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Abstract

The purpose of this study is to assess the liquidity in Ethiopian insurance companies. In this
study, fifty employees and five general managers of the companies were involved. The major
instruments used in this study were questionnaire, interview and document analysis and the
study is conduct descriptive technique for data analysis. The questionnaires were administered
for both employees and the managers. The questionnaire contained 15 items both open and
closed ended questions to consolidate the information obtained from it. A key finding related to
liquidity management, the majority of respondents responded that there is a gap in liquidity
management processes. Additionally, the study includes secondary data and has conduct
different ratio to assess the liquidity of insurance company in Ethiopian like current ratio, quick
ratio and cash ratio. Based on the results of the study, the researcher recommended possible
solutions regarding the liquidity management process in selected Ethiopian insurance

companies
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CHAPTER ONE

INTRODUCTION

1.1. Background of the study
Insurance is a social device for spreading the chance of financial loss among a large number of

people. Its primary function to act as a risk transfer mechanism; that is, to transfer a risk from
one person, the insured to the insurer. Transferring the risk, by smaller cost of premium, provides
a form of financial security and peace of mind for the insured. Since insurance is based on the
law of large number of homogeneous units; the insurer is able to make predictions of possible
loss, calculate their probable losses and establish the rates for premiums. The premium collected
must be large enough in total to meet losses in any pool, to cover operating expenses and provide
an element of profit for the insurer (Ibrahim, 2013). Insurance companies provide unique
financial services to the growth and development of every economy. In Ethiopia, the business of
insurance plays significant intermediary roles in terms of risk transferring, enhancing private
investment, creation of job opportunities and ensuring various development related projects. For
insurance companies to be sustainable in the competitive globalized environment, earning profit
is a pre requisite. In the absence of profit, insurers can’t attract outside capital so as to meet their

objectives.

The profitability of insurance companies can be affected by a number of factors such as age, size,
leverage ratio, premium growth, capital growth, tangibility ratio, liquidity ratio, loss ratio, market
share, GDP growth and inflation rate. Some of these factors might have a positive impact on the
insurers’ profitability while others faced by the insurance sector pertain to the low demand
conditions, intense competition in the sector, low product innovations and use of technology, and
poor delivery of service (University of Oslo, 2014; Nile insurance company s.c. (2016)).
Liquidity indicates the extent of debt payable in one year. This payment will be arranged from
available funds in hand or conveniently cash convertible assets. This was calculated by existing

assets to existing liabilities. This indicates capacity to transfer an asset to currency conveniently.
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More liquidity will facilitate company to face unforeseen events and to manage its responsibility

during operational activities of minimum profits (Liargovas and Skandalis, 2008).

Liquidity as Das et.al (2003) described, since the frequency, severity and timing of insurance
claims or benefits is uncertain, insurers need to plan their liquidity carefully. The indicator for
life and non-life is the ratio of liquid asset to current liabilities. All liabilities with maturity
shorter than one year, including insurance product liabilities under which policyholders are able
to surrender the policy and receive cash payment (Das et.al. 2003).

Liquidity risk is a financial risk that arises due to insufficient liquid asset to meet operational
obligation. The availability of funds is necessary for insurance companies so that cash out flow
commitments both on and off balance sheet. These commitments are usually met by assets
readily convertible to cash or through the capacity to borrow. The liquidity risk for insurance
companies is the risk of going illiquid i.e. shortage of availability of funds (Vaughan and
Vaughan, 2007).

One of the building elements of a healthy effective financial position is managing liquidity
Ethiopian insurance companies are expected to establish a liquidity risk management program
that clearly specifies the assessment and planning of potential future liquidity risk that is
prospectively supervised by the National Bank of Ethiopia.

Insurance companies should ensure the presence of adequate cash availability that meets the
potential cash out flows so that short term liabilities such as outstanding claims do not have to be
funded with long term assets. Even though the particular of liquidity management differ among
companies the development and implementation of liquidity management program policies and
procedure is mandatory step in ensuring the financial stability and health of insurance companies

in Ethiopia.

1.2. Statement of the Problem
Insurance sector plays a crucial role in economic development not just at a macroeconomic level

but also in terms of the activities of individual and business (UNCTAD, 2007). Insurance is the



equitable transfer of risk or loss, from one entity to another in exchange for payment referred to
as premium. The contract entered into by the insurer (company selling insurance) and the insured
IS meant to protect the insured against unexpected risks. The insurer undertakes to indemnify the
insured when loss is incurred, as long as the loss falls under the terms of the contract that was

signed by both the insurer and the insured (Ngwili 2013).

According to Bhunia (2010) cited in Ngwili (2013), liquidity plays a significant role in a
successful functioning of a business firm. A firm should ensure that it does not suffer from lack -
of or excess liquidity to meet its short term compulsions. A study of liquidity is of major
importance to both the internal and external analyst because of its close relationship with day-to

day operations of a business.

According to Brealey (2012) cited in Ngwili (2013), liquidity can be expressed in terms of
liquidity ratios namely current ratio, quick (acid test) ratio and cash ratio. Current ratio is the
ratio of the current assets to the current liabilities and it measures the margin of liquidity. Quick
(acid test) measures a company’s ability to meet its short-term obligations with its most liquid
assets thereby excluding inventories. Quick liquidity ratio is the total amount of the company’s
quick assets divided by the sum of its net liabilities and its reinsurance liabilities. The quick
liquidity ratio shows the amount of liquid assets an insurance company can tap into on short
notice (Kagan, 2018). Cash ratio is the ratio of a company's total cash and cash equivalents to its
current liabilities. The cash ratio is most commonly used as a measure of company liquidity.

Moreover, one should try neither to maximize nor minimize the liquidity ratios; one should try to
optimize them in relation to the objective, which in case of a commercial company is
probably the maximization of profit on capital employed. The lower the liquidity ratios
are, the more vulnerable the company is to pressure from creditors which it unable to
meet and vice versa. Therefore, one should seek to have as little working capital as is

consistent with not being unduly vulnerable to pressure from creditors (Ngwili 2013).

Good liquidity helps an insurance company to meet policyholder’s obligations promptly. An
insurer’s liquidity depends upon the degree to which it can satisfy its financial obligations by
holding cash and investments that are sound, diversified and liquid or through operating cash

flows. A high degree of liquidity enables an insurer to meet the unexpected cash requirements



without untimely sale of investments, which may result in substantial realized losses due to
temporary market conditions and/or tax consequences (CARE Rating, 2016). Liquid
assets/Technical Reserves as well as Liquid assets/Current Liabilities can be used as a measure

of liquidity for insurance companies.

In Ethiopia, the insurance market is dominated by General Insurance business and share of life
Insurance is very low. It is also characterized by stiff competition; companies are ambitious to
increase their sales volume and customer base, which often causes aggressive pricing policy that
led to an unhealthy spiral of premium cutting. Despite the existence of high competition, the
product range in the market is limited, premium setting is based on outdated methods and there is
lack of risk assessment methodologies. Besides, very little effort has been made by companies
towards technology supported and efficient service delivery methods (NIC Annual report, 2016;
Hailu, (2007). Though the insurance sector experience challenges, this study’s concern is
liquidity position of insurance sector through assessing the liquidity strategies and objectives
predominantly used in each insurance sectors. The liquidity position will be assessed through
liquidity ratios. In addition, this study was also intend to describe the major strategies or course

of action that the insurance companies takes in order to avoid the liquidity risks.

Therefore considering the above discussions and lack of sufficient studies concerning liquidity of
Ethiopian insurance companies, this study focuses on assessing liquidity of selected insurance
companies in Ethiopia.

1.3-Research questions
The purpose of this study is to assess the liquidity of insurance companies and to give

appropriate answer for the following basic questions.

1 What kinds of liquidity strategies and objectives predominantly used in selected insurance
companies of Ethiopia?

2. What is the current liquidity status of selected insurance companies in Ethiopia?

3. What measures are taken to avoid liquidity risks by selected insurance companies while it

exists?



1.4- Objective of the Study

1.4.1- General objective
The general objective of this study is to assess the liquidity of the selected insurance companies

in Ethiopia.

1.4.2-Specific objectives
The study has also the following specific objectives;

o To identify the liquidity strategies and objectives predominantly used in each selected
insurance sectors.

o To measure the current liquidity position of selected insurance companies in Ethiopia.

o To describe the major strategies or course of action that each insurance company takes in

order to avoid the liquidity risks.

1.5. Significance of the study
It was supposed that the study would give insight about the liquidity status of the five selected

Insurance companies (Nib, Oromia, Wegagen, Debub global and Abyssinia insurance
companies) of Ethiopia. Further, the study would increase the researcher’s knowledge of
empirical as well as theoretical levels. Finally, the study might have a significant contribution to

future researchers who need to conduct a study in this and related fields.

1.6. Scope of the study
This paper was confined in assessing the liquidity of selected Ethiopian insurance companies.

Even though liquidity study shall better embody the whole insurance companies, due to
economic and time constraints this study considered Nib, Oromia, Wegagen, Debub Global and

Abyssinia insurance companies only.

1.7. Organization of the study
This study is organized in five chapters. The first chapter presents the introductory parts,

including statement of the problems, research questions, objective of the study, significance of
the study, and scope of the study. The related literature is reviewed in the second chapter. In the
third chapter, the research methodology including the method that will be adopted and
techniques that is used in data collection and analysis is offered. Consequently, the fourth chapter
is discussed the results and analysis of the findings of the study. Finally, the fifth chapter had

presents the conclusions and recommendations based on findings.



CHAPTER TWO

LITERATURE REVIEW

2.1. Theoretical literature review

2.1.1. Meaning of Insurance

Insurance is a social device for spreading the chance of financial loss among a large number of
people. Its primary function is to act as a risk transfer mechanism; that is, to transfer a risk from
one person, the insured to the insurer. Transferring the risk, by smaller cost of premium, provides
a form of financial security and peace of mind for the insured. Since insurance is based on the
law of large number of homogeneous units; the insurer is able to make predictions of possible
loss, calculate their probable losses and establish the rates for premiums. The premium collected
must be large enough in total to meet losses in any pool, to cover operating expenses and provide
an element of profit for the insurer (lbrahim, 2013). The term insurance could be defined in
distinct dimension, one can define it in general context and the other might define in legal
context. According to Pitchett, et.al. (1996) and referred by Hailu (2007), insurance is a social
device, in which a group of individuals (called “insured”) transfer risk to another party (called
the “insurer”) in order to combine loss experiences, which permits statistical prediction of losses
and provides for payment of losses from fund contributed (premiums) by all members who
transferred risk. In legal aspect, insurance is defines as “a contract whereby a person called the
insurer undertakes against payment of one or more premiums to pay to a person, called the

beneficiary a sum of money where a specific risk materialized” (The Commercial Code of

Empire of Ethiopia, 1960).

2.1.2 Importance of Insurance
A number of studies show that there exists a relationship between insurance market activity and

economic growth. As Ansari (2011) referred Skipper (1997) Insurance activity may contribute to



economic growth by improving the financial system functions, both as a provider of risk transfer
and indemnification and as institutional investor, in the following ways;

- Promoting financial stability,

- Minimize the risk of trading and investment

- Facilitating trade and commerce,

- Mobilize domestic savings,

- Allowing different risks to be managed more efficiently by encouraging the accumulation of
new capital,

- Fostering more efficient allocation of domestic capital,

- Helping to reduce or mitigate losses and etc...

2.1.3 Liquidity
As Das et.al. (2003) described, liquidity is measured by using different mechanisms. The

indicator for life and non-life is the ratio of liquid asset to current liabilities. All liabilities with
maturity shorter than one year, including insurance product liabilities under which policyholders
are able to surrender the policy and receive cash payment (Das et.al., 2003). Liquidity refers to
the solvency of the firms over all financial position there as with which can pay its bills.
The three basic measures of liquidity are:

> Net working capital

» The current ratio

» Quick (acid-test) ratio
Liquidity ratio has two parts, current ratio and quick ratio. Current ratio is the measure or
expresses the relationship between firm’s current assets and its current liability, and it is
calculated as current assets divided by the current liability. The result shows the liquidity
position of the firm.
Too high current ratio indicates the firms holding of excessive current asset. Too low current
ratio indicates poor ability to satisfy short term obligation or liability. A current ratio of 2.0 is
occasionally cited as acceptable but, a value depends on the industry in which the firm operates
reference (Pandey, 2005, p67). Current ratio measures short-term solvency of the firm. High
ratio indicates good liquidity position, increase in current liabilities faster than current assets

indicates to the firm a bad liquid position that means the firm unable to meet its liability when



comes due. Quick ratio is also called Acid-test ratio, it is the strength test of liquidity, it is
calculated by dividing the firm’s current asset by current liabilities;
Quick ratio= Current asset

Current liabilities.
A quick of 1.0 or great is occasionally recommended, but an acceptable value depends largely on
the industry. Excessive liquidity reduces a firm’s risk of being unable to satisfy short-term
obligation as they come due, but sacrifices profitability, because; current assets are less
profitable than fixed assets. Current liabilities are less expensive financing sources than long-
term funds. Quick ratio measures the ability to pay of its short-term obligation without relying on
the sale of inventory. The higher the ratio, the higher the firm’s liquidity position.
The liquidity ratios considered by CARE (Credit Analysis & Research) rating are shown in the
table below;

Ratio Formula Significance in Analysis

Technical reserves are reserves created to take care
o . of ‘expected’ claims that may arise. While an insurer
Liquid assets vis- o
L ) L . may not be expected to maintain liquid assets equal
a-vis technical Liquid assets/Technical Reserves , . . o
to technical reserves, a higher proportion of liquid
reserves . . .
assets would help the insurer in taking care of these
‘expected’ claims.
This ratio indicates an insurer’s ahility to settle its

o current liabilities without prematurely selling long
Liquid assets/Current

Current Liquidity Liabilities

term investments or to borrow money. If this ratio is
less than one, then the insurer’s liquidity becomes
sensitive to the cash flow from premium collections

Source: (Credit Analysis & Research (CARE rating), 2016)

2.1.4-liquidity theories
There is a plenty of theories that dwell on liquidity and performance. These theories include

liquidity preference theory, financial intermediation theory, securitization theory, commercial

loan theory (also known as real bill doctrine), shift ability theory and anticipated income theory.
(a) Liquidity Preference Theory

As cited in Ngwili (2016), Keynes (1936) was the first to develop the concept of liquidity in his

book. The General Theory of Employment Interest and Money to explain determination of the

interest rate by the supply and demand for money. Liquidity preference refers to the demand for

money, considered as liquidity. The idea that investors demand a premium for securities with
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longer maturities, entail greater risk, because they would prefer to hold cash, which entails less
risk. The more liquid an investment, the easier it is to sell quickly for its full value. Because
interest rates are more volatile in the short term, the premium on short versus medium-term
securities will be greater than the premium on medium- versus long-term securities. For
example, a three-year Treasury note might pay 1% interest, a 10-year treasury note might pay

3% interest and a 30-year treasury bond might pay 4% interest.

(b) Financial Intermediation Theory
Financial intermediation is basically a mediatory service performed by insurances by linking
economic agents with surplus funds and economic units with deficit funds. This is critical in
capital formation for real investment (Allen & Santomero, 1998), reduction of informational
asymmetries (Scholten & Wensveen, 2003). Intermediation provides insurances with the
capacity to mobilize deposit and provide credit (Diamond, 1984).

(c) Commercial Loan Theory
The essence of the theory is that short term loans are preferred by insurance companies as they
will be repaid from the proceeds of transactions they facilitate and finance. A proposition that
has been immensely subjected to criticism Dodds (1982) and Nwankwo (1992).

(d) Shift Ability Theory

The shift ability theory is premised on the argument that liquidity is a function of their capacity
to acquire assets that are convertible or marketable to other lenders or investors should there be
imminent need for cash. Noting that the insurance company assets should be marketable to the
other financial institutions at discounted values. Thus this theory recognizes marketability or
transferability of insurance companies asset is a basis for ensuring liquidity.

(e). Liability/Liquidity Management Theory

Liquidity management theory according to Dodds (1982) is a strategic plan on the acquisition
funds from depositors and other creditors, and the determination of an appropriate (term based)
mix of such funds for a particular insurance company. It focuses on the liability side balance
sheet on the ground that supplementary liquidity could be derived from the liabilities of a

company. Nwankwo (1992) supports this position by arguing that given company’s capacity to



purchase all requisite funds, it is inappropriate to have liquidity on the asset side (liquid asset) of

the statement of financial position.
(F). Anticipated Income Theory

This theory holds management of liquidity can be enhanced by adequate phasing and structuring
of the loan commitments to the customers. According to Nzotta (1997) the theory focuses on the
earning capacity and borrowers’ credit worthiness as the ultimate guarantee for liquidity
adequacy. It drives transactions in self-liquidating commitments (Nwankwo, 1991); and

encourages the adoption of ladder effects in investment portfolio of the companies (Ibe, 2013).

2.2. Empirical Studies
Many researchers have studied liquidity from different views and in different environment. A
study conducted by (Eljelly, 2004) indicated that efficient liquidity management involves
planning and controlling, current assets and current liabilities in such a manner they eliminates
the inability to meet due short term obligation and a voids excessive investment in these asset.
The relation between profitability and liquidity was examined as measured by current ratio and
cash conversion cycle on a sample of joint stock companies in save; The study found the cash
conversion cycle was more important as a measure of liquidity than current ratio that affects
profitability. It is found to have significant effect on profitability as the industrial level. The
results were stable and have important implication for liquidity management in various saved;
companies. First it is clear that there is a negative relationship between profitability and liquidity
indicator such as current ratio and cash gap in the saved; sample examines second the study also
revealed that great variation among industries with respect to the significant measure of liquidity.
Deloof (2003) discussed that most firms had a loss amount of can in working capital. It can
therefore be expected that the way in which working capital is managed will have a significant
impact on profitability of this firms wing correlation and regression tests. On the basis of their
results be subsists that mangers could create value for their shareholders by reducing the number

of day account receivables and inventories are a notable minimum.

Mohammed, (2014) concluded that there is a relationship between liquidity and profitability of
insurance companies in some selected insurance companies of Ethiopia. The QR ratio takes into

account short-term investment and assets which are more liquid. Striving to maintain financial

10



liquidity on a high level indicates keeping a large share of current assets, especially cash.
Companies with more liquid assets are less likely to fail because they can realize cash even in
difficulty situations. In addition, there is a negative but significant relationship between leverage
ratio and ROA in insurance companies. This means that insurance companies are able to manage
their economic exposure to unexpected losses. Moreover, this study concludes that there is a
positive relationship between log of net premiums and ROA in insurance companies. Therefore
the study concludes that liquidity level influences profitability of insurance companies. Further,
the study sought to establish the relationship between liquidity ration and profitability of
Insurance companies in Ethiopia. The study concludes that a significant but negative relationship

exists between liquidity ration and profitability (Mohammed, G. 2014).
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CHAPTER THREE

RESEARCH METHODOLOGY

3.1 INTRODUCTION
This chapter highlights about the research methodology of the study and comprises research

approach, research design, target population and sampling unit, sampling design and sample size,

and data analysis.

3.2-Research Approach
The aim of this research is to assess the liquidity of selected Ethiopian insurance company.

Therefore, in order to achieve the aforementioned objective, the researcher employed both
qualitative and quantitative research approach. That is to mean the researcher used both

quantitative and qualitative data in this study.

3.3. Research design
According to Durrheim (2004) research design is a strategic framework for action that serves as

a bridge between research questions and the execution, or implementation of the research
strategy. The purpose of this study is to investigate and assess the liquidity of Ethiopian
insurance companies. To achieve the stated objective, this research was adopted a descriptive
research design. Because it provides an opportunity of collecting data from manager and
employees of each insurance company and also it attempts to describe systematically a situation,

problem, service or provide information toward an issue.

3.4. Data Type and Source
As indicated above, in this study, the researcher employed both qualitative and quantitative data.

Since, using both types of data is vital to offset the limitations inherent with one method with the
strength of other method (Creswell, 2003). The study had used both primary and secondary data
sources to get consolidated data so as to reach on concrete findings. As part of primary sources
data are also obtained from key informants. The secondary data was obtained from the

company’s balance sheet through document analysis.
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3.5. Data Collection Instruments
The researcher used both close and open ended questionnaires for employees and interviews for

managers of selected insurance companies. In addition, the secondary data was obtained from the

company’s balance sheet and through questionnaires.

3.6. Target population
The target population/sampling frames in this study were insurance companies found in Ethiopia.

3.7. Sample size and Sampling technique
Among Ethiopian insurance companies, this study selected in five selected insurance companies.

The five insurance companies are Nib insurance company, Oromia insurance company,
Wegagen insurance company, Debub global insurance company and Abyssinia insurance
company and from a total population of 155 the study have taken 55 populations as a sample
including 5 managers and 50 employees from the selected insurance companies by using
purposive sampling technique. Out of 55 participants 50 were properly filled and returned the
questionnaire. The researcher used purposive sampling techniques due to their ease of access to
the researcher. The researcher would have been interested if he had used only secondary data like
balance sheet and income statement of the above mentioned insurance companies. However, the
researcher used primary data in detail due lack of interest of the administrative bodies of these
insurance companies to show the secondary data and to triangulate secondary data with the

primary one.

3.8. Method of data analysis
Once the data was collected from primary and secondary sources, it was analyzed through

various techniques. First, the collected data was arranged in the manner that would make it easy
for analysis. Secondly, the arranged data was analyzed and interpreted using different statistical

tools like, tables and percentages.
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CHAPTER FOUR

DATA ANALYSIS AND INTERPRETATION
In this chapter, the data collected using the procedures discussed in detail in the previous chapter

were presented and summarized to find the results of the study. Once the results have been
summarized and reported then those findings have been discussed and interpreted in detail.

Background

For the primary data collected using the questionnaire a sample of five managers, one from each
of the five selected insurance companies. Although the study is not particularly about the
characteristics of the employees themselves, the characteristics of insurances itself is reflected on
the employees and they can explain the practices and challenges of insurances. Hence a group of
experts in the area of liquidity were selected out from the insurance institution. In the following

pages, the liquidity of the selected insurance companies of Ethiopia was discussed.
4.1. Results for primary data
Liquidity Identification

1. Liquidities are easily identified and prioritized in the insurance companies

The first section of the questionnaire contains statements on liquidity identification for which the
respondents were asked to give their opinion on the process practiced in the five insurance
companies of Ethiopia. As stated in the literature review, liquidity identification is the first
activity in the liquidity management process. In that order these issues were raised first in the
questionnaire and the first report of the results in this research begins with the liquidity

identification issues.

Table 1: Descriptive Statistics for liquidity Identification
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No Name of insurance companies Liquidity level
1 Nib 3.4
2 Oromia 3.5
3 Wegagen 3.4
4 Debub global 3.6
5 Abyssinia 3.5

As it is clearly stated in table one, in response for statement one which states that liquidities are
easily identified and prioritized in the insurance companies of Ethiopia, an average score of 3.53
was obtained in a scale of 1 to 5, 1 being the scale for strong disagreement and 5 for strong
agreement. This shows that on average the respondents fairly agree that liquidities are easily
identified. The overall result for the liquidity identification process in Ethiopian insurance
companies is 3.48 which can be approximated to an agreeable level. This implies that there is an
above average efficiency in liquidity identification process in the insurance companies of

Ethiopia.

Table 2: Liquidities are easily identification and prioritization

insurance companies

No | Question items Response
SA | A D SD
1 | Liquidities are easily identified and prioritized in the 2 24 |14

Keys: SA=strongly agree, S = agree, N=uncertain, D = disagree, SD = strongly disagree

As it is indicated in table two, only two respondents are agreed with the simplicity of identifying
liquidity in Ethiopian insurance companies. Ten of them (20%) are neutral. Twenty four of the

respondents (48%) disagreed with the simplicity liquidity identification. The rest fourteen (28%)
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respondents strongly disagreed on liquidity identification simplicities. This indicates that there is

difficulty in identifying and prioritizing liquidities in insurance companies.

Table 3: frequency and regularity of liquidity identification

No | Question items Response

SA|A |[N/D |[SD

1 11 39
Liquidity identification process is undertaken frequently

and regularly

Keys: SA=strongly agree, S = agree, N=uncertain, D = disagree, SD = strongly disagree

Table three indicates frequency and regularity of liquidity identification process. As indicated in
the table, eleven or 22% of the respondents are agreed that liquidity identification process is
undertaken frequently and regularly. All the rest respondents (78%) strongly disagreed with
frequency and regularity of liquidity identification process in Ethiopian insurance companies.
Thus, it is possible to infer that liquidity is identification process is not undertaken regularly and
frequently.

Table 4: Regular follow up of grass root level activities

No | Question items Response

SA|A |[N/D |[SD

1 | Thereis a regular follow up of grass root level activities in 2 |5]17 |26
order to identify liquidity

Keys: SA=strongly agree, S = agree, N=uncertain, D = disagree, SD = strongly disagree

As indicated in table four, the majority 52% and 34% of the respondents strongly disagreed and
disagree with the regular follow up of grass root level in order to identify liquidity in insurance
companies of Ethiopia. Five or 10% respondents are neutral and only two individuals agreed

with the presence of regular follow up at a grass root level in Ethiopian insurance companies.
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From this data, it could be inferred that there is no regular follow up of grass root level activities

in order to identify liquidities.

Table 5: Staffs’ responsibilities

No | Question items Response

SA|A |[N/D |[SD

1 1 |19|5|13 |12
All staffs are responsible for identifying the liquidity

which are facing insurance companies

Keys: SA=strongly agree, S = agree, N=uncertain, D = disagree, SD = strongly disagree

Table five indicates the staffs’ responsibility of identifying liquidity that faces the insurance
company. As indicated above, twelve or 24% respondents strongly disagreed with the concept-
all staffs are responsible for identifying the liquidity which are facing in selected insurance
companies in Ethiopia. Another thirteen/ 26% respondents agreed with this concept as well. Five
respondents remained neutral. However, nineteen/ 38% respondents are agreed with staff
responsibility to liquidity identification and only one responder strongly agreed. This implies that
there is no common understanding among staffs regarding their responsibility of identifying

liquidity of insurance company.

Table 6: Staffs responsibility for liquidity analysis, evaluation and treatment

No | Question items Response

SA|A |[N/D |[SD

All staffs are responsible for liquidity analysis, evaluation

and treatment in insurance companies

Keys: SA=strongly agree, S = agree, N=uncertain, D = disagree, SD = strongly disagree
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As indicated on the above table, the majority of respondents (32 out of 50) or 64% of the
respondents strongly disagree with the concept that says all staffs are responsible for liquidity
analysis, evaluation and treatment insurance companies. In addition, ten respondents disagree
whereas six respondents remain neutral. On the other hand, one and another one respondents
strongly agree and agree respectively regarding the concept. This indicates that the vast majority
84% of respondents perceive that liquidity analysis, evaluation and treatment are not the

responsibility of all staffs in insurance company.

In fact, in liquidity management process, the next basic activities after determining or identifying
the liquidity is to analyze, evaluate and treat liquidity. Though the main focus of this research is
not on these issues it is important to get the foundations right. As a result, the researcher asked
two basic questions that are important to shed light on how the process is conducted and what
results these processes have delivered in selected insurance companies of Ethiopia. The question
in this context is whether the liquidities the bank faces are assessed in terms of occurrence
likelihood. An assessment of liquidity is the determination of the value of liquidity management
related to a recognized threat. As such the quantification of those threats by itself is not enough
in making managerial decisions based on them unless they include the likelihood of occurrence.
Since liquidity and return are two very related and interconnected phenomena, the decision made
toward a situation of liquidity with lower occurrence likelihood and a high liquidity with high

likelihood of occurrence would not be the same.
Liquidity Risk Analysis, Evaluation and Treatment

In the following section, the data regarding the liquidity analysis, evaluation and treatment were

presented and analyzed.

Table 7: Liquidity Risk Analysis, Evaluation and Treatment

No | Question items Response

SA|A |[N/D |[SD

In the last few years the level of liquidity faced by the

selected insurance companies in Ethiopia has decreased
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Monitoring the effectiveness of liquidity management is

an integral part of routine management reporting.

Selected insurance companies of Ethiopia have the best

practice of liquidity management.

Selected insurance companies of Ethiopia liquidity
management strategies are efficient enough to manage

liquidity.

Selected insurance companies should have a better
procedure for managing liquidity risks than the one

being implemented

Keys: SA=strongly agree, S = agree, N= uncertain, D = disagree, SD = strongly disagree

As it is clearly indicated above, significant numbers of respondents (18/ 36%) disagreed with
decrement of liquidity’s which faces Ethiopian insurance companies in the last few years and
vast majority (24/ 48%) of them strongly disagreed with the point. Six respondents remained
neutral and the rest two agreed on the decreasing of liquidity problems in the targeted insurance
company. Thus, it could not be difficult to deduce that the liquidity problem is not decreasing in

the insurance company.

As it is indicated in in table seven, majority of respondents 8/ 16% and 15/ 30% agree and
strongly agree respectively with the second point which says monitoring the effectiveness of
liquidity management is an integral part of routine management reporting. And the rest 10 and 8
of respondents disagree and strongly disagree with the same concept whereas 10/ 20%
respondents remained neutral with monitoring effectiveness of liquidity management as integral

part of routine reporting. This indicates that there is no common understanding among
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employees regarding monitoring the effectiveness of liquidity management and making it an

integral part of routine reporting.

With regard to the third point which says the targeted insurance companies of Ethiopia have the
best practice of liquidity management, the vast majority of respondents (32/ 64%) agreed on the
presence of effective liquidity management those insurance companies. Effective liquidity
management requires a reporting and reviewing structure to ensure that liquidities are effectively
identified and assessed and that appropriate controls and responses are in place. Changes in the
organization and the environment in which it operates must be identified and appropriate
changes should be made to liquidity management procedures. It is one of the focuses this
research that monitoring the effectiveness of liquidity management is an integral part of
management reporting. Although the management reporting includes a regular review of the
effectiveness of the liquidity management processes, as it appears these strategies have not been
found efficient enough to manage the liquidity’s faced by selected insurance companies of
Ethiopia. This result is substantiated by the lack of confidence for the statement that states the
opposite. Regarding the third point, 18(36%) of the respondents took a neutral position on
efficiency of liquidity management strategies of the selected insurance companies. And also
significant numbers of the respondents 12 and 11 (24%and 22%) took opposite sides agreeing
and disagreeing. The average result for this issue is 2.52 which is not a good number to conclude

that there are efficient strategies.

Concerning the fifth point that is selected insurance companies should have a better procedure
for managing risks than the one being implemented, the majority of the respondents 18 and 19
(36% and 38%) of the respondents strongly agreed and agreed. That is to mean, above the
average numbers of respondents agreed in selected insurance companies should have a better
procedure for managing liquidity than the one being implemented. 5 respondents or 10 % of the

respondents remained neutral. The rest 12 % of the respondents disagreed with the concept.

The Results for the Secondary Data

For the secondary data, the researcher prepared same questions to use them as a guide line to
review the documents. Then the researcher requested the managers for the cooperation.

Although the study is not particularly about the characteristics of the employees themselves, the
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characteristics of insurances itself is reflected on the employees and they can explain the
practices and challenges of insurances. Hence a group of experts in the area of liquidity
management were selected out from the insurance institution. In the following pages, the reports
were described very briefly. All the reports were from the liquidity balance sheet monthly reports
of the selected insurance companies of Ethiopia. The reports were prepared through reviewing
the liquidity balance sheet monthly reports of the selected insurance companies of Ethiopia. The
reports were gained on behalf of the company’s managers from the five insurance companies.

These five insurance companies are Nib, Oromia, Wegagen, Debub global and Abyssinia.
1. What does the average annual liquidity ratio during the last three years?
Liquidity Ratios

4.2.1 Current Ratio
This ratio is general and quick measure of liquidity of a firm. It represents the margin of safety or

cushion available to the creditors. It is an index of the firm’s financial stability. It is also an index
of technical solvency and an index of the strength of working paper. The year wise details about

the current ratio of the company are given in the table 4.1

Table 4.1 Current Ratio

Year 2016 | 2017 2018 AVG

Current ratio 1.98 2.33 1.85 2.05

Source: Financial statement of BGI Ethiopia S.C

From the above table the current ratios for the three years are highly fluctuating at high rate. The
lowest CR in sample years was 1.85 in 2018 and the highest CR was 2.33 in 2017 on an average
the CR of the company was 2.05. From this we conclude that the Ethiopian insurance company

has ability to meet its short term financial obligations.
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4.2.2 Quick Ratio (Acid Test)

The quick ratio is very useful in measuring the liquidity position of firm. It measures the firm’s
capacity to pay off current obligations immediately and is more rigorous test of liquidity than
current ratio. It is used as a complementary ratio to the current ratio. Liquid ratio is more
rigorous test of liquidity than the current ratio because it eliminates inventories and prepaid
expenses as a part of current assets. Usually high liquid ratios are indication that the firm is
liquid and has the ability to meet its current or liquid liabilities in time and on the other hand a
low liquidity ratio represents that the firm’s liquidity position is not good. As a convention,

generally, a quick ratio of one to one (1:1) is considered to be satisfactory.

Table 4.2 Quick Ratio

Year 2016 2017 | 2018 AVG

Quick ratio (QR) | 0.23 0.34 0.56 0.38

Source: Financial statement of Ethiopian insurance company

Table 4.2 gives clear picture about the quick ratio of the company for the periods of three years.
The lowest QR in sample years was 0.23 in 2016 and the highest QR was 0.56 in 2018. On
average the QR of the company was 0.38. From this we conclude that the QR of the company is
less than the standard (1.1)

4.2.3 Cash Ratio
The cash ratio is an indication of the firm’s ability to pay off its current liabilities if for some

reason immediate payment were demanded.

Table 4.3;: Cash Ratio

Year 2016 2017 2018 AVG

Cash ratio 0.02 0.09 0.04 0.05

Source: Financial statement of Ethiopian insurance company
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The table 4.3 explains the amount of cash ratio. The lowest cash ratio was 0.02 in 2016 and the
highest cash ratio was 0.4 in 2017. This indicates in 2017 the company was high ability to pay

immediate payment when demanded the others especially comport to 2016 performance.

3. What does average annual liquidity level in selected insurance companies for a period of
September 2018 look like?

The results for the secondary data were obtained from the five selected insurance companies of
Ethiopia on liquidity management. The selected companies’ liquidity balance sheets were the
sources of data. The data were available in a weekly format for the period of September 2020.
For analysis and convenience purpose the researcher had to summarize it in to a monthly report
by taking the average of the weekly figures of a given month. This summary incorporates data on
liquid assets, liability, and liquidity requirement. The results are summarized in the following

table.

Table 8: Average annualy Liquidity levels of selected insurance companies of Ethiopia for
the period September 2020

No Name of insurance companies Liquidity position
1 Nib 25%
2 Oromia 25%
3 Wegagen 24%
4 Debub global 25%
5 Abyssinia 26%

The liquidity requirement set by the governing body of Ethiopian insurance companies dictated
that all insurance companies should maintain a bucket of liquid assets equivalent to at least 25%
of their current liabilities. In the above table the liquidity requirement shows the 25% of the total

current liabilities of the five selected insurance companies at a given point of time. This is the
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minimum required amount of liquid assets. For most of the period under consideration maintain
enough liquidity assets that are above the required level. The assets and the liabilities show a

steady growth for most of the time.
Liquidity Position of the insurance companies of Ethiopia

25% of net current liabilities excess/deficiency (total liquidity requirement). The trend of the
movement of the two important variables is similar throughout the period under review. The
stock of liquid assets in each period is barely above the required level and it shows that it is
vulnerable for huge shocks. On the other hand, the cash holding is steady over the whole period
which is good because when the time comes when the liabilities have to paid off, the first quick
asset that can be used first is cash as the other liquid assets have to be converted to cash to be

used to settle commitments.

4.3. General Liquidity Risk Management Practices

The researcher interviewed the managers of the selected insurance companies to have general
picture of liquidity risk management practice. After conducting interview with the managers,
researcher boiled down the concepts together. According to the interview data regarding general
attributes of liquidity risk management practices in insurance companies, the insurance

company’s liquidity management practice looks like as follow:

1 The responsibility for risk management within selected insurance companies are well

understood

2 Ethiopian selected insurance companies are able to allocate appropriate resources in support of

risk management policy and practice.
3 Selected Ethiopian insurance companies risk management policy is made known to all staff.
4 The level of risk tolerance by insurance companies is high.

5 There is high level of resource commitment by insurance companies that could lead to high

liquidity risk exposure.
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6 The pace with which insurance companies are raising funds is high enough to cover the future

needs for payment and settlement.

7 Ethiopian insurance company’s Strategies to raise funds maintain efficiency and

competitiveness in the market.

8 Ethiopian insurance companies have the potential to recover in a short period of time if faced

with liquidity shortage.

9 There is well developed mitigation framework for liquidity risk in selected insurance
companies in Ethiopia

10 There were times when selected insurance company’s operations were disrupted due to

liquidity shortages.
4. In your opinion what are the challenges for managing liquidity risks?

4.4. Challenges for Liquidity Management

In managing liquidity, any risk for that matter, could have many obstacles or challenges in
achieving desired outcomes. Ethiopian insurance companies are no exception for this and thus
the challenges it could be facing in the near future in managing its liquidity has been explored in
the questions posed for the respondents. Accordingly, the following are the major challenges that
are likely to faces the insurance companies according to the respondents of the participants of

this research.

e The selected insurance companies are required to finance mega projects and make major
payments that are not yet made. So when the time comes due to make those major payments,
there may be liquidity shortfall.

e Raising sufficient funds to match the huge commitments that the bank has may be a challenge

in the near future after all the fund raising means are exhausted.

e The inability to fund its increasing asset and deterioration of asset quality, expansion of its

business
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¢ Resource allocation is not based on an incremental deposit.

RESULTS AND DISCUSSION

e Excessive growth and expansion that is underway now may lead to creation of loopholes that
can cause liquidity risks and managing them becomes harder and harder as the expansion

continues.

e Tougher competition and absence of secondary markets that might lead to deterioration of
funding sources as the competitors scramble the customer bases of the bank and the lack of the

secondary markets to raise funds would add to that problem.

e Failing to meet the increasing (investment) demands of public and private sector customers

(customers’ expectation) due to lack of sufficient liquidity

¢ Being state-owned bank, insurance company’s strategy highly depends on the nation’s strategy
(GTP) hence there may be a great disparity among the response options to manage the identified

risks and the need of the nation’s strategy.

26



CHAPTER FIVE

CONCLUSIONS AND RECOMMENDATIONS

This chapter presents the summarized form of the findings of this research and based on that
conclusion and recommendations are presented. The conclusions are based on the research
questions that were stated in the first chapter. These conclusions have led the researcher to

present her recommendations in order to have a sound liquidity risk management.

5.1 Conclusions

To begin with, the general objectives this research paper started to accomplish were to show the
practices and challenges of liquidity insurance companies of Ethiopia and to check whether these
practices were in accordance with international principles for liquidity management, spec. The
specific questions this paper intended to answer are:

1 What kinds of liquidity strategies and objectives predominantly used in selected insurance
companies of Ethiopia?

2. What is the current liquidity status of selected insurance companies in Ethiopia?

3. What measures are taken to avoid liquidity by selected insurance companies while it exists?

In this research, the researcher focused on the liquidity management process of selected
insurance company of Ethiopia. This is the result of increasing expansion and growth of the
insurance companies in Ethiopia. Both the government and the whole insurance companies in

Ethiopia have brought responsibilities and duties to be laid on it by the government.

The growth and transformation plan of the country is a very stretched and a demanding plan.
This has implications on the insurances in such a way that the management of liquidities and its
risks is not solely reliant on the risk identification and analysis procedures of the insurances
rather on meeting the government’s expectations. This has led to increasing commitments by the
companies and hence more vulnerability to risks. The liquidity identification and assessment
mechanisms that are laid out in the insurance companies to help identify liquidity are mostly
stress testing, gap analysis and ratio analysis. These are the commonly used practices in the
world to identify liquidity level and risks. Stress testing involves applying stress situations to the

27



model of liquidity management within the liquidity tolerance of the insurance companies and
checking how much of stress it can withstand. The gap analysis, in the other hand, involves
determining the future liquidity requirement and the expected liquidity position that could be had
and calculating the gap between the need and the possession of the liquidity. Ratio analysis is the
application of predetermined liquidity risk measurement ratios such as current assets to current

liability ratio and loan to deposit ratio to determine the level of liquidity.

Regarding the liquidity risk identification process, it is observed that risks are easily identified as
a regular undertaking of liquidity identification process. However, this process mainly focuses on
the major activities of the insurance companies and does not monitor the grass root level
activities. This would lead to an overlooking of important liquidity sources that are not easily
observed and cause major problems. It was found that focus is given to the liquidity level that are
identified easily, and this could be the result of focusing only on the bigger horizon and ignoring

the small things that could add up and become real risks.

Liquidity mitigation techniques are those techniques an institution implements to reduce or
avoid the liquidity that it has identified. In this line, it is observed that the major tool that is used
to mitigate liquidity is an extensive and aggressive deposit mobilization. One of the main reasons
for insurances to undergo an elaborate expansion process is to raise the huge funds required for
the massive commitments that it has entered into. The other tools used in mitigating liquidity risk
include: diversifying funding sources, putting in place sufficient back-up liquidity and
contingency plan, managing credit and operational risk that could lead to liquidity, intensive cash
and cash equivalent management, and managing loan concentrations. This leads us to the point
of whether the insurances are at its best liquidity management practice. The results show “No”.

Although there is a sound process for identifying, measuring, monitoring and controlling
liquidity, it is not the best that can be had. To this effect, most of the respondents believe that
there should be a better procedure that could lead to better risk management practices. Another
point that contributes to the increasing risks faced by the institutions to the lack of best practice
is that liquidity costs, benefits and risks are not being incorporated in the current product pricing,

performance measurement and new product approval processes. Having the continued growth
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and expansion of the companies in mind, this result in adding more risk factors to the portfolio
by not considering the effect of these practices in creating and/or adding more risks to the

insurance companies.

The Basel’s sound liquidity management practices are the internationally recommended tools for
best practice in liquidity risk management that insurance companies lack. The results of this
research show that insurance companies have an above average compliance to those principles.
This implies that the insurance companies needs to work more on better meeting these principles
in order to achieve the best practices of liquidity management. In the process of managing the
present and future liquidity risks there are some challenges that the bank is likely to face. The
most prominent and serious challenge is the inability to fund its increasing asset and
deterioration of asset quality. This is the result of the above mentioned excessive growth and
ever increasing commitments. On top of this, the increasing competition in the deposit market
leads to exhaustion of funding sources that would enable insurance companies meets its huge
commitments. If this continues, the insurance companies will not be able to match the ever

increasing demand of the private and public customers for credit and other resources.

5.2 Recommendations

Based on the findings and conclusion of this research, the following recommendations are given
by the researcher in order to insurance companies to practice a robust, resilient and sound
liquidity management system. These recommendations are provided based on the information

that was availed to the researcher and the results found by analyzing those data.

» Ethiopian insurance companies should be able to incorporate liquidity costs, benefits, and
risks in the processes of product pricing, performance measurement and new product approval.
This would enable the bank to track and tackle new sources of liquidity.

» The insurance companies should actively manage its collateral positions and differentiate
burdened and unburdened assets. This would help make better decisions in the liquidity risk
management process by steering away from activities that would add more pressure on the

burdened assets and increase the risk exposure and focusing on the less burdened assets.
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» The insurance companies should disclose information to the public more on a regular basis
about the soundness of its liquidity risk management framework and liquidity position to help
market participants make an informed judgment. This will best to show more confidence on the
stakeholders about the insurance companies and encourage increased and sound business

transactions with the others.

» The insurance companies need more autonomy in the process of product development and
new investments in line with the other companies own risk and benefit analysis rather than being
guided by government pressures. This might be difficult as the government has full ownership of
the insurance companies but it is worth a consideration since a failure by this bank would cripple

the whole economy and needs to be taken seriously.

» In its quest for huge deposit mobilization, the insurance companies should give due
consideration to diversification and focus more on raising long term liabilities that would enable

stability in liquidity management.

» The insurance companies should maintain consistent liquidity well above the minimum

required liquidity to be able to absorb and withstand market shocks better.

» The insurance companies have scored higher on the role of supervisors in liquidity
management and this should be maintained and strengthened more to have a well prepared and

capable supervisory team.

» The insurance companies should be able to review and revise its risk management procedures
and practices in pursuit of best practices. To help this endeavor, the Basel’s recommended
principles for sound liquidity management should be strictly considered and efforts should be

made to practice those principles to the fullest possible extent.

» The liquidity position of Ethiopia insurance companies is relatively good but for the
immediate payment some modification is needed. In order to modify the researcher

advice, the managers to improve the cash management practice of the firm
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APPENDIX
Questionnaire for employees and managers
Dear Respondent,

First I would like to thank you for willing to participate in this research. This is a questionnaire
prepared to collect data on the research topic “Liquidity Risk Assessment in selected
insurance companies of Ethiopia: for the partial fulfillment of the requirements for BA degree
in accounting. The researcher would like to assure that this research is done merely for academic

purpose and your information is kept with the utmost confidentiality.

Thank you very much for your cooperation
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I. Background

1. Job title/position:

2. Educational Level Diploma..... Master’s Degree..... Other Bachelor Degree..... PHD.....

3. Major Field of study; Accounting...... Economics....... Management...... Banking.......
Others...........
4. Work experience; Below 5 years....... 10-20 Years........ 5-10 Years....... Above 20
years........
APPENDIX |

Please mark any of the numbers that correspond to your level of agreement to the

statements below.
The scales

1. Strongly Disagree
2. Disagree

3. Neutral

4. Agree

5. Strongly Agree
Risk Identification

1. Risks are easily identified and prioritized in the selected insurance companies 1.... 2.... 3....
4....5....

2. Liquidity identification process is undertaken frequently and regularlyl.... 2.... 3.... 4....
5....
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3. There is a regular follow up of grass root level activities in order to
identify risks. 1....2....3....4....5....

4. All staffs are responsible for identifying the risks facing selected insurance companies in
Ethiopial....2....3....4....5....

Liquidity Risk Analysis, Evaluation and Treatment

1. In the last few years the level of risk faced by the selected insurance companies in Ethiopia
has decreased. 1....2....3....4....5....

2 Monitoring the effectiveness of risk management is an integral part of routine management
reporting. 1....2....3....4....5....

3 Selected insurance companies of Ethiopia have the best practice of risk management. 1.... 2....
3....4....5....

4 Selected insurance companies of Ethiopia risk management strategies are efficient enough to

manage risks 1....2....3....4....5....

5 Selected insurance companies should have a better procedure for managing risks than the one

being implemented. 1....2....3....4....5....

6 All staffs are responsible for risk analysis, evaluation and treatment in the selected Ethiopian

insurance companies 1....2....3....4....5....
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APPENDIX 2

Il. The following questions are used to review the liquidity balance sheet in selected

insurance companies.

1. What does average monthly liquidity balance sheet in selected insurance companies for a
period of September 2020 look like?

2. What are the major principles utilized to identify and assess liquidity risks?

3. What practices are made to manage liquidity in the selected insurance companies of Ethiopia?

5. what are the challenges for managing liquidity risks?

Note: the researcher used the above questions as a semi structured interview guide to conduct

interview with the managers of selected insurance companies.
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