus on quality assurance processes and
management information systems (e.g. software that could help SMEs manage their production
cycle in a more systematic and efficient manner).3® As these proposed advisory services are more
of a specialized technical nature and do not fall within the scope of a standard business training
package, these would be provided directly to SMEs by an internationally-selected firm, with
expertise in these technical areas. This specialized activity is expected to be coordinated under
this project but financed through external/ donors grant funding.

33.  The component would seek to coordinate with other existing support services for
SMEs. This will include providers such as the Entrepreneurship Development Centre, sectoral
institutes, and development partners supported programs. This would enable leveraging existing
initiatives to set up a referral system so that eligible SMEs benefiting from the BDS services can
be integrated with this project and be exposed (although not automatically entitled) to the access
to finance opportunities under Component 1. In addition, the project would capitalize on
synergies with the Competitiveness and Job Creation Project financed by the World Bank Group,
which focuses on creating linkages between SMEs and FDIs operating in the targeted industrial
Parks. This would enable building on the CJC’s strong technical support for SMEs and
complement it by support on business development and financing under the SMEFP.

Component 4: Project Management, Communication and Impact Evaluation

34.  The objective of the fourth component is to support overall coordination of project
activities, and to rigorously measure the impact of the project on the growth of
participating SMEs.

35.  The two main implementers of the project will be the Development Bank of Ethiopia
(DBE) and the Ministry of Industry (Mol). A Project Management Team (PMT) will be
established in DBE with the direct responsibility of managing the credit facility under
Component 1. A Project Implementation Unit (PI1U) will be established under the MOI with the
mandate of overall project’s coordination and direct responsibility of Components 2, 3 and 4.

% While the project cannot provide software to SMES, the team has agreed to explore the possibility of conducting a
needs assessment, to find the gaps in the existing software that the SMEs are using, and to introduce some existing
solutions that the SMEs could acquire on their own in case of their interests and needs.
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NBE will assign a focal person that will act as the key technical referent of the PIU for
Component 2. The PIU will be housed under the Domestic Investors Transformation Directorate
(DITD) at Mol that reports directly to the Minister of Industry. At the regional level, the regional
SME development offices (ReMSEDAS) will serve as entry points.

36.  The impact evaluation will focus on innovation and measurement with the
beneficiaries of loans and BDS. The project’s impact evaluation will support rigorous empirical
analysis based on a quantitative comparison of a treatment and control groups before and after
access to specific project interventions. Empirical analysis will mainly build on survey data
deliberately collected for this purpose: (a) a base-line survey which will be carried out prior to
respondents’ exposure to any relevant intervention activities; (b) an end-line survey which will be
administered after the project is well into operation and (c) conditional on sufficient
implementation of a mid-term survey. The main focus of the survey questionnaires will be on
standard business performance measures such as sales, profit, investment and employment, with
the aim of measuring the impact of the program on enterprise growth over time. The impact
evaluation will also aim to capture heterogeneous impacts across various groups of participants,
especially between male and female entrepreneurs, younger and older firms, and firms of various
sizes and sub-sectors. Information will be collected from representatives of both the treatment
group as well as the control group.

37.  The impact evaluation will also aim to capture heterogeneous impacts across
various groups of participants, especially between female and male entrepreneurs,
examining differential impacts of access to loans, leases, and business development services
for the growth of male and female-owned enterprises. During the design phase, the team will
put emphasis on identifying and evaluating interventions that aim at tackling gender-specific
constraints, particularly those that represent obstacles to the growth of female owned business
and entrepreneurs. Additionally, analysis will examine differential impacts for younger and older
firms, and firms of various sizes and sub-sectors.

38. The impact evaluation will involve a long-term research partnership with the
Ethiopian Development Research Institute (EDRI). EDRI is a leading Ethiopian research
institute, with strong expertise in research on enterprises and manufacturing in Ethiopia. EDRI is
currently carrying out its own 5-year research program on ‘Small Business Development in
Ethiopia’. The SMEFP will partner with EDRI to develop joint research studies, with a focus on
impact evaluations and measurement of intervention results. EDRI will serve as a research
implementer for the impact evaluation component. EDRI will carry out data collection activities
for the impact evaluation (baseline/midline/endline surveys, focus group discussions, qualitative
interviews, etc.), and empirical analysis will be carried out by joint teams of impact evaluation
experts from the World Bank in partnership with EDRI researchers. Box 2.2 provides an
overview of some innovative approaches to perform the impact evaluation on SME financing
mechanisms, which could be further explored at a later stage. These innovative activities are
currently outside of the scope this project, and maybe pursued with separate donor-funded
projects as they become available.
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Box 2.2. Possible Innovative SME Financing Mechanisms to be Tested

Subject to the availability of dedicated donors’ funding, the project would identify and test through rigorous
impact evaluation possible innovative mechanisms through which SMEs can be supported, and measure both
whether they are commercially viable, and whether they are effective in catalysing SME growth. Commercial
viability will be measured according to context, often looking at non-performing loans and profitability for
PFIs. Growth of SMEs will be measured by examining changes over time in standard business performance
measures such as sales, profit, investment and employment. A focus will be on understanding gender
dimensions of business growth, and how innovations impact both female and male-owned enterprises.

Currently, the World Bank and governments around the world have a very limited range of policy instruments
that are typically employed to support small and medium enterprise growth. Innovations with the potential for
local and global scalability will be explored with project implementers and PFIs in detail during the project
preparation phase. Impact evaluation workshops will be conducted with project implementers in order to
identify suitable pilot innovations, which project stakeholders and implementers feel could improve the ability
to serve SMEs. Potential innovations would be agreed and specified in more detail following the impact
evaluation workshops, but could include:

e Angel Investing: Early stage financing and angel investment has played a catalytic role in the
growth of innovative and start-up enterprises around the world, but remains fairly nascent in Sub-
Saharan Africa. Connecting existing angel investors and firms with high-growth potential SMEs
in Ethiopia could have transformative impacts, and could be an alternative to formal bank
financing for high-potential but still un-bankable SMEs. The impact evaluation would explore the
possibility of measuring the impact and viability of angel investment in Ethiopian SMEs.

e Big Data Solutions: The rise of ‘big data’ solutions to information asymmetries in the provision
of finance to SMEs is beginning to take shape. The impact evaluation component would explore
the potential of tapping into existing large-scale data sources to develop predictive models for
loan repayment behavior which could be used by financial institutions to screen borrowers.
Sources of big data could be external to the financial institution, such as bill repayment behavior
of potential borrowers from national telecommunications or energy providers, or it could draw on
existing databases within the financial institution.

e Crowdfunding: Similar to angel investing, crowd-funding has also taken shape as a catalytic
alternative form of finance for innovative SMEs. Crowd-funding platforms such as
‘Crowdonomic’ in Southeast Asia have demonstrated that these peer to peer platforms can play a
critical role for SMEs which cannot access the formal banking sector. Crowdfunded loans, in
which collateral for SME loans by private banks is provided by larger bank customers, has
already been piloted by a private bank in Ethiopia, and could be a model to explore. The impact
evaluation would explore the possibility of working with crowdfunding platforms to measure
their impact on SME growth and access to finance.

e Online Marketplaces: With limited networking capital, SMEs often struggle to become known
to a broader customer base or access new business opportunities. Online technology provides an
excellent opportunity to enhance the networking capital of SMEs at low marginal cost. Online
marketplaces and business to business platforms could reduce the cost for buyers to search for
SMEs, provide a platform for SMEs to market themselves, or open up potential export
opportunities. The impact evaluation will explore the possibility of supporting or launching
business to business marketplaces that could improve sales performance and innovation for
SMEs.
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e Collateral Alternatives: Collateral requirements in Ethiopia are some of the highest in the
region, and the continent. Novel forms of appraisal and lending by PFIs can reduce the need for
high requirements for fixed asset collateral. Screening entrepreneurs using psychometric testing
platforms has demonstrated potential for financial institutions in Africa, including leading SME
lenders such as Standard Bank and Equity Bank. The impact of psychometric testing as a viable
appraisal tool for screening SME borrowers in Ethiopia could be explored. The impact of
leasing compared to traditional lending on catalysing SME growth could also be examined.

e Invoice Financing: This scheme uses a financial structure and a technology platform to
purchase accounts receivable from large companies that supply many SMEs. Doing so frees up
working capital that the suppliers can use to extend more credit to SMEs, helping to solve the
access to finance problem. The scheme leverages the close relationships between large suppliers
and their SME customers. The suppliers can provide credit to SMEs at relatively low risk
because suppliers visit their clients often for delivery of goods and services making the
additional cost and risk for providing finance low relative to other arms’ length financial
transactions. The accounts receivable portfolios of these large suppliers then can be diversified.
These qualities (close relationships, frequent monitoring, and portfolio diversification) are the
building blocks for the financing scheme and have a big potential in helping SMEs expanding
their business, at the same time enhancing their payment behavior.

The impact evaluation analysis for each potential pilot innovation will be based to a large extent on the
quantitative comparison of a treatment group with an adequate control group. By definition, access to the
pilot is given to the treatment group only. It is crucial, however, to tailor the selection of the treatment and the
control group to the intervention. This exercise is key to guarantee statistical identification of changes that
can be causally linked to the intervention. The main challenge will lie in identifying project features that offer
the potential to select a control group sufficiently suitable to allow for the envisaged analysis. Such features
include but are not restricted to capacity constraints, phase-in stages, treatment status randomization and cut-
off rules.
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QUTPUTS

PROGRAM
DEVELOPMENT

COMPOMNENT
LEVEL OUTCOMES

INTERMEDIATE

QUTCOME

Component 1:

Access to Finance for SMEs

Figure 2.3. Theory of Change

*|ine of credit to DBE for lease
financing provided.

*Whalesale line of credit to DBE for
SME lending provided.

sCapacity building and training for
financial institutions on SME finance
and leasing provided.

4

Increased lending of lease financing
to SMEs by DBE and Lease
Companies.

Increased lending to SMEs by DBE
and participating financial
institutions.

Increased capacity of Financial
Institutions to lend to SMEs

OUTCOME

Component 2: Component 3:
Enabling Environment for SME Finance Business Development Skills for SMEs
#|nfrastructure for collateral registry in *Business Development Services
place. program designed.
*| egal and regulatory framework for *Business Development Service
leasing revised,/drafted. providers trained and certified.

sReview of insolvency and
credit/debtor regime disseminated.

Collateral registry launched.

Strengthened insolvency and » SMES trained with business
credit/debtor regime. development skills and capacity is
Strengthened regulatory framework strengthened.

for leasing.

Improved lending portfolio of financial institutions to lend to SMEs and strengthened infrastructure, legal and regulatory environment

for SME finance.

Increased access finance to SMEs.
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Annex 3: Implementation Arrangements

FEDERAL DEMOCRATIC REPUBLIC OF ETHIOPIA: Small and Medium Enterprise
(SME) Finance Project

Project Institutional and Implementation Arrangements

1. The Ministry of Finance and Economic Cooperation (MoFEC): MoFEC will be the
signatory of the World Bank and delegate project implementation to the Development Bank of
Ethiopia (DBE) and the Ministry of Industry (Mol). The World Bank loan will be transferred
directly to DBE and Mol.

2. The WEDP Project Management Team (PMT), which is housed at DBE, will
maintain direct responsibility for managing the credit facility under Component 1. Building
on lessons from WEDP to reduce risk and to ensure complementarity, the program is making use
of existing structures and institutions by using the existing PMT. DBE already has a track record
of managing credit lines and the existing PMT under DBE has developed adequate capacity to
successfully manage WEDP to date. The PMT will be supplemented with additional capacity as
needed to manage the new project. Specifically, a Safeguards Specialist will be added to the
team.

3. A Project Implementation Unit (PIU) will be established under the Domestic
Investors Transformation Directorate (DITD) within the Mol with the mandate of overall
project coordination and direct responsibility for Components 2, 3, and 4. This team will
include a Project Coordinator and dedicated specialists. The PIU’s responsibilities will include
procurement of hardware, software, business development services, capacity building related
equipment and other consultancies as needed. NBE will assign a focal person to closely
coordinate with the PIU as necessary in regards to procurement under Component 2.

4. Technical assistance at all levels will reduce risks and improve performance.
Building on the successful investments in technical assistance and organizational strengthening
made through WEDP, a continued program of technical assistance would support both DBE and
its regional branches in SME lending, leasing, and overall institutional development. Dedicated
TA on the supervision of the leasing finance industry would continue to be provided to NBE, in
line with the current IFC leasing advisory project. For the TA to DBE and the other PFls, the use
of a trusted technical assistance (TA) partner to DBE, DFID’s Private Enterprise Program for
Ethiopia (PEPE), would be recommended as this will eliminate the risks associated with
introducing a new TA provider. Moreover the track record of success in partnering between WB
and DFID/PEPE under WEDP also ensures harmonization with one of the leading bilateral
donors working on financial sector issues in Ethiopia. PEPE will establish a TA facility: this will
be run by PEPE under the technical supervision of the World Bank team and will be closely
coordinated with the Credit Facility under Component 1 of the project.
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Project administration mechanisms
Financial Management, Disbursements and Procurement
Financial Management and Disbursements

5. A financial management assessment was conducted at the implementing entities of the
project, Ministry of Industry (Mol) and Development Bank of Ethiopia (DBE) in accordance
with the Financial Management Manual issued by the Financial Management Sector Board on
March 2010 and re issued in February 2015. Furthermore, the Guideline for Financial
Intermediary financing has also been referred to for determination of disbursement arrangement
and fund flow mechanisms. The objective of the assessment was to determine whether the
participating institutions have adequate financial management systems and related capacity in
place which satisfies the Bank’s Operation Policy/ Bank Procedure (OP/BP) 10.00.

6. The financial management assessment considers the degree to which (a) the budgeted
expenditures are realistic, prepared with due regard to relevant policies, and executed in an
orderly and predictable manner, (b) reasonable records are maintained and financial reports
produced and disseminated for decision-making, management, and reporting, (c) adequate funds
are available to finance the Project, (d) there are reasonable controls over Project funds, and (e)
independent and competent audit arrangements are in place. The assessment also included the
identification of key perceived financial management risks that may affect program
implementation and proceeded to develop mitigation measures against such risks.

7. DBE has experience in implementing Bank financed operations namely, the Women
Entrepreneurs Development Project (WEDP) and the Electricity Network Reinforcement and
Expansion Project (ENREP). Furthermore, Mol was assessed in December 2013 for the
implementation of the Competitive Job Creation (CJC) project which was later on implemented
by another implementing entity. The below assessment has taken into account the lessons learned
from the existing projects to ensure smooth financial management implementation.

Country Issues

8. GOE has been implementing a comprehensive PFM reform with support from DPs,
including the Bank, for the last twelve years through the Expenditure Management and Control
sub-program (EMCP) of the government’s civil service reform program (CSRP). This has been
supported by the closed IDA financed Public Sector Capacity building Support Program
(PSCAP), the ongoing Promoting Basic Services (PBS) program and other donor financing as
well as Government own financing. These programs have focused on strengthening the basics of
PFM systems: budget preparation, revenue administration, budget execution, internal controls,
cash management, accounting, reporting, and auditing.

9. The 2014 PEFA assessment has been completed for the Federal Government as well as
Tigray, Amhara, SNNPR, Oromia, Somali regions and Addis Ababa city administration. Good
improvements were noted in most of the federal government ratings although the rating differs
among regions. Generally, the budget credibility of the country remained to be good supported
with continuing robust budget execution and internal control systems. Budget transparency and
comprehensiveness has also strengthened since the 2010 assessment. Good performances were
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noted on arrears management, access by public to fiscal information and revenue administration.
Tax audit function is gradually increasing focusing on risk assessment but capacity constraints
still remain. Budget execution systems appear to continue to work well. Robust internal control
systems remain. Procurement systems are strengthened since the 2010 assessment although
publication of procurement information has not progressed as much. Furthermore, effectiveness
of scrutiny has strengthened to an extent given that MEFF is being reviewed by relevant
legislation unit and the procedure for the review of the draft budget has been strengthened.

10.  Although improvements are noted, strengthening internal audit function has proceeded at
a slower pace than expected. The assessment revealed that high staff turnover and capacity
constraints remain in procurement and internal audit capacity. The lack of provision of electronic
linkages between the IBEX systems in BoFEDs and those in sector bureaus, where IBEX was
being established on a stand-alone basis remains a constraint affecting the ratings on accounting
and reporting. In addition, timeliness of the preparation of statements and coverage has
progressed although regional reports are submitted to federal with delay. The assessment also
indicated that external audit has progressed overall but capacity constraints still remain.

Project Financial Management Arrangements
Budgeting Arrangements

11. Existing budget systems: Mol’s budgeting process follows the Federal Government of
Ethiopia's budgeting procedure®. Following this procedure, Mol receives notification of the
authorized budget for the previous years mostly on the 28th date of the last month of the FY
which is early July. Budget procedures are documented in the Federal Government of Ethiopia
Budget Manual.

12. DBE has a planning department responsible for the budgeting process. All units are
involved in the process of budgeting, and prepare individual unit budgets, submitted to the
planning department which compiles and consolidates the master budget for discussion with
management. The budget is subsequently forwarded to the Board of Management for approval.
After approval, it is sent to PFEA (Public Financial Enterprise Agency) a directorate under the
Prime Minister’s Office which regulates the bank. The bank prepares three types of budgets
(Capital budget, Recurrent Budget, and the Loan performance budget). Performance is monitored
on a quarterly basis and variances must be justified. These quarterly reports are presented to the
board to evaluate performance. The Loan performance budget is used to budget credit activities
at the beginning of every fiscal year to determine how many loans to approve, disburse and
monitor performance of these loans.

13. Budget preparation for the project: Mol will prepare the annual budget of the project
for components two, three and four, in close collaboration with NBE given that the latter is
responsible for Component 2 but will not manage resources from the project. Once the budget is

“® The federal budgeting process usually starts by issuing the budget preparation note to the Budgetary Institutions
(Bls). Based on the budget manual, the Bls prepare their budgets in line with the budget ceilings and submit these to
MoFEC within six weeks following the budget call. The budgets are reviewed at first by MoFEC and then by
Council of Ministers. The final recommended draft federal budget is sent to parliament in early June and is expected
to be cleared at the latest by end of the EFY.
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prepared by the Mol-PIU and approved by the management of the Mol, it will be submitted to
the World Bank for no objection. Afterwards, Mol will include the budget of the project in to its
own annual budget and work plan and submit it to MoFEC following the government’s budget
calendar. The budget will be proclaimed under the name of Mol after being endorsed by the
Council of Ministers.

14. For Component 1, DBE will receive the annual budget from lease companies, MFlIs, and
commercial banks for both lines of credit (leasing and working capital). Using its experience and
professional judgment, DBE will approve an annual work plan and will submit it to the
Association, the European Investment Bank, the DBE management and the Board of
management for approval. Once approved, it must be forwarded to PFEA for final authorization.
The budget of DBE will not be proclaimed in the government’s budget proclamation.

15. Budget monitoring: Mol has an adequate budget monitoring and control system. It
reports budget utilization on a monthly basis to management and MoFEC. The expenditures are
compared with the budget and the variances are analyzed and budget
reallocation/readjustment/variation requests are made (at least twice per year) to adjust the
approved budget. The reports are produced by using spreadsheets instead of directly by
automated accounting system. Similarly DBE, as experience shows from other projects it has
implemented, monitors the budget to ensure that it disburses amounts to MFIs within the
approved budget limit. It also monitors if the MFIs have actually disbursed to the final
beneficiaries within the approved plan of the MFIs. These monitoring mechanisms will be
followed for this project and the quarterly IFRs will report on the budget utilization with
adequate explanation for major variances.

Accounting Arrangements

16.  The Ethiopian Government follows a double entry bookkeeping system and modified
cash basis of accounting, as documented in the government’s Accounting Manual* and these
procedures have also been implemented in many regions. The government’s Accounting Manual
provides detailed information on the major accounting procedures.*?

17. FM Manual: Mol uses the Federal Government of Ethiopia’s financial manual. DBE has
its own financial management manual to implement World Bank and other multilateral agency
(MLA) projects. To ensure smooth implementation of the project, as part of the project’s
Operations Manual, the project will have its own financial management manual which will
largely follow the government accounting manual, depicting all accounting policies, procedures,
internal control issues, financial reporting, fund flow arrangements, budgeting and external audit.

*! EGE Accounting system, Volume .

*2 The main elements of the accounting reform are the adoption of (a) a comprehensive Chart of Accounts consistent
with the budget classification; (b) a system of ledgers accommodating all types of accounts (including transfers,
assets, liabilities, and fund balance in addition to revenues and expenditures); (c) double entry bookkeeping (thus, a
self-balancing set of accounts); (d) a system of control for budgetary commitments (recording commitments as well
as actual payments); (e) modified cash basis transaction accounting; and (f) revised monthly report formats to
accommodate double-entry bookkeeping and commitment control and permit better cash control.
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18. Accounting software: Mol will use the Peachtree accounting software for accounting the
project funds as in the case for other projects. The chart of accounts will be mapped with the
project budget to meet the project activities and included in the FM manual.

19. DBE uses a computerized accounting system which is a product of TEMENOS called T-
24 Core Banking system (T-24) release 10 to process and journalize the project's transactions.
Chart of accounts will be created for the project and project transactions will be recorded in the
DBE accounts. However, the DBE system might not produce the required reports to meet the
reporting requirements of the project as a result of possible differences in treatment of the
following two accounts:

e Account Receivable (Loan to MFIs, commercial banks and leasing companies):
depending on further discussions that will be held regarding the disbursement
modality for the project, should the advance method be used for this project, the loan
disbursement to the financial intermediaries is captured as receivable and will be
settled upon repayment of the loan in the DBE accounts. However, the project is
expected to report to World Bank and European Investment Bank the disbursements
to MFIs, commercial Banks and leasing companies as receivable and subsequent
disbursement by these financial intermediaries to eligible beneficiaries as
expenditure/uses of funds/ regardless of repayment of loan proceed to DBE by these
intermediaries.

e Use of Funds: As stated above, the project is expected to recognize expenditure/use
of funds/ when MFIs and commercial banks disburse to eligible SMEs for working
capital loans. For leasing loans, the level of expenditure recognition will be further
discussed. But in the DBE system, these are considered loans hence not seen as uses
of funds.

20.  Such treatment differences need to be supplemented with memorandum records, i.e.
spreadsheet, so as to produce the required reports as per the Financing Agreement. For existing
projects, DBE is maintaining a memorandum record. Such mechanism will also be adopted for
this project. It is noted that most category “A” and “B” branches of the DBE are on line with the
core banking system which allows the head office to get reports on a daily basis from each
branch regarding the approved load for specific products, the sector, the business type and all the
loan details. It has been disclosed to us the lease financing could also be identified separately in
the system which makes the consolidation process from regions very easy. For existing projects,
DBE has a good filing and record keeping mechanism and data entry is done in real-time and
accounts are fairly up to date. Timely backups are taken by IT units and anti-virus is timely
updated.

21.  Accounting at MFIs, commercial banks and leasing companies: as per the design of
the project, only those financial intermediaries that meet the stipulated eligibility requirements
will be able to obtain the status of participating financial institution and their eligibility will be
verified annually. It is expected that the normal operating procedures of the MFI/commercial
bank/leasing companies will be used for the project. However, for the purposes of this project,
there will be an Operations Manual which will highlight the eligibility criteria for on-lending to
this project’s beneficiaries. Accordingly, although the accounting system of the financial
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intermediary will be used, there is a need to hold memorandum recording which will allow for
identifying the resources used for the project and to put in place a proper trail for audit exercise.

22.  Accounting at SME level: sub-loans will be extended to eligible SMEs for working
capital loans up to ETB 10 million and lease financing ranging up to 30 million. For these SMEs,
special financial management arrangements will not be requested. However, each of the SMEs
are expected to maintain proper books of accounts as indicated in the establishment by law of the
SMEs. The one stop shops and the City/regional SME development agencies have a
responsibility along with TVETS to train the SMEs with good financial management systems and
also do reviews and monitoring as to whether the enterprises are keeping up as required.
Although the supervision and assistance continues for small and medium enterprises, the annual
external audit will be carried out by registered audit firms. These audit reports are required for
obtaining loans from MFIs as well as for determining the grading of the SME. Therefore for this
project, specific reporting requirements will not be requested from the SMEs but the Operations
Manual will indicate that the financing agreement to be signed between the MFIs and the SMEs
will include a section on the expected financial management arrangements of SMEs. DBE, the
external auditors, the World Bank and European Investment Bank will have access to review the
SMEs on a sample basis during implementation support and supervision missions or as required.

23.  Accounting staff: The financial management team under the Finance and Supplies
Directorate of Mol was staffed with 8 personnel from a structure that needed 10 personnel. From
the eight staffs, six are accountants and two are cashiers. The accountants have more than ten
years of experience with three of them holding BA degree and three holding Diploma in
accounting. In addition to this, for the implementation of donor financed operations such as EU
and DFID projects, the ministry has established P1Us with two accountants for each project. The
overall assessment of staffing arrangement in the Mol revealed that the existing accountants are
adequate in managing the existing funds. Mol has an experience in managing Bank financed
projects and the director of the Finance and Supplies Directorate has adequate experience.
However, the current six accountants do not have experience in managing the Bank's projects.
Given this circumstance, Mol will have one accountant recruited/placed to be positioned in the
PIU to be formed for the project. The accountant will be responsible for preparing financial
reports, managing resources of the ministry, have the accounts audited, etc. in collaboration with
the finance directorate of the ministry.

24.  The PMT of WEDP at DBE has currently four accountants working on WEDP and the
energy project of the World Bank. The accountants are well qualified and sufficient for the
projects. For this project, the unit will be further strengthened by adding two additional finance
officers. DBE branches, leasing companies, MFIs, commercial Banks and leasing companies will
continue to use their existing staff. However, these financial intermediaries will be required to
assign a focal person for the project’s financial management whose responsibility will be to
submit required financial management information to DBE as well as availing assistance to
World Bank missions, external auditors and DBE monitoring and evaluation teams.

Internal Control and Internal Audit Arrangements

25. Internal control comprises the entire system of control, financial or otherwise, established
by management in order to: (a) carry out the project activities in an orderly and efficient manner;
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(b) assure adherence to policies and procedures; and (c) safeguard the assets of the project and
secure as far as possible the completeness and accuracy of the financial and other records. Mol is
using those control procedures prescribed by the government which are adequate to ensure
authorization, recording and custody control.

26. Internal Audit: Mol has an internal audit directorate. The numbers of staff in the
directorate are currently two, with BA degree and modest experience. The structure of the
internal audit directorate requires a total of 15 staff; one director, four team leaders, three senior
auditors and seven auditors. The directorate is severely under staffed and as a result mainly
performs financial audit of the ministry. The internal audit directorate of the Mol conducted
audit for the EFY 2008 1st quarter and provided the internal audit report. Review of the report
reveals no significant reportable internal control weaknesses. Strengthening the internal audit
function must be a priority area of the ministry to ensure the existence of a strong internal control
environment.

27. DBE has an independent internal audit department reporting to the Board of
Management. The department is divided into two teams; one team is responsible for the
operational audits (Process audit, procurement, risk analysis, property management, IT Audit and
legal audit) the second team is responsible for financial related audit and international banking.
The teams are guided by the internal audit charter formulated specifically for the bank. It
provides the framework for operations and the enhancement of the independence of the internal
audit functions within the bank. DBE’s internal audit unit regularly reviews the transactions of
Bank financed operations. The same approach will be adopted for this project as well.

Financial Reporting Arrangements

28.  Two Interim Financial Reports (IFRs) will be required from the project. One will be
submitted by DBE, after consolidating the quarterly information from its own branches, leasing
companies, commercial banks and MFIs. The other report will be due from Mol. Both reports
will be due within 45 days of the quarter end. The format and content of the IFR between the
Bank and both DBE and Mol has been agreed before negotiations.

29. In summary, the contents of the IFR will include:
e  Executive Summary
e  Statement of Sources and Uses of Funds; and
e  Statement of Uses of Funds by Project Activity/Component.
e Designated Account activity statements
e Notes to the IFR
e Trial balances and other related schedules.

30. The project will also prepare two project’s annual accounts/financial statements within
three months after the end of the accounting year in accordance with accounting standards
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acceptable to the Association. The audited financial statements should be submitted to the
Association within six months after the end of the accounting year.

31.  Annual audited financial statements and audit reports (including Management Letter) will
be submitted to the Association within six months from the end of the fiscal year. Two audit
reports will be due, one from DBE and another from Mol. The annual financial statements will
be prepared in accordance with the standards indicated in the audit TOR agreed during
negotiations. The audit will be carried out by the Office of the Federal Auditor General (OFAG),
or a qualified auditor nominated by OFAG and acceptable to the Association.

32.  The audit will be carried out in accordance with the International Standards of Auditing
(ISA) issued by the International Federation of Accountants (IFAC). The auditor will prepare a
work plan to ensure adequate coverage of the various institutions that receive project funds and
cover all the major risk areas. In addition to the project audit, the entity audit report of DBE must
also be submitted to the Association within six months of the fiscal year end. The draft entity
audit report for the year ended July 7, 2015 has been submitted to the World Bank. Going
forward, DBE will share its entity audit report with the Bank on a yearly basis.

33. Based on lessons learned from the similar projects, the following mechanisms are
proposed to systematically monitor the timing of audit reports and the timely action on audit
findings: (a) In addition to the internal control system of the DBE, the auditor will further look
into the appropriateness of the expenditure claims made by the commercial Banks, leasing
companies and MFIs by including these implementers in the sample review exercise ; (b) both
DBE and Mol have the responsibility to prepare audit action plans within one month of the
receipt of the annual audit report. The prepared action plan will be disseminated to concerned
implementers and (c) Within two months after the receipt of the audit report, both DBE and Mol
should report back to the Association the actions taken on the audit report findings.

34. In accordance with the World Bank’s policies, the Bank requires that the borrower
disclose the audited financial statements in a manner acceptable to the Association; following the
Association’s formal receipt of these statements from the borrower, the Bank makes them
available to the public in accordance with The World Bank Policy on Access to Information.

FM-related Costs

35.  The program work plans and budget at Mol will include the costs of (a) audit costs;
(b) related logistics and supervision costs (for example, transportation, per diem, and
accommodation while travelling); (c) FM-related trainings; (d) bank charges; etc.

FM Risk Assessment, Strengths, Weaknesses, Lessons Learned, Action Plan

36. Risk assessment. The FM risk of the project is Substantial. The preliminary mitigating
measures proposed in the action plan will help reduce the risk of the project once implemented
and applied during project implementation.

37.  Strength and weaknesses. The program will inherit the various strengths of the
country’s PFM system. As discussed earlier, several aspects of the PFM system function well,
such as the budget process, classification system, and compliance with financial regulations.
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Significant ongoing work is directed at improving country PFM systems through the
government’s EMCP. The government’s existing arrangements are already being used in a
number of projects which are under implementation. The program also benefits from the
country’s internal control system, which provides sufficiently for the separation of
responsibilities, powers, and duties. It benefits from the effort being made to improve the internal
audit function. Additional strength for the program is the experience of the DBE in handling
Bank-financed projects.

38.  The main drawback in FM arrangements is the involvement of a number of financial
intermediaries which could lead to reporting delays and identification of eligible expenditures
under the project. Given that memorandum records need to be maintained for all of them, the risk
on the memorandum records not being up to date and not being given priority may be a risk
facing the project. Furthermore, the internal audit unit of Mol is severely understaffed which
could affect the internal control of the project.

Financial Management Action Plan

39.  The action plan that encompass as the mitigation measures for the risks and weaknesses
are prepared in Table 3.1.

Table 3.1. Financial Management Action Plan

Action Date Due By Responsible
1 Prepare a financial management manual Following effectl_veness as Mol-PIU
part of the operations manual
Staff recruitment: Tft]lre(i_months Eﬂ?'rl h
. Recruit two finance officers at the DBE PMT to teimeec ;\r::neisiss.tinn ;t:#Cat ?\/Iol
oversee the FM of this project i gsta
. Recruit/assign one finance officer at Mol PIU gnd PMT of DBE W'”
for the proiect implement the project. Mol-PIU
P I\/IJFI ial banks. leasi ies MFls, leasing companies and
* . f Isl,:'i/cl)rgmercu: Ianks,ﬁeastlrz]g cor_np?mes O | commercial banks must assign
assign a foca erson to look after the projec accountants by signing and
requirements. effectiveness.
Accounting:
. DBE to maintain a memorandum record for the
project Ongoing
. MFIs, commercial banks and leasing companies
to maintain a memorandum record for the project
Internal auditor of the Mol and DBE will include the
o . . . At least annually based on the
project in their annual plans and will perform an audit on . Mol
. . annual work plan of the units.
an ongoing basis
IFR/Report issues 1. Within three months 1
1. Trainings will be provided by the Bank of effectiveness 2' WB
2. Quarterly submission of IFRs from DBE and 2. Within 45 days of the '
3. Mol/DBE
Mol end of quarter
Audit issues 1. Within three months
1. Recruitment of external Auditors at early stages | of effectiveness
of the project; 2. Within three months 1-4. Mol
2. Project annual financial statements will be of year end '
prepared on time and on timely closure of accounts will 3. Within six months of
be made. the end of each fiscal year
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Action Date Due By Responsible

3. Submission of annual audited financial 4, Annually
statements and audit report including the management -

letter;

4, Disclosure-In accordance with Bank Policy,
€)] the Bank requires that the borrower disclose
the audited financial statements in a manner acceptable
to the Bank;

(b) Following the Bank’s formal receipt of these
statements from the borrower, the Bank makes them
available to the public in accordance with The World
Bank Policy on Access to Information.

FM Covenant and Other Agreements

(@) Maintaining satisfactory financial management system throughout the life of the
project,

(b) Submitting Interim financial reports (IFRs) within 45 days of the quarter end from
both DBE and Mol and

(c) Submitting audited financial statements within six months of the year end from both
DBE and Mol.

Supervision Plan

40.  The overall residual risk rating for the project is substantial; hence the project will have
joint WB-EIB on-field supervision at least twice a year. This is in addition to regular
implementation support, desk assessments, quarterly IFR reviews and annual audit report
reviews. After each supervision, the risk will be measured and recalibrated accordingly.
Supervision activities will include: the compliance with the agreed upon FM arrangements,
review of quarterly IFRs; review of annual audited financial statements as well as timely follow-
up of issues arising; transaction review; participation in project supervision missions as
appropriate; and updating the FM rating in the Implementation Status and Results Report (ISR).

Conclusion of the Assessment

41. The conclusion of the preliminary assessment is that the project’s financial management
arrangements meet the Bank's minimum requirements under OP/BP10.

Funds Flow and Disbursement Arrangements

42. In addition to IDA resources, the project is expected to also have contribution from
European Investment Bank (EIB) for a total of EUR 70 million. The guideline for financial
intermediaries lays down three types of disbursement arrangements that could be considered for
financial intermediary financing. These include: (a) back to back financing — financing or
refinancing of an eligible sub-loan portfolio which has been initially approved by the
participating financial institution’s credit committee and the disbursement of funding is made
against eligible sub-loans on a back to back basis; (b) fixed-term financing — financing or
refinancing of an eligible sub-loan portfolio which has been initially approved by the
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participating financial institution’s credit committee and the disbursement of funding is made
against eligible sub-loans on pre-established loan terms and conditions and (c) if a strong
business case is made, an advance can be disbursed to the participating financial institutions in
line with the project’s eligibility criteria.

43.  This project will follow the option outlined on point (a) above and is elaborated as

follows:

e For Component 1:

(@)

(b)

(©)

From IDA/EIB to DBE - DBE will sign a Subsidiary Agreement (SA) with
MoFEC before receiving resources from IDA/EIB. Once the SA is signed, DBE
will open two foreign currency nominated accounts at the National Bank of
Ethiopia (NBE), one for IDA and another one for EIB. The initial advance
amount will be indicated in the disbursement letter.

From DBE to leasing companies and DBE branches - From there, DBE will
transfer resources to its branches and lease companies for lease financing. For
the lease financing, advance from IDA (as a ceiling to the DA) based on
estimates, will be provided to DBE. Once the business proposal/feasibility
study has been approved as per the working procedures to be developed for the
project, and the leasing process is finalized, up on presentation of the invoices,
DBE will transfer the money to the leasing companies and branches. Eligible
expenditures in this case will be the provision of the items hence once the
leasing companies and branches finalize the process, they must submit the
documents evidencing the procurement/leasing to DBE. This will be the basis
for IDA to document expenditures and replenish the designated account.

From DBE to MFIs and commercial banks for SME lending — to ensure
liquidity in the project, the DA ceiling will incorporate the best estimate
amount for this line of credit. Although advance is provided to DBE, DBE can
only release resources to the financial institutes when each presents evidence to
DBE that they have on lent to SMEs or have loans already approved as per the
operations manual of the project at which time they will get replenishment from
DBE. Expenditures will be recognized when evidence is provided that the
money has been on lent to the final beneficiaries.

e For Component 2: Mol will open two separate designated accounts for the project,
one for IDA and another one for EIB. Based on the advance ceiling to be established
on the disbursement letters, the ministry will receive resources from IDA. A separate
local currency account will also be opened at Mol which will be used for local
transactions and transferring resources to regional offices if necessary. Regional-
level implementation will be done through the ReMSEDASs. However, no fund will
flow to the ReMSEDAs. All requirements to the ReMSEDASs will be handled by the
Mol itself. Furthermore, NBE will not be opening a Bank account but procurement
on its behalf will be conducted by Mol.
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44.  The financing shares of the respective partners to finance the annual work plan and
budget will be determined by the TTL in consultation with the various donors. The TTL will
advise the World Bank’s team of the share of financing to be disbursed by the World Bank for
the project by linking it to the quarterly project cash flow which will then be reflected in the
Statement of Expenditures to be used by the project. Additional information with regards to
disbursement such as minimum value of application for direct payments, reimbursement and
special commitments to be used by Mol will be indicated in the disbursement letter of the
project.

45, Before transferring any money, DBE and Mol will ensure that all pre-request
arrangements which will be outlined in the project Operations Manual are satisfactorily met, and
there are adequate financial management systems including financial management staff capable
of producing the required financial deliverables.

46.  The funds flow arrangement for the project is summarized in the following diagram.

Figure 3.1. Funds Flow Arrangement
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47. Disbursements Arrangements: The transaction-based disbursement method using
statements of expenditure will be used when disbursing funds to the Designated accounts for the
project. Other methods of disbursement that can be used by Mol include;
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e Direct payments to a third party for works, goods and services upon the Borrower’s
request;

e  Special commitments e.g. letters of credit;
e and reimbursements for expenditures incurred under the project

48. Further details about disbursements to the project will be included in the disbursement
letter. If ineligible expenditures are found to have been made from the Designated Account, the
Borrower will be obligated to refund the same. If the Designated Account remains inactive for
more than six months, the Borrower may be requested to refund to IDA amounts advanced to the
Designated Account. IDA will have the right, as reflected in the Financing Agreement, to
suspend disbursement of the funds if reporting requirements are not complied with.

49, Foreign currency and risks — the foreign currency risk of the project will be borne by
the Government (MoFEC). Through the subsidiary agreement that MoFEC will sign with DBE,
it is up to the government to decide and agree as to specifically who (MoFEC or DBE) should be
bearing the foreign currency risk of the project. Regarding the credit risk, DBE extends
subsidiary loans to lease companies, commercial banks and MFIs with its own credit risk.
Furthermore, the subsidiary loans to be provided by the financial intermediaries to the SMEs will
be borne by the financial intermediaries.

Procurement

50.  General procurement environment. For federal budgetary bodies, public procurement
is regulated by the Public Procurement and Property Administration Proclamation No. 649/20009.
The proclamation establishes the Federal Public Procurement and Property Administration
Agency, which is responsible for regulation and monitoring of federal public procurement
activities. The nine regional states and two city administrations do have their own procurement
proclamations and directives which are drafted using the federal procurement proclamation as a
prototype.

51.  The Ethiopia 2010 Country Procurement Assessment Review (CPAR) identified
weaknesses in the country’s procurement system and recommended actions to address these
areas. The government has implemented many of the CPAR recommendations, but challenges
remain in the areas of coordination of procurement reforms, shortage of qualified procurement
staff, high level of procurement staff turnover, lack of proper institutional structures for
procurement management, weak institutional capacity, inordinate process delays, absence of
systematic procurement performance M&E, and lack of organized effort in capacity building in
the area of procurement. Many of the weaknesses identified in the 2010 CPAR are prevalent in
the Mol which is the focal organization for the implementation of the SME Finance Project.

52.  Applicable Procurement Guidelines. Procurement for the SME Finance Project under
the IDA Credit shall be carried out in accordance with the World Bank’s ‘Guidelines for
Procurement of Goods, Works, and Non-Consulting Services under IBRD Loans and IDA
Credits & Grants by World Bank Borrowers’, dated January 2011 and revised in July 2014 (the
‘Procurement Guidelines’); ‘Guidelines: Selection and Employment of Consultants under IBRD
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Loans and IDA Credits & Grants by World Bank Borrowers’, dated January 2011 and revised in
July 2014; ‘Guidelines on Preventing and Combating Fraud and Corruption in Projects Financed
by IBRD Loans and IDA Credits and Grants, (the Anti-Corruption Guidelines)’, dated October
15, 2006 and revised in January 2011; and the provisions stipulated in the Legal Agreement.

53.  The general descriptions of items under different expenditure categories are described
below. For each contract to be financed by the Credit, the different procurement methods or
consultant selection methods, the need for prequalification, estimated costs, prior review
requirements, and time frame are agreed between the borrower and the Bank in the Procurement
Plan. The Procurement Plan will be updated at least annually or as required to reflect the actual
project implementation needs and improvements in institutional capacity.

54, The Bank’s Standard Bidding Documents (SBDs) will be used for procurement of works
and goods under International Competitive Bidding (ICB), and the Standard RFPs will be used
for consultants’ contracts. In addition, the implementing agency will use the Standard Bid
Evaluation Form for procurement of goods and works for ICB contracts and the Sample Form of
Evaluation Report for Selection of Consultants. National SBDs acceptable to the Association
may be used for procurement of goods, works, and non-consulting services under National
Competitive Bidding (NCB) procedures, subject to the exceptions indicated below.
Alternatively, the Bank’s SBDs would be used for the NCBs, with appropriate modifications.

55.  The Bank has reviewed the SBDs issued by the Federal Public Procurement and Property
Administration Agency and has found them acceptable with some modifications. The NCB shall
follow the Open and Competitive Bidding procedure set forth in the Public Procurement and
Property Administration Proclamation No. 649/2009 and Federal Public Procurement Directive
issued by the Ministry of Finance and Economic Cooperation dated June 10, 2010, provided that
such procedure shall be subject to the provisions of Section | and paragraphs 3.3 and 3.4 of the
Procurement Guidelines and the following additional provisions:

(@) The recipient’s SBDs for procurement of goods and works acceptable to the
Association shall be used. At the request of the recipient, the introduction of
requirements for bidders to sign an anti-bribery pledge and/or statement of
undertaking to observe the Ethiopian law against fraud and corruption and other
forms that ought to be completed and signed by him/her may be included in bidding
documents if the arrangements governing such undertakings are acceptable to the
Association.

(b) If prequalification is used, the Association’s standard prequalification document
shall be used.

(c) No margin of preference shall be granted in the bid evaluation on the basis of the
bidder’s nationality, origin of goods or services, and/or preferential programs such
as, but not limited to, small and medium enterprises.

(d) Mandatory registration in a supplier list shall not be used to assess bidders’
qualifications. A foreign bidder shall not be required to register as a condition for
submitting the bid. If recommended for contract award, the foreign bidder shall be
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given reasonable opportunity to register before contract signing, with the reasonable
cooperation of the recipient. Invitations to bids shall be advertised in at least one
newspaper of national circulation or the official gazette or on a widely used website
or electronic portal with free national and international access.

(e) Bidders shall be given a minimum of thirty (30) days to submit bids from the date of
availability of the bidding documents.

(F) All bidding for goods shall be carried out through a one-envelope procedure.

(g) Evaluation of bids shall be made in strict adherence to the evaluation criteria
specified in the bidding documents. Evaluation criteria other than price shall be
quantified in monetary terms. Merit points shall not be used, and no minimum point
or percentage value shall be assigned to the significance of price in bid evaluation.

(h) The results of evaluation and award of contract shall be made public. All bids shall
not be rejected and the procurement process shall not be cancelled, a failure of
bidding declared, or new bids solicited, without the Association’s prior written
concurrence. No bids shall be rejected on the basis of comparison with the cost
estimates without the Association's prior written concurrence.

(1) In accordance with paragraph 1.16(e) of the Procurement Guidelines, each bidding
document and contract financed out of the proceeds of the Financing shall provide
that the bidders, suppliers, contractors and subcontractors, agents, personnel,
consultants, service providers, or suppliers shall permit the Association, at its
request, to inspect all accounts, records, and documents relating to the bid
submission and performance of the contract and have them audited by auditors
appointed by the Association. Acts intended to materially impede the exercise of the
Association’s audit and inspection rights constitutes an obstructive practice as
defined in paragraph 1.16(a) (v) of the Procurement Guidelines.

56. Procurement under Financial Intermediary Institutions and SMEs. Most of the
resources under the SME Finance Project are to be channeled to SMEs through financial
intermediaries including the Development Bank of Ethiopia, commercial banks, lease companies
and microfinance institutions in terms of lending and leasing arrangements. Since the proceeds
under SME Finance Project are made to financial institutions and entities (or their designated
agencies) that subsequently on-lend the credit proceeds to SMEs, the latter may carry out the
procurement of goods, works, and non-consulting services, and the selection of consultants, in
accordance with well-established private sector procurement methods or commercial practices
that are acceptable to the Association.

57.  The Project Implementation Manual of the SME Finance Project, shall describe the basic
guiding principles, the established methods, procedures and commercial practices, contract
forms, and the main responsibilities of the financial intermediary institutions and entities
applicable to the Project.
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Applicable Procurement Methods

58.  Scope of procurement. The implementation of the SME Finance Project entails
procurement of goods, works, and services of various types. Procurement activities shall be
carried out for Components 2, 3, and 4 of the Project. The goods and equipment to be procured
under the project are expected to include vehicles, IT equipment, including hardware and
software for collateral registry, and capacity-building items such as office equipment and office
furniture for implementing agencies. Consultancy services such as technical assistance for
business development skills for SMEs, studies, impact assessments, preparation of guidelines
and manuals, employment of consultants for the PIU, and financial audits are expected to be
included under the procurable services.

59. Institutional arrangement for procurement. As the focal organization for the
implementation of the project, the PIU at the Domestic Investors Transformation Directorate
(DITD) of the Mol shall be responsible for the overall coordination of procurement activities of
the project. It shall be responsible for the overall coordination of planning, procurement
processing, and contract management of goods and services to be procured at central level. The
PIU at MOI shall be responsible for the procurement of strategic goods and services as well as
other capacity building items. It shall be responsible for the coordination of procurement plans
for other implementation agencies. It shall also serve as a focal point for correspondence with the
Bank on procurement issues.

60. Procurement of goods. The procurement of goods shall be carried out using the Bank’s
SBDs for all ICB contracts and national SBD agreed with or satisfactory to the Bank for NCB
contracts. Contract packages for goods estimated to cost US$1 million equivalent per contract
and above will be procured through ICB procedures. Goods contracts estimated to cost less than
US$1 million equivalent per contract would be procured through NCB procedures. Goods
contracts estimated to cost less than US$100,000 equivalent per contract may be procured
through shopping procedures by comparing quotations received from at least three reliable
suppliers. In such cases, request for quotations shall be made in writing and shall indicate the
description and scope of the goods to be procured, the time required for delivery of the goods,
and the payment terms. All quotations received shall be opened at the same time. As a general
rule, a qualified supplier who offers goods or materials that meet the specifications at the lowest
price shall be recommended for award of the contract. Limited International Bidding for goods
may be used as an exception when there are only a limited number of known suppliers
worldwide.

61. Direct contracting and single source selection can be used when it is considered
beneficial to the borrower. Under the SME Finance Project there might be circumstances which
justify direct contracting by implementing agencies, where there is only a single supplier, or
service provider for the provision of small value goods and services. Direct contracting below
US$100,000 will require task team leader review; and above US$100,000 will require full Bank
review.

62. Procurement of mass media broadcasting services. Implementing agencies may
require radio broadcasts and television programs to disseminate information on the objectives
and beneficiaries of the project. There might be a need to disseminate to SMEs of the
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opportunities available to them under the project. Under such circumstances there shall be a need
for the project to procure air time for dissemination of such information to beneficiaries of the
project. In Ethiopia, radio and television programs with a wider coverage are limited to the
Ethiopian Broadcasting Corporation and some regional radio and television stations which are
state-owned enterprises. A study of the media outlet in the country clearly indicates that there are
no private sector alternatives in the provision of airtime services with wider coverage to reach
the clientele of the project. In view of this, project implementing agencies may procure airtime
for broadcasting services from the Ethiopian Broadcasting Corporation and Oromia Television
on a direct contracting basis according to the procedures outlined in paragraph 3.7 of the
Procurement Guidelines. However, where there are private sector alternatives as in the case of
broadcasting services required for project beneficiaries in and around Addis Ababa, other
appropriate methods of procurement of non-consulting services may be used.

63. Procurement of non-consulting services. Depending on the nature of the services,
procurement of non-consulting services, such as transport services, will follow procurement
procedures similar to those stipulated for the procurement of goods. NCB procedures acceptable
to the Bank would be used for contracts above an estimated monetary amount of US$100,000.
Contracts valued at less than US$100,000 equivalent shall use Shopping procedures in
accordance with the provisions of paragraph 3.5 of the Bank’s Procurement Guidelines. The
procurement of non-consulting services shall follow the Bank’s existing SBD for ICB or national
SBDs for NCB, with appropriate modifications.

64.  Selection of consultants. The project will make use of consultant services for technical
assistance for business development skills for SMEs, studies, project management, monitoring
and evaluation, and annual financial audits of the project. Contracts above US$200,000 will be
awarded through the use of the Quality- and Cost-Based Selection (QCBS) method described
under Section 2 of the Consultant Guidelines. Consulting services for audit and other contracts of
a standard or routine nature may be procured under the Least-Cost Selection (LCS) method
described under section 3.6 of the Consultant Guidelines. Consulting services of small
assignments may be procured through the Selection Based on the Consultants’ Qualifications
(CQS) method. Short lists of consultants for services estimated to cost less than US$200,000
equivalent per contract may be composed entirely of national consultants.

65. Individual Consultants (ICs). ICs will be selected on the basis of their qualifications
and experience by comparison of CVs of at least three candidates from those expressing interest
in the assignment or those approached directly by the implementing agency in accordance with
the provision of section V of the Consultant Guidelines.

66.  Training and workshops. The project will fund training activities including business
development skills for SMEs and capacity building of implementing agencies. The training plan
of the project shall be approved by the Bank. The training plans would include details on (a) type
of training to be provided; (b) number of beneficiaries to be trained, duration of training, and
estimated cost; (c) institutions selected based on their expertise; and (d) expected learning
outcomes. Workshops shall be prior reviewed as part of the annual work plans of the project.

67.  Operating costs. Incremental operating costs include expenditures for maintaining
equipment and vehicles; fuel; office supplies; utilities; consumables; workshop venues and
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materials; per diems, travel costs, and accommodation for staff when travelling on duty during
implementation of this project but excluding salaries of civil/public servants. These will be
procured using the borrower's administrative procedures, acceptable to the Association.
Operating expenditures are neither subject to the Procurement and Consultant Guidelines nor
prior or post reviews. Operating expenditures are verified by the task team leaders and FM
specialists.

68. Record keeping. The PIU of the SME Finance Project at the Mol as well as all the
project implementing agencies, as appropriate, shall be responsible for record keeping and filing
of procurement records for easy retrieval of procurement information. Each contract shall have
its own file and should contain all documents on the procurement process in accordance with the
requirements of the Bank and as described in the national Procurement Proclamations.

69. Margin of preference for goods. In accordance with paragraphs 2.55 and 2.56 of the
Procurement Guidelines, the borrower may grant a margin of preference of 15 percent in the
evaluation of bids under ICB procedures to bids offering certain goods produced in the country
of the borrower, when compared to bids offering such goods produced elsewhere.

70.  Coordination of procurement activities. The PIU of SME Finance Project at the Mol,
which is the focal organization for the implementation of the Project, shall coordinate all
procurement activities of the project at the central level and shall be responsible for
communicating with the Bank on requests for prior reviews. Responsibilities of the federal P1U
will also include procurement of strategic goods and equipment, consolidation of procurement
plans for all contracts, placement of adverts for ICB contracts on United Nations Development
Business (UNDB) online, supervision of other implementing agencies, coordination of post
procurement reviews, and follow-up on findings.

Assessment of the Agency’s Capacity to Implement Procurement

71.  The PIU at the Domestic Investors Transformation Directorate (DITD) in the Mol shall
serve as the focal organization for the project. It shall also be responsible for the overall
coordination and execution of procurement activities centrally. In view of this a procurement
capacity assessment has been carried out in the Finance and Supplies Directorate of Mol which
is responsible for financial, procurement and property administration, and general services under
the Mol. The Directorate is composed of three case teams namely finance, procurement and
property administration, and general service case teams.

72.  As a follow-up to the second preparation mission of the SME Finance Project a
procurement capacity assessment was undertaken in the Finance and Supplies Directorate of the
Mol on December 11 to 14, 2015. The capacity assessment was carried out using the
Procurement Risk Assessment Management System — P-RAMS questionnaires. The assessment
reviewed the organizational structure for implementing the proposed SME Finance Project and
the staff responsible for procurement in the Ministry of Industry. The assessment also looked
into the legal aspects and procurement practices, procurement cycle management, organization
and functions, record keeping, staffing and the procurement environment.
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73. Procurement under the Mol is carried out by the Procurement and Property
Administration case team of the Finance and Supplies Directorate. The case team is currently
staffed with a procurement staff and two purchasers. Procurement activities carried out by the
case team are limited to shopping of goods and services, with very limited contracts of open bid
for procurement of goods and a couple of selection and employment of consultants under a donor
financed project. The staff have no experience and exposure in handling procurement of goods
and services of the nature to be carried out under the SME Finance project. In general, since the
staff do not have experience in handling procurement under Bank financed projects, lack of
procurement proficient personnel with experience under Bank financing stands out as a
prominent challenge going forward with the SME Finance Project.

74.  Procurement activities under the procurement case team in the MOI are expected to be
carried out on the basis of the legal framework provided by the Federal Government and the
Procurement Directive issued by the Federal Public Procurement and Property Administration
Agency (FPPA). Accordingly, procurement planning, procurement processing and record
keeping are expected to be carried out in accordance with the directives issued by FPPA of the
Federal Government. However, the assessment has revealed that there are key issues and risks
which need to be addressed in the implementation of the procurement aspect of the SME Finance
Project. According to the findings of the assessment the key issues and risks for the
implementation of procurement under the SME Finance Project include lack of systematic
procurement planning and follow-up in procurement, lack of procurement proficient personnel in
the procurement and property administration case team for executing procurement of goods and
services under a Bank financed project, lack of experience in the use of World Bank SBDs/RFPs
which are to be used under the proposed project, lack of experience in the evaluation and award
of contract using the Bank’s standard forms for bids/proposals evaluation, lack of skill
development schemes for procurement personnel, and the level of pay scale for procurement
personnel which is too low to attract qualified procurement personnel. Moreover, lack of
adequate experience in the case team in procurement record keeping under a safe and secure
environment, lack of experience in contract administration and management, a high level of staff
turnover, and the inadequacy of the procurement environment for implementation of projects
appear to be the major risks in the implementation of procurement activities under the SME
Finance Project.

75. Based on the foregoing findings, the procurement risk for the project is rated high. On the
basis of the findings of the assessment mitigation measures are proposed. The identified risks
and proposed risk mitigation measures are provided in Table 3.2 below.

Action Plan to Mitigate Procurement Risks

Table 3.2. Summary of Findings and Actions (Risk Mitigation Matrix)

No. | Major Findings/Issues Actions Proposed Responsibility | Targeted Date
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No.

Major Findings/Issues

Actions Proposed

Responsibility

Targeted Date

Inadequate capacity at
the Ministry of Industry
to handle procurement
activities under the
SME Finance Project

1. Establish a PIU which shall have a
strong procurement unit to handle
procurement activities under the project.
2. Employment of qualified and
procurement proficient consultants
acceptable to the Association in the PIU.
3. Provide procurement staff at the PIU
with the necessary facilities to create
conducive working environment including
mobility to facilitate procurement
activities under the project.

MOl

One month after
project
effectiveness

Lack of familiarity with
World Bank
procurement procedures

1. Procurement staffs shall be provided
with basic procurement training in the
procurement of goods and equipment, and
selection and employment of consultants
offered at the Ethiopian Management
Institute (EMI).

2. Staff of MOI involved in the
implementation and decision making of
procurement activities such as Tender/Bid
Approval Committee members, and bid
evaluation committee members shall be
provided with procurement clinics on
procurement procedures under Bank
financed projects.

MOl

Two months
after project
effectiveness

Lack of systematic
procurement planning
and follow-up in
procurement

1. Make systematic procurement planning
and follow-up a requirement as part of the
preparation of annual work plan and
budget.

2. Train procurement staff in the
preparation and use of procurement plan
as a planning, follow-up and monitoring
and management decision making
mechanism.

MOI/PIU

During project
implementation

The need for written
procedural
manuals/systems in
place including
procurement code of
ethics

1. Prepare a procurement manual of the
SME Finance Project which provides
detailed and step by step procedures for
the implementation of the procurement
activities of the Project.

2. Include procurement code of ethics in
the manual.

3. Provide training on the use of the
procurement manual.

4. Disseminate the procurement manual to
all concerned in the implementation of the
procurement activities of the project.

MOI

One month after
project
effectiveness
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No. | Major Findings/Issues Actions Proposed Responsibility | Targeted Date
Lack of capacity in 1. Procurement clinic on procurement
procurement data . .
records keeping to be provided to
management and .
- procurement staff of the project.
maintenance of . - . i
N 2. Establish satisfactory procurement data During project
5. procurement audit trail MOI . :
management system. implementation
. 3. Provide adequate facility for safe
Inadequate facility for keeping and storage of procurement
storage of procurement ping geotp
records.
records
. 1. Make employment at MOI attractive to . .
6. High level of staff procurement staff by providing the MOl During project

turnover

necessary incentives.

implementation

Procurement Oversight and Supervision Plan

76.  The Bank will provide oversight over procurement activities through ‘prior’ and ‘post
reviews’. Prior reviews will be based on the risk level assessed by the Bank during appraisal and
shall be updated annually. Post reviews will be carried out by Bank staff or consultants in the
PIU. Based on the initial risk rating, which is high, the borrower shall seek Bank prior review for
equivalent value of contracts as detailed in Table 3.3.

Table 3.3. Procurement Methods and Prior Review Thresholds

. . National Short List
Category Prior Review 'C8 Maximum Value
Threshold (US$) Threshold (US$)

(US$)
Works > 5,000,000 > 7,000,000 n.a.
Goods > 500,000 > 1,000,000 n.a.
Consultants (Firms) > 200,000 n.a. < 200,000
Consultants (Engineering and works > 300,000 n.a. < 300,000
supervision)
Consultants (Individuals) > 100,000 n.a. n.a.

Readiness for Implementation and Procurement Plan
Procurement Plan

77.  The borrower has prepared and submitted a Procurement Plan for the first 18 months of
the project life which provides the basis for the procurement methods. This plan is agreed
between the borrower and the project team and will be available at the project coordination unit
at the DITD of the MOL. It will also be available in the project’s database and on the Bank’s
external website. The Procurement Plan will be updated annually in agreement with the project
team or as required to reflect the actual project implementation needs and improvements in
institutional capacity. Details of the Procurement Arrangements are provided below.

Goods, Works, and Non-consulting Services

Table 3.4. List of Contract Packages to be Procured following 1CB and Direct Contracting Procedures

[1

| 2 | s | 4 | 5 [ & | 7 | 8
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. . Expected
Ref. . Estimated Procurement Pre- Domestic Review by Bid
No Contract (Description) Cost Method qualification Preference !Bank Opening
(US$) (Yes/No) (Prior/Post) Date
Supply, installation, and
commissioning of the Oct. 1
1 hardware and associated 500,000 NCB Prior No Prior -
; 2016
software and licenses, for the
collateral registry
Procurement of project . July 1,
2 vehicles, 4 wheel drive 130,000 Shopping Post No Post 2016
3 Office Furniture 5,000 Shopping Post No Post Jg(l);;é
4 IT equipment for PIU staff 12,000 Shopping Post No Post Jg(l){é
Table 3.5. List of Consulting Assignments with Short List of International Firms
1 2 3 4 5 6
Review b Expected
Ref. Descriotion of Assianment Estimated Selection Bank y Proposals
No. P g Cost (US$) Method . Submission
(Prior/Post) Date
1 ICR Diagnostic — International Consultant 100,000 IC Prior Jan. 1, 2017
2 ICR Diagnostic — Local Consultant 20,000 IC Post Jan. 1, 2017
Collateral registry — provision of capacity
building and training related to the adoption .
3 of the new IT, hardware and software 100,000 IC Prior Oct. 1, 2017
solutions (international or local TBD)
4 BDS Needs assessment of SMEs in Ethiopia 300,000 QCBS Prior Dec. 1, 2016
5 gll\J/lsllaness Development Services to 912 1,700,000 QCBS Prior Oct. 1, 2017
6 Consultancy Service for Baseline Survey 250,000 QCBS Prior Jan. 1, 2017
7 M&E System Design 200,000 QCBS Prior Nov. 1, 2016
8 Project Coordinator 72,000 IC Prior July 1, 2016
9 FM Specialist 50,400 IC Post July 1, 2016
10 | Procurement Specialist 50,400 IC Prior July 1, 2016
11 | M&E Specialist 50,400 IC Post July 1, 2016
12 | Non-Financial Services Coordinator 50,400 IC Post July 1, 2016
78.  Short lists composed entirely of national consultants. Short lists of consultants for

services estimated to cost less than US$200,000 equivalent per contract may be composed
entirely of national consultants in accordance with the provisions of paragraph 2.7 of the
Consultant Guidelines.

79.

consultants, regardless of the contract amount, shall be subject to the Bank’s prior review.

80.

81.

All consultancy services for the selection and employment of procurement and legal

ToR for all consultancy services shall be cleared by the Bank.

The selection of ICs will normally be subject to post review. Prior review will be done in
exceptional cases only, for example, when hiring consultants for long-term technical assistance
or advisory services for the duration of the project and prior review of these contracts will be
identified in the procurement plan.
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82. A procurement manual of the project shall be prepared and submitted to the Bank for
approval one month after project effectiveness.

83.  Project procurement staff, as detailed in this annex, shall be employed and shall be
provided the necessary procurement training two months after project effectiveness.

Safeguards

84.  The project is categorized as a Financial Intermediary (FI) project and the
appropriate Fl category is FI-2. This is based on anticipated environmental and social risk
impacts of sub-projects as assessed by the World Bank in accordance with OP/BP 4.03 (World
Bank Performance Standards for Private Sector Activities). According to the requirements under
this World Bank policy, the project will put in place adequate systems and processes, acceptable
to the Association, to mitigate any potential risks and impacts.

85.  The two implementation agencies are DBE and Mol and relevant aspects of
performance standards will be applied only for activities under Component 1 which is
managed by DBE. DBE will be responsible for Component 1 of the project, covering leasing
and lending, and will address any environmental and social risks and impacts through the
existing PMT that has a considerable experience working with the World Bank (under the
WEDP project), including environmental and social risk management (WB Safeguards). The
sub-project activities under Component 1 could potentially have only limited adverse
environmental and social risks and impacts that are expected to be generally site-specific and
minor, largely reversible, and readily addressed through the agreed mitigation measures,
including disclosing environmental and social policy statement, and procedures for screening and
assessing risks as well as human resources policy, containing the formal rules and guidelines that
the DBE will follow in hiring, training, assessing, and rewarding its workforce (permanent and
temporary staff) and their rights and obligations as employees and with the DBE, as the
employer.

86.  The project will not finance any activities that involve land acquisition. Mol will be
responsible for Component 3 which covers capacity building and business development for the
SMEs and these activities are expected to have no adverse environmental or social risks and
impacts.

87.  The project will support relatively small lease finance arrangements and working
capital loans for enterprises involved in small scale manufacturing sector with relatively
low potential environmental and social risks and impacts. However, it is recognized that
there may be some business activities in which the environment and social risk and impacts may
potentially be more significant and may require commensurate assessment and management.
Business activities of SMEs can potentially generate impacts on the environment, present a
hazard to human health or negatively affect local communities as a result of improper planning
or management. Environmental and social concerns for SMEs are typically associated with
production processes or other activities that generate emissions and byproducts that are
potentially harmful to the environment, employees and communities (e.g. issues around labor
standards, inappropriate disposal of waste, or unhealthy or hazardous working conditions).
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88.  To mitigate against any potential risks, the Development Bank of Ethiopia will put
in place and implement an adequate environmental and social management system
(ESMS), acceptable to the Association and endorsed by DBE’s senior management. The
ESMS will account for the full scope and scale of environmental and social risks present in SME
financing. The ESMS will also build on the revision and update of DBE’s ‘Environmental
Assessment Procedure’ and ‘Environmental Assessment Policy’ which outlines the decision-
making process, policies, and procedural steps it uses during the implementation of WEDP. It
will, at a minimum, specify: (a) organizational capacity, including duties and responsibilities
within the DBE for managing environmental and social issues as it relates to sub-project/sub-
loan/lease financing evaluation procedures; (b) procedures for screening and assessing risks and
impacts of sub-projects or individual loan transactions; and (c) provisions for periodic progress
reports to financial institutions’ senior management. DBE ESMS will include adequate
procedures to ensure that all subprojects supported by the Bank comply with applicable national
and local laws and regulations, as well as are screened against the Project Exclusion List,
including acquisition of land.

89.  The DBE ESMS should incorporate relevant principles of Performance Standard 1
on Assessment and Management of Environmental and Social Risks and Impacts.
Furthermore, the ESMS will ensure that proposed business activities that present higher social
and/ or environmental risks will be operated in a manner consistent with the World Bank
Performance Standards 1-8. DBE will also manage the working conditions of their workforce in
accordance with relevant aspects of Performance Standard 2 on Labor and Working Conditions
through development and implementation of appropriate human resource policies and procedures
acceptable to the Bank and will require the same of the PFIs.

90. DBE will also ensure that all participating financial institutions (PFIs) develop an
ESMS commensurate with the level of social and environmental risks in their portfolio, and
prospective business activities. As part of its due diligence, DBE will make sure that PFIs apply
Performance Standards to higher-risk transactions, taking into account the transaction size, tenor,
type, sectors; and will make sure that compliance with applicable national and local laws and
regulations, as well as screening against the Project Exclusion List is included as a requirement.
The Borrower institutional capacity, as well as that of PFls, in addressing environmental and
social issues will be enhanced through assigning and training dedicated staff to be responsible for
the ESMS.

Monitoring & Evaluation

91.  The implementation of the SMEFP M&E system will ensure that timely data is collected
to inform project activities, and that all data necessary for the reporting on the results indicators
is collected.

92. In addition to the indicators in the results framework, the SMEFP M&E system will
monitor the additional indicators listed in Annex 8 below for analytical purposes. The
responsibility for reporting will rest with the PIU, PMT, DBE and PFlIs.

93.  The SMEFP M&E system will be housed electronically. A central project database will
be utilized to store all information on SMEFP clients, including registration data, access to
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financial products and BDS. A web portal will enable all project partners to access the M&E
system. To the extent possible, the SMEFP will aim to build on existing government databases,
with the support of an IT consultancy firm to modify and upgrade systems as needed.

94.  Project data will draw on four major sources: membership registration, implementing
agency reports, financial institution reports and impact evaluation surveys.

95. Membership registration. Membership registration will be done at the program entry
point for all participants, and the registration form will capture basic information from
entrepreneurs and their enterprises. The Project Implementation Manual (PIM) will detail the
process to be followed as well, but it is expected that registration will include information on
business characteristics such as business sector and sub-sector, age of business, age of start-up
capital, previous credit history, annual earnings, and number of employees, as well as on
characteristics of the entrepreneur, such as age, education level, and experience.

96.  Each registrant will receive an ID card and an automatically generated unique 1D number,
and their information will be stored by ID number in a central project database, accessible online
to all implementers. This baseline data will help to inform the analysis of beneficiaries'
performance and will additionally qualify its findings. The unique, 10-digit membership number
will serve as the central individual identifier that will enable the establishment of linkages
between different data sources.

97. Implementing agency reports. In order to leverage preexisting structures and
institutions, the PMT will be responsible for establishing, managing and reporting the M&E
system for Component 1. The PIU within the Mol will be responsible for establishing and
managing the M&E system for Components 2, 3, and 4. This will include data collection,
compilation and reporting from relevant stakeholders and implementing agencies for
Components 2, 3 and 4. An M&E Framework will be established and detailed in the Operations
Manual. Both the PMT and PIU will provide bi-annual and annual progress reports.

98. Financial Institution reports. All financial institutions tapping the line of credit offered
by SMEFP are required to fulfill a number of reporting requirements which will provide a wealth
of information to the project. Each FI should report on every loan or lease product disbursed,
including the amount, date of the agreement with borrower, business sector of borrower, name of
borrower, and ID number of borrower. These reports will be compiled by the PIU in DBE on a
monthly basis.

99. Impact evaluation surveys. The impact evaluation will largely build on a panel data set
containing information on individuals in the treatment and control group. The impact evaluation
sample will be a random sub-set drawn from the project’s registration data. Conditional on
sufficient implementation, the baseline and end line data collection will be complemented by a
midterm survey. The survey tools will be designed to capture extensive information on the
entrepreneurial/business activities of respondents. The impact analysis will be able to measure
the project's effectiveness on indicators for standard business performance, such as income and
employment. The impact evaluation will also contain qualitative studies of a range of issues to
provide evidence on the results of the program.
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Role of Partners (if applicable)

100. Several development partners have expressed interest in contributing (through
external financing) to complementary activities to be coordinated under the SME Finance
Project umbrella. In particular, the intention of DFID to support the technical assistance
activities to PFIs under Component 1 has been confirmed. This support will be provided
externally, in line with the WEDP model. The European Investment Bank (EIB) will jointly co-
finance Component 1 of the project through a bilateral loan of EUR 70 million (or equivalent in
US$) between EIB and GoE to be then managed under World Bank’s supervision and
procedures. The Multi-Donor Initiative (MDI) will support technical assistance on the collateral
registry (in coordination with the Financial Inclusion Support Framework) and has agreed, in
principle, to support the provision of specialized training on leasing, banking (under Component
1 and subject to PEPE’s coordination in the TA facility) and the provision of specialized services
to SMEs under Component 3. The European Union has expressed an interest in supporting the
impact evaluation activities under Component 4.

Annex 4: Implementation Support Plan

FEDERAL DEMOCRATIC REPUBLIC OF ETHIOPIA: Small and Medium Enterprise
(SME) Finance Project

1. Overall. This implementation support plan (ISP) describes how the World Bank will
support the risk mitigation measures and provides the technical advice necessary to help the
client achieve the PDO. This ISP also identifies the minimum requirements to meet the World
Bank’s fiduciary obligations. It has been developed based on the nature of the project and its risk
profile. Formal implementation support visits and field visits will be carried out semi-annually
and focus on the areas detailed below.

2. There will be strong coordination between the World Bank, the PMT and the PIU, the
party responsible for day-to-day administrative project management. The World Bank task team
will bring a comprehensive set of instruments and expertise to advise on project activities. It will
work closely with the PIU to ensure project success and take a flexible approach to ensure that it
meets client needs as circumstances evolve. The team will conduct three implementation support
visits on average per year to Ethiopia, as well as maintain an ongoing dialogue via audio
conferences and email.

3. In addition to implementation support visits and ongoing engagement, the World Bank
project team will carefully monitor the progress of project implementation and achievement of
results via formal and informal reporting channels. Formal reporting channels include ISRs, and
results monitoring reports supplied by the PIU. Informal channels include interaction with direct
beneficiaries of the project, reports from local media, and country economic analysis.

4. Moreover the World Bank project team will establish a Project Implementation
Committee composed by one representative for each key implementing partner (PIU in Mol,
PMT in DBE, WB, EIB, relevant donors). The committee will meet once a month and will work
on the basis of an action matrix outlined a detailed set of tasks to be completed within the
coming month to allow for a smooth implementation.
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5. Financial Management. The project will have on-field supervision at least twice a year.
This is in addition to regular implementation support, desk assessments, quarterly IFR reviews
and annual audit report reviews. After each supervision, the risk will be measured and
recalibrated accordingly. Supervision activities will include: the compliance with the agreed up
on FM arrangements, review of quarterly IFRs; review of annual audited financial statements as
well as timely follow-up of issues arising; transaction review; participation in project supervision
missions as appropriate; and updating the FM rating in the ISR.

6. Monitoring and Evaluation. The monitoring and evaluation (M&E) system will be
based on the Results Framework and will be used to track and monitor progress and impact. The
framework is meant to measure project activities using the monitoring arrangements described in
Annex 1. Since the project takes a programmatic approach in Ethiopia, activities of other related
project holistically strengthen the effects of this project’s outcomes, and many programmatic
(and in some cases intermediate) outcomes may be in line with other related activities outside of
the SME Finance project. In order to leverage preexisting structures and institutions, the PMT
will be responsible for establishing, managing and reporting the M&E system for Component 1.
The PIU within the Mol will be responsible for establishing and managing the M&E system for
Components 2, 3, and 4. This will include data collection, compilation and reporting from
relevant stakeholders and implementing agencies for Components 2, 3 and 4. An M&E
Framework will be established and detailed in the Operations Manual. Both the PMT and PIU
will provide bi-annual and annual progress reports. The project will also undertake an impact
evaluation to assess outcomes. It will support rigorous empirical analysis based on a quantitative
comparison of a treatment and control groups before and after access to specific project
interventions.

Implementation Support Plan

7. The tables below detail the key areas of focus of the implementation support activities for
the duration of the project’s term. These have been determined based on an understanding of the
priority activities to be implemented over the life of the project. Future updates will be based on
progress on project activities, timing of major new activities, and the expertise required to
address any issues that arise, among other things.

Implementation Support Plan

Time Focus Skills Needed Resource Estimate Partner Role
Project/Task TTL / Financial Sector 12 weeks PIU: Project
Management Specialist (HQ) Coordinator
Procurement Sunervision Procurement Specialist 2 weeks PIU: Procurement
Year 1 P (Addis) Specialist
Financial Management Financial Management PIU: Financial
- S : 3 weeks Management
Supervision Specialist (Addis) 2
Specialist
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Performance Standards Environmental & Social 3 weeks PMT: Safeguards
Supervision Specialists (Addis) Specialist
Implementation Support | 2 Sector Specialists 8 weeks PIU: Project
(Addis) Coordinator
Project/Task TTL / Financial Sector 36 weeks PIU: Project
Management Specialist (HQ) Coordinator
Procurement Supervision Procurement Specialist 8 weeks PIU: Procurement
(Addis) Specialist
Years 2-5 Financi_al_ Management Finar_1ci_al Mana_gement 8 weeks :/:;Jﬁa';';zzﬁ;al
Supervision Specialist (Addis) o
Specialist
Performance Standards Environmental & Social 8 weeks PMT: Safeguards
Supervision Specialists (Addis) Specialist
. 2 Sector Specialists PIU: Project
Implementation Support (Addis) 24 weeks Coordinator

Skills Mix Required (over 60 month period)

Skills Needed Number of Staff Weeks Number of Trips Comments
TTL{FlpanC|aI Sector 48 16 Based in HO
Specialist
Procurement Specialist 6 0 Based in Addis
Financial Management : :
Specialist (Pretoria) 6 0 Based in Addis
Environmental Specialist 10 0 Based in Addis
Social Specialist 10 0 Based in Addis
Sector Specialists 32 0 Based in Addis
Partners
Name Institution/Country Role
L Implementing Agency -
PIU Mol / Ethiopia Administrative management
PMT DBE / Ethiopia I_mplementmg Agency - Credit
line management
Provider of external funding for
DFID UK TA under Component 1
EIB International Financial Institution Eré)\élder of joint financing to
Provider of external funding for
MDI Multi Donors Initiative TA under part of Component 1
and part of component 3
EU European Union Delegation Provider of external funding for

Component 4 (impact evaluation)
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Annex 5: Economic and Financial Analysis

FEDERAL DEMOCRATIC REPUBLIC OF ETHIOPIA: Small and Medium Enterprise
(SME) Finance Project

1. The strategic focus of this project is to increase access to finance for eligible SMEs in
Ethiopia. Access to finance for SMEs remains a major challenge in Ethiopia. While the majority
of micro and small enterprises do have checking and savings accounts, only 6 percent of micro
enterprises, 1.9 percent of small enterprises, and 20.5 percent of medium have a loan or a line of
credit*®. Collateral requirements remain high at around 200 percent of loan amount, although
improvement is observed compared to the 2011 Enterprise Survey data when these requirements
were at 234 percent. There are some significant ongoing efforts to create an enabling legal and
regulatory environment to promote SME access to finance in the country, since constrained
access to finance hinders SMEs’ growth and ability to generate new jobs. Enabling access to
financial services for these SMEs, which will be achieved by this project, will, therefore,
accelerate their growth and competitiveness, as well as generating a more sustainable growth for
the country’s economy. In addition, access to finance is vital to poverty reduction and improve
health, education, gender equality, which will enhance shared prosperity.

2. The economic and financial analysis of this project will focus on Component 1: Access to
Finance for SMEs. This component accounts for more than 95 percent of the total project
financing: US$269 million out of US$276 million. This includes US$193 million from the WB,
as well as EUR 70 million that is assumed to be equivalent to US$76 million from the EIB. The
component aims at providing eligible financial intermediaries with a line of credit facility for the
provision of leasing and working capital finance to eligible small and medium enterprises
(SMEs). This liquidity support will be complemented with mandatory technical assistance aimed
at supporting participating financial institutions (PFIs) in designing, piloting, and rolling out
financial products utilizing novel lending methodologies (i.e. cash flow-based lending) to
successfully expand their outreach to the target SMEs. The technical assistance support will be
funded externally through bilateral agreements with development partners.

3. The economic and financial analysis aims to assess the benefits of the project associated
with (a) the impact on the increased availability and access to finance for SMEs, and (b) The
impact on the additional revenue generated by both SMEs and PFIs as compared to the
associated costs.

Impact of the Project on the Access to Finance for SMEs
Reference Scenario (Base Case):

4. The economic analysis, mainly based on Component 1, aims to quantify the larger
economic impact of the project. The project is expected to have a catalytic effect on the SME
finance through both the leasing and the line of credit channel. The technical assistance
embedded in Component 1 will instill knowledge about new lending and leasing techniques,
strengthen the capacity of financial intermediaries to help them make profitable lending to

** SME Finance in Ethiopia: Addressing the missing middle challenge, WBG.
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SMEs, and provide support for institutional development geared toward enhancing SME finance.
As a result of improved market conditions on both the supply and demand sides, it is expected
that banks will scale up their SME lending beyond the facilities (leasing and line of credit)
provided by the project.

Counterfactual

5. Without the project, over six years period under consideration, the ratio of SME loans to
total financial sector assets is expected to remain at 7.5 percent and the ratio of SME financing to
total financing is expected to remain at 73 percent. SME Financing refers to lending provided by
Microfinance institutions, Commercial Banks and DBE, as well as leasing provided by DBE and
leasing companies to the eligible SMEs.

Base Case

6. With the project, the ratio of SME loans to total financial sector assets is expected to
grow from 8.0 percent in 2016 to 13.2 percent in 2021. The ratio of SME financing to total
financing will grow from 74.3 percent to 83.4 percent.

7. Without the project, the SME financing is projected to grow from ETB 43 billion
(US$2.2 billion) in 2016 to ETB 70 billion (US$3.5 billion) in 2021.

8. With the project, the SME financing is projected to grow from ETB 47 billion (US$2.3
billion) to ETB 130 billion (US$6.5 billion). The additional financing to SMEs over the six years
will sum up to ETB 142 billion (US$8 billion), which equals to 19 percent of Ethiopia’s
projected real GDP in 2016.
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Table 5.1. Six Year Projections

ltems Unit 2016 2017 2013 2019 2020 2021
Real GDP Million Birr 735,983 792,136 | 851,937 915,826 984,480 | 1,053,334
Total Financing® Million Birr 62,819 74,357 28,857 107,325 129,526 156,352
Counterfactual - SME Financing without Project
Total SME Financing without Project Million Birr 43,383 47,721 52,4593 57,743 63,517 69,868
MicroFinance institutions Lending Million Birr 17,938 13,731 21,705 23,875 26,262 25 589
Commercial Banks & DBE Lending Millign Birr 13087 20,996 23,085 25,405 27,246 30,740
DEE Leasing Million Birr 3,610 6,171 6,758 74967 5,214 8,035
Leag=sing Companies Million Birr 745 523 205 996 1,095 1,205
Total Financing without Project Million Birr 559,533 65,436 72,035 79,233 87,162 55,878
Total Financial Sector Asset™ Million Birr 577,347 635,082 658,550 768,449 845,254 525,823
Total Aszets MFT Million Birr 30,450 33,485 36,845 40,529 44 582 49,040
Total Aszets Commercial Banks Million Birr 506,525 557,177 | 612855 674, 184 741,603 515,763
Total Assets DEE Million Birr 38,292 43,222 47,544 52,298 57,528 63,251
Total Assets Legsing Companies Million Birr 1,080 1,158 1,307 1,437 1,581 1,739
Valume of SME Financing/Real GDP k] 5.9% 6.0% 6.2% 6.3% 6.5% 6.6%
Volume of SME Financing/Total Financing £ 72.9% 72.9% 72.9% 72.9% 72.9% 72.9%
Valume of SME Financing/Total Financial Sector Asset  |% 7.5% 7.5% 7.5% 7.5% 7.5% 7.5%
Basze Case Scenario - SME Financing Market with Project
Total SME Financing with Project Million Birr 46,669 56,5592 69,355 35,829 105,881 130,382
MicroFinance institutions Lending Millign Birr 15,445 25,334 23,045 43,142 56,241 73,230
Commercial Banks & DBE Lending Million Birr 20,692 23,437 26,594 30,235 34,321 38,901
DEBE Leasing Million Birr 5,763 6,732 8,047 9,830 11,731 13,727
Legsing Companies Million Birr 762 1,088 1,670 2,623 3,588 4,525
Total Financing with Project Million Birr 62,819 74,357 38,897 107,325 125,526 156,352
Total Financial Sector Asset Million Birr 530,633 643,952 715,452 796,536 887,658 590,337
Valume/Real GDP k] 6.3% T.1% 8.1% 5.4% 10.8% 12.4%
Volume of SME Financing/Total Financing k] 74.3% 76.1% 78.0% 30.0% 31.7% 83.4%
Volume of SME Financing/Total Financial Sector Asset % 3.0% 3.8% 9. 7% 10.3% 11.9% 13.2%
*Total Financing: Total Leasing and Lending provided
** Total Financial Sector Balance Sheet: Total Assets from Commercial Banks, DBE, Leasing Companies and MFIs.
1 USD =20 Birr
Real GOF Data: IMF Weorld Economic Outlook Database
9. The Counterfactual SME financing market size has been estimated using various sources

of information combined with some assumptions. The sources of information includes the most
recent Annual Report from the National Bank of Ethiopia (NBE), Development Bank of Ethiopia
(DBE), Commercial Bank of Ethiopia (CBE), the recently published Ethiopia SME Finance
Study, and the meetings with the financial institutions during the preparation mission, etc. Below

are the Assumptions:

e  PFIs grow their working capital finance portfolio by 10 percent annually without the
project and 13 percent annually with the project. 80 percent of MFI’s loans are to
SMEs, and 60 percent of Commercial Banks and DBEs’ loans are to SMEs.

e DBE grow its leasing portfolio by 10 percent annually without the project and 13
percent annually with the project, for both wholesale and retail business.

e The biggest two leasing companies, Addis Capital Goods and Oromia, account for
50 percent of the total leasing market.

e Total Financing include total leasing and working capital finance provided by MFls,
Commercial Banks, DBE and Leasing companies only (Since they are only type of
institutions participating the Leasing and Line of Credit scheme).
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e Total Financial Sector Balance Sheet represents the total assets of these MFIs,
Commercial Banks, DBE and Leasing Companies only.

The assumptions used for the base case scenario are as the following:

e  Among the US$276 million financed by WB and EIB, US$269 million is used for
and the Financial Service to SME component (Component 1), and will split 80:20
between leasing and working capital financing.

e The leasing portfolio (US$215 million) will be split 50:50 between DBE and the 5
leasing companies.

e  The working capital finance portfolio (US$54 million) will be split 50:50 between
Commercial Banks and MFIs.

e The disbursement for both leasing and working capital finance is shown in the below

table:

Table 5.2. Estimated Disbursement

Disbursement for

Component 1 2016 2017 2018 2019 2020 2021 Total
(UsD)

Waorking Capital 5,000,000 | 10000000 | 16000000 | 13000000 | 5800000 | 53,800,000
Leasing 20,000,000 | 40,000,000 [ 64,000,000 | 52,000,000 | 39200000 | 215,200,000
Total 25,000,000 | 50,000,000 | 80,000,000 | 65,000,000 | 49,000,000 | 269,000,000

e The technical assistance will have a positive effects on both leasing and working
capital finance portfolios as of year 2 (2017) due to the enhanced know-how and
capacity for PFIs to finance SMEs through leasing and lending. This positive effect
will translated as the additional financing as a percentage of the total liquidity
injection of these years (2017-2020).

e  Therefore, the US$269 million (Birr 5,380 million) liquidity injection into the
project, with additional financing generated by PFIs due to technical assistance
(US$42.3 million, or Birr 846 million), will result in US$311.3 million (Birr 6,226
million) liquidity to the PFIs. The additional liquidity injection and the positive
effects on Technical Assistance is shown in the table below:
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Table 5.3. Liquidity Projections and Effects of TA

Liguidity injection per annum [Millian Birr]

Type of Institutions 2016 2017 2018 2019 2020 2021 Total
LaC - 100 200 320 260 136 1,076
MFls - 50 ioo 150 130 B 440
Commercial Banks - 50 100 160 130 53 440
Leasing - 400 200 1,280 1,040 784 4,304
DBE Leazing - 200 400 &40 520 332 1,760
S Lezzing Companies - 200 400 40 520 352 1,760
Total - 500 1,000 1,600 1,300 530 5,380

Additional financing generated by PFl due to Technical Assistance (Million Birr}

Type of Institutions 2016 2017 2018 2019 2020 2021 Total
LaC - 10 20 48 52 39 130
MFls - 5 10 24 26 20 85
Commercial Banks - 5 10 24 26 20 a5
Leasing - 40 80 152 208 157 520
DBE Leasing - 20 40 96 104 78 338
S Lezzing Companies - 20 40 96 104 78 338
Total - 50 100 240 260 196 846

Impact of the Project on SMEs and PFIs

11.  The project will also help SMEs boosting their productivity and generating more
revenues. The increased benefits, which is mainly contributed by the additional revenue
generated by both SMEs and PFIs, will exceed the costs associated with the project and will
result in a positive NPV.

The Analytical Model

12.  The model considers the net cost and benefits of SME financing under both leasing and
working capital finance mechanism due to the World Bank’s line of credit. This analysis is
limited to the net cost and benefits arising directly from the US$269 million for the working
capital and leasing mechanism under Component 1. It is assumed that the joint WB-EIB’s line of
credit will be allocated in the proportion of 80:20 to the leasing and working capital finance
mechanism for US$215 million and US$54 million respectively. It is also assumed that the
disbursement schedule is shown in Table 5.2 during the 6 year project life.

13.  All calculations are in Birr. For ease of conversion and comparison, an exchange rate of
US$1 = Birr 20 is assumed. Given the structure of the loan, the economic analysis considers the
net cost and benefits over 20 years, the life of the loan.

14.  The cost component of the analysis considers the net cost for DBE in (a) channeling
wholesale loans to PFIs which on-lend to end-borrower SMEs, (b) channeling wholesale lease
finance to the leasing companies and (c) provide retail leasing finance to SMEs. In particular, the
cost component models the cost of the joint WB-EIB’s line of credit to DBE while taking into
consideration the interest and fees DBE earns, as well as any net cost DBE incurs on these three
activities.

15.  The benefit component of the analysis considers the net benefits arising from the leasing
and working capital finance to income generation and tax revenue while accounting for the
interest payments made by the end-borrowers. The net benefits are calculated based on the
estimated difference in cash flow to beneficiaries. As a result of the project, eligible SMEs, the
end-borrowers of the funds, will be able to start-up or expand their business, improve their
productivity.
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16.  The model takes the assumption that the financing agreement would follow the IDA
credit pricing as per suggested by the Treasury department, which is 1.38 percent regular charged
on disbursed balance on 38 years. The loan will be disbursed within the first six years, which is
the same as the project implementation period.

17.  The Technical Assistance embedded under Component 1 (externally funded) is taken into
account in the model. The total value of technical assistance is ETB 120,000 (US$6 million).
This cost is split evenly between working capital finance and leasing subcomponent, and
distributed evenly over the six years.

Working Capital Finance

18.  According to the analysis on the working capital finance mechanism, the ERR of this
subcomponent is expected to be 13 percent. The NPV is expected to be about ETB 206 million
(or US$10 million) assuming a 10 percent discount rate; or ETB -55 million (or US$-2.7 million)
assuming a 12 percent discount rate. The assumed discount rates are similar to the current
lending rates of the commercial banks in Ethiopia.* This is based on the assumption that interest
rate charged by DBE is 9 percent (current Bond Price + 3 percent premium, as discussed with
DBE during the project pre-appraisal.) The interest rate is slightly lower than the interest rate
commercial banks charge to the SMEs (12-15 percent), in order to ensure sustainability. The
positive valuation indicates that the returns on investment exceed the returns that could otherwise
be earned by World Bank financing. As such, the improvements in the income of both PFIs and
end-borrowers, net of interest costs paid by end-borrowers, outweigh the cost of investment
under this component.

Table 5.4. Economic Analysis of Line of Credit Subcomponent

NPV (10 percent discount rate) ETB 206 million
NPV (12 percent discount rate) ETB 55 million
ERR 13 percent

19.  The economic component of the working capital finance subcomponent is based on the
following assumptions. The assumptions for the cost component of the analysis are summarized
in Table 5.5 and the assumptions for the benefit component in Table 5.6.

20. Data and assumptions are estimates based on existing studies, annual reports, interviews
and market data. In many cases, numbers were adjusted downwards to arrive at more
conservative estimates.

21. It is assumed that the average annual revenue for SMEs that apply for loans are ETB
700,000. The average annual revenue growth without the project is assumed to be 5 percent for
SMEs. It is assumed that SMEs (especially those engaging in the manufacturing sector) will
grow very little without the necessary machineries to produce their goods. However, once they
manage to obtain financing for the machineries, they are expected to grow an additional 30
percent per year.

* The recent interview with Dashen Bank and Awash Bank has indicated a lending rate of 12%.
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22.  The average annual revenue growth without the project is assumed to be 10 percent for
PFIs, lower than the reported growth in Total Assets of 17 percent according to PFI’s annual
reports. The additional growth resulted by the project will be 3 percent.

23.  The interest rate charged to end-borrower by PFls is assumed to be 9 percent. This is
close to the current bank’s lending rate to SMEs. Therefore it is a sustainable rate for PFIs to
provide lending to SMEs even after the WB project is fully disbursed.

24, Loan loss ratio is assumed to be 2.5 percent, as per our recent interview with the
commercial banks.

Table 5.5. Cost Assumptions for Working Capital Finance

Line of Credit
Interest rate due to World Bank by DBE 1.38%
Interest rate charged to PFIs by DBE 9.00%
Year 1 fees by PFls to DBE 0.50%
Loan Loss Ratio 2.50%
Year 1 average loan size Br5,000,000
Year 1 number of loans (disbursement/average loan size) 37
Growth rate in average loan size 0%
Growth rate in number of loans 5%
Table 5.6. Benefit Component Assumptions for Working Capital Finance
SMEs
Average revenue Br1,000,000
Percentage costs 80%
Average value added (revenue*(1- percent cost) Br200,000
Annual growth (without loan) 5.0%
Annual additional growth increase with loan (Years 1-5) 30.0%
Number of years growth increases due to loan 6
Percentage of SMEs showing revenue additionally 100%
Tax rate 30%
PFls
Average revenue Br629,351,460
Percentage costs 60%
Average value added (revenue*(1-%cost) Br251,740,584
Annual growth (without loan) 10.0%
Annual additional growth increase with loan (Years 1-5) 3.0%
Number of years growth increases due to loan 6
Percentage of PFIs showing revenue additionally 100%
Tax rate 30%
Technical Assistance (year 1-5) Br60,000,000
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Leasing

25.  According to the analysis on the leasing mechanism, the ERR of this subcomponent is
expected to be 14 percent. The NPV is expected to be about ETB 852 million (or US$43 million)
assuming a 10 percent discount rate; or ETB 313 million (or US$16 million) assuming a 12
percent discount rate. This is based on the assumption that interest rate charged by DBE is 9
percent (current DBE Bond Price + 3 percent premium, as discussed with DBE during the project
pre-appraisal.). The interest rate is also similar to the current rate charged by the leasing
companies (12 percent) in order to ensure sustainability. The positive valuation indicates that the
returns on investment exceed the returns that could otherwise be earned by World Bank
financing. As such, the improvements in the income of both PFIs and end-borrowers, net of
interest costs paid by end-borrowers, outweigh the cost of investment under this component.

Table 5.7. Economic Analysis of Leasing Subcomponent

NPV (10% discount rate) ETB 852 million
NPV (12% discount rate) ETB 313 million
ERR 14%

26.  The assumptions for the analysis of this subcomponent is as follows:

27.  Leasing will reduce SME’s costs from the 80 percent in the working capital finance
assumptions to 60 percent. This is the saving on the operational costs due to leasing rather than
owning the physical assets (machineries).

28.  Average annual revenue is ETB 140 million for leasing companies and ETB 150 million
for DBE.

29. It is assumed that DBE will issue 10 leases in year 1, with the average leasing size of
ETB 15 million. And the leasing companies will issue 100 leases on year 1, with the average
lease size of ETB 500,000.

30.  Annual growth for the leasing companies and DBE is 10 percent without the project, and
an additional 5 percent with the project.

31. Lease loss ratio is assumed to be much lower than the loan loss ratio, which is 0.5
percent, as versus to 2.5 percent loan loss ratio.

Table 5.8. Cost Assumptions for Leasing

Leasing
Interest rate due to World Bank by DBE 1.38%
Interest rate charged to lease companies by DBE 9.00%
Year 1 fees by PFls to DBE 0.50%
Lease Loss Ratio 0.50%
Year 1 average Lease size (DBE) Br15,000,000
Year 1 number of leases (DBE) 10
Year 1 average Lease size (leasing companies) Br500,000
Year 1 number of leases (leasing companies) 100
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Growth rate in average lease size for DBE 0%
Growth rate in average lease size for leasing companies 0%
Growth rate in number of leases (for DBE & leasing companies) 5%

Table 5.9. Benefit Component Assumptions for Leasing

SMEs

Average revenue Br700,000
Percentage costs 40%
Average value added (revenue*(1-%cost) Br420,000
Annual growth (without Lease) 5.0%
Annual additional growth increase with Lease(Years 1-5) 30.0%
Number of years growth increases due to Lease 6
Percentage of SMEs showing revenue additionally 100%
Tax rate 30%
DBE and Leasing Companies

Average revenue Leasing Companies Br140,000,000
Average revenue DBE leasing business Br150,000,000
Percentage costs 60%
Average value added (revenue*(1-%cost) Br116,000,000
Annual growth (without loan) 10.0%
Annual additional growth increase with loan (Years 1-5) 5.0%
Number of years growth increases due to loan 6
Percentage of PFIs showing revenue additionally 100%
Tax rate 30%
Technical Assistance (year 1-5) Br60,000,000

Overall: Lending and Leasing combined

32.  Owverall, ERR is expected to be 14 percent for the combined impact of lending and
leasing. The NPV is expected to be ETB 1.2 billion (US$111 million) with a discount rate of 10
percent, or ETB 412 million (US$39 million) with a discount rate of 12 percent. The positive
valuation indicates that the returns on investment exceed the returns that could otherwise be

earned by World Bank financing.

Table 5.10. Economic Analysis of Leasing Subcomponent

NPV (10% discount rate)

ETB 1,164 million

NPV (12% discount rate)

ETB 412 million

ERR

14%

Sensitivity Analysis

33.  The sensitivity analysis is performed on the most important elements that affect the cash
flow on the lending and leasing component respectively, which, in both case, are the interest
earned by DBE from PFIs from performing the lending and leasing activities. Interest earned by
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DBE are a key components in the cash flow projections for both lending and leasing activities,
and therefore have large impact on the NPV result.

Sensitivity Analysis in the Working Capital Finance Subcomponent:

34. In the base case, it is assumed that the number of loans to end borrowers is 19, average
loan size is Birr 5 million, and the interest rate charged to PFIs by DBE is 9 percent. As a result,
the interest earned by DBE via lending is Birr 8.6 million. This interest earning varies depending
on the actual number of loans given to the end borrowers, or average loan size, or the interest
rate charged to the PFls.

35.  The table below shows that, if the number of loans to end borrowers reduce to 10, and the
average loan size is Birr 1 million, the interest earned by DBE via lending will be only Birr 900k.
On the contrary, if the number of loans to end borrowers increases to 30, and the average loan
size increases to Birr 10 million, then the interest earned by DBE via lending will be Birr 27
million.

36.  Same applies to the changes in the interest rate charged to the PFIs by DBE. The current
assumed interest rate is 9 percent. If this rate reduces to 7 percent, with other factors stay
constant, the interest earned by DBE from lending will be Birr 6.7 million. If the rate increases to
12 percent, which is the same rate used by the commercial banks for lending to SMEs currently,
the interest earned will increase to Birr 11.4 million.

Table 5.11. Sensitivity Analysis on the Working Capital Finance Subcomponent

Sensitivity Analysis

Number of loans to end borrowers 19
Average loan size 5,000,000
Interest rate charged to PFls by DBE 9%

Interest Earned by DBE from PFls for Lending | 8,550,000

Number of Loans to end borrowers

Interest Earned by DBE from PFls from

. 8,550,000 10 15 19 25 30
Lending

1,000,000 900,000 1,350,000 1,710,000 2,250,000 2,700,000

2,000,000 1,800,000 2,700,000 3,420,000 4,500,000 5,400,000

3,000,000 2,700,000 4,050,000 3,130,000 6,750,000 8,100,000

4,000,000 3,600,000 5,400,000 6,840,000 9,000,000 10,800,000
5,000,000 4,500,000 6,750,000 8,550,0000 11,250,000 13,500,000
6,000,000 5,400,000 8,100,000 10,260,000/ 13,500,000 16,200,000
7,000,000 6,300,000 9,450,000 11,970,000/ 15,750,000 18,900,000
8,000,000 7,200,000 10,800,000 13,680,000 18,000,000 21,600,000
9,000,000 8,100,000  12,150,000| 15,390,000 20,250,000 24,300,000
10,000,000 9,000,000] 13,500,000 17,100,000 22,500,000 27,000,000

Average Loan Size

Interest rate charged to PFls by DBE

7% 8% 9% 10% 11% 12%

Interest Earned by DBE from PFls from

R nding 8,550,000 6,650,000 7,600,000 8,550,000 9,500,000 10,450,000 11,400,000

Sensitivity Analysis in Leasing Subcomponent

37.  On the leasing side, as for the number of leases to end borrowers, it is assumed that DBE
will lease to 10 SMEs, while leasing companies will lease to 100 SMEs. The average lease size
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is assumed to be ETB 15 million for DBE and ETB 500k for the leasing companies. The interest
rate charged to PFIs by DBE is assumed to be 9 percent.

38. If the number of SMEs DBE provides lease to is reduced to 1, and the average lease size
is reduced to ETB1 million, then DBE will only earn ETB 60,000 on the interest. If the number
of leases increases to 20, and the average lease size increases to ETB 30 million, DBE will earn
ETB 36 million on interest.

39.  Similarly, if the number of SMEs the leasing companies provide to SMEs are reduced to
50 and the average lease size is reduced to ETB 100k, then the leasing companies will only earn
ETB 300,000 on interest. If the number of leases increase to 250, and the average lease size
increase to ETB1 million, the leasing companies will earn Birr 15 million on interest.

40.  The total interest earned by DBE and leasing companies on the leasing activities will also
vary based on the change of interest rate charged to PFls. If the interest rate is 5 percent, total
interest earned is ETB 10 million. If the rate increases to 10 percent, then total interest earned
from leasing activities will increase to ETB 20 million.

Table 5.12. Sensitivity Analysis on the Leasing Subcomponent

Sensitivity Analysiz - leasing
Number of Leases to end borrowers 110
DBE 10
Leasing Companies 100
Average Lease size 1,000,000
DBE 15,000,000
Leasing Companies 500,000
Interest rate charged to PFls by DBE 6%
Interest Earned by DBE from PFls for DBE Leasing 5,000,000
Interest Earned by DBE from PFls for leasing
companies leasing 3,000,000
Interest Earned by DBE from PFls [total) 12,000,000
Mo. of leases to end borrowers by DBE
Interest earned from DBE leasing 5,000,000 1 5 i 15 20
1,000,000 60,000 300,000 500,000 500,000 1,200,000
5,000,000 300,000 1,500,000 3,000,000 4,500,000 6,000,000
versge lesse size 13,000,000 900,000 4,500,000 9,000,000 13,500,000 13,000,000
20,000,000 1,200,000 6,000,000 12,000,000 18,000,000 24,000,000
15,000,000 900,000 4,500,000 9,000,000 13,500,000 18,000,000
320,000,000 1,800,000 9,000,000 183,000,000 27,000,000 36,000,000
No. of leases to end borrowers by Leasing companies
Interest earned from leazing company leasing 3,000,000 50 100 150 200 250
100,000 300,000 £00,000 900,000 1,200,000 1,500,000
300,000 900,000 1,800,000 2,700,000 3,600,000 4,500,000
. 500,000 1,500,000 3,000,000 4,500,000 &,000,000 7,500,000
Average leaze size —
700,000 2,100,000 4,200,000 6,300,000 2,400,000 10,500,000
200,000 2,700,000 5,400,000 8,100,000 10,800,000 13,500,000
559,953 2,999,997 5,999,934 8,999,991 11,999,988 14,999,985
Interest rate charged to PFls
| | 73] S| ER| 10%
Interest earned from leasing [total 12,000,000 10,000,000 12,000,000 14000000 16000000 18,000,000 20,000,000

Rationale for Public Sector Involvement

41.  The Project builds on the prior analytical work on the SME finance environment in
Ethiopia, which addressed a market failure in essence of the “missing middle” phenomenon,
caused by the mismatch between SME’s demand for and financial institutions’ supply of quality
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financial services. On the demand side, SMEs in Ethiopia performs much worse than large firms
across a host of financial indicators. They are more likely to be rejected for loans, and less likely
to have a loan, line of credit, or overdraft facility. These firms are more likely to avoid loan
applications all together due to high collateral requirements. The lack of financial access is even
more severe in the case of small firms than microenterprises. Lack of access have resulted in (a)
impediments in job creations and growth; (b) the existence of missing middle phenomenon in
financial services catering to small firms. (c) poorer performance and productivity for firms lack
of financial services. The supply-side analysis confirms that SMEs are being underserved
compared to micro and large firms. Micro finance institutions (MFIs) primarily cater to micro
firms, leaving small and medium firms financially excluded. Large banks are discouraged from
serving this segment primarily because of perceptions of lower returns and higher risk. Public
sector intervention in this project will help channel the funds to eligible SMEs through the
Participating Financial Institutions (PFIs) to help their financing needs for business start-up,
expansion, as well as working capital needs. The project will help reducing the missing middle
phenomenon.
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Annex 6: DBE Appraisal Assessment

FEDERAL DEMOCRATIC REPUBLIC OF ETHIOPIA: Small and Medium Enterprise
(SME) Finance Project

DBE Assessment Summary

1. A due diligence assessment of the Development Bank of Ethiopia (DBE) has been
conducted in relation to the proposed World Bank SME Finance Project - in line with
World Bank’s OP 10.00 policy for the financial intermediary financing projects - to
facilitate sustainable provision of lease finance and working capital to SMEs in Ethiopia.
DBE is expected to play a key role in management of the proposed credit facility, both as a
wholesaler (lending to other financial institutions for on-lending to SMEs), and as a retailer
(direct support to SMEs). The assessment was conducted by way of meetings with DBE
executive and senior management and a review of relevant DBE documents (financial reports,
policy guidelines, operational manuals, etc.).

2. Based on this assessment the DBE is found broadly compliant with key World Bank
eligibility criteria, subject to continued implementation of institutional development plan
outlined below. Key risks include the current elevated level of non-performing loans (NPLSs)
which area partially attributed to one of DBE’s largest borrowers being classified as non-
performing in the first quarter of the 2015/16 financial year. This resulted in increase of from
12.5 percent in June 2015 to 18.4 percent in September 2015. The DBE is currently taking steps
to reduce the level of NPLs through dialogue with the concerned borrowers and is making
particular efforts in relation to large borrowers classified as non-performing.

3. DBE progress in implementation of its previous institutional development plan (as
of August 2013) supported by the World Bank Women’s Enterprise Development Program
(WEDP) is summarized as follows:

e Risk management and internal audit: the DBE has strengthened its risk management
policy framework and partially implemented these policies; it has a well-established
internal audit function.

e Human capital and performance assessment: the DBE has initiated a succession
planning program with further steps incorporated in its human resource (HR)
development strategy.

e Loaning process: the current level of NPLs would suggest a requirement for further
strengthening of the DBE’s project finance capabilities.

e Quality assurance process: the DBE has considerably enhanced its use of the T24
core banking system and related quality assurance process capabilities.

e  Treasury operations: the DBE has not yet formed a dedicated treasury unit with

responsibility for asset/liability management, liquidity management and funds
mobilization.
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4. In terms of institutional capacity to participate in the forthcoming SME Finance
Project, the DBE has long experience in both direct lending activities through its project
finance loans, and wholesale lending through managing the WEDP credit facility and other
lines of credit. Appropriate measures have been incorporated in the DBE strategic plan for the
period 2015-2020 to support development of lease finance business line, notably development of
the Bank’s organization structure to incorporate a Vice President for the Bank’s lease financing
business. Other recent organizational developments include the creation of a new Vice President
position for credit management resulting in separation of credit management (including ongoing
portfolio management) from business origination which is expected to strengthen the DBE’s
credit risk management. In preparation for commencement of its lease financing activities, DBE
has laid ground for implementation of an ambitious regional office and branch opening program.
This includes opening 7 new regional offices and 75 branches planned in 2015/16 and 42 new
branches in 2016/17 and recruitment of around 450 additional staff for its branch operations. So
far, the DBE has expanded the branch network from 32 to 100 branches and hired 400 new staff
that are undergoing training. DBE has also determined a strategy of continued high growth for
the period 2015-2020, based on a combination of project finance, lease financing and wholesale
lending business.

5. Overall, DBE is found to be eligible to take part in the World Bank funded SME
Finance Project, subject to implementation of a new institutional development plan. The

institutional development plan includes the following measures that will be financed by DFID
funded PEPE project in support of and closely coordinated with SME finance project activities:

e Strengthening of project finance business
(a) Portfolio review to assess overall portfolio quality and key risk areas
(b) Review of project appraisal process

(c) Review of portfolio management, project follow up and loan collection
processes

(d) Review of project rehabilitation and loan recovery processes

(e) Updating of all project finance process and procedures manuals and related
staff training

e Address current high level of NPLs
(@) Development of an NPL resolution strategy
(b) Ongoing monthly monitoring of NPL resolution progress
e  Business planning for lease financing business
(@) Preparation of a business plan for the Bank’s lease financing business, to

include quantification of the business opportunity, product definition,
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(b)

(©)
(d)

marketing and sales strategy, resource/training requirements, financial
projections, etc.

Development of appraisal, credit administration and portfolio management
processes and procedures

Quality assurance process development for enhanced portfolio monitoring

Staff training

Strengthening of risk management

(@)

(b)

(©)

Operationalization of DBE Risk Management Program, Board Risk
Management Committee and quarterly consolidated risk management reporting

Operationalization of DBE Asset/Liability Management Guidelines,
Asset/liability management committee (ALCO) and treasury operations

Assessment of anti-money laundering awareness/practice and due diligence
review of all existing DBE clients

Implementation of treasury operations

(@)

Implementation of measures detailed in the WEDP-supported institutional
development plan as incorporated in the DBE Redesigned Fund Management
Process

Implementation of succession planning program

(a)

Operationalization of measures detailed in the WEDP-supported institutional
development plan and incorporated in the DBE succession planning program
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Box 6.1. The Women’s Entrepreneurship Development Project (WEDP)

WEDP is a US$50 million IDA investment lending operation designed to address the key constraints for growth-
oriented women entrepreneurs in Ethiopia. DFATD Canada and UK’s DFID are key development partners funding
part of the project’s activities with an additional US$13 million. The project became effective in October 2012.

WEDP involves a market “up-scaling” operation where the Development Bank of Ethiopia acts as a wholesaler
and MFIs act as retailers. The project uses an incentive approach aimed at (i) helping DBE developing a new
business line involving wholesaling of MSE subsidiary loans and provision of related technical support to
participating MFIs; and (ii) helping the MFIs build up a high-quality MSE loan portfolio based on credit
techniques that have been developed and validated under successful micro and small loan programs in other
countries.

WEDP has made rapid and sustained progress since its launch in 2012, demonstrating the capacity of DBE as a
highly effective project implementer. The WEDP line of credit is disbursing roughly US$2 million in loans to
growth-oriented women entrepreneurs every month, far exceeding initial targets. Some key highlights of WEDP’s
progress are as follows.

e Exceeding Targets: WEDP’s line of credit was 90 percent disbursed before the half-way point of the
project. As of August 2015, the project has provided loans to over 3,000 women entrepreneurs and
entrepreneurship training to 4,500. It is amongst the highest-disbursing and highest-rated projects in
the region, and was awarded a Vice Presidential Unit (VPU) Team Award in 2015.

e Reaching the underserved: WEDP is successfully reaching its target segment of under-served
women entrepreneurs, who have the desire and potential to grow their businesses. 76 percent of
WEDP clients have never taken a loan before.

e Catalyzing growth: According to initial survey data, the average WEDP loan has resulted in an
increase of 24 percent in annual profits and 17 percent in net employment for Ethiopian women
entrepreneurs, one year after taking the loan. These female-owned businesses are continuing to grow,
as the impacts of capital investments play out. Repayment of loans stand at 99.6 percent.

e Unlocking needed capital: One of WEDP’s objectives was to increase loan sizes, since most
Ethiopian women-owned enterprises were stuck in a ‘missing middle’ trap where loans offered by
microfinance were too small to meet their needs. For repeat borrowers, loan sizes have increased on
average by 870 percent.

e Improving capacity of lenders: Through the technical assistance component, WEDP is building the
capacity of Ethiopia’s leading MFIs to deliver loans to women entrepreneurs. The MFI’s improved
ability to appraise, resulted in their capacity to reduce the collateral requirements from an average of
200 percent of the value of the loan to 125 percent. At the same time, WEDP MFIs are developing
new loan products and recognizing new forms of collateral such as vehicles, personal guarantees, and
even business inventory, to secure loans.

e Underwriting Innovation: Through partnership between the World Bank’s Finance & Markets
Global Practice and the Gender Innovation Lab, WEDP is introducing innovative credit technologies
to lenders, such as psychometric tests which can predict the ability of a borrower to repay a loan and
reduce the need for collateral. These innovations are being piloted and subjected to rigorous impact
evaluation. Scaling up these technologies, which other MFIs are already requesting, could bring
about a notable change in access to credit in Ethiopia.
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240,000
Borrowing History of WEDP Clients:

“Have you ever taken a loan?” Averag_e
(n=1,567) Loan Size
(Birr)
27,000
T
Before WEDP WEDP

The majority of WEDP
clients are new borrowers.
For those entrepreneurs
who had taken loans
before joining WEDP, loan
sizes have increased
870%.

“With WEDP, the microfinance institutions” appetite for risk has
increased. Previously, they provided loans in small amounts of $1000
- $ 1500. Now, they are making WEDP loans averaging over
$10,000. Plus, they have taken part in a capacity building program,
which helped them assess these larger loans using cash flow analysis
and risk mitigation techniques. So the MFIs are strengthening both
in terms of loans disbursed as well as in their knowledge of lending”
(Beimnet Foto, Principal Appraisal Officer, Development Bank of
Ethiopia)
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Annex 7: Overview of Selected Financial Sector Issues in Ethiopia

FEDERAL DEMOCRATIC REPUBLIC OF ETHIOPIA: Small and Medium Enterprise
(SME) Finance Project

Savings Mobilization in Ethiopia

1. Savings mobilization is a central challenge for financial institutions in Ethiopia.
Ethiopia’s savings rate was estimated at 5.5 percent of GDP in the 2000s, a number substantially
lower than comparator countries in Sub-Saharan Africa. Moreover, the savings rate declined
during the last decade of very high economic growth.

2. A negative real interest rate on deposits is one of the main drivers of Ethiopia’s low
savings rate (shown in Figure 7.1 below). Establishing a stable macroeconomic environment
with low, but positive real interest rates and low levels of inflation, is among the main policy
tools to increase the saving rate in Ethiopia.

3. The World Bank’s 2nd Ethiopia Economic Update focused on the savings challenge,
and provided a series of recommendations to increase the domestic savings rate. In addition
to a stable macro-economic environment, several specific financial sector policy initiatives also
have the potential to leverage gains in the savings rate.

4. Expanding bank branches in Ethiopia in recent years has led to a significant
increase in the likelihood of saving in banks by individuals, and continued expansion is
likely to yield increasing gains. Many households save through Rotating Savings and Credit
Associations (ROSCAS), which have relative merits such as ease of access and social interaction
compared to banks. Integrating savings from ROSCAs into MFIs and banks will help to raise the
savings rate, if an amendable macro-economic environment persists. Continuing to support
MFIs’ savings mobilization capacity, with liquidity and technical assistance through initiatives
such as the World Bank’s Women’s Entrepreneurship Development Project (WEDP), can also
significantly influence savings rates by low-income households. The development of mobile
banking and better facilitation of remittances will be further catalysts.

Figure 7.1. Policy Recommendations to Increase Domestic Savings

Policy Recommendation

Area
Macro- 1. Macroeconomic stability with positive
aconomic real interest rafes.

policy 2. Pursue a strategy of monstization

Finandal 3. Facilitate remittance transfers, including
seclor establishing formal savings products,
measures increasing fransparency, and reduc-
ing cosfs.
4. Continue bank branch network expan-
sion.
5. Enhance Micro Finance Insfhution
[MF) capacity.
6. Integrate informal savings schemes
with formal.
7. Dewelop mobile banking.
8. Improve finandial literacy.

Recommendations to Increase Savings
(Source: Ethiopia Economic Update 11, 2013)
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SME Finance in Ethiopia

5. Findings from both demand-side and supply-side surveys clearly indicate the
existence of a missing middle phenomenon in Ethiopia whereby small enterprises are more
credit constrained than either micro or medium/large enterprises. In particular, the demand-
side analysis shows that MSMEs in Ethiopia perform much worse than large firms across a host
of finance indicators. MSMEs are much more likely to be rejected for loans, and less likely to
have a loan, line of credit, or overdraft facility. These firms are also more likely to avoid loan
applications all together due to high collateral requirements. However, the data reveals that the
lack of access to finance is even more severe for small firms than for microenterprises. Main
findings from the demand-side can be summarized into the following three categories:

(@ Job creation and employment growth: Job creation and employment growth is
concentrated in large established (i.e. older) firms in both service and manufacturing
sectors. Moreover, job creation and employment in the services and retail sectors are
higher than in the manufacturing sector.

(b) Access to finance: overall, data indicates the existence of a missing middle
phenomenon in terms of financial services catering to small firms. Young and
smaller firms are much more likely to be rejected for a loan or a line of credit than
firms who are more established or larger. Moreover, despite confirming their need
for improved access to finance, SMEs are discouraged from applying for loans due
to excessively high collateral requirements.

(c) Firms’ performance: Firms that are credit constrained exhibit poorer performance
and productivity.

6. The supply-side analysis confirms that small and medium enterprises are being
underserved compared to micro and large firms. Micro finance institutions (MFIs) primarily
cater to micro firms, leaving small and medium firms financially excluded. Large banks are
discouraged from serving this segment primarily because of perceptions of lower returns and
higher risk, since SMEs are often unable to prepare adequate business plans and lacking basic
business development skills. However, most MFIs and banks also view the SME segment as the
most promising one for growth and having good prospects. Capacity building activities that help
SMEs improve their business management skills will also increase Bank’s confidence in their
financing. Key findings from the supply-side survey include the following:

(@ SME finance culture: Financial institutions lack an “SME finance culture”: a
harmonized definition of MSMEs is missing and consequently specific MSME
financing strategies are not in place.

(b) Perception of SMEs’ market segment: Financial institutions believe that market
potential is very good for the SME segment. Expected returns and the contribution
to the economic development of the country are seen as main drivers for lending to
SMEs and microenterprises.

(c) Risks and obstacles to SME finance: SME-specific factors and macroeconomic
factors were indicated by all MFIs and banks as significant obstacles to the
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development of SME lending. While banks and MFIs believe there is high growth
potential in lending for small enterprises, the current lack of involvement is due to
perceived risks.

(d) The missing middle phenomenon: SMEs represents a missing middle in the
financial sector with high heterogeneity of lending patterns between MFIs and
commercial banks.

(e) Business models: The business models of the surveyed financial institutions are
mostly inadequate to serve SMEs: they lack a dedicated and specialized SME unit or
department within their organizational structure; loan appraisal techniques are still
mostly based on traditional relationship lending rather than on transactional
technologies such as credit scoring etc.; products are highly standardized and there is
very limited product innovation; distribution channels are still largely based on
branches and long-term financing needs of SMEs do not seem to be properly
addressed.

(f) The importance of government-financed programs: Government-financed
programs (credit guarantee programs and line of credit with technical assistance) are
important drivers.

() A supportive financial sector infrastructure. The potentialities of the credit
bureau are not effectively exploited.

(h) Regulatory and judicial issues. The contractual environment and lack of collateral
registry inhibit secured lending and constrain access to finance for SMEs. Changes
in the market due to imposed lending restrictions are seen as a hindrance causing
liquidity constraints.

Background on Leasing Finance

7. Leasing financing is one of several financial products commonly used by SMEs to
support growth. Over the business life cycle of a growing MSME, the type of appropriate
financing products changes as depicted in the Figure 7.2 below. Leasing, when available, is often
the entry point in the financial product spectrum for formal businesses seeking equipment
financing. Leasing typically targets small businesses that are towards the lower end of any sector,
particularly those with no credit history and/or no collateral but with strong cash flow.
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Figure 7.2. Financial Product Spectrum

A Term Equipment Financing Tool
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Leasing finance has a strong positive correlation to GDP per capita growth
compared to other SME financing options. In 2008, the World Bank and UNC Kenan-Flagler
Business School undertook a study*® covering 75 countries and 35,000 SMEs to measure the role
of different financial products on the impact of the SMEs and the GDP per capita growth. The
results in Figure 7.3 show the correlation between GDP per capita growth and the type of
financial products used by the SME. Leasing presents the strongest positive correlation with

Figure 7.3. GDP per Capital to Sources of Financing
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Overview of Leasing Finance in Ethiopia

9. The task team conducted an appraisal of the leasing finance market in October 2015
to identify the current state of the market, opportunities, and challenges in order to assess
market readiness and appropriately design the project. As part of the appraisal, DBE and the
5 leasing companies were queried on: (a) Portfolio size and market opportunities; (b) Leasing
knowledge, skills and competences; (c) Internal audit and established control systems; (d)
Business development and product innovation; (e) Established leasing policy and operational
guideline; (f) Leasing strategy, asset management, risk and structuring techniques; and (g)
Management information systems.

10. In-house leasing expertise is limited, but there is strong potential future demand for
leasing. All the five leasing companies and DBE have basic knowledge of finance leasing
operations, but no prior work experience in the leasing sector. The current total portfolio size of
leasing transactions undertaken by all the five leasing companies for the period 2014-2015 is
approximately ETB 318 million (US$15.9 million). The future market projections for the period
2016-2017 is estimated to be ETB 3.8 billion (approximately US$190 million), and the target
number of SMEs to be reached is 5,500.

11.  The sectors likely to benefit from capital goods financing are enterprises producing
goods and services for export and import substituting enterprises as well as enterprises
capable of creating large employment opportunities. In Ethiopia, the leasing companies are
expected to provide lease finance for machineries and equipment to the priority areas such as: (a)
textile, garment, leather and leather products; (b) metal and wood works;(c) agro-processing,
including dairy and poultry equipment; (d); construction machineries;(e) irrigation;(e) wet and
dry coffee processing; (f) post-harvest grain processing including seed cleaning equipment; and
(9) freight transporters from fields to market centers and warehouses, (h) farm and non-farm
cooperatives, unions, and model farmers.

12. Lease default risk is the most significant risk inherent in the leasing business, and
partly accounts for liquidity risk. Together they represent around 60 percent to 70 percent
weight in the risk-based framework for leasing companies. In Ethiopia, there are guidelines on
repossession in the event of default. However the Proclamation does not elaborately specify the
steps towards repossession. The guidelines for repossession on default indicate that the lessor is
expected to notify the Ministry (responsible for registering of capital goods agreement) in case of
default, and having duly complied with the repossession procedure and notices served to the
lessee, the lessor should seek help from the Ministry to repossess. Article 18 (3) (as renumbered
by the proclamation 807/2013) clearly states that ‘The Ministry shall take appropriate measures
in order to ensure the return of the leased capital goods to the lessor, where the lessee has
obligation to return the capital goods to the lessor but fails to return it, and may order the police
to facilitate the execution’. The Proclamation allows the lessor to rescind the lease agreement,
repossess the capital goods and claim related damages (legal, logistics, dismantling, repairs, re-
marketing and so on). Even if the equipment is physically installed, it remains a leased asset and
the lessor maintains its right on it.

13. In an ideal scenario, there is an orderly process for repossession. The first step in
default would be to take possession of leased equipment or to repossess to mitigate against the
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level of risk. The next steps are to safe-keep the leased equipment in a warehouse and then sell it
to a third party in a secondary market. (This is an internal process by the lessor). Regardless of
any given challenges in repossession, we anticipate that a secondary market for leased equipment
should normally become active once the leasing business starts in any given economy even for
specialized equipment. Lessors are always advised and encouraged to identify potential
secondary markets for specialized equipment.

14.  As the leasing industry is in its infancy, there are several potential challenges to
repossession. The biggest challenges could include:

(@) The lessor cannot repossess without the consent of lessee because the Proclamation
recognizes the right of the lessee to quiet enjoyment of the leased equipment. As a
result, while proceeding with repossession, leasing companies may find themselves
unable to have an amicable resolution with the lessees and this could pose a
significant problem for the lessors.

(b) The lack of market knowledge of how to repossess, what to expect at the point of
repossession, or the length of time required to repossess could result in possible loss
of rental payments or in equipment downtime.

(c) The Proclamation provides for the Ministry of Industry to take appropriate measures
to ensure the return of the capital goods to the lessor, where the lessee is bound to
return the leased equipment. The Proclamation also states that the Ministry may
order the police to facilitate the execution, however, this process has not been tested
yet for flaws or effectiveness.

15.  Strong internal audit and risk control systems are in place at each of the leasing
companies. The leasing companies have strong risk mitigation systems in place; they are
regulated by NBE and submit quarterly reports to the Central Bank. However, only two of the
five leasing companies incorporate residual value risk in their risk structure. Residual value*
remains a risk factor to lessors if not understood and clearly defined before contract is signed by
lessee.

16.  Cash flow analysis is the primary consideration for processing and booking new
leases. Once a transaction is completed and approved, an initial contribution from the lessee is
required. These contributions are collected upfront and ranges from 15 percent to 20 percent of
the cost of the asset being financed. Thus far, the values of the smallest and largest single leasing
transactions have been ETB 13,700 (US$685) and ETB 552,828 (US$27,641), respectively.

17.  The aggregate leasing portfolio quality and monitoring capacity of the companies is
well-managed. In the past year, there have been no defaults recorded, equating to an NPL of less
than 1 percent at each of the leasing companies. All assets are duly insured and monitored on a
monthly basis through on-site inspection.

“® This is the value that can be realized upon disposal of asset in case of default and repossession, and it should
always be higher than the outstanding lease instalment, otherwise a lessor is exposed to a residual value risk.

108



Table 7.1. Leasing Market SWOT Analysis in Ethiopia

Strengths: Weaknesses:
= Strong capital base = Limited leasing skills and expertise in the market
= Industry regulated by the Central Bank (NBE) = Lack of technical partners to improve skills
= Strong corporate governance, controls and = Weak IT, quality assurance process and Reporting
compliance capabilities
= Strong management and sales capabilities = High Operational risk ( most back office processes
= Good credit culture and asset management are done manually)
= Good leasing portfolio quality, zero default = Weak infrastructure - Lack of effective collateral
= Favorable legislation and regulatory guidelines in registry and credit bureaus
progress = Lack of product innovation and competition among
= Strong government support and commitment to players
private sector development = Lack of flexibility in processing leasing transactions
Opportunities: Threats:
= Huge market growth potential for leasing = Inadequate regulatory and supervisory functions and
= Untapped private sector guidelines.
=  Medium- to long-term funding opportunities = New leasing market with no sufficient leasing
= Expected good returns for potential investors experience
= Conducive leasing environment for sustainable = Lack of medium- to long-term funding
leasing business = Residual value risk not duly incorporated in the risk
= Huge opportunities for regional technical partners structure of most leasing companies

Overview of Financial Infrastructure in Ethiopia

18.  World Bank studies and global experience validate the economic significance of
collateral registries. Modern secured transactions systems enable businesses to use their full
range of movable assets as security for a loan, generating new productive capital, and fostering
access to finance, particularly for SMEs. The World Bank has assisted more than 35 countries
worldwide in modernizing their secured transactions legal frameworks and in implementing
collateral registries. Some economies with successful secured transactions reforms relevant to
Ethiopia are China, Colombia, Ghana and Mexico among others.*’ In 2013, the World Bank
conducted a study comparing access to finance pre and post the introduction of collateral
registries in 73 countries. The study showed that the impact of introducing collateral registries is
economically significant as the access to loans increased by 7 percent. Additionally, these
countries saw a reduction in interest rates paid on loans of 3 percent and an increase in the
maturity of bank loans of six months.*®

19. At the request of the GoE, the task team conducted a diagnostic study on the
current state of the legal framework and practices that govern secured transactions and the
registration of security interests in Ethiopia. As a part of the diagnostic, the existing system
was compared to the best international practices to identify weaknesses and opportunities for
improvement for GoE consideration. The main recommendations include undertaking a
comprehensive approach which consists of four components: (a) the drafting of a new secured

" These countries improved in the Getting Credit indicator of the Doing Business Report after implementing a
secured transactions reform.

“® Inessa Love, et. al., Collateral Registries for Movable Assets: does Their Introduction Spur Firms’ Access to Bank
Finance?, Policy Research Working Paper 6477, The World Bank, June 2013.
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transactions legal and regulatory framework; (b) the creation of a collateral registry; (c) building
of key stakeholders’ capacity including the focus on specific sectors such as agribusiness and
manufacturing; and (d) monitoring and impact evaluation. The diagnostic report was approved
and all recommendations were fully accepted by the NBE.

20.  The current secured transactions system of Ethiopia provides a multitude of
different and conflicting rules that complicate secured lending over movables. Some
weaknesses in the current system include: (a) the lack of a single law covering all transactions
secured by movable property; (b) non-possessory pledges which exist only as exceptions and not
as a rule; (c) the law does not allow the granting of a security interest in future assets; (d) only
some types of security interests are subject to registration, creating, therefore, a system with
secret liens that is difficult and costly for creditors to discover; and (e) extrajudicial foreclosure
is not available for all types of creditors.

21. In Ethiopia, the majority of finance provided by banking institutions is secured with
both immovable and movable assets. Unsecured credit is granted on an extremely limited basis
to longtime clients who have demonstrated earnings equivalent to 100 percent of the loan for the
past two years and who have been given a high ranking based on the bank’s credibility
indicators. While the institutions interviewed disclosed a slight preference for taking immovable
property as collateral, most institutions accept movable collateral as well. In Ethiopia, movable
collateral is largely represented by vehicles and 90 percent of the total movable collateral
reported to the Credit Reference Bureau is of this type.** While machinery and equipment are
also commonly accepted, banking institutions revealed they are reluctant to take fluctuating
assets, such as accounts receivables and inventory, as movable collateral. These institutions
perceive the risks related to these types of collateral as too high because: (a) there are no
registries to register a security interest in such assets, (b) there are no clear rules to determine
priority against other competing claimants, and (c) often businesses do not keep proper records
of these assets. To account for these higher risks, some institutions take actual control of a
business’ merchandise, locking the premises where the merchandise is kept and assigning a full-
time employee at the site. However, this method of monitoring these types of business assets is
inefficient as these businesses’ operation costs are significantly increased.

22. Registration of all movable collateral is not consistent and can be duplicative. In
Ethiopia, there are several registries in which interests in some type of movable collateral are
registered, depending on the type of asset being registered. These registries are located
throughout the different regions of the country and they are not linked. Thus, the information
registered within each registry is not automatically shared with other regional offices. For
instance, interests in vehicles are registered with the Transportation Authority of the
corresponding locality and the appropriate local office to register with is the same as where the
vehicle’s plate number was issued. Similarly, security interests over machinery for construction
are registered with the Ministry of Works and Urban Development and business mortgages are
registered in the Commercial Register (in this case the registration includes a list of movable
property that is encumbered). Only a couple of banks extend agricultural credit taking crops as
collateral and when doing so they register the encumbrance with the Ministry of Agriculture.
These banks also accept warehouse receipts as collateral to a limited extent. Interests over any

*9 Statistics provided by the National Bank of Ethiopia.
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other types of machinery and other movable property, including floating assets, are not subject to
registration. For this reason, creditors perceive a greater risk for these types of collateral and
would often rather not take non-registrable assets as collateral at all or, if they do, will increase
interest rates.

23.  The registries charge fees according to their own criteria, and differences across
regions can be significant. Some of them charge flat fees while others charge a fee based on a
percentage of the asset value or of the amount of the loan. Banks and MFIs in Ethiopia perceive
these pricing differences as an important flaw in the security interest registration system. MFIs
find that in some localities registry offices are inefficient and unreliable and in some West
Ethiopian localities, they do not exist at all. Furthermore, the variety of existing registries can
cause confusion and priority conflicts among competing claimants. For instance, a vehicle
encumbered pursuant to a business mortgage and registered in the Commercial Register, could
also be encumbered under another device registered with the Transport Authority. To avoid this
conflict, a creditor entering into a business mortgage agreement should not only register its
interest in the Commercial Register but also with the Transport Authority. Although some
stakeholders follow such a practice, others only make one registration.

24.  Efficient resolution and enforcement in the case of a borrowers default is also an
important component of any secured transactions system. The existing framework for
enforcement in Ethiopia allows only financial institutions to use extrajudicial foreclosure
methods. Banks and MFIs are entitled to sell encumbered property by providing 30-days prior
notice to their debtor. However other creditors, such as suppliers, are not entitled to this
procedure and can only enforce their interests before the Courts. According to the interviews, a
judicial procedure of this type can take more than two years.

25.  Overall, the stakeholders interviewed welcome the idea of a single nationwide
electronic registry for all types of collateral as long as it is reliable. Creditors indicated that
they would be willing to extend credit by taking collateral in property currently not be lent upon,
such as agricultural products, if there was a clear system that would provide them with legal
certainty. Likewise, civil servants interviewed indicated that there is a need to extend secured
credit and collateralize all possible assets in order to promote and expand businesses.
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Annex 8: Additional Indicators for Analytical Purposes™
FEDERAL DEMOCRATIC REPUBLIC OF ETHIOPIA: Small and Medium Enterprise (SME) Finance Project

Additional indicators will be developed and monitored under the project for analytical purposes. The responsibility for
reporting will rest with DBE, PFls, and PIU. These may include, but are not limited, to the following:

Volume of Financial Support to SMEs under the credit facility

. Volume of Financial Support: SME Loans

. Volume of Loans: Female-Owned Enterprises

. Volume of Financial Support: Leases

. Volume of Leases: Female-Owned Enterprises
Portfolio Quality under the credit facility

. Portfolio Quality: Loans

. Portfolio Quality: Loans - Female-Owned Enterprises
. Portfolio Quality: Leases

. Portfolio Quality: Leases - Female-Owned Enterprises

Number of Loans/ Leases disbursed to SMEs under the credit facility
(Intermediate Indicator)

. Number of Loans Disbursed
. Number of Loans Disbursed: Female-Owned Enterprises
. Number of Leases Disbursed
. Number of Leases Disbursed: Female-Owned Enterprises

Number of SMEs that received training through a BDS Program under the
project (Intermediate Indicator)

. Number of females that received training through a BDS Program under
the project

% Information on these indicators will be regularly collected by the team during official Implementation Support Missions and used as an additional tool to help
project’s management and implementation.
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