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Abstract

Lack of proper financial structure is the causéadfire for many firms in developing countries.dountries like
Ethiopia, where financial market is less develoghd,range of financial instruments available isoa. Thus,
companies in such countries face many challengesaffect their financial structure decisions. histend, the
aim of this study was to assess how companiesdméreir assets, what challenges they face ardktdify the
determinants of financial structure. Both primangl@aecondary data were used. Secondary data wiseted
from Ethiopian revenue and custom authority. Fimglnstatements reported for the years 2004-2012 wer
collected from 10 purposively selected companigsadll5 companies found in the area. Primary dagdaew
collected using questionnaires which were distgdub finance managers of the companies.

The collected data were analyzed using descrigtiavstics and Ordinary least square multiple regjosn model.
The descriptive statistics results depict that migj@f the firms finance their assets using stiertn debt such
as trade credits and bank over-drafts. Collaterahé major constraint for many of the companiesydver,
larger firms use more long-term loans. Furthermtive multiple regression findings show that, padditity, size,
and tangibility of assets are found to be signifitcdeterminants of long term debt, while liquiditgs a strong
significant effect on short-term debt. Thus, theuits are found to be consistent with pecking otdeory.
Keywords. Financial structure, manufacturing PLC, financhkgsets, determinant

1. Introduction

Finance is the blood of any organization playingsignificant role for sustainability and its structuis
represented on the left side of the balance sHegtcompany (Myers, 1977). Financial structure esrmicross
countries; it depends on the economic developmmaahipalicies of countries (Suhaila, Mansour & Wanfger,
2008) and may also vary from industry to industrycompany to company, indicating that there arm fir
specific, industry specific and macroeconomic cbiarastics. The goal of the management in financiagision
should be maximizing the firm’s value. Thus, theseds a careful understanding about the environmbate
the firm is operating in (Myers, 1977), because, sburce of failure for many firms in developinguntries is
lack of access and high cost of finance (Lahcera&atl, 2008; Suhaila et al. 2009). Most of the itigre on
financial structure focuses on companies of devadogpuntries (e.g., Brian, 2002; Demirguc & Ro€$)®.

The studies reviewed so far have not discusseiirihact of firm specific characteristics on finad@aucture in
the context of countries like Ethiopia. Moreovenere are different factors that are expected tpeshhe
financial structure decisions; those factors mayatally affect the financial structure decisiomsleveloping
and under developed countries (Brian, 2002; HallticHinson, & Michaelas, 2004; Lahcen & Jawad, 2008)
countries like Ethiopia, the financial market isdedeveloped and only banks are suppliers of fmamd the
range of financial instruments available is narrbl@nce, companies in such countries face manyeriggls that
affect their financial structure decisions.

Most importantly, the problem will be highly prommed in manufacturing companies working in develigpi
countries which are recently highly recognized asimportant component of the economy. Thereforas it
important to analyze and identify the determinaritS8nancial structure and challenges the compaaiedacing
in financing their assets.

2. Literature Review

2.1.Theories of Capital Structure

Capital structure is a debatable topic and theeetlaree types of capital structure theories which widely

noted in finance literature. Pecking order theanphasizes that firms should use different sourédmance in

sequential order based on their costs. The theepjcts that companies prefer internal and cheagiatahan

external capital which is costly. It is revealedttexternal funding and most importantly, debt harémpact on
the required rate of return by investors and iterigst and bankruptcy related risks can also impadbrmance
of the companies (Myers, 1977). Trade-off theonytee other hand, argues that there is an opticuaital

structure that helps to maximize value of the fithdepicts that using debt financing can maximiaéue of a
firm through its tax shield advantage. Nonethelessessive use of debt can increase financialedistand
bankruptcy costs (Jensen, 1986). Agency cost theorthe other hand reveals that an optimal capitaktture
of a firm should mitigate conflicts between shatdbes and managers; and shareholders and debtrsioldee
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theory argues that the capital structure choica ffim should satisfy the needs of different statebrs. Higher
leverage is associated with higher profitabilityaofirm; as a result an agency cost of outsidetgdsireduced.
Furthermore, the higher profitability position mates managers to act on the interests of shamisotd
increase value of the firm, while reducing agenasts (Jensen 1986; Myet977).

2.2.Determinants of Capital structure

Profitability

The empirical studies and literatures on capitalcstire pointed out that there is a conflictingufeas to the
relationship between profitability and financialgtture. The trade-off theory support that profigafrms are on
the verge of using tax-shield advantage and moretiveir earning capacity can determine their capac pay
their obligations. To the contrary, pecking ordezdry depicts that when firms are profitable, thesfer to use
internal funding retained from previous profits nhexternal funding. Thus, a negative relationskigxpected
(Myers & Majluf, 1984; Rajan & Zingales 1995; Ch&®04 & Gaud et al., 2005). Various indicators ased to
measure profitability among them Titman and Wes§g888) have used operating income divided by total
assets, Rajan & Zingales, (1995) and Ozkan (2081¢ lused return on assets. Consistent with Rajaimgales,
(1995) and Ozkan (2001), Return on asset is usadhasasure of profitability in this study.

Growth

Several indicators are used to measure growthe¥ample change in total assets over years washys&iman
& Wessels, (1988) and Chen, (2004). In this studywth were defined as percentage change in tolie$ $eom
previous to current year. A conflicting result og/n in different studies about the relationshipaeen growth
and financial structure. Ozkan (2001), Rajan & dileg (1995) and Titman & Wessels (1988) indicateat t
growth is negatively related to financial structuféis is consistent with the theoretical predictif trade-off
theory, where, firms with growth opportunities shibuse less debt to reduce cost of financing amdkrogtcy.
However, Chen (2004) depicted a positive associatietween growth and financial structure in chiha.
support of this, the pecking order theory sugg#sts firms with relatively high growth tend to lo@kternal
funding to finance their growth and new investments

Firm Size

Several studies (see Gaud et al. 2005; Rajan arghlés, 1995; Titman and Wessels, 1988,) revetltlibee is
a positive relationship between size and finansialcture. These results are consistent with tadtiéheory,
emphasizing that large companies may have an eas@mss to financial markets and benefit from bette
financial services. They are considered to havedaming variability and have the capacity to managk. As
a result, lenders are willing to lend to large rtfian to small firms. On the other hand, TitmaM&ssels
(1988) and Chen (2004) noted a negative relatipnsitiich is consistent with pecking-order theoryt isl
pointed out that when firms are getting largerytheefer to use internal fund than external, beeahsy have
the capacity to generate high profit and most irfgpdly retain much of it for further use. Severays were
used to measure size of a company for example,afitand Wessels, (1988) and Rajan & Zingales (188%¢
used logarithm of net sales and natural logarittintotal assets were used by Padron et al., (20D5js,
consistent with Padron et al., (2005), in this gtside is measured using natural logarithm of tasslets.

Asset Structure

Asset structure of a company is measured using/oheme of fixed assets owned. The degree to whieh t
firm’s assets are tangible, companies are abldetdge assets as securities to access finance at tmst. Many
studies such as Booth et al. (2001), Gaud et @05p, Rajan & Zingales, (1995) and Titman & Wesg&i38)
indicated that asset structure of a company igipebi related to financial structure. The abovepéial results
are consistent with pecking-order and trade-ofbtiieln most of the studies asset structure is oreasusing
fixed assets divided by total assets, thus, ibisam exception for this study.

Liquidity

Liquidity measures the potential of the companyreet its short-term debt obligations. Less liquithé are
less likely to access debt, since bankruptcy casseciated are high. The trade-off theory therefoeglicts a
positive relationship between liquidity and debtdle(Jensen 1986). Hence, companies with higherdity
ratios might support a relatively higher debt ratite to greater ability to meet short-term obligas. On the
other hand, firms with high liquidity may use thdm finance their investments. Therefore, the congsan
liquidity level exerts a negative impact on itsdeage ratio (Ozkan, 2001).Thus, consistent wittkipgeorder
theory, firms with high liquidity prefer to use @rhal to external funding.

3. Materialsand Methods

3.1.Description of the Study Area

Mekelle is found at 2000-2200 Meters high aboveleeal. Its average annual rainfall size is 50-260and has

a daily average temperature ofddits total land size is 53 Knand it is 780kms far from Addis Ababa. In 2007,
the number of population in Mekelle City was estieaato be 200,000 of which 51.4% were females &6%
were males. According to the statistics of Burehfinance and Economic development(BOFED), the thrgl

of the city follow different religions which consite 90.8% are Orthodox, 7.7% Muslims and 1.5% rothe
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religions. The Special Zone of Mekelle has beerndéi into two administrative Woredas (Northern and
Southern) and further subdivided into 20 Tabias Asdb-city administrations (BOFED, 2009).
3.2. Sampling Design and Sample Size
For the purpose of this study, Population was @efim terms of private limited manufacturing comigan
operating in Mekelle. Companies which were establisprior to the year 2004 and have reported adequa
financial statements were purposively selected. Qfuthe total twenty five private limited manufadhg
companies, ten were selected purposively. Finareneagers of the selected companies, who were asstoimed
have a better knowledge to explain the financialicttire of the companies were selected purposit@ly
administer a questionnaire.
3.3.Method of Data Collection
For the purpose of this study, both primary andsdary data were used. The primary data were t¢etleftom
finance managers of the companies using a questi@rsecondary data which are the significantsoof this
study were collected from Ethiopian Revenue and@uosuthority, Mekelle branch by reviewing and absey
financial statements.
3.4. Specification of the Model
Balanced panel data which reported for the yea@glZD09 were used. The collected data were anakyziedg)
descriptive statistics and ordinary least squadeS)Qnultivariate regression model. Furthermoreafiicial ratio
analyses were also used to analyze the financiatate of the companies.
Several empirical studies and theoretical litematom capital structure were reviewed. Consequeodysistent
with theories and several empirical studies, ttiefong models were developed.
DRi, t =0+ B1SIZE i, t +p2SOA i,t +p3AVPROF it +pAGROWTHI,t + p5LIQI t
+B6COMPDUMMYi t + it
CLRi,t=p0+B1SIZE i, t +p2SOA it + B3AVPROF i,t +pAGROWTHi t+ g5 LI1Qi,t
+B6COMPDUMMYi t + &i t
LDRi,t=p0+p1SIZE i, t +p2SOA i,t + B3AVPROF i,t +pAGROWTHi,t+ p5LI1Qi,t
+B6COMPDUMMYi t + &it

WHERE: DR, CLR and LDRI, t = the Total debt, current liability and long tedabt ratios of the Company i
attime t

SIZE i,t = the Size of the Company ‘i’ at time't’

SOA it = the Structure of Asset of the Company ‘i’ atdirti

AVPROF it = the Average Profit of the Company ‘i’ at timé ‘t

Growth, t = the growth of the company ‘i’ at time't’

L1Q it = the Quick ratio of the Company ‘i’ at time ‘t’

COMPDUMMY it = Company Dummy refers to difference in leverageorof the

Companies, where 1 if the company have > 8% debt ratio at t time and O if the

Company has < 30% leverage.

g, ¢ = the error term and B, = is the constant term of the model.

4. Analysisand Discussion

4.1.Sources and Types of Financial Resources

To assess the sources and types of finance usta byanufacturing PLC, the survey result depict étleof the
companies use banks as the major sources of finaitteprivate banks taking the major role. It mghasized
that government banks, which are the largest imgeof capital and outreach discriminate start-ugp small
companies. Nevertheless, they give priority to goreent, government affiliated and large compartitesvever,
private banks are found to be flexible in lendimgéuse they need to increase their market shatb.régard to
the types of financial resources the companiesfoseheir operation, the respondents were askedaiix
different sources of finance as most and easilgsgible to least accessible, thus, most of the aoiap prefer
debt type of finance. 60% of the respondents hawvikead debt as the first priority and only 20% oé th
companies under study preferred equity as thest firiority and the remaining 20% has preferredratienal
credit as their first preference. Equity is leastessible because the companies are not publigpests, thus,
they cannot sale shares and contribution by thefgishareholders is minimal.

4.2.Financing Firm’s Activities

During the survey, many questions have been raisddregard to financing activities of the compani@he
response of the respondents on how the companisc their activity is summarized as follows ipl¢al.
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Table 1. Response of respondents for financing emyip activities

Activitiesto be financed

Types of Finance Working capital Fixed assets Projects
Short term loan 40% 40% 20%
Long term Loan 20% 10% 40%
Operational Credit 20% - -
Equity - - -
Retained earnings - 10% 20%
Leasing - 20% -

A Combination of d/t sources 20% 20% 20%

Source: Summarized and computed from questionnaire
40% of the companies use short-term bank loanmémde their working capital and fixed assets. fenmore,
40% of the companies finance their projects usimg lterm loans, and only 20% of them use short teems.
Nevertheless, Only 20% of the companies use ledsifigance fixed assets. The study results inditaat most
of the companies use debt to finance their aatiwitvith short term loans taking the highest pesggt This is
due to the fact that companies use bank over daaiisAccount payables as their significant sourfcshort-
term financing, but limited access to long-terrmi®and equity.
4.3.Challenges the Private Limited Manufacturing Conipariace
The theoretical literature depict that internal rees of finance are cheaper than external sou@@spanies
which are actively involved in the market and dpkedo increase their sales and profitability avkedo take the
advantage of using internal sources. Having thémtbtical base, a question have been raised wifhraeto
either the companies have faced market problemngutie years under study. 80% of the companies have
replied that, they have faced market problem. Thoke have faced market problems indicated thatr thei
leverage position has been increasing. The redsores decline in sales were lack of raw materitdceicity
rationing and high production cost in Mekelle. Sizethe collateral requirement is found to be digaint
constraint in accessing finance. 80% of the congmresponded that loan is borrowed 50-74% of ifateval
value. Furthermore, the respondents were asked #imgonvenience of the loan procedures and rexpaints.
Thus, 60% of them have responded the requirementg@pcedures are convenient and only 40% has mdspo
the requirements and procedures are inconvenienteMer, 80% of the respondents have indicateditiaadial
products available are limited and inadequate. f@@sons of inconvenience were higher interest rtgh
collateral requirement and lack of financial liteyassupport. Corruption in financial institutiorssalso a major
constraint in accessing finance. The survey regutlicate that 60% of the companies have indicateduption
as a significant problem, thus, corruption in sarases has increased their cost of financial streatacision.
4.4.Descriptive Analysis
Table 2. How Manufacturing PLC finance their as¢Biata accumulated for the years 2004-2012)
Average(Mean) Standard deviation

Year EQITA (%) TD/TA (%) CL/TA (%) LD/TA (% EQITA (%) TD/TA (%) CL/TA (%) LDI/TA (%)

2004 48.80 50.20 1524  34.80 42 42 11 41
2005 38.40 61.60 18.24  43.40 37 39 9 34
2006 43.70 56.30 25.06 31.24 28 28 13 30
2007 48.82 51.18 29.46  21.72 21 21 14 12
2008 48.80 51.12 34.18 16.94 18 18 22 19
2009 49.26 50.74 28.80 21.94 16 16 10 15
2010 4941 50.59 30.22 20.68 37 22 15 12
2011 48.90 51.10 31.54 19.56 35 27 20 24
2012 49.32 50.68 32.36  18.32 29 31 18 35

Note: EQ=equity, TA= total assets] D= total debtCL = Current liability,L D= Long term liability

Source: Own computation from secondary data

According to Table 2, majority of the companies endtudy were financed through Debt, (50.2%) ofalvhi
long current liability took the highest proportidhalso shows that there is higher difference agncompanies
in long term debt proportion. The year to year ggtatio is increasing from 38.4% in 2005 to 49.3R%2012.
This shows that the companies are creating vatuehich they are able to retain part of their grads a result
they are able to finance their assets with equity.

Debt ratio is showing almost constant average exicgghe year 2005 and 2006, where it had reacie0%
and 56.30 respectively. However, the proportiomufent liability is increasing from 15.24% in tijear 2004
to 32.36% in 2012. Nevertheless, the proportiolong term debt is declining from 34.80% in 20048&R% in
2012. Thus, this might prove the difficulty thengpanies are facing to access long term debt.

Table 3: Short term debt composition on the periout$er study

93



International Journal of African and Asian Studisn Open Access International Journal
Vol.2 2013

AvgegMean) Standard deviation
Year BOD ratio (%) A/P ratio (%) others (%) BOD ratio (%) PAvatio (%)
2004 31.32 37.70 30.98 26 37
2005 30.80 48.96 20.24 39 35
2006 31.68 49.18 19.14 36 23
2007 30.20 62.04 7.76 40 12
2008 39.80 34.92 25.28 36 32
2009 32.40 44.98 22.62 43 29
2010 34.51 43.96 21.53 45 26
2011 36.42 45.10 18.48 42 31
2012 33.59 46.10 20.31 38 33

Source: Own computation from secondary data

Note: BOD ratio= Bank overdraft/total current liabilitya/P ratio= Account payable/total current liability and
others= other current liability like accrued paysbénd payable to associates

The results shown in table 3 depict that the msgarces of short-term liabilities are Account pdgand bank
overdraft. Other current liabilities are also imimt sources of short-term liability. During theripds of study,
nearly 35% of the short-term loans were financedguBank overdraft and the remaining part of thersterm
liability were financed using a spontaneous cretlke account payable and other current liabilitidhe
proportion of bank overdraft and Account payabls h&reased year to year. Hence, it can be deptbid
using a spontaneous credit helps the companies/tost of funding and remove covenants relatéehiding.
4.5. Econometric Analysis

Multiple Regression Analysis

Financial market in Ethiopia is underdeveloped arfdrmation asymmetries are expected to be pasitul
severe. As a result, the pecking order theory mightmore appropriate theory to explain capital cstme
decisions of firms. Moreover, the companies considdor this study are private limited companiesnde,
Agency cost theory is not applicable. Thus, thedtlypsized impacts of the explanatory variablesemerage
under these two theories are given below.

Table 4: Capital structure theory and expected sfgelationship between leverage and explanatariables.

Trade-off theory Pecking order theory
Firm Size + -
Structure of asset + +
Profitability + -
Growth - +
Liquidity + -

Source: Compiled from Aswath (1997)

Discussion on regression results

Under this section, the regression results ofliheet models namely, total debt ratio (TDR), lomgnt debt ratio
(LDR) and current liability ratio (CLR) were dis@exl. The detail analysis and discussion for theetimodels
are presented below as follows.

Total debt ratio (Total debt/Total assets) Model

Explanatory variables such as size measured usitgat logarithm of assets, growth(change in ansads),
average profit(average profit/total assets),ligyi@juick ratio),structure of asset(tangibility) armbmpany
dummy which shows the companies difference in tédit ratio were regressed against total debt, s, the
following results have been found from the reg@ssi

Total Debt ratio (TDR) = g0 + g1SIZE i, t + 2 SOA i, t+ f3AVPROFI, t +pAGROWTHI, t +f5LIQ i, t +
PECOMPDUMMYi t + &it

Table 5: Total debt regression results

Variable Coefint t-test
Constant 0543 -4,63***
Size 0.2164 9.12%**
Structure of Assets 0.1275 0.59*
Average Profit -1560 -7.68***
Growth .0058 -1.15
Liquidity AN68 -5.19
Company dummy 0.4123 10.57***
R-square 75.26%
No. of Observations 90

Sour ce: stata output

*** Significant at 1% level, ** Significant at 5%elel,* Significant at 10% level

As it is shown in Table 5, the regression resuigict that size, structure of assets and averagfé pre found
to be the significant determinants of total debar&bver, the companies’ difference in leverage megisusing
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a dummy variable shows a significant differencdeimerage among firms. Results for size confirm el
theory, emphasizing a positive relationship betwsize and leverage. According to Trade-off theaige is
positively related to leverage, arguing that larfiens need more funds to finance their activitg, a result
following the financing pattern; they go for extatffinance, when internal finance is not sufficiehte result of
size is consistent with other studies conducteck&®z2001; Rajan and Zingales, 1995; Titman andseles
1988). Furthermore, the regression result revéalisaverage profit is negatively associated withltdebt and it
is consistent with pecking order theory. More pedfle firms have the ability to retain more; aseautt, they
will be less prone to external finance. The resaitts consistent with different empirical studiestsas Suhaila,
et al. (2009). In addition, structure of assetsasitively related to total debt and significahtt8%. This might
imply that tangibility of assets have less impatieverage due to undervaluation of collateral.

Long term debt ratio (Total long term debt/total assets)

To run this regression similar explanatory varialige for total debt ratio were used to determimosv these
explanatory variables affect long term debt rasimg the following equation.

Long term Debt ratio (TDR) = g0+ p1SIZE i, t + 2 SOA i, t+ B3AVPROFi, t +fAGROWTHi, t +f5LIQ i,

t + f6COMPDUMMYi,t + &i,t

Table 6: Long term debt model regression results

Variable Chaént t-test
Constant 5412 -6.13%**
Size 0.1746 7.31%**
Structure of Assets 0.1275 2.45*
Average Profit -2570 -4,82%**
Growth .0018 0.36
Liquidity ans4 -2.46
Company dummy 0.3153 4.75%**
R-square 69.82%
No. of Observations 90

Sour ce: stata output

*** Significant at 1% level, ** Significant at 5%elel,* Significant at 10% level

The regression results shown in table 6 depict $im, structure of assets and average profit igréfisant

determinants of long term debt. Moreover, the camggdifference in leverage measured using a dummighia
is significant emphasizing a significant differenndeverage among firms. The result for size issistent with
tradeoff theory and it is also consistent with otbidies conducted (see Rajan and Zingales, T88%an and
wessels, 1988). The result on size emphasize #nger firms use more external loans than smallensfi
Furthermore, the result of the regression showssitipe relationship between structure of assetslang term
debt, emphasizing fixed assets are important tadeel as collateral, which might show the undereston of
the collateral value. Different empirical studidsw similar signs of association between assetgtstre and
long term debt (e.g., Titman and wesseles, 1988grage profit is found to be negatively relatedaiog-term
debt and is consistent with pecking order theorpfiRble firms prefer to use internal sources iofhce to
external funding. The results are consistent witfeint empirical studies such as Myers and M§ji{@984),
Rajan and Zingales, (1995).

Current liability ratio (total current liability/total assets

The following equation is used to estimate the jgted power of the explanatory variables.

Current liability ratio (CLR)i, t = 0 +g1SIZE i, t +82 SOA it+ g3AVPROFI, t +p4GROWTHiI, t+f5LIQ

i,t++p6COMPDUMMYit +&it

Table 7: Current liability ratio model regressi@sults

Variable Chaént t-test
Constant .61p2 3.13**
Size -0.0514 -1.45
Structure of Assets 0.0126 0.08
Average Profit 0.748 1.42
Growth 1023 -0.46
Liquidity dB52 -3.15%*
Company dummy 0.0281 1.24
R-square 51.36%
No. of Observations 90

Sour ce: stata output

*** Significant at 1% level, ** Significant at 5%elel,* Significant at 10% level

As it is shown in Table 7, the regression resuitsasthat liquidity is significant at 5% and negaliy associated
with short-term debt which is consistent with peckiorder theory. The remaining variables are infigant.
The company difference in leverage measured usidgnamy variable is insignificant indicating theie no
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significant difference in current liability amonigrms. The negative relationship depict that comesmvith high
liquidity prefer to use their liquid assets thateewal funding.

5. Conclusions

This study analyzed the financial structure of atévlimited manufacturing companies in Mekelle.dficing

patterns and challenges of the companies were sesbesd the determinants of financial structurdasaets

were also examined. Overall, Short-term debt caret a relatively high proportion of the total tieb firms

under study. Current liabilities such as accouryaple and bank over-draft followed by accruals taee major
sources of short-term liabilities. The results aadéd that larger firms in terms of size are mikely to rely on

long-term debt finance. Moreover, Majority of thentpanies finance their working capital and fixededs
using short term debt and projects using long teeft and retained earnings. Other sources of fsanch as
leasing are not exploited and equity is found taHeeleast accessible. Some of the major challeatjesting

financial structure decisions of the companieswargervaluation of collateral asset, discriminatipnlending

institutions, corruption, limited financial prodscand long waiting period for processing loan agion. Size,
structure of assets and average profit were foaraktsignificant determinants of total debt andylterm debt,
and liquidity is significant to determine currergHtility. Generally, the results of this study setnsupport the
pecking order theory. The issue of financial stuoetis an important strategic financing decisiaat firms have
to make. Thus, Policy makers should give emphastheé development of financial system to enablarfaial

institutions provide a variety and flexible prodsict
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