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Abstract

The study investigates the link between financiaktitution
development and income inequality in Ethiopia. Ecpetrics frame
work (analysis) was employed as a general methaghafysis using
secondary data collected from national bank of & (NBE),

central statistical authority (CSA), MOFED andEA. The study

covers for 33 years frormog0 to 2012. The Engle Granger two
steps procedure is followed to estimate the long and short run
parameter for the variables included in the model.

The empirical result of the study shows that broadney to GDP
ratio, GDP, credit and openness are the main deitegites of income
distribution (inequality) in Ethiopia in the longun. In the short run
only broad money to GDP ratio is the main determinaf income
inequality. All these variables except opennesstandd money have
decreasing effect on income inequality.

The policy implication of the result implies thahang other things
government should motivate more for domestic trathan
international trade. It should be selective in estpand import trade.
Government should create awareness for the masd population
about the importance of formal financial institutg Distribution
and expansion of financial institutions from unbi@nrural areas,
Provide incentives, licensing and other importamasure to improve
equitable distribution of national resources.

Keywords: Financial institution, income inequality, opennes®dit,
broad money, Gini coefficient.

1. Introduction

1.1 Background of the Study

The presence of income inequality at high levemany developing
countries has made it more difficult to reduce ptweHigh income
inequality can also have undesirable political aodial consequences,
particular in developing countries, where the m&bns of
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government are weak, and income inequalities ekates the
problem of creating and maintaining accountable egowment,
increasing the probability of criminal activitiedlésina and Perotti,
1996).

This high income inequality makes the gap in chgxpenditure wide
disparity between poor and non poor. For instamecerural areas,
expenditure of non- poor are roughly twice as tho$ethe poor
people. In urban areas, they are 2.8 times higiret,nationally, the
non poor spend 2.25 times more than the poor (MEDKO9).
Income inequality is very common problem that itheg economy of
Ethiopian for very long time. Economic developmeasa associated
first with an increase and then a decreasedome inequality,
results an inverted u-shaped relationship betwéentwo variables
(Kuznets, 1955).likewise income inequalities andnaficial
intermediaries have u-shaped relationship (Greevdvemd Jovanovic,
1990).Financial market imperfections can perpetuttie initial
distribution of wealth due to the presence of imlble investments
(Banerjee and Newman, 1993).

To overcome this problem one possible developmédah ps to
establish improved and well organized financialtitngons in the
country. This is because financial institutionsypda important role to
allocate capital (resource) from less productivesglrisky) to highly
productive investment and hence it increases ecangrowth. On the
other hand financial institutions improve incomednality by giving
time the poor to purchase and start a new busirlesdso creates
employment opportunities for low income groupshe society.

The Ethiopian financial system is small and largétyninated by the
state. Currently public banks account for 67% eftibtal deposits and
55% of loans and advances. Government lending @sninterest

rates, and owns the largest banks the commercrat b& Ethiopia

(CBE) whose assets represent about 70% of theaosaltttotal. By

June 2011 the private credit to GDP ratio for Btraowas about 9%
compared with the average of 30% for sub-Saharan reaently

experiencing reversal of financial deepening. Thieah money to
GDP ratio decline from 27% in 2007-2008 to 25% @®-2009, at
the same time the ratio of domestic credit to G¥erelases from
32% to 27% over the same period (Ethiopia finanse&dtor profile,

new frontier in African finance, Jun 2014, Dakan&gal).
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There is a strong relationship between financialettgoment on one
hand and economic growth and income distribution tba other
hand. So the development of financial sector hamamed an
important item on the development agenda of coemparticularly to
those in developing world (Goldsmith, MC kinnon arfshaw,
1973). Even though there is a positive impact ofharficial
development on economic growth and income distidbutless is
known about the empirical link between financiavelepment and
income inequality. There is also a caution in whiltection they are
related.

At all stages of economic development, financialvedepment
improves capital allocations, boosts aggregate tiroand helps the
poor through this channel. However, the distribuidfect of financial
development, and hence the net impact on the peperdls on the
level of economic development. Accordingly at therlye stage of
development only the rich can afford access andctibenefit the
profit from better financial markets. At high levelf economic
development, many people access financial markahab financial
development directly helps a large proportion af Hociety. So this
paper empirically assesses these conflicting vialsut the impact
of financial development on the distribution of@nee and the income
of the poor in Ethiopia.

In Ethiopia, even though currently there is somerowement in
growth, there are evidences which show that thestill high income
inequality with in the country. According to Worl8ank (2013)
report of world development indicators in 2012, tine 10 percent of
the population receives 28 percent out of the aglantotal income
and in contrast, the bottom 20 percent of the patpari receives only
8 percent of the country's total income.

1.2. Statement of Problem

The relationship between financial development @crahomic growth
has been extensively studied in the literature.|Bile is known about
how financial development impacts on income ineitpal The
essence of financial development on incomejuakty has
recently highlighted in an insightful surveytiele by Claessens
and Perotti(2007). They indicate that while finahdevelopment can
help reduce income inequality.
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The theoretical prediction of the effect @hancial sector on
income inequality is controversial. Some theotiks the argument
by Alhion and Bolton, 1997;Galor and Zeira, 1993@gaand
Moav,2004 argue that financial development enhargresvth and
reduce inequalities through reducing financial infig@&tions, such
as information and transaction cost, may be esipedinding the
poor who lack collateral and credit histories. Tlaumny relaxations of
these credit constraints will disproportionatelynét the poor.
Furthermore, these constraints reduce the effigien€ capital
allocation and intensify income inequality by impeg the flow of
capital to poor individuals with high expected ratunvestments.
From this perspective financial development helfpto income group
of the society both by improving the efficiency tap allocation,
which accelerates aggregate growth, and by relasiedit constraints
that more extensively restraint the poor, which uced income
inequality.

In contrast to the above argument, some theorkesthie Greenwood
and Jovanovic, (1990) predict that financial depelent primarily
help the rich. According to this view the poor rely informal, family
connections for capital, so that improvements & fitrmal financial
sector inordinately benefit the rich. Greenwood dadonovic develop
a model that predicts non linear relationship betwedinancial
development, income inequality and economic devekg.

This studies show that there are two maimtradictory views
(findings)  exist concerning the relationship begwe financial
institution development on one hand and income uakty and
economic development on the other hand. Green Wba@); argue
that, at early stages of development, only the wem afford to
access and get profit from financial marketsd amence it
intensifies (increase) income inequality (Greeod and Jovanovic
1990). On the contrary Galor and Zeira in 1993 arthat financial
development enhances growth, increase access e foathe poor,
so it will help to reduce income inequalities. Fostance, financial
development can enhance to reduce credit contdtrasf the poor,
reduce income inequality and improve the allmn of capital and
accelerating growth (Galor and Zeira 1993). Acaugts this paper
will investigate among these contradictory theasdtpredictions and
examine (locate) which view is applicable, in Efh@é There is a
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positive impact of financial development on econogriowth, but less
is known about the empirical link between financad aincome

inequality. There is also a caution in which direct they are
related.

There is no enough research is done about thdordhip between
income inequality and financial sector development most

developing countries like Ethiopia. Even the reskes done
previously did not show whether financial developidenefits

the poor or the rich or disproportional benefit bmth. As a result this
paper focuses on this issue (topic) and consitersase of Ethiopia.
Most researches in this regard uses very old datainstance, some
until 2005, but latter on no enough study has bdene based on
recent data on the experience of Ethiopia. Thisepapll use recent
data and experience until 2013. So this reseafreb to use recent
data and show such influence of financial sectoretigpment on
income inequality.

1.3. Research Hypothesis

The study hypothesis that financial sector develemnaffects income
inequality negatively and significantly, but GDRgged GDP, trade
openness, will have positive relationship, this nsethese factors will
lead to less equitable distribution of income. Tkign of these
variables should be positive. The sign of theffanent financial
sector development indicators; broad money to G@Ro rand
private credit to GDP ratio are expected to be tegaThis means
these factors will lead to equitable distributidnncome.

1.4 Objective of the Study
1.4.1. General Objectives

The overall objective of this study is to find afitany relationship
exists between financial development and incomeguakty, finding
out the impact of financial development on inconsribution. Or
to find out the short run and long run tielaship between
financial sector development and income inequatitigthiopia.
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1.4.2 Specific Objective

* To examine the factors that explains income iaéty)

* To investigate the effect of financial deyeitent on equity
distribution of national resources; and

* To evaluate the effect of financial developmenttio® low income
group of the society and give some recommendations.

2. Methodology of the Study
2.1 Data Type and Source

To achieve the above objectives, the study usesndacy data sets
from the period of 1980 to 2013. The data for Goefficient will be

collected from MOFED. The data for GDP(Y), tradeeppess,
government expenditure, inflation and financial @lepment will be

collected from national bank of Ethiopia, MOFED.h&t important
data will be obtained from annual report of comnardanks,

literatures, economic journals, word bank and mer

2.2 Methods

This paper uses both qualitative and quantitatinalysis, mainly
guantitative econometric analysis. So it uses theres regression to
find the effect financial institution development mcome inequality.
To examine the effect of financial sector developtmen income
inequality the study uses two types of proxy heseduare; private
capital over GDP (value of credit by financial mmediaries to
private sector divided by GDP) to capture the anhooin credit
channeled from savers though financial institutiomsprivate firms
and broad money to GDP ratio. To measure incomguadgy in the
economy this paper uses the growth of Gini, whighthe annual
growth rate of Gini coefficient, and it is a diraoeasure of income
distribution in the country. The coefficient rangesm zero to one.
Zero indicates perfect equality and one represeriegt inequality.

2.3 Significance of the Study

The study is important because it try to solve pineblem of the
knowledge gap in particular reference to Ethiopgitashows some
directions for policy makers. It also gives highligo other study in
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the same area. It is important to show the recetivites affecting
financial development and income inequality.

2.4 The scope of the Study

The link between financial sector development arabme inequality
is bi directional. This means financial developmafiects economic
growth and hence income distribution, and interenemic growth
affects financial sector development. It may lead dausality
problem, which means the model estimated will besdil.
However, the study limited to the impact of finalalevelopment on
income inequality and only on the case of Ethiopianthe period
from 1980- 2013.

2.5 Limitations of the Study

The study limited to because of the following coaistts; Money cost
to collect all appropriate data, Incompatibility afata between
domestic and international sources which make b#ilia of the data
guestionable and lack of time to collect data frdiffierent sources
and processing.

3. Estimation andAnalysis
3.1 The Data

The data used in this paper is collected from dbfiee sources. Data
on GDP is collected from MOEFED; the data for tramgenness
(TOPN), private credit to GDP (pc/gdp) and broadneoto GDP
ratio are collected from national bank of Ethioplde data for gini
coefficient from 1880-1994 is obtained from Worlérk and IMF
whereas from1995 to 2012 is collected from ministefinance and
Economic development (MOEFD).

The data covers 33 years (1980-2012). In the adt&BP is measured
at current market prices. The data on broad marregit and openness
are measured as a ratio of GDP.

3.2 Descriptive Statistics

Before going to the econometrics analysis bé tmodel it is
natural to discuss the characteristics and itelalitional patterns of
the variables included in the model. Accordingherth are many
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measures of analysis, for instance, according tal{2006), proposed
three major techniques of analysis as; summary,clwhiontains
information about the variables used in the model.

3.2.1 Trends of Income Inequality Measured by GinCoefficient
Trends of income in equality measured by Gini dogffit income
distribution which is measured by Gini coefficiengxhibits
(Experienced) some fluctuation (ups and Downs) gho33 years
(1980-2012). During the dreg regime even througierd is height
income inequality, it shows small fluctuation (sagnificant) due to the
socialist economic system of the period. It stastencrease during the
imperial regime; it reaches an absolute minimam0.25 & absolute
maximum of 0.57 in 1984 and 2003 respectivBiyt during the
ERPDRE it exhibits an increase trend until 200@| eeaches a relative
maximum of 0.44 in 2006.But after this year it slsoa contentious
decline and teaches a relative minimum of 0.2%hm last estimate of
the year (2012).

3.2.2 Trends of Broad Money (m2)

Among the explanatory variables, broad money to G&®, which is
an indicator for financial development has a maxmof 0.33386 in
and minimum of 0.0821829 in and has a mean amaddatd deviation
of which consists of m2 saving and time deposttis the amount of
money that people deposit and with drawn in finahmstitutions. It
has a mean value and standard deviation of ab8uarid 0.0736278

respectively.
Figure 2: trends of broad money (M2)
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As shown in the figure broad money to GDP ratio obees
stagnant from 1980 to

1996. But after this year it shows an increasirendr with modest
increment rate, and after 2007 onwards it increases arming rate
though out the remaining years.

3.2.3 Trends of Private Credit to GDP Ratio

Private credit to GDP ratio, which is apart for dintial sector
development indicator, has a mean and standardidevaf 0.347085
and 0.3228337 respectively. It has variability dfieth is in between
gini coefficient and broad money to GDP ratio.

Figure 3: trend of private credit
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Source: own computed from the data of NBE, 2013

As shown above private credit exhibits stagnaninfrt980 to 1986
due to the socialist system, that prevents priaéibn and hence its
expansion is limited by the then political systeBut after 2003 it
shows increasing at alarming rate.

3.2.4 Trend of Gross Domestic Product

Nominal GDP measured at current market price iy \@wv in 1980s
due to the given to military expenditure. At thene most of the
resources used for military and consolidatiérpalitical power
rather than the expansion of our put. In the 199D$ shows a steady
increase, but after 2010 it shows very fast in@eas
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Figure 4: trend of GDP
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3.2.5 Trends of Trade Openness
Trade openness, which is the ratio of export phagart to total GDP
(Export+import/ GDP), has showed fluctuated ovez theriod until

1997, at which it reaches its relative minima.
Figure 5: trend of trade openness
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Source: own computed from the data of MOFED, 2013
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As it is shown in the figure above (3.5), it stadsdecline by reaching
its relative minimum point of in 1983. But afteiight starts to increase
by reaching another relative maximum in 1988d aafter this year
it declines continuously. In 1987 it reachestieely lower value.

After this year it becomes increase though theogemnd reaches
maximum value in the last estimation period.

3.2.6 Trend of Lagged Gross Domestic Product

Lagged GDP shows a sharp decline from 1980 to Ba&fter this
year it becomes stagnant until 1987. After thisryeahows a steady
increase until 2008, after which it increases ainareasing rate. In the
last estimate of the year it reaches maximum point.

Figure 6: trend of lagged gross domestic product
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Source: own computed from the data of MOFED, 2013

As shown in the figure above nominal lagged GDPwshalight
increase (stagnant) for

17 years. For the period of two years it showsaastdecline.

In the distribution issue, the concept of skiwnessl kurtosis give
important information about the distributions ofmgde point before
running regression. Skiwness measures the degregnuhetry and it
shows the departure from normal distribution whilgtosis show (is)
the degree of Preakness of a distribution reldtveormal distribution,
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Gupta (1974). If the jointly probability of skiwrnesand kurtosis
(prob>chiz) is greater than

10%, it indicates the variables are normally dmtred. Accordingly
gini coefficient, lagged GDP and private credit ®DP ratio are
normally distributed. But trade openness and browmmhey to GDP
Ratio are not normally distributed.

3.3 The Model to be estimated

As it was mentioned previously, time series ecortan®is used as a
method of analysis to investigate the impact ofarficial sector

development on income inequality. Thus the studgsude following

model.

In(Giniy)=(B0+(B1Ln(GDR)+p2Ln(IGDR)+B3In(pc/GDR)+(B4In(m2/G
DPy)/+B5In(topn/GDR) +E

Where; GingE gini coefficient
GDP= gross domestic product
L GDP= lagged GDP
topp= trade openness as share of GDP  (Trade/GDP)

M2/GDR= broad money to GDP ratio which is financial secto
developmenindicator measured as ratio of national out put
Pc/GDR=Private credit to GDP ratio, proxy for financiawlopment

3.3.1 Unit Root Test for Stationary

This study uses dickey fuller (DF) test to analysis investigate
stationary of Variables. It also shows the orderirgégration. If the
calculated dickey fuller is greater than the tatedg(critical) value at a
given level, the time series variable is statioratrthe given order.

The unit root test result of the variables is pnsé in the following
table.
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Table 1: Unit Rodiest Results

Variable ([Test statisti¢ Stationary at
In Gini -5.548 (1) *
In GDP -4.196 (1) *
In IGDP -32.073 I(1) *
In( m2/GDP)| -5.906 (1) *
In (pc/GDP)| -7.137 (1) *
In(topn/GDP),  5.193 I(1) *

Note; Indicates 1% significant level,** indicates 5% significant level
and *** indicates 10% significant level.

From the above table all the variables are nortiosiary at level. All
the variables become stationary after differencinge.

3.3.2 Test of Co-integration

A linear combination of a time series valgalbecomes stationary
if there is co- integration relationship betwettre variables. The
variables are said to be stationary if the residsako-integrated

(Stationary). The residual is stationary at 5% llesk significant as

shown in the following table. Therefore, the valésbare co-integrated
and there is long run relationship between them.

Table 2: Co-integration Test Results

VVariable [Test statics | 1% critical 5% critical [10% critical

value value value
Residual [-F3.081 -3.1716 -2.986 -2.624

The residual is stationary at 5% significant level

Since AEG test result i8.081, it is stationary at 5% level | (0),
which means the variables are stationary. This shibw existence of
long run relationship among the variables.
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3.3.3 Long Run Model Estimation

From the table below (table 3.2) the residual iatishary at 1%
significant level shows the presence of long ruati@enship between
the dependent and in dependent variables. Accdydirigpm the
estimation, the following results are obtained fioe long run model
of;
Lngini=Bo+INGDR+In(IGDP,)+In(m2/GDR)+In(PC/GDR)+In(topn/GD
P) +E

OLS long run Estimation results are;

As shown in the table below GDP has negative argignificant effect
on income inequality, because as the economparels the Ilow
income portion of the society benefits dispmipoal, due to
availability of job opportunity, increasing accessinfrastructure and
the creation of conductive environment to starirtben business.

Private credit to GDP ratio has negative and sicgmit effect on
income inequality due to the availability of credittivate people to
invest and utilized their unused resources propdihys indicates that
an additional increase in credit causes the poanvest on productive
activity, but the rich increase their luxurious somption.

Table 3: Long Run Estimation &ults
\Variable  |Dependent variable Ingini

Coefficient|Std.err  [T-valueT-probability

Lngdp -0.232049%®.1152355 2.01 0.054

InNIGDP 0.10455290.677687p 1.54 0.135

In(m2/GDP)|0.54616110.147999 3.69 0.001

In(Pc/GDP) [-0.144570[D.0669834 2.16 0.040

In(topn/gdp)| 0.131442/0.089645[1 2.02 0.053

Cons 0.383649p1,282884 0.30 0.624
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No of observation 33

F (5, 26) =4.94 R- Squared = 0.4871
Prok>F= 0.002¢ Adjusied R-Squared = 0.3887
Chi? (1) = 1.69

Prpn>Chf= 0.1933

3.3.4 The Short Run Model (dynamics)

Even though there is a long run relationship betwdependent and
independent variable or co-integration in the long, there may be
disequilibrium in the short run. ECM (Error oection model) is
use to estimate the short run relationshgtwben the variables and
to determine the adjustment in the short run shmcklifferencing the
long run model. The short run model can be estihfEeCMT-1) to
capture the adjustment towards the long run andntibelel can be
specified as follows.
dinGini=dIn(GDR)+dIn(M2/GDR)+dIn(PC/GDR)+dIn(topn/GDR)+
dinIGDR+ECM-1+&

The error correction model is employed to correctdisequilibrium and
determine the short run relationship between vigabrhe analysis of
short run dynamics is often done by first elimingtirends in variables
usually by differencing. In order to capture thguatment towards the
long run mode, the ECM incorporates the equilibgatierror term
(ECM:-1). According to the short run model regressiasulieshows as
follows in table 4

As shown in table 4 below all the variables excppt (GDP), are
insignificant to explain the short run variation @ini coefficient or in
the short run the impact of these variables on rmredlistribution is
unsatisfactory to explain because in Ethiopia, imecgap in the short
run is most affected by other than these factoke linheritance,
relative’s income to start business which may léacdigh inequality
or difference in combined with other factors in theg run.

In the short run nominal GDP have insignificanteeff on income
inequality unlike the long run result, it is dueG®P have calculated on
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the nominal base, and it cannot exert significanpact on the real
sector and cannot make any significance difference.

Financial sector development measured by proxyakées such as M2
and private credit to GDP ratio and has insignifa because people
are more interested in the informaleans of saving than formal
financial institutions.
Table 4: Short Run Estimation Results
Dependent variable Gini coefficient

\Variable Coefficien{Std.er T-val(95%conf.interval)

dinGDP -0.163115830.584772¢-0.24 -1.37586-1.049629

din(Pc/GDP) [-0.0825650.0855866 -0.960.2600614-0.094930

N

din(m2/GDP)| 0.412011{0.50707781.81| -0.639604-1.463626

dinlGDP -0.00426410.0565551-0.0§ -0.1215523-0.113028

din(topn/gdp)[0.08099820.1010888 0.8 | -0.1286471-0.2906435

Ecmt-1 -0.5244540.1747872-3.00-0.8869405-(-0.16196}7

Cons -0.0045610.0707955-0.01 -0.147277-0.1463647

No obs 30 R-squared= 0.3941
F (6.22) =2.38 Adjusted R-squared =0.2289
Prob>F= 0.0630 Root MESE=0.11429

Note: * indicate 1% significant **indicate 5% sidicant

and**indicate 10% significant level

As indicated in the above table 39.41% of the Vinmain the short run
model is explained by the variables included in tin@del, this Shows
the variation of Gini coefficient in the short runodel enough to
explain it .
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The lagged error correction (Ecmt-1) indicates that445% of the
shock is adjusted in each year or the shock isimdited in each year or,
it shows 52.445% of discrepancy between the acudl long run or
equilibrium value of Gini index corrected in eackay.

3.3.5 Hypothesis Testing and Interpretation

As shown in the above table, R-squared and adjusteduared of the
long run model are relatively low with a value 8.4% and 38.8%
respectively. This means other things being eqoal,average about
48.7% of the variation in income inequality is expked by the

explanatory variables included in the model. Therall significant of

the model is tested using F-test against the hgsithof, Ho: B1=B2-

B3=B4=B5=0

H1: not Ho

Since the value of F-statistics is greater thanRiogitical value implies
we cannot accept it that means the model is samifi The
independent variables which are included in the ehcdn explain the
income disparity well at five degree level of sigrant.

While individual significant of coefficients arested using T-statistics
as; Ho: B1=0

H1 not Ho, but by using the rule of thumb the Ttstecs (T-value) of
the explanatory variables except lagged GDP anaifgignt in against
the null hypothesis (Ho). There for, except laggédP all
explanatory variables can affect income inequatisygnificantly.

In the short run model (error correction model) @stimated to
determined the coefficient of the short run aywcs and to grasp
how fast the disturbance in the short rupstdhent to their long
run value. The overall significant of this modehigasured by F-test, as
indicated in the above short run model F-calculaegteater than the F-
tabulated.

3.3.6 Discussions of the Result

The regression result shows that 48.7% of the tianiain InGini
(income inequality) is explained by the independeariables included
in the model jointly. To say in other words 48.7%tloe variation in
income inequality is explained by the variableduded in the model.
F-test shows the overall significances of the modslF-statics result is
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greater than the F-tabulated, which shows the migdglgnificant. The
long run mode result shows that all the variabieshie model except
lagged GDP are significant.

As shows in table 4 above in the long run GDP hasegative and
significant impact on income inequality (Gini caeiént ) the result
shows that if GDP increase by 1%, then on avenagame in equality
decrease by 0.232%, cetrices paribus. This is duant increase in
income benefits the poor disproportionally. Due the fact that if
output (GDP) income of the country increase by sam®unt, the
marginal propensity to save(MPs) and investmenodpnity and
productivity of unused resource for the poor inseemore than the rich.
Furthermore the rich most probably use their ireeean income for
unproductive consumption. This negative sign of Giplposes (refute)
the Kuznets hypothesis, in U-shape Kuznets curddctwstates that
income distribution first increase, then decreaséh van increase
income. But in the case of Ethiopia it is not trbecause according to
the Kuznets, in the first stages of developmentPGDbould contribute
positively to income inequality. In Ethiopia lacK oapital (income)
is the main cause for unproductive use of resoesgecially for the
poor. Accordingly an increase in income is bettepartunity for low
income groups of the society for proper use ofrthiited resource.
Trade openness contributes positively and sigmfiaapact on income
in equally. One percent increase in trade openmesads to about
0.181% increase in income inequality on overagbgerothing being
constant. This is because as the country opens tade the rich who
acquire enough capital for trade specially inteaomatl trade benefits
more for the rich because they have enough cafutairade, which
leads to widen the gap between, the rich and tloe. pe. it contributes
positively for income in equality. In addition thech can afford to
import and export because they may have enoughtel requirement
for getting loans and initial capital availabilityan the poor.

Private credit to GDP ratio contributes negativahd significantly to
income in equality. This is because in EthiopiajolhHollows privation
policy, anyone who wants to get started his owrninass can get loans
from micro and small institutions and hence theilabdity of credit
helps the poor to generate his/her own income. €fbis, private credit
to GDP ratio helps to reduce income inequality.
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Private credit refers to financial resourcesovides (supplied) to
the private sector, though loans, purchase of eguity securities,
tread credits and other account requitals, thas ez be repaid. Since it
is circulated and attached financial institutiord asontributes for the
development (expansion) and discouragement of ¢iahsector and we
take its amount to the GDP of the country showsaramal sector
development.

Business man can generate his own income and chrteeincome
inequality. At early stages of development, if theor get credit or
access to loans, for the poor increase by some rinibe allocation and
utilization of unused resource available for theopdamproves. This
leads to generate more income for the poor compeitee rich. Narrows
down the gap between and hence reduce income ilitgquéhe
regression result shows that a 1% increase in P& (@ads to 0.145%
decrease in income inequality.

M2/GDP (money to GDP ratio) contributes positivelgnd significant
for income in equality, it is because, the broadheaywhich consists of
ml and demand and time deposits in the case obgtahthe most
significant savers are the rich and if m2 increadative to GDP the
poor benefits more from the expansion of finandrestitutions.
Since the rich benefits more from the expandednfird service
disproportionally contributes for the rich to saed generate more
capitals, which again leads widen the gap. From Itdmg run model,
if m2 to GDP ratio increase by 1% then incomesguality which
is measured by gini coefficient increases by 0.54fi%@average, other
things being equal (Certis paribus ).

LnIGDP (lag GDP) has significant and positive impacn income
inequality. From the long run model result showat th 1% increase in
lagged GDP leads to 0.1045% increase in incomeualdéy. This is due
to the fact that the previous year GDP (income)ridmutes for the rich.
As they have accumulated their capital for todasegtment, and it can
enhance them to produce more today (generate) mooee leads to
an increase in income gap.
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4. Conclusion

In this study we used econometric frame work tolyaeathe link

between income inequality and financial sector tgpraent. The study
hypothesized that financial development, which isasured by proxy
variables, has negative and significantly linkednttcome inequality. So
as to achieve the stated objective and to testthgss of the study,
ordinary least square methods of estimation is .udéefore an

econometric estimation, the variables were testgdtlieir order of
integration and they were tested for their ordeintégration and they
were found that integrated (Stationary) of ordee,d(l). The residual
is stationary at level indicates that the Regresstationary at level
(co-integrated). This means variables therdorsy run relationship
among the explanatory variables, finally OLS eation techniques is
used to estimate the short run and the long ruffficeat of variables

used to investigate the relationship of variabhethe model.

As the result shows, other thing being equal, 1%e ritrade
openness results 8.09% increase to income ineguélit other hand,
which found to be opposite the Hypothesis laggedPGbund to be
insignificant both in long run as well as in theoghrun. However, the
proxy variables used for financial sector indicatoprivate credit to
GDP ratio. Found to be inconsistence with the hyesis, rather it
contributes to equitable distribution. l.e. a 1%crease in credit
results8.25% decrease in income inequality, ciparsbus; M2 (broad
money) to GDP ratio contributes positively and gigance impact on
equitable distribution which found to be consisteength the hypothesis.
Therefore, bank values have significant and importantribution for
equitable distribution of national resource onlyviery long run. This
proxy variables show that as there is consistert@ionship between
the variables like the foundation of Kuznat U -shhgpothesis. In the
case of Ethiopia, Financial sector developmesdults, an increase
in income inequality in short run but in later stai) leads to decrease
inequality.

GDP contributes positively and significance in long indicates that in
Ethiopia income increase leads to equitable digion of income.
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5. Policy Implications

Based on the analysis made and conclusion arrivedotlowing policy
implication are derived. As it was observed frora #stimation results,
Trade openness one of the major contribution torimein equality. The
government of Ethiopia should take measures towwage law income
groups of the society. Like incentives, tax redwtt reduce license
requirement costs and create conductive environfoemnétail and small
scale domestic traders rather international higtonme traders. These
measures should able to in courage the incomenoineome traders to
narrow the income gap between high and law inconmeups.
Furthermore

The government should establish some barriers pbrexand import;
rather it should establish light consumer industrie

Thus the government should selectively allow fregyeand exists
Although the study hypothesized financial instati development
indicators as the major distributional affectingiahbles, broad money
results show the government of Ethiopia should tdate policies that
encourage the poor to understand the importanéearicial institution
for the proper use of their financial resource. reheeeds awareness
creation for rural population so as to encourageéngafrom informal to
formal institution unless the expansion of formatitution contributes
any for electively better income owners. It needpamding formal
financial institution in rural areas rather highmmcentration of them
only on the rural centers.

Finally, GDP, a major marble for equitable disttibn shows (implies),
government needs to create conductive environmantexpands the
income of law income groups. Self improvement rdtas in whatever
means it needs to expand output for narrowing ddle income gap.
Event thought the study provide important out coroasthe linkage
between income in equality and financial sectorettgyment, further
study is needed that would overcome the limitatitdms study. More
variables should included in the model to found dperopriate linkage
between like government expenditure, populatiomgitchuman capital,
inflation rate so as to reach at a more accuratatse
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