ISSN 2162-4860

\\ MacrOthi“k Business and Economic Research
A Institute ™ 2020, Vol. 10, No. 3

Financial Capability in Ethiopia: A Case Study of Addis
Ababa City

Miheretu Kebede Lemu
Lecturer of Finance & Accounting, Department of PFM and Accounting
Ethiopian Civil Service University, Addis Ababa-1000, Addis Ababa, Ethiopia

E-mail: Imiheretukebede@gmail.com

Received: February 13,2020  Accepted: March 29, 2020  Published: August 11, 2020
doi:10.5296/ber.v10i3.17508 URL.: https://doi.org/10.5296/ber.v10i3.17508

Abstract

This study investigates financial knowledge, behavior and attitude of individuals to gauge
how the financial market evaluates an individual's financial capability and financial decision
making. Higher financial knowledge increases the entry into sophisticated financial contracts
and the understanding of contemporary featured new financial products as well as good
financial decision making. Financial behavior also enhances the financial decision making of
those individuals as well as the relationship between individuals and their behavior towards
saving, investment, cash and credit. These effects are intensified by individuals' financial
behavior, the level of relationship with investments, savings and the use of credit. This study
found out that a deeper acquaintance of individuals on financial knowledge, attitude and
behaviour results in positive consequences on their relations with financial service providers
and in turn promotes to financial capability.
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1. Introduction

Previous studies state that financial capability is composed of financial knowledge, financial
behaviour and financial attitude (Kempson et al., 2005; Atkinson and Messy, 2012; Collins,
2013; World Bank, 2014a; Grinstein-Weiss et al., 2015; Hui et al., 2016). Given those
financial capability measures such as financial knowledge and skills, financial behaviours,
awareness, and financial attitudes and requirements are the most essential indicators for
measuring financial capability of individuals. One could presume that such financial
knowledge could be an essential deriver of financial capability. Without understanding
financial issues and knowledge one cannot perform the contemporary sophisticated financial
contracts and financial products in a good manner. Financial education, i.e., financial literacy
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and numeracy is very fundamental for understanding and calculating return on investment,
credit contracts, interests on savings and inflation. The study identifies the financial
behaviour that constitutes the individual financial capability in Addis Ababa Ethiopia. The
financial behaviours such as cash, saving, credit, investment behaviours and behaviours that
enhance individuals to use wide range of financial services for one’s own benefit. The study
investigates the financial attitude of individuals that might drive them to use financial
products, services and commands their financial behaviours.

Evidence suggests that individuals who lack financial knowledge and financial access are not
financially capable (Sherraden, 2013a). Individuals need financial knowledge, skills and
financial inclusion in order to become financially capable.

The study was undertaken to find answer for the research questions such as; (1) what is the
level of individual’s financial Knowledge in Addis Ababa Ethiopia? (2) What does the
individual’s financial behaviour on investment, saving, credit looks like? (3) How well is an
individuals’ financial attitude? The overall objective is to examine the individual’s financial
capability in Addis Ababa, Ethiopia, and it identifies and addresses the issues in the same
topic of interest. The study has three specific objectives where the first is to measure the
individual’s financial knowledge. Besides, the second and the third specific objectives are to
examine financial behaviour and attitude respectively and three of them add up together and
work for the measurement of financial capability in Ethiopia which is the main objective. The
study uses the methodology that can measure the financial capability (financial knowledge,
behaviour and attitude) of individuals. Regarding sections of the study, section two deals with
review of related literature and section three presents research methodology applied to
conduct the study. Section four, on the other hand, deals with the results of analysis and
presentation. Section five, finally, presents conclusion and recommendation.

2. Literature Review

Financial capability refers to having sufficient financial knowledge (specifically knowledge
of financial products, services, institutions and concepts, financial skills and skills of
calculating interest payments), financial behaviours (behaviours like cash, saving, credit and
investment behaviours) and financial attitude (tendency towards financial practices).

The financial capability is ability to deal with day today financial matters and appropriate
management of money (Lusardi, 2011). It is ability of individual to take control and manage
finance (Taylor, 2011). It presented by financial knowledge, financial behaviour and financial
attitude. Financial knowledge is a product of financial education, learnings and experiences.
It is individuals understanding of financial aspects. Financial knowledge is measuring
understanding of concept of interest, inflation, saving, investment, credit, and risk
diversification (Khan et. al., 2017; Atkinson and Messy 2012; Sherraden, 2013a; World Bank
2014a).

The financial behaviour comprises of cash, saving, credit and investment behaviour of human
beings that are relevant to money management. Financial behaviours are behaviours of
human related to finance or a collection of an overt financial activities that are affected by
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individuals identity, needs, knowledge, skills, performance, achievement, individual
characteristics, significance and Psychological characteristics (Xiao, 2008; Bergner, 2011;
Garcia, 2013).

Financial attitude can be achieved through application of appropriate financial practices
acquired in knowledge domain. Financial attitude is a tendency toward action or financial
practice and deciding on the best after analysis, when making particular investment decision
(Eagly and Chaiken, 1993).

Empirical evidences has showed at financial knowledge and its application can enhance for
sound financial decision making and boost financial wellbeing of individuals(world Bank,
2014a; Atkinson and Messy 2012). Lack of financial knowledge and unappropriated financial
practices of financial knowledge leads vulnerable consumers for financial turmoil due to lack
of understanding of financial products and financial contracts (World Bank, 2014a; Atkinson
and Messy 2012).

3. Research Methodology

The main objective of this study is twofold. The first objective is to measure the score of
financial knowledge of individual households in Ethiopia. The Second objective is to
measure the financial behaviour of individual households in Ethiopia. The third objective is
to measure the financial attitude of individual household in Ethiopia. Over all it measures the
financial capability of individuals in Ethiopia (Addis Ababa). Below, we explain the
methodology and data that we use in our analysis.

In this study, the researcher employs fifteen measures of financial capability that are
categorized into three. These are measures of financial knowledge known as financial
knowledge score measures are six: (1) inflation (2) interest rate (3) compound interest (4)
Money illusion (5) Risk diversification (6) main purpose of insurance. The arithmetic sum of
correct responses of basic financial concepts (1-6) makes up financial knowledge score of
individual households. The financial behaviour measures also known as use of saving for
emergency funding are six: (1) Savings (2) Borrow from friends or relatives (3) Borrow from
working place or employer (4) Borrow from financial institution (5) Borrow from Private
informal lender (6)Other(selling assets, working more). The %age of adults that respond
“saving” in response to question: You need Birr 660 for emergency purpose, from which of
the following source can you avail the amount needed on spot? All variables related to
financial knowledge and behaviour come from survey of individuals, 2020, which was
conducted by the researcher. The measures of financial attitude are three (1) saving attitude (2)
spending attitude (3) investing attitude.

All data related to financial capability are collected through survey of individuals, which was
conducted by the researcher in 2020 using two stage cluster sampling. The primary sampling
unit is Addis Ababa City administration ten sub cities. The total of 100 individuals selected
randomly, 10 each from ten weredas in Addis Ababa, Ethiopia. The sample includes adults of
age above 18 years, all income and educational categories. The needed institutional data
collected from the National Bank of Ethiopia. The financial capability problems are identified
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using both the individual survey and institutional secondary data.
3. Results

A sample survey of 100 individuals, out of which 59(59%) male and 41(41%) female are
taken to study the financial capability of individuals in Addis Ababa, Ethiopia. The survey of
the adult’s financial knowledge shows that, in Ethiopia, 52% of individuals have basic
understanding of concept of simple interest (see table 1 below). This indicates that
approximately half of adults lack basic knowledge of simple interest.

Table 1. Understanding of Concept of Simple Interest

If you put Br.500 into a saving deposit at a bank with a fixed interest | Frequency | Percent
rate of 7% per annum. If it is the lump sum amount made at the end
and you have not withdrawn the money. What will be the amount of
your deposit at the end of the year 1?

Br. 505 10 10.0
Br. 525 20 20.0
Br. 535 52 52.0
The answer is not given. 18 18.0
Total 100 100.0

Source: Analysis of Survey result, 2020

In Ethiopia, 53% of adults have basic understanding about concept of compound interest (see
table 2). In contrast, the result shows that 47% of individuals do not know the concept of
compound interest (time value of money concept). Thus, this result implies that the
individuals can face a lot of barriers when they go for loan contracts and investments.

Table 2. Understanding of Concept of Compound Interest

If you put Br.500 into a saving deposit at a bank with a fixed interest | Frequency | Percent
rate of 7% per annum. If it is the lump sum amount made at the end
and you have not withdrawn the money. What will be the amount of
your deposit at the end of the year 6?

greater than Br.750 13 13.0
Br.750 53 53.0
Less than Br.750 21 21.0
the answer is not given (compound interest) 13 13.0
Total 100 100.0

Source: Analysis of Survey result, 2020

In Ethiopia, 21% of adults understand about the effect of inflation on the savings (see table 3).
On the other hand, 79 % of individuals do not know about the effect of inflation in saving.
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This indicates lack of financial knowledge which is useful for financial decision making like
saving, lending and investing.

Table 3. Understanding of effect of inflation on saving

If the price of the goods and services increases Frequency | Percent
steadily and with speed, it indicates high inflation

False 79 79.0
True 21 21.0
Total 100 100.0

Source: Analysis of Survey result, 2020

In Ethiopia, 30.2% of adults understand method of risk diversification and 69.8% of
individuals didn’t understand the method of risk diversification. (See table 4). This indicates
that only few people have the knowledge of risk diversification which is a very important
financial knowledge for making any kind of investment.

Table 4. Understanding of Method of risk diversification

Reducing risk is possible by investing in a single investment like | Frequency | Percent
shares, rather than diversifying in form of saving in bank, buying
bonds, and investing in real properties.

False 29 30.2
True 67 69.8
Total 96 100.0

Source: Analysis of Survey result, 2020

In Ethiopia, 19.2% of adults understand the main purpose of insurance (see table 5). This
shows that more than 80% of adults have no knowledge regarding the purpose of insurance.
In jurisdiction, there is a little awareness about the insurance products and their benefits. In
addition to lack of money as a fundamental problem for purchase of insurance, People
believe that purchase of insurance is like calling an accident and bad luck. This is due to low
level of financial knowledge. This indicates that individual intention towards making
sophisticated financial contract is low and poor financial decision making can be made.

Table 5. Understanding of Main Purpose of insurance

The main aim of insurance policy is to keep | Frequency | Percent
you protected from death.

False 19 19.2
True 80 80.8
Total 99 100.0
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Source: Analysis of Survey result, 2020
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The individuals having low financial knowledge are more exposed for adverse selection and
moral hazard problems, in circumstances in which the economy is operating under recession
and depression. Financial knowledge is fundamental to understand complex contracts in order
to resolve such problem.

In Ethiopia, 59.2% of adults understand about the concept of money illusion (see table 6).
This shows that the individuals understanding of money purchasing power be affected by 14%
prevailing inflation of the nation is good. In other word, 40% of individuals didn’t understand
about the concept of money illusion.

Table 6. Understanding of decisiveness of money or cash

It is assumed that you have Birr 1000,000 today. If you do not | Frequency | Percent
invest into or save in bank account you will have the same amount
in next year, under consideration of Ethiopian economy.

False 58 59.2
True 40 40.8
Total 98 100.0

Source: Analysis of Survey result, 2020

Individuals are asked, you need Birr 660 for emergency purpose, from which of the following
source can you get the amount needed on spot. The analysis of individual financial behavior
indicates the following results.

Analysis of financial Behavior of individuals

Others (selling asset holdings)

Borrow financial informal lenders

Borrow from financial Institutions(Banks, MFls, Credit
Unions)

Borrow from work place

N
|
d
[R—
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4.

27
27

BOT’I’OW frOm frl‘e nds ﬁ
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M Year, 2020(%) ™ Year, 2020(frequency)

Figure 1. Analysis of financial Behavior of individuals

Source: Analysis of Survey result, 2020
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The finding shows that only 14% of individuals can get emergency fund from their personal
savings. This indicates that individual’s dependence on their personal saving at time of
emergency is very low in Ethiopia. On the other hand, 43% reported that they borrow from
friends (Figure 1). And, this indicates that borrowing from friends at the time of emergency is
the most predominant source of funds for individuals in Ethiopia. The 27% and 8%
respondents reported that they borrow from workplace and informal money lenders
respectively. Therefore, this implies that in Ethiopia, there is still large room for informal
money lenders, regardless of the government’s control. On the other hand, only 4% of
individuals reported that they borrow from financial institutions and this shows the existence
of huge credit exclusion in Ethiopia. Finally 4% reported that the other sources such as
selling of their asset holdings for purpose of emergency fund. And this shows that individuals
lose their precious assets at the time of emergency, even if they need fewer amounts of cash
than the value of the asset placed for sales.
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In Ethiopia, 65% of adults do not save money (see table 7). When individuals earn money
they immediately spend it for consumption purpose which implies low attitude towards
saving and high attitude for consumption.

Table 7. Analysis of financial attitude of individuals

You got Birr 10,000 today and you may spend it for consumption, if that | Frequency | %
is true, You don’t care about tomorrow, tomorrow care about itself.

No 35 35.0
Yes 65 65.0
Total 100 100.0

Source: Analysis of Survey result, 2020

In Ethiopia, 63% of adults spend money immediately (see table 8). Individuals believe that
money is given for consumption or spending rather than saving. Perhaps this behavior
appears to be emanated from low income living and lack of self-control. This indicates the
attitude towards consumption is high and saving is low

Table 8. Analysis of financial attitude of individuals

You got Birr 10,000 today and you may spend it for consumption, if Frequency %
that is true, Money is given for you to spend it, rather than save it.

No 37 37.0
Yes 63 63.0
Total 100 | 100.0

Source: Analysis of Survey result, 2020

In Ethiopia, 56% of adults do not save for investment (see table 9). This shows that more than
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half of adults did not understand that saving is very crucial for future investment. Rather the
attitude of individuals is to spend money for consumption purpose. This indicates that the
attitude towards long-term investment is low and spending is high.

Table 9. Analysis of financial attitude of individuals

You got Birr 10,000 today and you may spend it for consumption, if | Frequency | %
that is true, You satisfy in spending money today than saving it for

long-term.

No 44 44.0
Yes 56 56.0
Total 100 100.0

Source: Analysis of Survey result, 2020

5. Conclusion and Recommendations
5.1 Conclusion

The study focused on three specific objectives where the first objective is to measure the
individual’s financial knowledge in Addis Ababa, Ethiopia. The second objective, on the
other hand, is to evaluate the individual’s financial behaviour in the study area. At last, the
third objective is to investigate the individual’s financial attitude in Ethiopia. The
investigation of the financial knowledge of individuals find that 52% and 53% of individuals
can understand the concept of simple and compound interest respectively, whereas 21% know
about the inflation’s impact on the savings, and 30.2% of individuals understand risk
diversification concept. Individuals’ financial knowledge is very critical for financial decision
making and financial matters. However, the findings show that financial knowledge is very
low in Addis Ababa, Ethiopia. Regarding the financial behaviour of individuals, only 12% of
adults can cover emergency need of cash from their personal savings, whereas 43% of adults
get emergency loan from friends and relatives, and 29% of individual’s loan from work place.
These show that the financial behavior of individuals such as saving, credit and investment
behaviors are weak in Addis Ababa, Ethiopia. This indicates that they are vulnerable at the
event of shocks and not resilient at time of shock.

The financial attitude of individuals shows that 65% of individuals tend to not to save money
and 63% of adults enjoy spending money and 56% tend to not save money for long-term or
short-term investment. These show that the individual’s financial attitude is very weak in in
the study area and the tendency of individuals towards action or financial practice is also very
low. Thus, this attitude may force majority of individuals to live at or below poverty line.

5.2 Recommendation

The financial education for pupils through well-designed curriculum is believed to enhance
the financial knowledge. The regular non-formal education about financial concepts via
national media in form of advertising and entertainment can be used as a good intervention
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measures for old aged people. Providing of trainings and teachable activities via social media
and making financial literacy program as one of plan and taking initiative by the National
Bank of Ethiopia can tend to minimize problems and enhance individual’s wellbeing.
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