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CHAPTER ONE 

RES EARCH PROPOSAL 

1.1- Introduction 

Banking institutions playa signil icant ro le in the economic lives of the society By 

supplying the basic medium of excha nge (cash, checking accounts, and credit cards) , Ihey 

playa key ro le in the way good s and services are purchased and by accepting deposits 

from savers and then lend ing the money to borrowers, they encourage the flow of mo ney 

from savers to productive use and investments. I From thi s point of view, ba nks pl ay a 

paramount role in the overall econom ic development of a country without which thai is 

very unlikely. 

The establ ishment of the Bank of Abyssinia in 1905 marked the start of modern banking 

in Ethiopia . Since then until 1943, the banking industry was be ing principally operated by 

foreign nat ionals2 [n 1943 , however, the Bank of Abyssinia was nationali zed and 

renamed the State Bank of Ethiopia and operated both as a commercial bank and central 

bank until 1963 when it was di ssolved to form the central bank ; the National Bank of 

Ethiopia (hereinafter the NBE) and Commercial Bank of Ethiopia. 

In the post revolution period, ba nk s operating business in the countly were nationali zed 

and consoli dated to serve the economic policies of the centralized system guided by 

socialist ideology and were charged with executing the nat iona l economic plan. Dur ing 

th is period, the role of the NBE was redefined by law as a developmental organ] With 

the overthrow of the Derg in 199 1, however, Ethiopia began its transit ion to a market 

economy and as a result bank s operate busin ess in line wit h this economic policy. 

FU11hermore, the role of the NBE was reformulated accordingly. 

Banking business has its own di stincti ve featu res in that banks main ly deal with Ihe 

money of large number of depositors who have hardly any say in the conduct of affairs of 

' Vincenl P. Polizatto, "Prudential Regulalion and Banking Supervision". in Dimiui Vittas (Ed.), Financi'!l 

Regulalion: Changing Ille Rules or the Game (1992), p.283 

' Belay Gidey, Money Banking and Insurance in Ethiopia (ttl Amharic), ( 1990). p X] 

J A Proclamalion to Provide for the Regulat ion of the Monetary and Banking Syslem, Nega ri l Galcla. 

Proclamation No 99/1976. Pursuanl 10 An .6 of Ihe Proelammion, lite objecli ve of NBE was 10 fOSier 

ba lanced and accelerated development of Ihe eoulllr)'. 

. .. ti l 
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the companies· Needless to say, deposit of the public consti tutes substantial amou nt of 

the money under banks' oWllership and they can dispose of it in respect of their 

professional activity. But, they have the obligation to pay what they owe to deposi to rs. 

They can, however, discharge th is ob ligation if and onl y if they keep their liquidity intact. 

The term "liquidity" has special sign ificance in banking business. According to R. S. 

Sayers, "Liquidity is the word that the banker uses to descri be his ability to satisfy 

demand for cash in exchange for deposit."s The banker, therefore, should attach great 

significance to hi s ob li gation to pay his depositors' money on demand or in accordance 

with the agreement he concluded with the latter, for hi s inability to do so for any reason 

whatsoever will lead to di sastrous consequences. If a bank fail s to honor deposit ors' 

claim, the public may lose confi dence in it wh ich in turn will create chaos not only on the 

individual bank but also on the whole financial sector and ultimately on the overall 

economy of a country6 Because of this nature of the banking business, stringent and 

strict regulatory norms regarding activit ies of banks in general and of their liqui dity in 

particular need to be set in place 

The ultimate purpose of regulation of li quidity requirements of banks is to protect int erest 

of depositors and thereby promote society 's confidence on banking business. This 

confidence plays a significant role in the monetary stability and the overall economic 

development of a country. Indeed, the importance of liquid ity transcends the indivi dual 

bank, for a liquidity shortage at a single bank can have system-wide repercussions 7 For 

this reason, banks are stri ct ly regulated to ensure that they mainta in their liquidity to the 

level required by law. 

In Ethiopia, just like in most other countries, the mission of regu lating and superv is ing 

the banking business is entrusted to the central bank of the country: the NBE. Creat ed by 

Order No 30n 963 and reorgani zed pursuant to the Monetary and Banking Proclamat ion, 

the NBE is given the responsi bi lity of regu lating and supervising, iI/IeI' alia. banks8 

Moreover, special rul es that govern the banking ventures all the way from their 

' P. N. Varslmey, Ballkillg Law and Pmclice (9'" Ed., 1982), p. IG 
' Id, p.153 
' Ke/meth Spong, Banking Regulation : Its Purposes, Imptementation and EfTects (5"' Ed., 2(00) p.7. 
ava itable at hnp :llwww. kansascitvfed~ 

' td. p.6-1 ,.-
' Moneta ry and Banking Proclamation No 8311994, Negalit Gazeta (hereinafter Proc. No 83/94), An . 7( -I) 
cum. AnAl 
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estab li shment to the services they otTer are laid down in a detai led fa shion under 
Licensing and Supervision of Ba nking Business Procla mation9 This shows that stringent 
rules are set in place to ensure that each and every bank is operating business by keepi ng 
its liquidity position as required by law. The research criti cal ly ana lyzes the regul ation of 
liquidity requirements of bank s and examines the prevail ing practi ce from a near 
distance. 

1.2- Background of the Study 
Just last yea r at this time, Busi ness Law Department of the lJJ,tI Program of the Law 
Faculty offered a course entitl ed ''Financial Market s-- Regu lat ion. " The course covered 
regu lation and supervision of ba nk ing busi ness, among other things. In the middl e of the 

" courseJthe researcher wan ted to know something about "regu lat ion of banks" and went to 
the li brary if materials on the subject matter are available. However, the resean;helT was 
not able to track even a single material wri tten on the subject and hence was abl e t 
understand that there is scarcity of material s on the supervision and regulation of th 

o\.-l. ..... %,.-.::.., ..... ~, , 5o.-<t~ '-" ...-t.<] ..!l }-'-~ 
banking business in general and that of liquidity requirements of banks in 'pal1iculal - - \ was rea ll y a surprise not to get e v ell a single material 011 the regulat i6n and supervision of 
liquidity ofbanks; an area whi ch is rea ll y sensi tive but Ilot given the attention it deserves. 
To add insult to injury, there is 110 material in the archi ve of the NBE written on the 
subject matter. Beyond and above this, the researcher witnessed the prevalence of 
misinterpretation of some of the provisions of Proc. No 83 /94 and Proe. No 84/94 and 
other banking laws among personnel in the NEE regarding regulation of liqu idity of 
banks, which further sa li vates the researcher to make a study 011 the law and practice 
relating to the subject. 

1.3- Statement of the Problem 
As already stated, the NEE is entrusted with the responsibil ity of regulat ing liquid it) of 
banks. It goes without saying that the Bank is expected to full y understand pal1icli lars 
rega rding the subject matter as stated in the law to effect ively implement the same. The 
problem in this regard is that the NEE is devoid of the requisite competent and qua lified 

9Licensing Supervisions of Banking Bu siness Proclamntion No 841199-1 . Ncgmi l Ga7.cl~ (hereinafter Proc No 84/94), Art.36. Ttti s Proclama ti on is cxpecled 10 be replaced by "nOlher proc lmnalion in lhe near fut ure, for tJle draft of the new law has already been prepared. 

3 



human resource at it s disposal to properly di scharge its huge responsi bilities. Due to th is 

reason, some of the supervisory activities of the NEE are not in line with international 

banking supervi sion standards and most importantly with the dictates of the different 

banking laws applicable in the cou ntry . 

Moreover, its personnel do not have study material that could provide them with 

supplementary assistance in solving the hurdles in their regulatory and supervisory role. 

Therefore, they are so far forced to face their dail y task without any assistance fro m 

guidelines on how they should handle,the ir tasks. 

1.4- Scope of the Study 
The government may regu late and supervise the overall activities of banks in general and 

their liquidity requirements in particular in two different ways; through ownershi p of 

banks or through legislations containing rules and regulations that will govern their 

overall operations. However, this research paper focuses on ly on the latter type of 

regulation . 

Furthermore, regulation of liquidity requirements of banks aims principally at ensuring 

that each and every bank that so licits money from the public in the form of deposi ts has 

the finan cial capacity to satisfy at all times claims of depositors. The study does not, 

therefore, venture on banks such as Development Bank of Ethiopia which normall y do 

not mobilize deposits . 

. 5- Research Methodology 
he study is conducted by use of a comparati ve analysi s of primary laws on liquid it y 

requirements of banks and direct ives issued by the NEE concerning the subject matter 

under cons ideration, with the da ta obtained from pertinent personnel in the NBE and 
~ ~ 

other commercial banks through interviews. In some instances, observed dat a are 

presented quantitativel y whi le mostly relying on qualitative research methods. 

1.6- Sources of Data 

Generally, the research hinges on three main sources of data: 

The first source of data relates to legal in struments on liquidi ty requi rement of banks 

currently operational in the country. In this regard , Proc. No 83/94 and Proc. No 84/94 

are cri tically examined. Direct ives issued on the subject by the NBE at different times are 

4 



also thoroughly analyzed. Moreover, books, periodica ls and internet sources are 

consulted to substantiate the study 

The second source of data relates to interpretations of the lega l inst ru ments and the 

direct ives as interpreted by the NBE duri ng discharging its responsib ilities of regula ting 

liquid ity requirement of banks. Especiall y, the different cO lTespondences and repons sent 

to and from the NEE to other banks on many issues are cri ti cally examined. 

The third category of source of data is the in formation obta ined fro m the concerned 

offi cials in the NBE and those from other commercial banks. In thi s regard, interviews 

and observations are employed as tools for collecti ng data. 

1. 7 - Objectives of the Study 

The study aims at the fo llowing objecti ves: 

» to identify the fundamental obligations of banks regard ing maintaining their 

liquidity and liabiliti es that wi ll fo llow in case of fai lure to comply with the law. 

» to analyze, among other things, the powers and responsib ilities of the NEE In 

regulating and supervising li quidity requirement of banks. 

>- to criticall y examine whether or not laws on liquidity requirement of banks and 

the prevailing pract ice are in conformity with each other. Thi s is done with spl' cial 

reference to Proc. No 83/94, Proc. No 84/94 and directi ves issued at different 

times by the NEE and appl ication of same. 

>- to point out areas where there are gaps between the law and the pract ice and 

hence to forward possible suggestions and/or recommendations on what measures 

should be taken with a view to narrow down and to eliminate, if possible, the gap. 

1.8- Expected Outcomes of the Research 

1- Given the fact that a number of private banks are coming to the banking business 

due to the economic policy of the country, the interest of depositors could be at 

stake than ever before if these banks are not to operate in accordance wit h the 

dictates of the law and by preserving their li quidity positions intact. Thus, the 

NBE has to properly discharge its responsi bil ity of regulating li qu idity 

requ irement of banks by properly interpreting the law. The study could make 

5 
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significant cont ri bution in this regard by indicating the proper way of applying the 
law. 

2- Given the scientific nature of the research interms of its met hodologies and cri tical 
analys is, perhaps the research paper could be employed as a good addition to the 
scarce resources of materials on the subject matter under consideration. 

3- For the research is entirely focusing on the di spari ty of exist ing laws on regulation 
of liquidity vis-a-vis the prevailing practice, it could make contributions that 
cannot be belitt led in pointi ng out area(s) where the NEE has to pay its attention 
to further it s regu latory capacity and thereby properly discharge its 
responsibil ilies. 

1.9- Discussions Covered in the Research 
Rationale behind Regulat ing Li ~ui d i ty 

Maintenance of liquidity is a cardina l principle of sound banking bus iness. It is crystal 
clear that the deposits of the publi c mainl y consti tute the bulk of banks' fund s. The public 
deposit money in banks believing that they can withdraw same at any time whenever they 
wish. 

Nonetheless, the wish of the public will turn into reality only when banks are financially 
sound . It, however, they are not financia ll y sound and as a result could not pay back 
depositors' money whenever the la ter demand, confidence of depositors on the banking 
business as a whole will be eroded whi ch wi ll directly affect other banks in the cou ntry 
and fi nally the overall economy. The government, therefore, inteli'eres with the activi ties 
of banks to see to it that they have the financ ial abi li ty to di scharge their ob ligations 
towards depositors. 

Ways of Maintaining Liquidity 

Maintenance of Liquid Assets 

Proc. No 84/94 specifi es mini mu m liquid assets to be maintained by bank s. Art .16(i)(a) 
of the Proclamation provides th at the NEE may direct every bank of a specified cia,s or 
classes to maintain liquid assets amounting to not less than a prescribed percentage of the 
total or specified categories of its deposit and simi lar li ab ilit ies to the public. However, 
the percentage so prescribed may not exceed thil1y fi ve percent of such deposits and 
simil ar li abi li ties. Art. 16(2) of the Proclamation prescribes what is meant by liquid assets. 

6 



In add ition to those that are enu merated as liquid assets under this provision, the ~BE 
issued a directive lO and speci fi ed total and speci fi c requirements that banks are requ ired 
to maintain wit h the vi ew to pre,e rve their liq uid ity . 

Reserve Balance 

In addition to the ob ligation of banks to maintain liqu id assets as discussed above, 
Atr.16(S) ofProc. No 84/94 requires them to maintain with the NEE a reserve balance as 
a percentage of their deposit liab il ities as may, from time to time. be determined by the 
latter. The NBE has issued a directive'l and determined the percentages of current 
account deposit s, savings deposits and time deposits which every bank is required to 
main tain with the fo rmer. 

Legal Reserve Account 

With the view to regulate and su pervise liquidity requirements of banks, Proc. No 8· 1/94 
obliges every banking company operating in Ethi opia to maintain legal reserve account. 
Accordingly, Art . 12( I lea) provides that , banks should, before declaring di vidends, deduct 
from the annual net profit aft er tax and credit same to the legal reserve account . 
Art . 12(2)(b) of the same Proclamat ion also entrusts the NBE with the power to prescribe, 
by a directive, the method of computing the amount and the form of the legal resc rv 
account. 12 

Limiting Bank Lending and Bank Investment 

Banks, especiall y commercial ones are estab li shed principally to make profit. One means 
of achieving thi s end is by lendi ng and invest ing the money they collect from the public. 
Nonetheless, lending and invest ment by banks which require money to be spent ha ve the 
potential of erodi ng the latter 's liquidi ty . This shows the existence of potential con lli ct 
between bank lending and bank investment on the one hand and liquidity on the other 
hand . Due to this reason, limitations need to be imposed again st bank lendi ng and bank 

")Li censing and Supervision or Banking Business, Liquidity Requi remelll (3 m Repl acement ). Direcli, c No 5BB/44/2008 
lI Licensing and Supervi sion or Banking BIlsincss. Reserve Requi rement (4th Replacement ). Dircct in' i\'o SBB/4512008 
12 Accordingly, the NBE has issued a direct ive to that end. See Licensing and Supervision of Banking Business. Direel i" e No SBB/~/I995 
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investment. Tn line with this, the NSE has issued directives ') and set limitations on the 

kind, quality and quantity of loans and investments which banks could make. 

Regulatory Modalities 

One of the most important indications as to whether or not a system allows for the 

prudent regulation of liqu idity of banks is the kind and fo rm of regulatory modaliti es set 

in place. In this regard, Proc. No 84/94 and directives issued by the NBE specify different 

fo rms of regulatory modalities wh ich the NBE may employ as tools in regulat ing 

liqu idity of banks. These regulatory modalities include on-site examination of indivi dual 

banks and off-site survei llances. Furthermore, banks are required to keep fina nc ial 

records and periodically repon Information to the NBE. The NBE, therefore, could 

employ these tools for knowing whether or not banks do comply with the laws. 

Consequences of Failure to Maintain Liquidity 

The att ai nment of the object ives discussed hereinbefore lie behind the implementation of 

the prevailing laws, rules and regu lations, and sanctions follow in the event of non 

compliance. In line with this, Proc. No 83/94, Proc. No 84/94 and the different direct ives 

issued by the NBE provide sanctions in case banks go against any of the provis ions of 

banking laws in general and those relating to liquidity requirements in particular 

Generally, fai lure of banks to comply with liquidity requ irements as determined bv the 

different banking laws is an ofTence The laws and directi ves specify both penal and/or 

civ il liabi li ties on those banks whi ch fail to maintain their liquid ity requirements or 

perform acts that have the pot ential of eroding the ir liquidity. Moreover, personal 

li ab il it ies are prescribed aga inst officia ls of banks who are responsible to manage the 

affairs of the latter 

1JLicensing and Supervision of Banking Business, directives on Si ngle Borrower Loa n Limit (Dircclh'c No 
5BB/2912002), Limitation on Loa ns 10 Related Parties (Direct ive No 5BB/30/2002) , Amendme", of 
Provisions (Directive No SBB13212002). Limitation on tnvestment of Banks (Di rective No 
SBB/1211996) 

8 



CHAPTER TWO 

BANKS AND THE REASONS BEHIND THEIR 

REGULATION 
2.1- Banks 

2.1.1- Definition 

A somewhat simple approach of defining the term "bank" would be to forward a 
dictionary meaning Accordingl y, Black 's Law Dict ionary defines the term bank as ., 
an institution, usual ly incorporated, whose business is to receive money on deposit, cash 
checks or drafts, discount commercial paper, make loans, and issue promissory notes 
payable to bearer, known as bank note .'" This defi nit ion forms an essential attribu te of 
the operation of a bank by enumerating the various activities perfo rmed by banks. But, 
the defini tion cannot be claimed to be exclu sive for there are activities now being 
performed by banks but not included in the definition. 
Other authorities define the term "bank" as an institution authori zed to receive deposit s of 
money, to lend money and issue promissory notcs or to perform one or more of Ihese 
functions 2 Again thi s definit ion . somewhat similar with the first one, tri es to elaborate 
what a bank is by enumerating its essential functions, stressing the point that a bank can 
perform one or more of these functions. 

When we come to Proc. No 84/94 , the term "bank" is defi ned in two steps. Accord ing to 
Art .2(J), a bank is a company3 licensed under the Proclamation to undertake bank ing 
busin ess. Al1.2(3) of the Proclamation intern defines the term "bank ing business" by 
stating in a general manner the essential functions undertaken by a bank. 

' H.C. Black, Black's Law Diclionarv (6'" ICd .. 1990) 
' George S. Gulick, Rober! J. Kimbrough (Eds.). American Jurispnrdence (2"d Ed .. Vol. 10, 1963), p.25 
J A company in tum is defined under An. 1 (4 ) of Proc. No 84/94 as a share company defined under An.104 of the Conll,nercia l Code of Ihe Empire of Et hiopia of 1960, Proclamation No 165/ 1960. Ne~alit Gazela(hereinaftcr the Comm. C) whose capital is \vholly owned by Elhiopi;lI1s and! or organ izalJons wholly owned by Ethiopians and regislered lmdcr the laws and having its head office in Ethiopia. Pursua nt to Ar!.304(1) of the Comm. C, a share company is a compllily whose capital is fixed in advance and divided into shares and whose liabi li ties are limited to its assets. 
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The definition goes: 

Banking business shall mean any business that consists of the following 

elements: 

a. receivingfundsfrom Ihe public through the manner: 

I. accepling deposi ts of money payable lipan demand or in afixed 

period or by notice, or any similar operation involving the sale 

or placement o(.I'hares, certificates, notes, or other securities; 

2. any other means that the National Bank of Ethiopia has, by 

puhlished /lo liee, declared to be an authorized manner of 

receiving flillds for the purpose of canying on banking 

business; 

b. using the fill1ds referred to I/nder 51/b- article 2(0) above, in whole or 

in part, for the accol/nt and at the risk of the person undertaking the 

banking business 

I. for loans or investments, or 

2. for purposes that the National Bank of Ethiopia has, by 

published notice, declared to be appropriate. 

c. the buying and selllllg of gold and silver bullion and foreign 

exchange. 

From th is definition, one may take note of the fo llowing sali ent features: 

I. Accepting deposits from the public is one of the essential functions ofa bank. 

It will then utili ze thi s deposited money in investments or extend it in the 

form of loans or use it for purposes that the Nat ional Bank of Ethiopia 

declares to be approJ.lriate. A bank should invest all or palt of the deposited 

money or give it in the form of loans to those who req ui re it. If, however, the 

purpose of accepting deposits is not to lend or invest , the business will not be 

called banki ng business. " To qualify as a bankin g bu siness, therefore, the 

purpose of receiving depos its should be to invest or loan the same. 

II . Time and mode of wi thdrawal of the deposits is impoltant. The deposited 

money should be reJ.layab le to the depositor on demand made by the latter or 

'Po N. Varshncy. Banking Law and PraClicc (9'" Ed., 1982), p. IS 
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in accordance with the agreement reached between the depositor and the bank 

or by noti ce. The depositor may withdraw the deposit ed money at any time 

he wants or after givi ng notice to the bank or at the exp iry of the ti me 

specified in the agreem ent reached between the depositor and the bank . 

til. In addit ion to accepti ng deposits and investing or loaning same, a bank may 

also involve in acti vi ties such as the sale or placement of share certifi cates, 

notes, or other secur ities and the buying and selling of gold and silver bu llio n 

and fore ign exchange. 

However, it should be born in mind that Art 2(2) of Proc. No 84/94 which enumerates 

banking businesses has left out some act ivit ies which are recognized as ban ki ng 

bu si nesses under the Comm . c.< 1'0 put it differentl y, Proc. No 84/94 has left out some 

banking businesses which are said to be so under the Comm. C. This may create 

confusion because as Proc. No 84/94 is a recent law, one may be tempted to conclud e that 

it overrides the Comm . C and hence those activities recognized by the Comm. C as 

banking transactions are no more applicable. Nonetheless, thi s is not the intention behind 

the legislature, for Proc. No 84/94 is more of a regulatory law and does not change the 

rule that banking institutions undertake those banking transactions embodied in the 

Comm. C. 

2.1.2- Requisites to Engage in Banking Business 

For banks are share companies, that part of the Comm . C on business organi zation s in 

general and that of share compani es in particular apply to them. Nonetheles s, bank s are 

different from other ordinary <,hare companies in many respects. Thus, there are 

requirements other than those speci fied in the Comm. C which a person who intends to 

undertake banking business has te' compl y with . 

2.1.2.1- Form of Business Organization / 

According to Art .3(J)(a) cum 2(4) o f Proc. N o 84/94 , a person, In order to undertake 

banking business in Ethiopia, should be organized in the form of a share company 

Despite this, banking business, strictl y speak ing, is not open to every share co mpa nj J n 

' TIle Comm. C has recognized depo; i! or securities (Ans. 912·9 18). ltir;ug of' safes (Arts.9 19·924). 
contracts for curren! accoums (Ans 925 ·937). di scount (Ar!s.941·944) as transactions u,at rna, be 
undertaken by banks, but are altogether left out from the ambit of "banking bllsiness" as defined l;lIdcr 
An .2(2) of Proc. No 84/94 . 
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add it ion to being a share company, Art .2(4) ofProc. No 84/94 requires the capital of the 

share company to be wholly owned by Ethiopian nationals and/or organizations wholl y 

owned by Ethiopian national s and registered und er the laws of the land . Moreover, the 

same provis ion goes furthe r and specifies that the head office of the company should be 

situated in Ethiop ia. 

Thi s, together with Art.4(2) of hoc. No 84/94, make it clear that foreign nationals are 

prohibited from engaging in banking business in Ethiopia. Thus, it could be argued, is a 

studious effort on the part of the legislature to totall y close the door against fore igners. 

The posi tion taken by the legi slature, no doubt, cannot be without justification. Had 

banking business been open for foreigners, domestic banks' interests could have been 

highl y jeopard ized and fa r from thi s, no domesti c bank could have survived to date6 

Amen to that given the strong fi nancial mu scle of foreigners and their experience in 

banking business wh ich cannot in any way be compared to that of domest ic ones. Thu s, it 

is an obvious strategy adopted by the legislature to further the financial stabil ity of the 

exist ing domestic banks. 

2.1.2.2- Capital Requirem ents / 

According to the Comm . C, the min imum capital required to establi sh a share company is 

Bin 50,000 7 Moreover, Art.312( 1 )(a) and (b) specifies that the total amount of cap ita l of 

the company must be fu ll y subscribed and at least one quarter of the par value of the 

shares be deposited in a bank, in the name and to the account of the company. However, 

as opposed to other ordi nary share companies, banks need to be adequately capital iled 

gi ven the ir un ique nature that wi ll be discu ssed in the forthcoming sections. 

If we take a look at Art .13( I) of Proc. No 84/94, the NBE has reserved the power to 

dete rmine by a directive the mini mum capital required to establish a bank. Accordingly, 

the NBE has issued a direct ive and set the minimum capita l which a bank has to raise in 

order to acquire li cense8 According to Art. l .l of the Directi ve, a bank should rai se a 

minimum paid up capital of Birr seventy fi ve mill ion which shall be fully paid up in cas h 

"Sotomon Weide, "Profi le of the Pri vate Sector in Ethiopia" in Getachew Yoseph, Abdulhamid Bed n 
Ke lJ o(Eds.). The Ethiopian Economv: PrQQi, ms and Prospects of Private Scctor J)c\eIOpmCnL Proceeding 
of the Tentll Annual Conference on ~lC Ethiopian Economy (1994 ), p.2t 

' Comm. C. Art .306(l) 
sSee Licensing cUld Supervisions of Bilfl l-.ing Business. MinimuHl Pa id up C(Jpllal to be Maintained by 
Banks. Directive No SBB/2~/I 999 
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and deposited in a bank in the na me and to the account of the bank under formati on. 

Moreover, as opposed to other ordinary share companies, the total par value of the shares 

of a bank must be paid up and deposited in a bank as stated under A11 .3 ( 1 )(C) of Proc. ! 10 

84/94 . 

When compared to the capital requ ired to estab li sh other ordinary share companies, the 

capita l required to estab li sh a bank is much higher; a clear stand that a bank should be 

adequate ly capitali zed. Thi s emanates from the very nature of banking business. It has 

been held that , "Lacking adequate capital, the banks' potential for failure is greatly 

enhanced .,,9 Due to thi s reason, a bank is required under Directive No 24/99 to raise huge 

amount of capital. 
.........-

2.1.2.3- Qualifications of Dire ctors and Executive Officers 

As wil l be discussed in the forth coming sections, not only share holders of a bank, but 

also depositors and the public at large do have a direct interest in the well-being of banks. 

In order to preserve their well-being, principall y, banks have to be well staffed by those 

who have the required professiona l calibre. Specifically and most importantly, banking 

laws of countries preach that ban ks should be directed and managed by persons who 

command respect for their honesty and integrity and professional excellence. For 

in stance, the Banking Act of England requires that every person who is a director or 

manager of a bank be a fit and proper person to the particular position that he holds. 10 To 

determine whether or not a particu la r ind ividual satisfies the 'fit and proper person ' test, 

the Act provides that regard is to be had to hi s probity, competence and soundness of 

judgment for fu lfilling the respon sibilities of that position, to the diligence with which he 

is fulfi ll ing or is likel y to fulfil l those responsib ilities and to whether the interest s of 

depos itors or potential depositors are, or are likel y to be, in any way threatened by his 

ho lding that position. I I 

A similar approach is employed under Ethiopian banking laws. Proc. No 84/94 specifies 

qualifications which directo rs and executive officers of a bank are required to possess. 

9Vi nccilt P. Poiizano, "Prudentia l Regulation and Banking Supervision", in DlIlljln Vinas (Ed.). Finallcia l 
Regulation: Changing the Rules of thc Gall1c (1992), p.289. 

IOBa nking ACI of England of 1987. Schodille 3. Para . I (I) 
" Id., Para. I (2) 
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Art.3(1)(e) of the Proclamation provides that directors l2 and principal officers l
) ofa bank 

under format ion should ha ve the qualifications prescribed by the NBE. [n order to 
undertake a banking business in Ethiopia, therefore, a bank under formation shou ld 
sat isfy the NBE that directors and principal officers possess the requisite qualifications 
prescribed by the latter 

The NBE, to discharge its responsibiliti es in th is regard, has issued a directive sett in!,! the 
standards of qualitications expected of "d irectors" and "principal officers" of a bank.14 
Accordi ngly, Directive No 39/06 under ArtAI states that chief executi ve officer of a 
bank should, with due regard to the interests of all stakeholders, have the competence and 
the ability to understand the tech nical requirements of banking business, inherent ri sks 
and management processes req uired to conduct banking operations effectively. He/s he 
should hold a minimum of fir st degree or equivalent from a recognized higher inst it ution 
of learning and be a person with high honesty, integrity, reputat ion and diligencc 15 
Moreover, pursuant to Art.4.4 , he/she is required to have a minimum of ten yea rs 
experience in banking, of which mi nimum five years shal l be in senior managerial 
position. ArtsA.7 and 4.8 of the Directive also specify that a chief executive offi cer 
should be at least 30 years of age and preferably be married or responsib le to a fa mily. 
However, even if a person fldfill s all these requirements and is appointed to the post , the 
appointment (be it for new or existing bank) should be approved by the NBE, as clearly 
specified under Art.4.9 of the Direct ive. 

Regarding directors, Directive No 39/06 employs similar parameters. If we see 
An .S .13(i), it specifies that a director should be a person with honest y, integril\', 
diligence and reputation to the satisfaction of the NBE. As to qual ifi cations, the Directi ve 
says that , "At least seventy five percent ofa bank 's board members shall hold a mini mum 
of first degree or equivalent fro m recognized higher learning instituti on; and the 

"According to An.2(5) ofProc. No 84N 4. "'D irectOr" shall mean any person, by whatever tille he lllil\ be referred 10, carrying out or empowered [0 carry out substantially the same functions in relation to the direction of a bank as those ca rried out by :l director of a share company under (he Commercial Code 0f Elillopia of J 960". 
13 An.2(8) of Proc. No 84194 defines "pnncipal officer" as a manager or oLher person with whaLever Ll1le. who is chiefly responsible for the ma.n;lgc ll1cnt of the affairs of a bank" 
14Licensing and Supervision of Bclllking Bllsiness, Amendment for New Bank Licensing and Appro\"ll i of DirecLors alld CEO, Directives No. S[3B1.1 9/2006 (herei naft er Directive No 39106) " Directive No 39/06, Ans.4.3 and 4.5 
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remaining board members shou ld, at a minimum, compl ete general secondary school or 

it s equivalent .,,16 In addition to thi s, the cumulative reading of AI1s.S. I.2 and 5.2 of the 

Directive provides that a director should have adequate experience in business 

management, preferably in banking business, and/or shou ld take adequate training in 

banking business management after hold ing a seat on the board and be a minimum of 30 

years of age. Most importantly, a newly appointed director of a new or existing bank 

should get a blessing of the NBE befo re assum ing office as per ArtS3 .1 of the Directi ve 

As can be seen, the Directi ve intends to di ve rsify the pool of bank officials and 

management to ensure that more people acquire banking experi ence with an eye on 

continuity. In addit ion, it is intended to make sure that banks operating business in the 

country are run by well educated individuals with management experience in order to 

protect interest of stakeholders especially of depositors. These requirements, in one way 

or another, are linked wit h the requirement that the business of banks be conducted in a 

prudent manner. 

This be as it may, Directive No 39/06 specifies proh ibitions again st directors' possibil it v 

of act ing in double capacity in a bank and in the same capacity in other financial 

institutions. It is provided that chai rperson of board of directors of a bank may not be 

chief executive officer of the same bank .17 Furthermore, Pursuant to Sub (i) of the same 

provision, director of a bank may not at the same time serve as di rector in any other 

financia l institution . Obviously, the posit ion taken by the Directive is to avo id the confli ct 

of interest that may occur when a person serves in the board of directors of a bank and 

other financial institutions simultan eously and in two different capacities of a bank at the 

same time. 

2.1.2.4- License ----

As a person should hold a li cense to engage in any business activit y, one who wishes ro 

undertake banking business in Ethiopia should secure license from the NBE. 18 Licensing 

is one means thmugh whi ch the ~ B E ascertain s the fu lfillment of the requi rement, 

provided by law 

16Directi\'e No 39/06, An.5. t .! 
" Direclive No 39/06. An5.!.4(ii ) 
" Proc. No S.J/94 , An. 3( !)(d) 
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No person is allowed to engage in banking business without first obta ining a license. The 

NBE conducts inspection of the books and issue licen se if it is sati sfied that the person 

intending to engage in banking business has duly complied with the law concerl11ng 

applicat ion or eli gibility for a li cense 19 

Once the NBE proves that a person has fulfilled all the requirements provided by law, the 

latter may be issued w ith a li cense. The license constitutes fin al authorization to 

undertake banking business in Eth iopia. It is clear from this that grant of license depends 

on the maintenance of satisfactory position by a bank under formation. This is to ensure 

the continuance and growth only of banks which are established or are operating on 

sound lines and to discourage those that could not stand firm 2 0 

Nonetheless, the fact that a bank is issued with a license does not mean that it will then 

after be entirely left free to operate business in a way it likes. Rather, its continuing 

acti vities will once again be under the strict control of the NBE. 

2.2- Relation between Bank and Depositor 

As discussed in the previous sect ions, a bank is an institution undertaking banking 

business. One of these banking bu si nesses is mobili zing money from depositors21 fo r the 

purpose oflending and/or investing and earni ng profits from such operations. 

The relationship between a bank and a proposed depositor begins with the open ing of an 

account by the former in the name of the latter. This relationship ari ses out of contract 

which may be express or implied . Relating to this, it is said: 

to create the relation of banker and depositor there mllst be some 

contract relation between the proposed depositor and the /Jal/k. In the 

usual case the contract entered into between a depositor and the bank is 

one thaI is implied; the depositor delivers to the bank money, funds, or 

credits constituting the deposit, in return for which the bank assumes the 

" Proc. No 84/94, AI1.4( I). The NBE, however, can prescribe addilional requiremenls by a direclive which 
a "bank" should satisfy in order 10 gel license. 

20Supra note 9 
"The lenn "deposilor" may be generally defin ed as one who delivers 10, or leaves with, a bank monel' 

subjeci 10 his order. See Will iam Maek: Do nald J. Kiser (Eds.), Corpus Juris Seclilldum (VoI.9, 1938). I; 
544 
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obligation to payout on his demand or order a slIm equal to the amollnt 

d . d '2 epOSlte ... -

The relationship being contractual, it is regulated by the general rules of contracts23 

Speaking generall y, the relationship between a bank and a deposito r is that of debtor­

creditor. Of course, the intention of the parties controls the character of the relation which 

may be that of bailee and bailor, but it is ordi narily that of debtor and creditor24 On the 

opening of an account, the bank assumes the position ofa debtor and the depos itor that of 

a creditor. 

Deposits in the Comm. C generall y refer to deposit of funds, bank transfers or deposit of 

securities. Pursuant to Art .896 of the Comm. C, 'deposit of funds' is a contract whereby a 

bank accepts funds rrom a deposi1Or with the intention of owning and disposing as its 

own subject to repayment. Bank transfers 25 and deposit of securities26 involve other 

forms ofrelations. In any ways, once a depositor deposits fund in a bank, ownership right 

over the funds passes over to the depository bank and thus the latter has the right to 

dispose of the funds in whatever manner it deems appropriate 2 7 However, the owner has 

the right to demand repayment of the funds although ownership over the fund s passes 10 

the bank Correspondingly, the bank is under an obligation to repay the funds as and 

when it is required to do S028 The depositor, therefore, remains a creditor of hi s bank so 

long as hi s account carries a credit balance. 

Broadly speaking, deposit accounts are divided into time deposit s, demand deposits 

(current accounts) and savings accounts. Art.898(l) and (2) of the Comm. C provides that 

the holder of a deposit account may dispose of the whole or part of the balance at any 

time or after notice or the expiry of a fixed period. Art.2(2)(a)( I) of Proc. No 84/94, on 

" SUPJ'll note 2, pJOO 
" Civil Code of the Empire of Eiltiopia of 1960, Proc. No. 166/1960, Arts. 1675 ff. Pursuant to Art. 1675. 

«A contract is an agreement whereby two or morc persons as between tJlcmsclves create, vary or 

extinguish obligations of a proprietary naturc." 

"SUPJ'll note 21 , p.546 

"Comm. C, Arl.903(1). It reads, " A bank tJ'llnsfer is a transaction by which a bank debits ille account of a 

depositor, up on his written instructions, :md credits by its entry another account with the same amount. ,­

" Comm. C, An.9 12 cum An.913 ( I). Deposit of securities requires a bank to ensure the custody of the 

secur ities and exercise ule rights relat ing thereto excl usively on behalf of a depositor and ac t with due 

care required of a public bailee. For bailee- bailor relationsltip, see supra note 23 . An.2779. 

" However, as clearly specified in ille second paJ'llgJ'llph of Art.896 of Comm. C, the bank may not acquire 

title or right to dispose of coins or other monetary tokens if there is express agreement Ulat uley should be 

refunded as delivered. 

"SUPJ'll note 4, p.62 
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its part, recognizes three forms of deposits; demand deposits, time deposits and deposits 

to be withdrawn at notice. 

Time deposits refer to those deposits that can be withdrawn on the expiry of the tim e 

specified in the contract concluded between the depositor and the bank. Thus, time 

deposit s are deposits which are subject to notice2 9 The funds are kept for a long period of 

time and are not subject to regula r withdrawal. The deposits are repayable only on the 

expiry of the specified time fixed in the contract. It follows from th is that the depositor 

withdraws hi s money after giving notice to the bank. 

Demand deposits, as the name indicates, are depo si ts payab le on demand. They are 

deposits the payment of which may be legally required w ithin a specified number o f 

days30 The depositor, therefore, has the option to withdraw hi s money any time of his 

own choice and correspondingly, the bank has the ob ligation to effect payment when 

demanded . 

Deposits to be withdrawn at notice, on the other hand , are those deposits which normall y 

do not have specific maturity date although it could otherwise be specified in the contract 

concluded between the depositor and the bank. 

It should be stressed at this junct ure that the distinction between time deposits and 

c1cpo, its w ithdrawn by notice is so me what blurred, for in both cases, an agreement is 

reached between the banker and the depositor to the effect that the latter will withdraw 

hi s deposited money not as he demanded but after the expiry of the time specifi ed in the 

contract. In both cases, a deposito r is required to give noti ce to a bank before he 

withdraws his money. 

2.3- Reasons behind Regulating Banks 

Banking business is subject to high degree of governmental regulation or control in all 

countries of the world . It is said that banks are indispensable institu tions universally 

recognized as a proper subject of legislative regulation under the po lice power of the 

state , J Due to their nature, theret'o re, rigid regulatory laws are laid down wit h the 

object ive of supervising their acti vities and operations. Here, it is appropriate to put the 

query, what are the reasons behind regu lating banks? 

29Supra note I 
30Supra note 2, p.318 
31 1d ., pp.35 -36 
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2.3 . 1- Depositor Protection 

Banking business has unique features which distinguish it form other business sectors. It s 

unique features, as already noted, li e in that banks mobilize huge amount of money from 

the public in the form of deposits. It is agreed that, "The receipt and payment of deposits 

const itu te a fundamental function o f the banking business.,,)2 People deposit money In 

banks beli eving that they could get it back when the need arises. 

A bank has the obligation to pay what it owes to depositors. However, it can pay them if 

and only if the bank is financiall y sound or if it has enough money at its disposal. Thus, 

the government interferes with the activities of banks to see to it that they have the 

financial ability to discharge their obligations towards depositors. One o f the objectives 

behind regulating banks, therefore, is to ensure that their affairs are not being conducted 

in a manner detrimental to the interests of the depositors 3
} The interest of depositors will 

be preserved only when the safety of banks is ensured. Regarding this, it has been stated 

that, "All banking laws are intended to promote the safety of the banks, and such 

objective cannot be achieved unless the safety of the depositors is the paramount 

consideration,, }4 This clearly shows that protecting the interest of depos itors is the major 

objective behind regulating the banking business. 

With this principal objective in mind, many countries lay down rigid requirements which 

banks should comply with in order to maintain their financial soundness and thus 

preserve depositors ' interest. Thus, the regulatory body is usuall y keen to ensure capital 

adequacy, supervise loan quality, set limitations on possible areas of operations, conduct 

periodic examination of their operations, monitor ownership and management changes 

and employ such other regulatory modalities35 

2.3.2- Creation of Efficient and Competitive Financial System 

Another imp0l1ant objective behind regulating banks has something to do with creatio n 

of an efficient and competitive finan cial system. Generally, this objecti ve can be achieved 

if the competition between and amo ng banks operating in a country is prudently 

" Id., p.298 
"Supra note 9, p.44 
" Schramm V. Bank of California, quoted in Supra note 21 , p.34 
" For instance, Proc. No 84/94 embodies a number of provisions with tile view 10 enable tile NEE to 
undertake supervisions and control in these areas. The law requires banks to comply with requirements 
starting from raising adequate capital during formation to maintaining reselve baic1l1ce with tJte view to 
ensure their liquidi ty and financ ia l soundness. 
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monitored. Of course, banks like other economic sectors do have the freedom to compete. 

Nonetheless, the competition is not left alone; rather it is a strictl y regulated one. 

It is stressed that the financial stabi lity o fa country may great ly be explained by referring 

to the financial system in use36 The financ ial system intern depends on how efficiently 

banks are functioning. If banks are to funct ion efficiently, there should be competition 

between them. 

Competition amo ng banks has great importance in fostering economic efficiency and 

consumer welfare . Especiall y, they play a great role by preserving an unrestrained 

interaction of competitive forces that wi ll resu lt in numerous benefit s fo r consumers. One 

writer, observing thi s, said that compet ition primari ly aims at protecting consumers and 

bri nging about economic efficiency and by encouraging alocative and dynamic effici ency 

through lowered production costs, techno logical change and innovation37 If, on the 

con trary, there is no competi tion , ind ividual banks might attempt to gain hig her prices for 

their services by restricting output or colliding with other banks which is a bad news fo r 

consumers3 8 This is because the occurrence of these fact s w ill not urge banks to be 

innovati ve and design improved ways of service delivery. Therefore, in order to bring 

about these numerous benefits, it is a must that the competition runs smoothly. 

However, it has to be underlined that competition in the banking sector, though essentia l 

in many respects, is undesirab le if it becomes unhealthy. One of the main objectives of 

banking regulation, therefore, is to make sure that thi s competi tion is go ing smoothly. 

The regulatory agency should create a conducive environment for competition and at the 

same t ime avo id practices that stand against it. This can be done through maintaining the 

required service quality of banks, ensuring that competiti ve standards are in place, 

controlling concentration of resources that lead to monopoli zation of the banking indust!), 

and provid ing rooms for adaptation to changing economic conditions . The fo llowing 

explains it: 

Competition and efficiency depend on the number of banks 

operating in a market, the freedom of other banks to enter and 

" Supra note 9 
37The World Bank Organiza tion for Economic Co-operation and Developmcnt (OECD). "A Framework fo r 

Il,e Design and Implementation of Compcli lion Law and Policy", ( 1999), p.3 
J8Kennelll Spong, Banking Regulation: lts PUl'pOs~ Implemelliation and Effects (5"' Ed., 2000), p.9. 

available at hnp:llwww.kansascitvfed.org --(20 _~ 
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compete, and the availability of banks to achieve an appropriate 

size for serving their cus/omers. 39 

The point, therefore, is on establishing a system that is conducive for the promotion of 

competitive environment by regulat ing anticompetitive practices40 But, it should be born 

in mind that efficient and competitive banking system is a function of many factors. 

Thus, it requires sorting out factors that could hinder competition and those that 

contribute to it positively. The regulatory body, therefore, should take these factors into 

its diary and act accordingly. 

Nevertheless, the regu latory body should be armed with Solomonic wisdom and take care 

not to excessively intervene with banks' affairs, for this could have its own repercussions. 

Because, unlimited interference with activities of banks will have a negative consequence 

on operation of banks especiall y on their ab ility to serve their customers' finan cial 

needs 41 Thus, intervention with activities of banks to preserve competition and thus their 

efficiency should be a calculated one. 

2.3.3- Monetary and Financial Stability 

As has been said earlier, banks holel a unique position in all countries of the world. Given 

this fact , their weakness as well as strength has a direct impact on the overall monetary 

and financial stability of a country. For monetary and financial stability to prevai l, 

therefore, regulating the banking sector is not a choice, but a must. 

It is held that one fundamental public purpose of governmental regulation of the financial 

system is the mainten,ance of system stability42 In so far as banks are one of the financi al 

institutions, regulating and supervising their operations will lead to that end . 

Of course, monetary and financial stability is the direct reflection of many factors, one of 

which is confidence of depositors towards the banking sector. As one writer pointed out, 

the objective of monetary stability in banking regulation has been closely linked with the 

goal of depositor protection 4
} Obviously, depositors enjoy this protection as long as the 

bank which they left their money in is financially sound. If depositors ' interest is 

" Ibid 
"'The Trade Practice Proclamation, for illSlance is designed to this end. Trade Practice Proclamation No 

329/2003, Federal Negarit Gazeta, see the preamble and An.3(1) 
"Supra note 38 , pp.9-10 
"An.6 of Proc. No 83/94 prescribes domeslic 1l10nerary stability among the primary objectives which the 

NBE slk111 endeavor to attain . 
" Supra note 38, p.8 
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protected, the confidence of the publ ic towards banks in general wi ll undoubtedly be 

high, for they know that the latter will perform the required service as promised. If the 

confidence of the society towards banks is high, the monetary and financial stability of 

the country wi ll be in the right track . 

As it is known, banks act as intermediari es between savors and borrowers in our society. 

They accept money in the form of deposits from the general public and extend it in the 

form ofloans to those who need money to meet their short and long term financial need s. 

In this regard , a vast volume of transactions take place between banks and the public at 

large. For this transaction to continue smoothly, it is of a paramount importance that the 

leading actors - the public, should be guaranteed that nothing bad would happen that 

could affect their interests. This guarantee will have a positive role in maintaining the 

public confidence towards banks un impaired, which in turn wi ll further the monetary and 

financial stability . 

If, however, the banking sector is disturbed, confidence of the public will highly be 

eroded. Such disruption wou ld furt her hinder financial transactions and the flow of credi t 

that will ultimately resu lt in overa ll economic shrink44 One writer has observed the 

system wide repercussions that banks' 

and finan cial stability as foll ows: 

The fai lure of a large bank or multiple bank failures may cause a sudden 

contraction of the money supply, a f ailure of the payment system, a severe 

disalocation of the real economy, and real or impliCit obligations on the 

part of the government. The faillire of any bank, no matter how small, may 

lead to contagion and loss of confidence in the system ... 45 

In order to preserve the confidence of the public towards banks and thus maintain the 

monetary and financial stabilit y, therefore, the banking sector should be supervised and 

regulated from a near distance. 

2 .3.4- Consumer Protection 
Another objective of regulating the banking industry alms at protecting interest of 

consumers. The objectives di scussed hereinabove aim, in one way or another, at serving 

the interest of consumers. However, there are also other means that could be availed of to 

" ld. , p.7 
"Supra note 9, p.284 
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protect the interest of consumers . One of such means is to require banks to provide their 
customers with a meaningful disclosure of deposit and credit terms. Relating to the 
benefits of such disclosure, the followi ng has been offered: 

The main intent behind such disclosure is to give consumers a basis for 
comparing and making inf ormed choices among different institutions 
and financial instruments. The disclosure also serves to protect 
borrowers from abusive practices and make them more aware of the 
costs and commitments in finanCial instruments. 46 

Therefore, in order for interest of consumers to be safeguarded, it is bel ieved that 
minimum disclosure requirements should be imposed on banks. All depositors, investors 
and creditors of a bank should get reliable and timely information to make informed 
dec isions when transacting business with a bank47 If consumers are fed with timely and 
reliable information, they would arrive at well calculated decisions . If on the contrary, 
consumers act without timely and reliable information, their deci sion will finall y be 
regrettable 

The other way of assuring consumer protection is generally by promoting financi al 
privacy and preventing problems and abusive practices during credit transactions, debt 
collections and reporting of personal credit histories and by ensuring equal treatment and 
access to services among all financi al customers48 The purpose of these requirements is 
to enable borrowers and customers to arrive at a well considered transaction with banks. 
These rules help preserve interest of consumers in their relationship with banks and to 
enable them enjoy non discriminatory treatment. In order to achieve these merits, it 
requires strong commitment of the regu latory agency to closely supervise and control day 
to day operations of banks. 

2.4- Organs Entrusted with Power to Regulate Banks 
2.4.1- National Bank of Ethiopia 

As said time and again, activities of banks are strictly regulated and supervi sed for a 
number of pragmatic reasons . Countries entrust the mission of regulating and supervising 
the banking sector to a central bank though it is known by different names in different 

"Supra note 38, p. IO 
" Supra note 9, p.294 
" Supra note 38, p. J 0 
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countries. In India, it is called the Reserve Bank of India, in the United Kingdom, the 

Bank of England, in the United States the Federal Reserve System, in France the Bank of 

France and in Sweden the Riksbank49 In Ethiopia, responsibility fo r the supervision of 

banks and banking operations is vested with the NBE. 50 

As evident from Art.6 of Proc. No 83 / 1994, the general purpose of the NBE is to foster 

monetary stability and a sound fin ancial system. Because banks are the major finan cial 

institutions and playa leading role in fostering monetary stability, the regu lation and 

supervi sion of banks is the primary target of the NBE. The rules by which banks are 

controlled and regulated are provided in Proc. 84/94 .51 

Interms of Art .3 (1) (d) ofProc. No 84/94, every person is required to hold a license from 

the NBE to undertake banking business in Ethiopian The regulatory role of the NBE 

commences there and then. To ensure that banks in Ethiopia are undertaking business 

with full compliance with the law, Art .20(l)(a) ofProc. No 84/94 empowers the NBE to 

make or cause an on-site examination to be made on any bank periodically or at any time 

without prior notice. Where the examination or inspection reveals that a bank fails to 

comply with the law or regulations or with the terms and condition of the license, the 

NBE may take any or all of the actions specified under Ali .20(3)(a-i) of Proc. No 84/94. 

If the worse goes to the worst, the NBE may, as clearly provided under Art .22(l) ofProc. 

No 84/94, go to the extent of taki ng over the temporary management of a bank at ri sk. 

Banks are also required to submit a number of returns and statements to the NBE on 

various areas. 53 These returns and statements are inputs to the NBE based on which it will 

know what is going on in the banking sector. Furthermore, a bank has to secure the prior 

.oM. L. Jhingan, Money, Banking, International Tmde and Public Finance (6"' Ed. , 2004), p.173 
5"ProC. NO 84/94, Art.7(4) cum. Art.41 
" The NBE is empowered to issue directives on various areas for the proper implementation of the law and 

tile altainment of its purpose for which it is established. See Proc. No 84/94, Art. 36 cum. Proc. No 83/9~, 
Art.61 

" If, however, a bank is suspected tila1 it is advertising for or soliciting deposits or transacting banking 
business without having tile necessary license or if it fail s to comply wilh tile provisions of the law. the 
NBE will investigate such bank and if need be, may revoke the lauer 's license. See Proc. No 84/94, An. 
7(1) cum. Art. 10( 1). 

" For tilese returns and statements tilat every bank is required to submit to tile NBE, see Proc. No 84/9~, 
Arts. 19(3)(4), 18(1)(6) 
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approval of the NBE so as to undertake certain activities 5 4 A bank can lawfully 

implement these activities only when the NBE extends approval to that effect. 

Generally, the NBE is entrusted with such a Herculean task of closely observing that all 

banks undertake their business venture in strict compliance with the requisites laid down 

by the law. But, as stated by one scholar, the attainment of such objectives li e behind the 

implementation of the prevailing laws, rules and regulations, and sanctions follow in the 

event of non compliance55 In line with this, Proc. No 84/94 embodies important penal 

provisions that are designed to fu rther the enforcement of banking laws 5 6 These serious 

measures that could be taken against those who fail to comply with the law obviously 

wi ll playa pivotal role in facil itat ing the attainment of the purposes which the NBE is 

established for. 

2.4.2- The Court 

One can understand from the prevIous discussions that the lion's share of the 

responsibility of supervising and regulating the banking business falls on the shoulder of 

the NBE. However, there are instances whereby the court may be involved in the game. 

Specifically, the court will have a role in reviewing certain measures taken by the NBE 

and giv ing directions that it deems appropriate. A person who is aggrieved by the act of 

the NBE may take the case to the court and seek judicial review of the act and relief that 

is appropriate. 

As discussed before, the NBE is granted the power to revoke license of a bank if any of 

the conditions specified under Art. IO(I)(a-f) exists . If, however, a bank whose license has 

been revoked by the NBE thinks that the act of the latter is wrong under the 

circumstances, it may, according to Art. I 0(3) of Proc. No 84/94, take the matter to the 

Central High Court57 on appeal. On the other hand, where a person undertakes bank ing 

business without license and holds money or other property obtained through such act , 

the NBE, pursuant to Art.9 of Proc. No 84/94, may apply to the Federal High Court for 

appropriate directions . 

" Proc. No 84/94, Arts.5(l), 27 
" Supra note 9, p.45 
" See, for instance, Proc. No 84/94, Arts.7(2), 8, 21(1 -2) 
" The Central High Court is later re-organized as the Federal High Court. See Consti tution of Ihe Federal 

Democratic Republic of Ethiopia, Federal Nagarit Gazeta, Proclamation No 1/1 995, Art. 78(2) 
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The court has also a role in the regulation of banking business by reviewing decisions 

reached by the NBE to takeover the temporary management of a bank. Pursuant to 

Art .23 (1) ofProc. No 84/94, a bank which thinks that the deci sion of the NBE in taking 

over the management of the former is unjustifiable, may appeal to the court against that 

decision. 

Generally, with the view to make sure that the NBE acts only in accordance with the law 

and thereby protect citizens fro m unauthorized power, the court reviews deci sions 

rendered by the former and register decisions which it deems appropriate under the 

circumstances. The court will either approve or reverse the decision of the NEE, 

obviously after considering as to whether or not the act of the latter is justifiable in the 

given situations. 

2.4.3- Ministry of Trade and Industry 

Banking business is one of those activities which are regarded as acts of trade under 

Art .S(20) of the Comm. C. A person, therefore, is deemed to be a trader if he 

professionally and for gain carri es on banking business. Due to this reason, those 

requirements which are appli cable on traders are equall y applicable on banking 

companies, without prejudice to the app li cability of other additional norms relevant to the 

latter due to their unique nature. 

Because banking business is an act of trade, it is under the strict regulation of the 

Ministry of Trade and Industry which has the power, inter alia, of regulating and 

supervising activities of traders. In addition to NBE and the court, therefore, Minist ry of 

Trade and Industry involves in the regulation and supervision of banks as traders. 

According to Commercial Regi stration and Business Licensing Proclamation, a bank can 

engage in banking business onl y when it is entered in the commercial register. 58 More 

specifically, every bank is required to get registered principally in the place where its 

head office is situate and in additio n be summarily registered in regio nal states where it 

operates its branch offices. Thi s is what can be gathered from ArtS(2) cum. AI1.S(4) of 

Proclamation No 67/1997 . 

58Commercial Registration and Business Licensing Proclamation , Federal Negari l Gazeta, Proclamation No 
67/1997, Arts.2(3) and 5(1) 
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CHAPTER THREE 

LIQUIDITY REQUIREMENTS OF BANKS 

3.1- What is Liquidity? 

Black's Law Dictionary defines the term liquidity as "the status or condition of a person 

or a business interms of his or its ability to convert assets into cash. The degree at which 

an asset can be acquired or di sposed of without danger or intervening loss in nominal 

value." t The Basel Committee, on its part, defines "liquidity" as the ability to fund 

increases and meet obl igations as they come due 2 Thus, liquid ity is the ability or the 

capacity to increase money and timely meet obligations at their due date. Liquidity of a 

bank, therefore, describes its ability to increase its financial position and discharge its 

ob ligations at the moment they become due. 

When we come to the directive issued by the NEE, the term " liquidity" is defined in a 

similar way as the above definitions. Liquidity, according to the Directive, refers to the 

possession of liquid assets including cash and financial assets which can readi ly be 

converted into cash] 

From the above definitions, one can understand that the term "liquidity" carries two inter­

related concepts. First, liquidity refers to the ability of a bank to fi.md increases than what 

it already has, or the status or condition of a bank to convert an asset into cash without 

loss of actual or real value of the asset. In order to say a given bank is liquid, it should 

have at its disposal assets that could be converted into cash or some liquid form without 

loss of nominal or actual value. 

Secondly, liquidity means the ab ility ofa bank to meet its ob ligations when they fal l due. 

When we combine these two meanings, liquid ity wi ll mean ability of a bank to quickly 

convert assets into cash without loss of their nominal value and to meet customers' 

demand as they become due. 

IH. C. Black, Black 's Law Dictionarv (6"' Ed. , (990) 
' Edmstero O. Robert, Financial Institutions. Markets and Management (2'" Ed., (996), p.1 6 1 
' Discount Window Facility for Commercia l Banks, Directive No ERMPD/00412006 (hereinafter Directive 
No 004106), Art.I(S ) 

27 



3.2- Significance of Liquidity in Banking 
As has been pointed out in the previous chapter, banks act as intermediaries between 

depositors and investors. They solici t and accept money from the general public in the 

form of deposits and loan same to those who are in need of money and employ part of it 

in different investment opportunities. However, for banks to discharge their 

responsibilities as depository and as lender or investor, they have to retain their proper 

liquidity position. Therefore, one of the most important considerations in bank operations 

is liquidity position. 

The need for liquidity can arise from a number of sources whose effects can vary in 

magnitude. Deposit flows and loan demands are subject to a high degree of uncertainty 

with respect to their direction, magnitude and timing' Given thi s fact , it is absolutely 

essential that a bank has enough liqqidity to satisfy loan demands, answer claims of 

depositors together with interests and meet other expenses. Thus, banks in all countries 

have the obligation to have backup sources of liquidity to meet their legal and social 

responsibilities as depository and lender. 

Because a bank attracts large amounts of savings from depositors, it can give loans to 

different customers in various amounts and for various maturities period. Furthermore, it 

can invest part of the deposited money in many investment sectors to generate profit for 

its shareholders and operate other services necessary for its survival. But, all these hopes 

wi ll be turned to reality if a bank can keep its depositors' trust intact. That is why it is 

usually said that a bank's duty is primarily to it s depositors . 

Deposit liabilities of banks are money (demand deposits) or near money (time deposits). 

Thus, a bank has the obligation to pay back depositors' money on the latter's demand or 

after the expiry of a certain period (as per the terms of deposits) or after notice$ Given 

this fact , it is a must that a bank must stand ready to payout currency on demand or at a 

short notice. Nonetheless, it can do that only when it is financially sound especially when 

its liquidity is kept intact. To thi s end, many statutes lay down require ments for minimum 

amount of liquid assets that ban ks mu st maintain and set out basic principles for 

effectively managing liquidity. 

'Jolm R. Brick, Commercial Banking: Text and Readings, p.289 
' George N. Halm, Economics ofMonev and Banking (Revised Ed ition, 196 1), p.145 
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If a bank is not liquid, it could not li ve up to its expectations and satisfy deposi tors' 

demand. A bank that cannot satisfy depositors' demand is said to have encountered 

liquidity risk. 

Liquidity ri sk is the risk to a bank's earnings and capital arising from its inability to meet 

obligations in full when they become due without incurring unacceptable losses 6 If a 

bank has encountered liquidity risk or becomes illiquid, it cannot meet deposit 

withdrawals, which in turn will pose a number of challenges. 

First, liquidity problems wi ll pose challenges on the abi lity of a bank to answer to 

depositors' claims which in tu rn will bring about financial cri sis. If a bank is unab le to 

satisfy claims, let us say, of some depositors, other depositors will think that it is better to 

withdraw their whole money before the worse goes to the worst. Such concerns about a 

bank's viability raised among the public could shake depositors' confidence in the safety 

of their deposits and trigger a bank run and large withdrawals from other banks as well. 

Relating to this, it is stated that : 

Once rumors that bank X is in trouble emerge, depositors may withdraw 

funds from it velY quickly, in part because the existence of a bank run 

increases each depositor's incentive to withdraw his or her funds. Since it 

is hard for depositors to assess the viability of individual banks, fears 

about bank X could also quickly Jpread to other banks. 7 

This says that, loss of public confidence on a particular bank can quickly snowball into 

runs on otherwise healthy banks that may ultimately bring down the entire banking 

system. Thus, importance of liquidity transcends an individual bank, since a liquid ity 

shortfall at a single inst itution can have system wide repercussions. Prudential 

supervision and regulation of banks, therefore, is essentiall y driven by the need to avoid 

panics and by concern for the safety of public savings deposited with them. 

Of course, as pointed out by one commentator, it may seem unrealistic for a bank to 

expect that all depositors will demand payment on the same day for their entire savings 

account balances nor will all holders of time deposit instruments seek payment at the 

·Comptroller of the Currency Administrator of National Banks, Liquidity Comptroller's Handbook, 
(February 200 1), p.l 

' Discussion Paper 0717, Financial Service Authority, Review of the Liquidity Requirements for Banks and 
Building Societies (December 2007 ). p. 18, available at http://www.fsa .gov.uk 
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same time 8 This is very unlikely if not totally impossible. Despite this fact, a bank 
should maintain its liquidity and be prepared just for such an eventuality. Thi s requi res 
every bank to set in place diffe rent met hodologies and lay down a variety of poss ible 
fu ture unhealthy development s" Thus, liquidity requ irement nO! only targets abilitv of a 
bank to meet its ob ligations under normal circumstance, but also in adverse conditions. 
Second, liquidity requirement s of banks could be employed by the regu latory agency as a 
supervisory tool in its effort to discharge its responsibilities; one of which is ensuring the 
effect ive function ing of the bank ing system. The banking sector wi ll function effectively 
and effic iently when the money circulation in a market is optimal To achieve thi s end, 
the regulatory body needs to avoid large swings in the vo lume of available cash that 
would undermine the implementation of monetary policy.' O The regu latOlY agency will 
fix the amount of liquid it y wh ich a bank has to maintain depending on its assessment of 
the economic atmosphere, infl ationary or deflationary booms. 
Third, liquidity of a bank is al so significant from another perspective. It is crystal clear 
that the credit function of banks is an integral part of banking business. Obviously, long 
standing customers with good credit relationsh ip with a bank wou ld expect the latter to 
make funds avai lab le to them when they need. A bank must be prepared to accommodate 
customers who have a legit ima te claim on it, and the amount needed for an increa se in 
loans represents the portion of liquid ity requirement." Therefore, liquidity ofa bank wil l 
hel p the latter to smoothly conti nue its re lationship with customers, for it enables the 
bank to accommodate even sudden and unexpected changes in loan demands. 
Because bank liqu idity has numerous significances as discussed hereinabove, 
internat ional insti tutions such as the Internationa l Monetary Fund (IMF) and the World 
Bank (WB) have developed ext ensive checklists of "best practi ce" recommendations that 
they urge all countries to adopt '2 It can be said that the Basel Committee on Bank 
Supervision is the result of such an effort . 

'Eric N. Compton, Inside Conunercial Banking (2"d Ed. , 1983), p.80 
9For instance. Principle Six ortlle Base! Accord provides that. "A bank should ana lyze liquidity utili zlI1g a va riel) of what if scenari os. ,. 
'"Frazer. Reserve Bank of New Zealand. Bulletin (Vol. 67, No. 4). p. 16 
"Suprd note 8, p.81 
" Ross Levine, NBER Reponer. B:lnk Regulall on and Supel\ision. Research Summary Fall (2005). p . .) . (i,"ai lable at hnp:l/w\Vw. nber.or~ort~ 
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3.3- Ways of Maintaining Liquidity 

3.3.1- Maintaining Liquid Assets 

3.3. 1.1- Scope of Application of Liquid assets 

Maintenance of adequate liqu id assets is a card inal principle of sound banking. ,\ s a 

result, every bank operating bus iness in Ethiopia is required to hold liquid asset s to 

supplement liquidity from depositors and other liabilities. The different banking laws and 

regulations, though do not defi ne the term ' liquid assets ', address the type and qual ity of 

assets bank s should hold to satisfy their liquidity demand. I) As has been said in the 

previous chapter, in order to say a given asset is liquid , it should have the qual ity of being 

converted into cash or some liq uid form without loss of nominal value. 

Proc. No 84/94 authorizes the Nf3 E to direct every bank of a speci fied class or classes to 

maintain liquid assets amounting to not less than a prescribed percentage of the total or 

specifi ed categories of its deposit and similar liabil ities!4 The Proclamation specifi e, the 

nature of assets which are deemed to be liqui d. According to AI1 .16(2) , ' liquid assets' 

means freel y transferable assets, unencumbered by any charge or lien whatsoever that 

consi sts of classes of assets specified under Sub (a) and (b) of the same provision. Tn its 

detinition of liquid assets, Proc. No 83/94, on its pan , include among other things, cash, 

deposits by banks approved by the NEE, readi ly convenible assets expressed and paya ble 

in foreign currency as are approved by the NBE, and other assets that the NEE may Cro m 

ti me to time declare acce pt abl e II Thu s, Proc. No 83/94 defines what is meant by ' li quid 

assets ' by enumerating assets wh ich are said to be liquid. From this, one may take note of 

the following imponant point s 

First, the NEE is entrusted with the power to order banks to maintain liquid assets [[ we 

take a close look at Art 16( 1 lea) of Proc No 84/94 , it gives the discretion to the NEE to 

order banks to maintain liquid assets. This is evident from the wordings of the provis ion 

which goes, "The National Bank of Ethiopia may . . . di rect that every bank of a speci fi ed 

class or classes shall maintain li quid assets .. " (Emphasis added). Strict interpretation of 

this provision reveals that the NBE has the discretion to order banks to maintain liquid 

I lSlack's Law Dictionary defines ule term "liquid assets' as assets that can readily be convened into cash, 
Sec supra nOle J 

" Proe. No 84/94, Art . 16tl )(a ) 
" Proe. No.83/94, Art .2( 13)(a-d) 
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assets as it prescribes. Thus, if the NBE is sat isfi ed that direct ing a bank(s) to mainta in 

liquid assets is not feasible under the circumstances, it may exempt the latter from such 

an obl igation. Moreover, it could be interpreted that the NBE is not ob liged to direct all 

ba nk s to maintain liquid asset s Therefore, it may direct 'bank X' to maintain liquid 

assets as it prescribes but exem pt ' bank Y' from the ob ligation. The fo llowing adds to 

such interpretation: 

As a principle, evelY hank has the obligation to hold liquid assets as 

prescribed by the NBE. However, there may be situations whereby a bank 

cOllld he relieved from tlils oh/i;;ation. The NEE may relieve, for installce, 

Developmem Bank of r;,flio!'/{/ from the obligatioll f or the laller normally 

does not mobilize deposils. Moreover, there cOllld be a sitllalion which 

justifies exemption of a bank from the obligation If, for illSLance, a bank 

comes to the market very recently and is lIotfinancially strong, it could be 

relieved/rom the obligariOlI of maintaining liquid assets. 16 

But, this kind of interpretation may provoke debate . Moreover, the resea rcher argues that 

such interpretation is not in li ne with the very purpose of the law. As sa id before, the 

rat ionale behind the requ iremen t of banks to maintai n liquid assets is to ensure that every 

bank has the ability to answer to deposi tors' claims when they become due. It s target, 

therefore, is protection of interest of depositors. Because one of the most important 

functions of banks is accepting deposits, it is a must that all of them should have the 

ability to meet depositors' claims at all times. (Development Bank of Ethiopia is an 

exception, for it does not norm ally accept deposit s). Two banks accepting depos its are on 

the same foot ing, i.e., both should have the abili ty to sat isfy claims of thei r respective 

deposi tors. There is no reason to require 'bank X' to maintain li quid assets and thereby 

meet depositors' clai m but exem pt ' ba nk Y ' from such an obligation. The debate will 

even be hot given the law 's fail ure to provide guid elines on when and how the NBE may 

relieve a bank from this obligation. 

Second, assets which are said to be liqu id are specified both under Art.2(13)(a-d) ofl'roc. 

No 83/94 and Art. 16(2) of Proc 084/94. According to the latter, liquid assets should be 

161nlcn 'icw with Ala KUfcnc Tcsgcra. Banking Supervision Deparunent of >,Tational Bank of Ethiopia, 
February L 2008. 
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freely transferable. The law's requ irement in th is regard is to ensure that a bank can 

dispose of the assets within a \ery short period of time when the need ari ses. When an 

asset is freely transferable, a ba nk holding same can easil y convet1 it into cash as it 

wishes. This will guarantee interest of depositors. According to the same provi sion. the 

liquid assets to be maintained by a bank should also be unencumbered by any charge or 

lien whatsoever. Thi s requires that any th ird party should not have any ki nd of clai m or 

interest. direct or indirect , on tlte assets to be ma in tained by banks to satisfy their 

liquidity requirement s. A simil ar approach is propagated through Art. 16(1)(c) ofProc No 

84/94 which says that the NBE may disa llow the use of any pal·ticu lar asset of a ty pe 

referred to in Sub(2) of Art . 16 of the same Proclamation if it believes that the asset is not 

a bOllafide asset ofa ba nk . Th is obviously is designed for the best interest of depositors . 

Relating to this, it is sa id 

A liquid asset will serve u b([lIk by providing Iiq1lidity when there is cash 

shortage. But, if an asset is not Feely transjerahie or if somebody else 

has got a right on an asset, or if an asset is not a bona .fide asset oj a 

bUllk, ([II obSlac/e will .\IOlld agall/st Ihe balik 's move 10 cOllverl same to 

cash easily and .\a/isfy ill cmh needs. 7J1IIS, even if a bank has some killd 

oj entiliements other tholl oWllership rights over all asset, the NBE may 

reject Ihis assel to be considered liquid. This is 10 maximize interest oj 

d . J7 eposltors. 

Third, the kind s of assets which are said to be liquid are enumerated under Art .16(2 ) of 

Proc. No 84/94 and Art. 13(2) 01 ' Proc. No 83/94. Furthermore, the NEE is empowered to 

prescribe assets other than those specified under the two proclamations as liquid assets 

and order banks to maintain such assets to comply with thei r li quidity requirements. This 

is what is provided under Art .16(2)(b)(6) of Proc. No 84/94 and AI1 .2(13)(d) of Proc. No 

83/94 which say that the NBE may from time to time approve other assets to be liqu id. 

Thus, the NBE could declare an asset to be liquid by taking a number of factors Into 

consideration. If the NBE beli eves that other sets of assets other than those specified 

under Proc. No 83/94 and Pro" 1\0 84/94 should be declared liquid due to difTerent 

I Ibid 

33 



considerations, it can issue a directive and specify the ki nd of additional asset(s) banks 

could maintain. 

One may also infer from those provis ions that the NBE cou ld declare an asset to be liqu id 

at one point of time and illiqu id at another time and vice versa. This implies that due to a 

number of facto rs, the liquid natu re of assets varies from time to time. Thus, in ord~r to 

sui t the prevai ling situations, it i, necessary that the NBE should from time to time update 

the list of liquid assets . Hence, va luat ion of liquid assets needs to be regularly adjusted to 

reflect market cond itions. The posit ion taken by the law is clear in that liquidity of an 

asset is dependant upon many factors such as economic development and technology. 

Regarding thi s, it has been pointed out that: 

The scope oj liquid assels may vary from lime 10 lime depending upon 

many jaclors slIch as economic developmenl. For inslClnce, nel balallces 

and money denomillaled ill currencies and located ill slIch cOllnlries 

approved by the NRt; are collsidered 10 be liquid asselS as per 

ArU6(2)(b)(3) 0/ Proc. No 8-/194. However, liquidit), ~/ currellcy oj a 

given amnii)' is direCfI) ' relaled to ils economic developmenl. If Ihe 

eCOIlOlIIlC developmel1l "/ ,{ CO /IIIII)' /s booming, Ihe currency oj slIch 

COIIIIII)' will be liqllid IhO Il!!.h " was nOI some years beji)re. So, il is Ihe 

responsibility oj the NfJE 10 regularly revise Ihe list o/liquid asselS 

provided in Ihe law. /8 

From thi s, one can understand tha t the NBE will determine the assets to be mai ntai ned as 

liquid assets depending upon a nu mber of factors. At any rate, the most important poi nt is 

the qual ity of an asset. How well a part icular asset serves in this capacit y depend s upon 

it s marketab ility and qua li ty orthe asset to be converted into cash wit hin a short period of 

time. Assets that can be so ld at a very short period of time without any apprec iable loss to 

a ba nk are ideal candidates for meeti ng unexpected liquidity demand s and thus wi ll be 

taken as liquid asset s. Thus, assets to be declared liqu id by the f\BE need to be of high 

qual it y and readily marketabl e to ensu re that they can be rea liz0d as required without 

significant loss. 

111 1rllcrview with Ato Getahun Nana. Banking Supervision Department of Nat ional Bank of Eth!opia 
(Manager). February I . 2008 
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The other point worth mention ing at this juncture is that the NBE is authori zed to 

prescribe different percentages of liquid assets for the total or specified categories of 

banks' deposit and sim ilar li abil ities. Thus, the NBE may either prescribe the same 

percentage of liquid assets whi ch bank s should maintain for all demand deposit s, time 

deposits and deposi ts at noti ce or other li ab iliti es, or different percentages of liquid assets 

for different deposit liab ilit ies. Because the maturity dates of deposits are different. the 

ability of banks to satisfy claims of these classes of deposits is different. Thus, higher 

percentages of liquid assets could be prescribed for demand deposits for they are payable 

on demand and relati ve ly lower percentages for time deposits and depos its at notice 

depending upon their respecti ve maturity dat es. However, if the NBE found that not 

feasible, it may prescribe the same percentage of liquid assets for all deposit liab ili ti es 

irrespecti ve of their maturity dat es. 

Pursuant to An.16(1)(b) of Proc. No 84/94, the dist ribution of the tota l amount required 

to be held fo r various classes or subclasses of liquid assets is left to the di scret ion of each 

bank un less the NBE di rects ot herwi se. However, there is a di screpancy between the 

English version and the Amhari c one. The Eng li sh version talks abou t the di st ributi on of 

the amount of the var ious liquid assets, while it s Amharic counterpart is about the ki nd of 

liquid assets to be maintained by banks. 19 However, now, banks are not free to determine 

the kind of assets they should mai ntain , for the NB E has issued a direct ive regard ing the 

kind of liquid assets to be mai nta ined . The details will be discu ssed in the forthcom ing 

sec tions. 

For the researcher, the NBE 's move to determine the kind of liquid assets to be 

maintained by bank s by issu ing a directive is the right approach . This is becau se, if a 

bank is free to determine itself what assets to maintain, it cou ld opt for less liquid assets. 

In this case, interest of depositors could have been jeopardized for the degree of liq uidity 

of assets differs depending upon their kind and narure 

3.3.1.2- Amount of Liquid Assets to be Maintained 

Pursuant to Art.l6(J)(a) ofProc. No 84/94, the NBE has the prerogative to direct every 

bank to maintain liqu id asset s amounting to not less than a prescribed percentage of the 

total or specifi ed categories of the latter's deposit and similar li abilit ies. From thi s part of 

I'JSUL it is the Amhanc versIOn wh ich h ClCI . .:eptJblc according to the NEE oOici ;1i cited in Supra note I () 
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the Proclamat ion, it is clear that the amount of liquid assets to be maintained by banks is 

to be determined by the NBE . The NBE, therefore, can vary the amount by taking a 

number of facto rs into consideration, especiall y by considering interest of deposito rs. Its 

important target is to ensure that banks have enough assets to meet their liabilit ies in 

different time-bands on a maturitv ladder. 

However, the jurisdiction of the NBE in fix ing the amount of liquid assets is not without 

limit. Proc. No 84/94 reveals that the amount of li qu id assets to be maintained by a bank 

as a percentage of the total or specified categories of its deposit and similar liabili ti es, as 

the case may be, cannot exceed thirty five percent of such deposits and sim ilar 

liabilities 20 Within this limi t, the NSE will fix a certa in percentage which it believes is 

reasonable under the circumstances What parameters does the NBE employ when it fi xes 

the percentage? 

During fixing the percel/lage, inreresl of depOSitors and banks' ability 10 

salisfy Iheir cash needs 1I 'ill principally be laken into accoullt. A cerlain 

percelliage will he fixed if il will maximize iJ71erest of deposilors. The 

NBE will basically employ as a parameter intematiollally accepled 

prinCiples called 'prudelll banking principles' when il fixe s the amount of 

l "d t 21 .lqw asse s. 

This indicates that the NBE will not fi x the percentage arb itrarily . It wil l rather fiX a 

percentage which is reasonable under the given situations. For instance, even with in the 

limit permitted by the law, the NBE cannot fix an excessive percentage under the pretext 

of protecting in terest of depositors and credi tors. True, if banks are ob liged to mai ntai n 

higher percentage of liquid assets, interest of depositors and creditors will be protected 

more than with lower ones. Nonetheless, it could significantly hamper banks ' overal l 

performance. Because, when higher percentages are fixed, banks will be ob liged to hold a 

lot of funds in the fo rm of liq uici assets and as a result wi ll remain with little money to 

invest and lend. Thi s intern wil l decrease the amount of profits they will make from 

investments and/or loans. Thi s is because highly liquid assets carry a lower yiel d and 

represent a diversion of resource away from the banks' main business of lending and 

" Proc. No 84/94 , ArI.16(1)(a) 
:1 Supra nole !6 
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im'estment to their customers. So, im posing liquidity requi rements that are too high 
unjustifiably rai ses all banks ' costs. Thi s undoubtedl y will affect them for they are 
principal ly established fo r profit. When the NBE fixes the percentage of liquid assets, 
therefore, a balance should be struck between interest of depositors and banks' pri ncipa l 
object ive- profit. 

As authorized by Proc. No 84/94, the NBE has issued a directive and fixed the percentage 
of liquid assets to be maintained by banksn As evident from Art .3 of Directi ve No 
44/08, the NBE has fi xed a total requirement. It says, " Any licensed bank shall ma intain 
liquid assets of not less than 25% (twenty five percent) of its total current lia bi lities" 
This means, if a bank, for instance, has Birr I million current liabilities, it should 
maintain at least Birr 250,000 in the form of liquid assets . The NBE issued Direct i"e No 
44/08 very recently and increased the percentage of liquid assets to be maintained by 
banks with a view of controlli ng the money supply and thereby curbing the inflation that 
prevai ls in the count ry . 

Al1.4 .1 cum. Art.4.2 of Directive No 44/08, on the other hand, prescribes specific 
requirements . It is provided that, for the purpose of meeting liqu id ity requirement s, each 
bank has the obligat ion to mainta in at least twenty percent and fi "e percent of the current 
liabil it ies in the form of pri mary reserve assets and secondary reserve assets 
respectively23 This seems apportionment of the twenty five percent rate between primary 
and secondary reserve assets . II' th is is so, the researcher does not see any reason why the 
Di rective provides the total req uirement given these specific requi rements. 
Here, it is appropriate to raise one poin t. What does the term 'current liabilities ' refer to? 
The term 'current liabili ties' is defi ned under An.2.2 of Directive No 44/08 as the sum of 
demand (current) deposi ts, savi ngs deposits and time deposi ts and si milar liabiliti es with 
less than one month maturity period . Thus, demand deposi ts, savings deposits and time 
deposi ts and simi lar liab ilities havi ng less than one month maturity period are incl uded 
under current liabil ities . [fthi s is so, what kinds of liabilities are excluded from the ambi t 
of 'current liabilit ies ' as defined in the Directive? 

22 Licensing and Supervi sion or B::lnki ng Business. Liquid ity Requ ircmcmO rd Replacement). DireclJ \"c No S88/-1-1 /2008 (hereinafter Direcllve No -1 -1 /08) 
" An . 16(2)(a) and (b) of Proc No X-I /9 -1 respectively defi ne the terms 'primary rescrye asset s and 'secondary reserve assets' . Detai ll:i wil l be presellted in the forthcoming sect ions 
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The answer seem s simp le. Acol1lmr;o reading of Art.2.2 of the Directive reveal s that 
demand (current) deposit s, savings deposits, time deposits and sim ilar liabi li ties having 
more than one month maturity period fall outside the ambit of current liabilities. As said 
earlier, demand deposits are payab le on demand and hence cannot fall outside the ambit 
of current liabili ties. Moreover, savings deposits can be withdrawn any time or after short 
notice, may be at less than thirt y days time. So, savings deposits al so cannot outrightly be 
excluded from the domain of current liabilit ies unless, of course, they have more than one 
month maturity period. However, in case of time deposits, they can be reclaimed at less 
than one month or after one month depending upon the agreement reached between 
depositors and a bank . Hence, so me time deposits may fall outside the ambit of current 
liabilities. 

The other point to be raised at Ihis juncture is the phrase 's imil ar liab ili ties' ment ioned 
under Art.2.2 of Directive No 44/08. The phrase ' si milar liabilities' is not defined under 
the Di recti ve. Nonetheless, it is said to refer to liabi lities of bank s such as tax liabilit ies 
and other debts with less than one month maturity period 24 

When we see the liquidity posit ion of commercial banks doing busi ness in Ethiopia in the 
years 2005 and 2006, it can be sai d that they are operating in the ri ght track. For instance. 
the liqu idity position of commercial banks in September, October and November 2005 
was beyond the level required by law. In these three months, the excess liquidity fi gu res 
read Birr (in millions) 19,080. 90, 19,654.24 and 18,378.95 respectively25 In September, 
October and November 2006, on the other hand, the excess liquidity position of ban ks 
was Birr (in millions) 20,327.46, 20,089.26 and 20,042.47 respective ly26 The statist ics 
al so show that all commerc ia l banks operating business in the country keep liquidity 
positions in excess of the limit provided by law. From these figures, it could be said that 
the law regarding liquidity requi rements of banks is being compl ied with. 
Having considered these figures, some are heard say ing that the problem with Ethiopia n 
banks is not that of illiquidity, rather it is the opposite. However, what is being heard 

" Supra note t6 
25National Bank of EthiopiCl, RCSCTYC iJ nd Liquidity Posit ion of Commercial Banks as at Novc ll1 bc~ 30. 2006. available at hltp:llw\vw.nbe.g9.Y&1 
~6Ib i d . However. the rescnfchef IS not ab le to gel the liquidity position of commcrcinl banks after NO\'etnber 2006 for the statistics is said 10 be cOllfi cicmjal until some time in the flllure. 
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from pri vate banks operating business in the country is enti rely different. According to 
them : 

The assertion Ihal 'banks operaring business ill Elhiopia are excessively 
liquid' is misleading and hence should be qualified. As call be seen, the 
aggregale excess liquidil)' 1'0.l'illOil oj banks is very insignificanl. This is a 
strong indication Ihat banks in Elhiopia are being strongly hil by liquidily 
shorlage. Jusl 10.1'1 year <II thiS lime, jar inslance, private ballks had tOlally 
ceased 10 extend loans due 10 IiquidilY shonage. Bul, Ihey use 10 comply 
with Ihe law and regularly maif1lain Iheir liquidily position to the level 
required by law, nol because they do have excess money ell their disposal, 
but it is because Ihey do 1101 have olher optiolls. 'lherejore, Ihe asserlion Ihm 
'Elhiopiall banks are excessively liquid' is tme only regardillg Commercial 
Balik oj Elhiopia which rm lly is excessively liquid. 27 

From this point of view, one ca n understand that the regular compli ance by comm erc ial 
banks with the law does not necessarily indicate that these banks are over liquid and hold 
excess money at their di sposal 

3.3.1.3- Nature of Liqu id Assets 
Proc. No 84/94 and Directive No 44/08 divided liquid assets into primary and secondary 
reserve assets. Why the division and what parameters are employed to put a certain asset 
in the one category not in the 0 1 herry 

3.3.1.3.1- Primary Reserve Assets 
Art. 16(2)(a) of Proc. No 84/94 specifies that primary reserve assets are one of the 
components of liquid assets recognized under the Proclam ation. Of course, the 
Proclamation does not define what the ph rase ' primary reserve assets' means rather, it 
simpl y lists assets which are said to be so. Accord ing to literatllles, the term 'pr imary 
reserve assets' refers to those liquid assets wh ich are the most liquid in their very nature 
when compared with other assets28 

2711llerview with Ate Asfaw Alemu. Corporate Planrung and Dc,"elopment Dep:lrllllcnt (Manager). Dashcn B;lnk S. Co., Febl1lary 11 , 2008 
28Supra note 4, p.291 
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When we see the listing under Art.I6(2)(a) ofProc. No 84/94, it is not difficu lt to observe 

that assets under the category of primary reserve assets are those liquid assets whi ch are 

the most liqu id Due to their \'ery nature, therefore, primary reserve assets are u>ed to 

meet the day to day liquidity demands of banks. [n some jurisdictions, for instance in 

America, the term 'p ri mary reserve assets' refers to those liquid assets that will sel-ve as 

the first line of defense again st a deposit or currency outflow and include currency and 

coin in a bank ca ll ed vau lt cash, reserve with the Federal Reserve Bank and demand 

deposits with other banks 2 9 Generall y, primary reserve assets are cash (the most liquid 

asset) or cash equivalents whi ch are ideal sources of liquidity for banks. 

When we come to our law, assets which are said to be pri mary reserve assets are 

enumerated under Art .16(2)(a) of Proc. No 84/94. The first class of these assets consists 

of notes and coins that are legal trnders in Ethiopia )0 These asset s, as one can see, arc the 

most liquid in their very nature and as a result a bank can make use of them in a 

moment 's t ime as it wants. Thi; is because they are actuall y in the hands of banks and 

requ ire no furt her conversion belo re they are put into use. The parameter employed in 

categori zi ng a particu lar asset in the class of primary reserve assets, therefore, is the ease 

a bank can make use of it and the degree at wh ich an asset can be made use of within a 

very shol1 period of time 

Balance held with the NBE is the other class of assets which are said to be pri mary 

reserve assetsJI Of course, what is meant by ' balance held with the NBE ' is not clear in 

the Proclamation . But , it is not difficult to suggest that the term ' balance held wit h the 

NBE' refers to money which banks deposited or reserved with the NBE. Thi s ba lance 

cannot be ot her than the balance under AI1.16(5) of ['roc. No 84/94 which banks mai ntain 

with the NBE as a percentage of their deposit liabilit ies. Thus, reserve balance held with 

the NBE is regarded as primarY reserve asset and serves in the same capacity as cash 

money, for a bank can make use of it in a moment 's time. 

However, one has to bear in mind that assets whi ch are regarded as primary reserve assets 

are not exhaust ively enumerated under ArLI6(2)(a) of Proc. No 84/94. Therefore, there 

" 1l1omas Mayer, James S. Duesenberr)" Robert Z. Alber. Monev. I?anking and Ihe Economv (. <1, Ed .. 
198 t). p. t tl 

'"Proc. No 8~/94 , Art. 16(2)(a)(I). MoSi Com mercial banks in Etitiopia hold tileSC assels as liquid assel s as 
explained by bank officials. See Slipra nOle 27 

" Proc. No 84/94. Art. t6(2)(a )(2) 
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may be assets other than thost Illelllioned under th is artic le that could be categorized as 

primary reserve assets. Here, on~ has to raise the query, what other possible assets cou ld 

be included in the li st of pri mary reserve assets? 

The assets that could b~ tndllded ill the lisl of primaty resen'e asselS are 

those assets which displuy similar characteristics as those which already 

are declared to be prill/my reserve asse ls IInder Ihe law. Before the NBE 

declares all assel 10 he ineluded in Ihe calegOlY of primmy reserve 

asse ts, {herefore, it has (o prove to Ihat effect. Bill, it is no{ possible 10 

enumerate these assets hefore hal7d 3] 

Thus, the NBE will determine other assets to be considered as primary reserve assets 

generall y by evaluati ng their nature and quality. 

3 .3.1.3.2- Secondary Reserve Assets 

In addition to primary reserve assets, banks can also satisfy their liquidity requirem ents 

by mean s of other sets of assets . These assets are called secondary reserve assets. 

However, the term ' secondary reserve assets' once again is not defined under Proc. No 

84/94 or other laws. According to scholars, secondary reserve assets are assets which are 

not quite as liquid as and safe as primary reserve assets]] Actuall y, secondary reserve 

assets, like primary reserve ones. still are liquid although they are less liquid tha n the 

laner. Even if it cannot be denil·d that seco ndary reserve assets do have the advantage of 

contributi ng to liquid ity, there i" however, a slightly higher degree of ri sk involv~d in 

them. Due to this reason, secondary reserve assets provide only a second line of de fe nse 

if the primary reserve assets are not suffIcient . Art.16(2)(b) of Proc. No 84/94 enumerates 

the assets which are regarded as secondary reserve assets. 

Pursuant to Al1.16(2)(b)( I) of I'roc. No 84/94, net ba lances that could be withdrawn on 

demand and money at ca ll at the NBE or at any licensed bank in Ethiopia are said to be 

secondary reserve assets. Thus, if a bank deposits money at the NBE or any other bank. it 

can employ same as a secondary reserve asset and may withdraw and sat isfy it s liqu idity 

shortage. However, it is not every deposit at the NBE or other banks that is considered 10 

be liqui d. For a deposit or money in the NBE or other banks to be considered liquid, it 

"Supra nOle 18 
"Supra note 29 
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shou ld be withdrawable on demand and at call. Therefore, balances which are not 

withdrawable on demand and money not at ca ll are no t considered to be secondary 

reserve assets. For instance, time depos its of a bank kept in another ba nk is not 

considered to be secondary reserve asset fo r such money is not withdrawable on demand 

and at call. Thi s is because a bank cannot empl oy such assets to satisfy its immediate 

cash needs. 

Treasury bi ll s34 and other securities3
) are regarded as secondary reserve assets as per 

AI1.16(2)(b)(2) of Proc. No 84 /9 4. But, every treasury bil l or security is not declared to 

be secondary reserve asset. For treasury bills and other securities to be considered so, 

lhey should be issued by the government and shou ld ha ve a maturi ty period of less than 

three hundred sevent y days. Trca;;ury bill s and other securities that do not display these 

characters are not considered to be secondary reserve assets. Currentl y, private banks 

hold very little amount of treasu ry bills as liqu id assets, for the government issues lim ited 

amount and even if it issues, it is the Commercial Bank of Ethiopia which entirely 

subscribes to them36 

Usuall y banks operating in Eth iupla, for various pragmatic reasons, could deposit money 

in a bank operating in another cou ntry. These kinds of deposit s, if they fulfill so me 

conditions prescribed by law, could be considered as liqui d assets. Pursuant to 

Art.l6(2)(b)(3) of Proc. No 84/94, net balances withdrawable on demand and monev at 

call or at not more than thin ) one days notice at such banks, denominated in slIch 

currencies, and located in such countries and availab le in accordance with such terms as 

the NBE approves are considered to be secondary reserve assets . This shows that in order 

for banks to hold such assets as secondary reserve assets, the NBE should approve the 

denomination of their currency, the bank in which they are kept and the country in \\ hich 

the bank is located at. Moreover, the assets should be avai labl e in accordance with the 

terms as approved by the "BE. Obviously, the NBE is expected to approve such asset s as 

3.IS 1ack's Law Dictionary defines the 1(:1111 "treasury bill ' as short tenn obligations of the govemmcnl. See 
supra note I 

35 A security is any interest or instnlll1Cn t re lating to finances including a HOIC. stock. treasury slock. bond 
deben ture. Inlst ccrlLfic(llc and c Sec IbId 

lli lmcrvlcw wi th A to Sisay iVloll rl . Fll1ance and Accoll nts Department (AIManagcr), U nited Bank S. Co .. 
February 1 I. 2008. 
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liquid assets only when it believes that they are really liqu id and that banks can withdraw 

sa me as they wa nt or at short not ice 

The other assets which can be maintained by bank s as secondary reserve assets, 

accord ing to Art.16(2)(b)(4) ur Proc. No 84/94, are negot iabl e instruments3
, But, all 

negotiable inst ruments will not be taken as secondary reserve assets. For negotiable 

instruments to be considered as secondary reserve assets, they should be of a type and 

drawn and denominated in cur rencies approved by the NBE. Moreover, they shou ld be 

payable withi n a period of one hundred eighty six days. Negotiable instruments whi ch do 

not satisfy these condit ions are not cons idered to be secondary reserve assets. But as 

things stand now, Ethiopian banks do not hold negotiab le instruments as liquid assets due 

to the absence of cap ital market. 1R 

Treasury notes or bi lls issued in other countries could also ser\'e as secondary reserve 

assets. However, all kinds or such treasury notes will not serve as secondary reserve 

assets. Pursuant to Art. I 6(2)(b)(5) of Proc. No 84/94, in order for treasury bills to serve 

as secondary reserve assets, they should have such quali ties that t hey shou ld be issued by 

the government of a country and denominated in a currency approved by the NBE. 

Furthermore. their maturity period should be within three hundred seventy days. 

In addition to the above assets which are considered to be secondary reserve assets, 

Art .16(2)(b)(6) of Proc No 8-1/94 authorizes the NBE to approve, from time to time, 

other assets to be secondary reserve assets. Thus, the l\f8E may approve other assets not 

included in the list under Art 16(2) (b) to be regarded as secondary reserve assets . 

However, the law fail s \0 give a clue as to what is meant by other assets . In spite of this 

fact, one can say that the other assets that wi ll be approved by the NEE as secondary 

reserve assets should have sim ilar qua lities with the other assets enumerated in the law 

and most importantl y, shou ld be readil y conve l1ible into cash. 

Thi s be as it may, based on it s rower given to it by law, the NEE has added other assets 

to the li st ing of secondary reserve assets enumerated under Al1.16(2)(b) of Proc. No 

84/94. Regarding thi s, Art .2. 1 of Directive No 44/08 states 

J7 Black 's Law Dictionary defines the [C rln "negotiable inslnUllcnls' as, "A written and signed uncondllional 
promise or order to pay :J specified ::. UIIl of money on demand or al a defi ni te time payable 10 order or 
bearer. ·' See Supm nole t 

"Supm nole 36 
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For the purpose of liqllidi!.y requirement 'liquid assets ', in addition to 

what has been provided/or Iliider 16(2) of Proclamation No 8-111994, 

include deposils held III Organization for economic Cooperation and 

/)evelopment(OLCD) mell/ber COlin tries currencies and pavahle by banks 

of OECD countries am/Ill such other currencies as may he approved by 

the National Bank of /'.Ihiopia as well as securities issued by OECD 

cOllntries denominated in cllrrencies of sllch countries with tenures as 

indicated llnder article 16(2)(h) of Licensing and Supervision of Banking 

Business Proclamatioll No. 8411994. 

Thus, the NBE approves deposits he ld in OEe D'· countries to be included in the asset s of 

secondary reserve assets and, therefore, banks can hold these assets to satisfy their 

liquidity requirements. 

Before winding up the discussion of thi s section, it is important to pose a question . Can a 

bank satisfy it s entire deposit liabili ti es by holding only primary reserve assets or only 

secondary reserve assets? Direct ive No 44/08 has an answer to this question. Art A. 1 of 

the Directive requires at least t\\'enty percent of the current liabilit ies to be in the form of 

primary reserve assets . However, if a bank opts to hold only primary assets to sati sfy its 

entire liquidity requirement , that is fine for such assets are the most liqu id assets one can 

imagine. On the contrary, a bank can not sati sfy it s entire deposi t liabilities by holdi ng 

only secondary reserve assets. Pursuant to Art.4.2, a bank can mainta in to the extent only 

of five percent of it s current li ab il it ies in the form of secondary reserve assets. Had th is 

not been the case, banks would have inclined to hold only secondary reserve asset" and 

consequent ly interest of depOSitors wo uld have been at risk, for as di scussed eallier, 

secondary reserve assets are less liqu id and more risky than primary reserve ones 

3.3.2- Reserve Balance 

3.3.2.1- Nature 

Since the credit function of banks and bank investments are the IllOSt important bank ing 

bus inesses, deposits almost im mediately go out into the market as loans and invest ments. 

Thus, a bank faced with a sudden demand for withdrawa ls wou ld obviously face a serious 

J\lOrganization for Economic Cooper:J oon and Development (OECD) has 30 lll (:mber nations includ l/lg lhe 
United Slates. Canada. Japan. Ger[ll ;: n ~, France, The United Kingdolll. SOllth Korea and AustraliCl 
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liquidity problem in the absence of reserves. [n order to tackle such problems, banks are 

requ ired to maintain reserve bal; ,nce with the NEE. 

Black ' s Law Dictionary defines the term ' lega l reserve ' or ' reserve balance ' as the 

min imu m amount of liquid assets that a bank must ma inta in by law to meet depositors' or 

claimants' demands40 Reserve req uirement, therefore, refers to the amount of liqu id 

assets or funds that a bank must hold in reserve against specified deposit li ab ilities. 

Many jurisdictions require banks to deposit with the cent ral bank a certai n amou nt of 

money in respect of their deposit li abil iti es. Theoret ical ly, reserve balance operates as a 

cushion against sudden demands for withdrawals of deposits. 41 During serious banking 

and economi c prob lems, reserves could be qu ickly exhausted and de~ositors could be 

paid what they demand Thu s, C\ ery bank is required to keep reserves as a precaution 

against adverse withdrawals of depos its. 

Just li ke in other countries, reserve balance is another mechani sm employed by Proc. No 

84/94 to ensure that banks operate by preservi ng their liqu idity position 42 Pursuant to 

Art . 16(5) of Proc. No 84/94, every bank operating business in Ethiopia is requ ired to 

maintain with the NBE a reserve bala nce as a percentage of its tota l deposit liabil itie s At 

least theoret ica ll y, a ba nk wil l withdraw the reserve it kept with the NBE when the 

former encounters fund sh0I1age. Thus, reserve balance is to be maintained by banks to 

make sure that they do have the ab ilit y to answer depos itors' claims. 

The minimum legal reserve ", ith the NBE maintained by banks as a proportion of 

deposits may be considered as reserve liquidity held as protection against an eventuality 

of a run on banks, but in actual litct, it represents a permanently frozen pool of fund s kept 

in a blocked account. This is because banks in principle cannot withd raw money from the 

legal reserve balance and satisfy their cash shortage. In this regard , Direct ive No 42/07 , 

under Art .2. 1(b) provides in black and white that the reserve balance cannot be 

40Supra note 1 
-u Howcver, this is not the onl y purpose of reserve requirement s at the prcscill time. Today. reserve 

requi rement s Indirectly SCIVC (l brolidcr public policy purpose. namely, tllonctm'y control. By rai sing or 
towering the percentage of deposlls to be reserved. the cemrat ba nk in ,I counu), cou ld affocI the 
availabili ty of money in the crecilt IHarkel Sec Michael P. Malloy. The Regul il lJon of Banking: Cases <llld 
Materials on Deposi tan' Institutions and ~Iei r Regulations (1992), p.~36 

42 According to the preambl e of the di rect ivc on reserve requirement. statutory reserve requirement is Ollt" or 
tile important Olonctal) policy 11 1S1 rul11cn[s and pmclent ial regulalory iOols. See Licensinf: ;uld 
Supervision of Banking Business. Reser,e Requ irement (4~ Replacement), Directive No SBB/~ S, 2008 
(hereinafter Directive No ~ S/08 ) 
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wi thdrawn except with the prior approval of the Banking Supervision Department of the 
NBE. A bank, therefore, can withdraw money from the reserve balance only when the 
NB E allows to that effect Th is implies that the NBE may allow one bank to withdraw 
mo ney from its reserve balance but disal low another which presents the same req uest. 
However, the Directi ve fails to provide the situations as to when the NBE alloy. s or 
disallows withdrawal of monel from the legal reserve bal ance. Despite this fact , the 
fo llowing has been offered by offic ials in the NE E concerning the issue at hand : 

II may happen thai a sudden withdrawal of funds leaves a hank unable to 
cover its liquidity requirell1ents. A bank must Itj to cover the shorrjall 
with available cash if Ihere is any. If no available cash, it will move to 
free up reserves wilh the NBE and Ihe laller will allow thaI. BUI, a bank 
should employ Ihis resen'(' halance only and only to sati~fy its liquidity 
shorlage. Thus, a bank will lIot be allowed to withdraw money from the 
legal reserve balance ~lIl7p ly because il wants Ihe money for a certain 
pU/pose. The NHE will 1101 permit Ihe wilhdrawal of money from Ihe 
reserve balance if il belie1'es that Ihe money so withdrawn will be for a 
purpose other than satisl.ving claims of deposi tors. 43 

So, it all depends upon evaluation of individual cases by the NBE. From th is, one can understand 
that the NBE is armed with wide discretionarv power in allowing or disa llowing withdra\\ al of 
funds from reserve balance In add ition to this, Directive No 45/08 does not provide guidel ines 
as to when and how the NEE wil l allow or disallow withdrawal. For the researcher, it could 
have been better had there bccn indications that could serve the NnE as guidelines during 
exercise of its discretion. The abscncc of any guideline may open thc door for abusc ofpo\\·cr and 
favoritism. 

Pursuant to Art. 16(5) of Proc. No 84/94, the minimum reserve requ irement is expressed 
as a percentage of the total deposi t liabilities. The l\IBE, pursuant to the same provi sion, 
is authorized to determine fro m ti me to time the percentage of the reserve requireme nt . 
The same is provided for under 1\11.3 I (2) of Proc. No 83/94 which says that the NBE 
may, from t ime to time require banks to main tain with it a proportion of their depos it 
liabi lities as prescribed by it Thus, the NEE is entrusted with the power to varv the 

" Supra no Ie 18 
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amount of reserve balance to be maintained by banks. The pri mary purpose of the law 
that enables the NSE to va ry the minimum reserve ratio is to influence the leve l of 
liqu idity wh ich each bank has to enjoy in a given period of tim e" I It will also enable the 
NBE to influence the vo lume of credit by contracting or expanding the cash basis of 
credit at the di sposal of banking institut ions . Obviously, in discharging its responsib ilities 
in thi s regard , the NBE wi ll as.'e , the economic atmosphere; inflationary or deflationary 
booms At a time of inflat ion, the NSE requires banks to maintain a high percenta~e of 
reserve balance with a view to controlling the money supply and conversely, at a ti me of 
deflation, it lowers the reserv~ rl·quirements to enable banks to have more cash at hand 
fo r lending purposes'; However, accord ing to AI1 .16(5) of Proc. No 84/94. the 
percentage of legal reserve to be prescribed by the NBE may no t exceed twenty percent 
of the total deposit liabilities ot banks. So, the NBE can play the game only wit hin this 
limit. 

The reserve requirement is expressed as a percentage of designated liab ilities. According 
to An .3l (2) of Proc . No 81/94, the NBE may prescribe percentage of reserve 
requirements for different typl" of liabilit ies. Simi larly, Art. 16(5) of Proc. No 84/9-1 says 
that the NBE may prescribe di ffe rent percentages for demand, savings and time deposits. 
These provisions made it clea r that the NBE has the discretion to prescribe the ratio of 
legal reserve to di ffe rent deposi t liabi li ties. This part of the law enables the NIlE to 
prescribe the percentage as it wants . Thus, the minimum rat io of reserves to liab ili ties 
could be expressed either as a lix ed percentage or as a range of percentages within wh ich 
the minimum may be va ri ed b\ the decision of the NBE. Even where a percentage range 
is prescribed, the same percentage may apply to all classes of liabilities, or di fferent 
percentages may be prescr ibed fo r different classes of liabilities. It is up to the NBE to 
choose. 

Although these opt ions are ava ilable, the NBE opted to prescribe the same percenta~e of 
reserves to all demand, savings and time deposits. An.J of Directi\ 'e No 45/08 provides 
tha t every bank operating in Eth iopia has the ob ligation to maintain, at all t imes, its 
reserve requirements fil1een percent of al l Birr and foreign currency deposit 

11Supra IlOIC J (i 
45 Tb id 
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held in the form of demand (current) deposits, savings deposits and time deposit s. This 

percentage applies starti ng frol11 "- pril 2008 before which it was only ten percent The 

percentage of the reserve balance is increased to curb the inflation that has prevailed in 

the country since some months before, as can be inferred from the preamble of Directive 

No 45/08. 

Even if the law says that the reserve will be maintained in the form of either dema nd 

deposits, savings deposits or time deposits, it should not be interpreted as authori zi ng 

banks to withdraw at wi ll the assets that constitute, in whole or in part, the legal 

minimum requirements. Of course, Banks could withdraw temporarily certain marginal 

amounts of their legal minimum reserves with the understanding that the average weekly 

minimum reserve ratios are not thereby affected 46 When a certain bank has mo re 

reserves than the required level , it can withdraw it and use for any purpose it wants. 

Each commercial bank operating in Ethiopia has a reserve account with the NB E and 

maintains with it the reserve balance required by law. As th ings stand now, all banks do 

comply with the legal reserve requ irement and maintain the amount of legal reserve 

balance as is provided under the Di rect ive. Statistics kept by the NBE speak to that effect 

For instance, if we take a look at the reserve position of commercial banks of some 

months in the years 2005 and 2006, it is above the level requi red by law. In September, 

October and November 2005, banks kept excess reserve balance of Birr (in mi llions) 

11 ,298.29, Birr 11 ,840.29 and Birr 11 , 141.85 respectively in excess of the level required 

by law47 On the other hand, the excess of the reserve balance of banks in September, 

October and November 2006 reads Birr (in millions) 6,358 .67, Birr 6,179.04 and Bi rr 

7,424. 19 respectivel y48 As could be observed from these figures and the statistics kept by 

the NBE, each commercial bank undertaking business in Ethiopia has reserve balance in 

excess of the limit provided by law. 

These figures show that commerci al banks operati ng in Ethiopia enjoy reserve balance in 

excess of the required limit. But , as in the case of liquid assets, the insignificant excess of 

reserve balance of commercial banks is a manifestation of their il liquidity. It is rem arked 

·"Supra note 18. But, what is being hcm·d from private banks is just the opposite. They say, the NEE will 
not allow withdrawal of the excess amount. Supra note 36 

~7Supra no(C 25 
-l8rbid. However, the researcher is nOI able to gel the level of rcscn'c b(liancc of commercial banks ;lftcr 

November 2006, for U1C statistics is ~<l i d 10 be confident ial unt il some times in the future. 
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that all private banks comply wit h the reserve requirement not because they have excess 

money, it is rat her due to fear of the consequences 49 If it is heard that a certain bank has 

failed to fulfi ll it s reserve requi rement , the image of that bank w ill undoubtedl y be 

damaged whose consequence is very devastating. 

In additio n to the reserve balance ind icated under Art .16(5) of Proc. No 83 /94, banks are 

required to maintain special reserve acco unt for provision fo r loss due to negligence or 

dishonesty. Proc. No 84/94 specifies that every bank shal l eit her maintain a specia l 

reserve account that is, in the op in ion of the NBE, adequate and exclusively reserved for 

the purpose of making good an y loss resulting from the negligence or di shonesty of any 

director, manager, principa l officer, or any other officer or employee of the bank, or 

ensure itself against such loss, to an amount and on terms that the NBE deems adequ ate.'o 

The purpose of thi s spec ial reserve or insurance scheme is to avoid a possibl e ri sk or loss 

that could arise due to negligence or dishonesty of bank officers at different levels. This 

intern could somehow protect interest of depositors, among other things. This is because, 

even if a bank ' s liquidity has been drained due to negligence or dishonesty of these 

individuals, the loss wi ll be made good from the special reserve 0, insurance scheme. 

3.3.2.2- Computation 

Direct ive No 45/08 prescribes ways of computing reserve balance. Computation of the 

reserve balance will determine the amount of reserve ba lance that should be maintained 

and the deductions to be made befo re fi xing the amount of the legal reserve bal ance. 

Pursuant to ArtAI of Directive 0, 04 5/08, cash ite ms in the process o f collection will not 

be considered during calcul ati on of the amount of the lega l reserve balance. It says, 

"Cash items in the process of co ll ecti on, if included under depos it s, shall be deducted 

therefrom in computing the bal ance of total deposit s fo r reserve purposes." Therefore, in 

case cash items in the process of coll ect ion are included in the deposits or even if they 

form part of the deposits, they wil l be deducted . They do not fo rm part of deposits fo r the 

purpose of reserve balance and thus deposit s wil l be cons idered only after these item s are 

deducted . Deposits are ta ken as dl-pos it s less these items. 

" Supra note 27 
,oProc. No 84/94 , N 1. 28 
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Cash items could be co llected through the NBE and can be in cluded in the reserve . 
However, it is not a ll these item s that can be accep ted as legal resel'ves. For these it ems to 
be included in the reserves, they have to be credited to the reserve account as per Art A .2 
o f Directive No 45/08 .51 Cash item s co llected through the NBE will be acceptab le as 
reserves only when they are credited to the reserve account. 

As said eartier, a legal reserve is deposited with the NBE In proportion to deposit 
liabilities of a bank. But, the PCI ccmage will be ca lculated to the proportion of net deposit 
balances. ArtA.3 of Directive No 45/08 provides that the reserve required shal l be 
computed on the net deposit balance. The same provisio n expla ins what the term ' net 
profit balance' refers to . Net pro fit balance is the deposit balance obtained by excludi ng 
CJsh items in the process 0 1" "ull e! tion sho wn at the end of each reporting week. The 
reserve required, therefore, will be computed on the net profit balance, not on the gross 
profit balance. 

3.3.2.3- Reserve Deficiencies 
One of the legal consequences o f non comp liance with minimum reserve requirements is 
civil liabi lity on the part of the defaulting bank. Art .s. 1 of Directive No 45/08 specifies 
that "Deficiencies in reserve balance are subject to a penalty." The Directive determ ines 
how the penalty shou ld be assessed and prescribes a special interest rate to be paid by a 
bank which fa il s to comply wit h the reserve requi rement. Thi s in terest rate is expressed 
as a percentage of the difference between the required and the actual reserve level. The 
detail s w ill be discussed in the fOlt hcoming sect ions. 

3.3.3- Legal Reserve Account 
3.3.3.1- Meaning and Significance 

Reserve is defined as funds set aside to cover future expenses, losses, claims or liabil ities 
which may ari se from indefin ite contingencies. 52 It is, therefore, a monetary account 
required by law to be establi shed by banks as protection against losses. The Commerc ial 
Code of Ethiopia provides that share companies are required to establish, inter alia, legal 
reserve account required by la w and transfer funds from the ne t profits shown in the 

51 AI1.2. t of Directive No 45108 provi des that banks operating in Ethiopia have the obligation to opell two separate BitT account s one of which. pursuant to Sub (a). is a reserve accou nt that wi ll exclusi \'ch' be used to maintain the reserve balance. 
" Supra note t 
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profit and loss account. lJ More specifically, Art.454( I) of the Comm. C provides that, a 
certain amount of the net profits shall be transferred each year to the legal reserve fu nd. 
Because banks are share companies, they have similar obligation though the amount to be 
transferred to the legal reserve account differs from other ordi nary share companies . 
Proc. No 84/94, under Art .12(2)(a), provides that every bank has the ob ligation to 
maintain a legal reserve account. The Proclamation further says that a bank, before 
declaring dividend, deduct from the annual net profit after tax and transfer same to its 
legal reserve account. 54 This obligation of a bank will cont inue until the legal reserve 
account equals its capital as can be deduced from Art . 13(4). 
However, the NBE upon good cause may exempt a bank from th is obligation for a peri od 
not exceeding twelve months, provided an agreement has been reached between the NB E 
and the concerned bank on a scheduling specifying the progressive application of the 
obligation 55 Thus, if a bank can show 'good cause' to the NBE that it is not in a posi tion 
to comply with the requirement , the latter has the discretion to exempt the former fro m 
the obligation. The problem in this regard is, Proc. No 84/94 does not specify what 
constitutes 'good cause'. However, offic ial s of the NBE say that the term 'good cause' 
should be interpreted as a situation, for instance, a decrease in capital of a bank which 
could bring about undesirable consequences on its overall financial condition 56 When 
such situations occur, they are good reasons to exempt a bank ti-om the obligation of 
transferring a part of its net profi t to the legal reserve accoun t. However, since the 
absence of legal · reserve cou ld make a bank vulnerable to financial distress, the 
exemption to be granted by the ?\IDE should end somewhere. Thus, Art. 12(3) ofProc No 
84/94 urged the NBE to reach an agreement with the concerned bank on a schedule 
specifying the progressive appli cation or restoration of the obl igation. 
One important significance of legal reserve account lies in that it will be employed to 
cover losses that a bank could encounter in due course of time. With the view to ensure 
that banks minimize losses, Proc. No 84/94 requires the former to make provisions fo r the 
items enumer.ated under the Proclamation in making the calculat ions necessarv to 

" Camm. C, An.453( I) cum. (2)(a) 
" Proc. No 84/94 , An.12(2)(a) cum . Arl . 13(4) 
« Prae . No 8-1/94, An .12(3) Clllll . An .ll( -I ) 
" Supra note 16 
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ascerta in that a bank is compl yi ng with the provisions concerning the requirements of 

legal reserve 57 Thus, the legal reserve account is used to recover the losses and liabi lit ies 

incurred by a bank that arose from various cont ingencies as specified in the Proclamation. 

By doing so, the law tries to protect interest of depositors and ensure macro-economic 

stab ility . 

As a matter of principle, the legal reserve account can neither be reduced nor attached as 

clearl y specified under Art.12(2 1(c) of Proc. No 84/94. Hence, once a bank transferred 

money to the legal reserve account, it wi ll not have the chance to make use of it. 

However, there are exceptional si tuatio ns whereby a bank may util ize the money fou nd in 

it s legal reserve account. In thi s regard, Art. 12(2)(c)(I) of Proc. No 84/94 states that the 

NBE may permit the reducti on o f lega l reserve account for the pu rpose of increasing the 

cap ital. If, therefore, a bank satis fi es the NBE that it intends to increase its capita l by 

transferring money from the legal reserve account, the latter has the discretion either to 

approve or reject the request. The sa me provision further states that the NBE may issue a 

directive and specify circumstances in which the lega l reserve account could be reduced. 

As we can see, the permission of the reduction is not an outright one. Rather, the 

Proclamation opted to grant the power to the NBE to issue directives and permi t the 

reduction of the legal reserve account . Hence, the NBE has the discretion to permit the 

reduction of the legal reserve account under two scenarios. 

First, the NEE may permit the reduction of the legal reserve account when the purpose of 

the reduction is to increase the cap ita l of a bank. 58 Thus, if a bank can show that it int ends 

to increase its capital by transferr ing thereto money fro m its lega l reserve account , the 

NBE may allow that . The NEE once aga in is armed with huge discretionary power. It can 

allow a certain bank to increase its cap ital by decreasing the resen 'e acco unt but prohibit 

another from doing that. 

Second, the NBE may Issue directives and specify circumstances III which the legal 

reserve account may be reduced A close look at thi s provision reveals that there may be 

situations other than the one di scussed hereinabove which could push the NEE to allow 

" Proc. No 84/94, Ar1.15( I) provides the list of assets from (a-e) against which provisions should be J1 H1de 
10 tlle satisfaction of the NBE. 

58Simi lmly, pursuant [0 Art.482 orlhe Comm. C. a share company could increase its capitaJ by tnmsfcrnng 
thereto the whole or part of its resen(; account. 
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the reduction of the lega l reserve account. However, the Proclamation is silent as to the 
kind of situations based on which the NBE could issue directives and speci fy 
circumstances in which the lega l reserve account may be reduced . According to persons 
close to the issue at hand, the NEE wi ll issue directives and allow the reduction of the 
legal reserve account when it is satisfied that banks encounter a financial di stress or 
liquidity problem. 59 

However, it should be borne in mind that interest of depositors may be endangered when 
the legal reserve account is reduced. The fact that the legal reserve account is red uced 
means that a bank wi ll not have back up sources of defense in case something bad 
happens in the meantime. This obviously will endanger interest of depositors, among 
other things. Recognizing th is fact, the Comm. C urges the substitution of the taken out 
money from the lega l reserve aCcollnt prior to di stribution of profits to the sha re holders. 
The last limb of Art.482 of the Comm. C specifies that no distribu tion of profits should 
be made to share holders before the legal reserve is restored to its former position6o This 
pal1 of the law intends to keep the Sial/ls quo. 

As a general principle, the legal reserve account may not in any way be attached. 
However, under exceptional situations, the NEE may allow for its attachment. In the 
words of Art . 12(2)(2) of Proc. No 84/94 

The Nalional Bank of /-.I/i iol'ia shall permil an allachml!lit of Ihe legal 
reserve account when il IS Ihe only means of prevenling a reduclion or 
allachment of Ihe paid up capilal, provided an agreemellt has been 
reached on the period wl lhin which the deficiency has been made good 
(Emphasis added) 

As we can see, this part of the Proclamation is mandatory and, therefore, the NBE ha s the 
obl igation to permit the attachment of the legal reserve account when it is convinced that 
thi s is the only option to prevent a reduction or attachment of the paid up capital of a 
bank . However, because the attachment or the reduction of the legal reserve account will 
once again make a bank vu lnera bl e to a sudden financ ial crisis, it should be restored to its 
former position within a reasonab le period of time. Having recognized thi s fa ct. the law 

S9SlIpra nOle 16 
6{)Pursuant to Art.458(2) of the COIllIll. C. dividends distributed contra ry to this rule are considered fictiti ous dividends. 
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requires an agreement to be reached between the NBE and the concerned bank about the 

period with in which the de fi ciency is to be made good. 

3.3.3.2- Amount 

The amount of legal reserve account whi ch banks are required to maintain is calcu lated 

based on the net profit which a bank makes in a financial year. Pursuant to Art. 13(4) of 

Proc. No 84/94 every bank shou ld, at the end of each financial year, transfer to its legal 

reserve account at least twenty five percent of it s net profit. But, when the lega l reserve 

account equal s the capital, the amount of the net profit to be transferred to the legal 

reserve account shal l be determined by the NBE6 1 From this, one can di scern that the 

NBE is granted with the power to issue direct ives not on the amount of the net prolit to 

be transferred each year to the legal reserve account. That is already fixed by Proc ~o 

84/94 . Rather, the power of the NBE is limited to fix ing the amount of the net pro fit 

which a bank has to transfer to the legal reserve account after it equals the capital of the 

bank. 

This be as it ma y, the NBE has issued a direct ive on the amount of legal reserve account 

to be maintained by every bank(,2 Pursuant to Art .2.! of Directi ve No 4/95 , every bank is 

required to transfer annuall y twenty five percent of its net profit to its legal reserve 

accoun t. This ob ligation wi ll continue unti l the legal reserve account equals the capita1. 

But, Art .2.2 of th e Direct ive made it clear that once the legal reserve equals the capi ta l of 

a bank, the amount of the obliga tion will be reduced to ten percent of the net profit. 

At thi s point, it is impo l1ant to raise one issue. Is a bank obl iged to transfer ten perce III of 

the net profit to the legal resei've account throughout its li fe? Or, for how many years 

does the transfer cont inue? Nothi ng is provided either under Proc. No 84/94 or under 

Directi ve No 4195 . However, according to offic ials in the NBE, every bank is obliged to 

continue to transfer ten percent of the net profit to the legal reserve account even afiel the 

latter equals its capital as long as it continues operationa1. ") This is an acceptab le 

interpretation of the law in the absence of any clue to the contrary. 

6I AI1. l 3( 1) of Proc. No' 84/94 specl ncs that ~le NBE will dClermine ~lC amolln t in accordance Wi~l 
intemmionally accepted gu idelines . 

" Llcensmg llild Supervision of Bank111g Business, Legal Resen'e, Directive No SBB/411995 (hereinafter 
Directive No 4/95) 

63S upra note 16 
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3.3.3.3- Computation o f Legal Reserve 

As discussed above, the law prescribes the minimum amount of legal reserve account 

which every bank is requ ired to maintain. Moreover, using the power granted to it by law, 

the NBE has issued Directive No 4/95 and prescribed the amount of net profi t to be 

transferred to the legal reserve accou nt once it equa ls the capital of a bank. Art. 12(2)(b) 

of Proc. No 84/94 further empo wers the NBE to prescribe, fr0111 ti me to time, the method 

of computing the amount and form of the legal reserve account. Thus, the NBE will vary 

from time to time the method of computing the amount and for111 of the lega l reserve 

account obviously depending upon existing situations. 

However, there is one important limitation imposed upon the NBE's power of prescribi ng 

the method of computing the a11l0U Ill and form of the legal resen'e account. The second 

limb of Art .12(2)(b) of Proc. No 84/94 provides that the NBE, in prescribing the method 

of co mputing the amount and the fo rm of the legal reserve account, should take into 

account the method employed bl' the Mini stry of Finance Accord ing to the NBE, th f re is 

a method which the Ministry of' Fi nance employs in computing amount and form of an 

account of tinancial nature and the fo rmer emp loys thi s method during calculation of 

legal reserve account 6 4 

3.3.4 - Limitation on Bank Lending and Bank 

Investment 

3.3.4.1- Rationale behind Limiting Bank Lending and 

Bank Investment 

Deposits are usuall y interest bearing which is an expense for banks. Thi s expense lakes 

pl ace in the form of interests to be pa id to depos itors and has to be compensated in one 

way or another. Furthermore, banks, especially commercial ones engage in banki ng 

business with the principal objective of securing profit s out of their operations and 

distribute same to shareholders. In order to generate pro fits , banks have to emplov their 

funds in high income yield ing opportunities. After coll ecting money from the publ ic, 

therefore, banks wi ll empl oy part of the depos itors ' money in various invesrment 

Mfbid 
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opportunities. The money invested wi ll generate profit that is crucial to their stay in the 

business. Relating to this, it has been observed: 

It is obviolls that a savIIIgs bank, if it is to pay interest to ilS depositors 

and 10 earn profits for its stakeholders, if any, must have the power 10 

invest the fonds held by it which are not needed by it in its ordinary 

course of business or which are in excess of its required or necessary 

cash reserves, and, indeed it is the dUly of a savings bank to invest such 

jimds. 65 

In addition to employing fund s of depositors in various investment opportunities, banks 

also can give or lend money at their disposal in the form of loans to those who need it. 

Loans constitute a majority of ba nks' assets and interest earned on loans is an important 

source of banks' revenues66 Because banks target profits, they could realize thi s by 

lending their money to borrowers. Lending of funds to the constituents, mainly traders, 

business and industrial enterpri ses constitutes the main business of a banking company 

and accordingly the major pOl1ion of banks' funds is employed by way of loans whi ch is 

the most profitable employment of its funds 67 

Though lending and investment by banks are integral parts of their operations, these 

investments and loans have to be limited to a certain extent, as they could negatively 

atfect liquidity of banks. As sai d earlier, liquidity requirements primarily call for keeping 

sufficient amount of assets ancl other back up sources to meet short-term cash needs. 

Loans and investments, on the contrary, require banks to spend money. These facts show 

that there is a clear incompati bil ity between liquidity of banks on the one hand and 

investment and lending on the other hand. 

Because of this, restrictions are usually set in place regard ing the amount, quality and 

areas where banks may lend the ir money and employ in investment opportunities. If 

limitations are not set against the amount of investments and loans, the sector in which 

they may lend and invest, the quality of investments and loans, there may ap pear 

practices that could significant ly endanger the liquidity position of banks. With this 

" William Mack, Donald J Kiser (Eds.), Corpus Juri s Secundum (VoL9, 1938), I'p.1432-3 
&>Po rest E. Myers, Basics for Bank Directors, Division Supervision and Risk Management, Fede ral 

Reserve Bank of Kansas Cit)' , (Apri l 2005), p.39, available at hltp:llwww.kansascityfed.org 
6' p. N. Varsluley, Banking Law and Practicc (9"' Ed., (982) , p.16 
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principal objecti ve, banking regimes set limitations on investment s and lending practices 

of banking insti tutions. 

3.3.4.2 - Limitation on Bank Lending 

3.3.4.2.1- Limitation o n Accommodation 

Proc. No 84/94 embodies a nu mber of rules and principl es on limitations on specifi ed 

operations and act ivities of banks. Art. 17 of the Proclamation speci fies how a bank may 

grant loans or advances to certai n group of ind ividuals or entit ies. Pursuant to Sub ( I )(a­

c), the NEE is empowered to issue directives and determine the condit ions and 

limitations on acco mmodat ion sC,x directl y or indirectl y granted to directors of a bank, 

joi ntl y or severall y or with any other person, business organizations in which a bank or 

one or more directors of the bank participate as owner, shareholders, directors, partners, 

managers or agents or members, persons to whom the bank or one or more directors of 

the bank are guarantors. Accordingly, the NBE has issued a directive and prescribed the 

conditions and limitations on accommodations to be granted to the group of borrowers 

specified under Proc. No 84/94 69 

As a principle, a bank can grant or permit to be outstanding unsecured loans, advances or 

credit facil ities to its directors, whether severally or jointly with any other person, or to 

any person of whom or of wh ic h it or anyone or more of its directors is a guaran tor. 

However, pursuant to ArtsJ. ] and 3.2 of Directi ve No 10195, a bank cannot as of right 

grant or permit to be outstanding such loans, ad vances or credit facilities to such group of 

indiv iduals in excess of Birr thi rty thousand . A bank can grant such loans and advances in 

excess of Birr thirty thousand only with the prior written approval of the NBE. Wh en will 

The NBE approve such loans and when will it disapprove? 

The NBE will approve a loan in excess of the limit prescribed by law 

when the loan has a significant impact on the overall development of the 

countlY. !f, for instance, a certain borrower intends to utilize the loan 

for fertilizer pllrchasr. electrification, telecommunication service 

provision and similar {Jlllposes, a bank cOllld be allowed 10 extend loan 

"'The term 'accommodation' is defined wIder Art. 17(3) of Proc. No 84/9-1 as a loall, advance or other credit 
facili ty, financial guarantee, or other liabili ty given or incurred by a bank to or on behalf of any person 

6~ icens ing and Supervision of BHnking Business, Limita tion on Accommodation, Directin.' No 
SB8/ 10/ 1995 (hereinafier Direct ive No 10195) 

57 



to such borrowers in exc~s.\' of Birr 30,000, for these areas are directly 

related to the overall den'lopmellt of the cOlillfly. Nonetheless, the NBE 

will not approve a loan 111 excess of the limit prescribed by law simply 

because a bank wants to lend to a certain Mr. X 70 

The law limits the amount of loans and advances a bank could grant to its directors or to 

persons of which any of its directors is a guaran tor for a purpose. Speaking generally, 

because confli ct of interest could involve in such kind of loans, such loans are more risky 

than other ordinary loans. When a certa in loan is risky, the money lent wi ll not be repaid 

as agreed . This obviously will nega tively affect the liquidity position of a bank . Thu s, in 

order to avoid such undesirable effects , a limit is set aga inst loans and advances to some 

group of individuals. 

3 .3.4.2.2- Limitation on Loans to Related Parties 

In addition to the above restrict io n, banks are usually subject to restrictions on loans and 

extensions of credit to related pa rt ies. Generally speaking, granting loans to insiders is 

always regarded as problematic . It is said that loans granted to bank insiders and to 

individuals or firms connected through ownership or with the ability to exert control, 

whether direct or indirect, has its own ri sks71 More specifica ll y, a bank' s dose li nkage 

with such group of parties wi ll resu lt in compromise on some lending terms. It is 

underl ined that: 

The basic reasoll jor illsider lending restricrions is to prevellf those in 

charge of a bank from using their positions to obtain credit on 

prejerenliallerms and oliiside normal creditllnderwriling standards. 

Such restrictions help ensure that a bank 's lending is ill the best 

interest of depOSitors and the community. 72 

With this objective in mind, the NBE has issued a directive and provided the nature of 

limitations imposed on loans to related parties7
) As a principle, a bank can make loans to 

70Supra note l6 
71 Vi ncenl P. Poli zatto, "Pmdemial Rcgul3t.ion and Banking Supervision", in Dimitri Vittas (Ed.), Financial 

Regulation : Changing ule Rules ofl bc Game ( 1992), p.29 1 
" Kenne l]) Spong. Banking Regu lat ion : Its Purposes, Implementat ion and Effects (5'" Ed. , 2000), p. n. 

available at hnp :l/www.kansascityfed .org 
1JUcensing and Supervision of Bank ing Business. Amendment of Loa ns to Re lated Parties, Directi\ 'c No 

SBB130/2002 (hereinafter Direcli ve No 30/02) 
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related panies although there are some limitations. Pursuant to An.4.1 of Directi ve No 

30/02, a bank is not allowed to extend loans to related panies (as defined under Art 2.6) 

on preferential terms with respect to conditions, interest rates and repayment periods 

ot her than the terms and conditions normally applied to other borrowers . 

As we can see, banks are not ou trightly prohibited from lending money to related panies. 

However, they should treat rel ated parties in the same way they treat other borrowers. 

Because loans to related panies may not meet the same standards as that extended to non 

related panies, this kind of limi tat ions is always considered to be justifiable. The puruose 

of this provision is, therefore, to prohibit banks not to favor affil iated panies on a nu mber 

of conditions such as on interest rates and repayment periods. It is observable that banks 

usuall y tend to prop up or , upport rel ated panies that are in troub le rather than 

recognizing them as problem borrowers 74 Thi s kind of thinking, however, could impose 

problems on liquidity of a bank. Due to th is reason, limitations on condition s of 

borrowing power of banks to related parties need to be imposed . 

Of course, a bank can make loans to related pat1ies so long as the loan is not made 0 

preferential terms. However, even the amount of loans to be extended to related part ies i 

non preferential terms is not withou t limit . According to An.4.2 of Direct ive No 10/02, 

the aggregate sum of loans extended directly or indirectly to one related pany at anyone 

time shall not exceed fifteen percent of the total capital of a bank75 Thus, a bank cannot 

in any way make loans to one related party at a time more than fifteen percent of it s total 

capital , even if the loan is to be made on the same terms as loans to other borrowers. In 

addit ion to this, Direct ive No 30/02 prescribes the total amount of loans a bank can make 

to all related panies. Pursuan t to ArlA3, "The aggregate sum of loans extended or 

permitted to be outstanding di rectly or indirectly to all related parties at anyone time 

shall not exceed 35% (thirty fi ve percent) of the total capital of the bank " Here agai n, a 

bank cannot extend loans beyond thirty fi ve percent of its total capital to all related 

parties even if the loan is made on (he same terms as other borrowings. Here, the amount 

wil l be calculated on all related panies, not on a single related pm1y. 

"s upm note 16 
"The term 'total capital' is defined ullder An .2.7 of Directive No 30/02 as Ille paid up capital. legal rc,c rve 

and any other unencumbered reserYc he ld by a bank Utat is acceptable to the NEE. 
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At thi s time, one may argue tha t, there is no reason to prescribe limi tat ion on the amount 

of loans to be granted to related pan ylies so long as the loan is made on the same term s as 

loans to other borrowers. However, this is not the case as can be understood from the 

following view: 

Even if a loan is granted to related parties on the same lerms as other 

borrowers, the kind oj risk involved in the fWO scenarios is entirely 

different. Loans to related parties are potentially risky in their velY nature 

jar inter-related interests are involved. A risk that affects a borrower will 

directly affect a bank, jf!/, Ihese two parties have illier-related interests. 

Thus, so as to minimize silch interrelated risks and thereby ensure /iquidily 

oj banks, the limitalion on the amount oj loans to related parties is 

justifiable. 76 

However, there are exceptions to these rules. Even if a loan is to be made to rel ated 

parties on preferential terms or in excess of the lim it prescribed by law, there are 

situations whereby the loan could be acceptable. Pursuant to Art.S(i) and (ii) of Directive 

No 30102, loans to related panies which are fully secured by cash collateral 77 and cash 

substitutes78 are not subject to li mi tations specified thereunder. The stand of the Directive 

is sa id to be acceptable for the following reasons: 

So long as loans to relared parlies arefit/ly secured by cash collaterals or 

cash suhstitutes, there will not he any kind oj risk a bank will aSS1lme. This 

is because even if the Idaled parties who borrowed the money fail to 

comply with the terms and conditions oj the loan cOl7lract they signed with 

a bank, the lalter could resort 10 the cash col/aterals or cash substitutes 

within a momel7l 's time Wl lhout any problem. Due to Ihis reason, a bank 

J6Supra nOle 16 
" The phrase 'cash collateral' is defined under Art.2.2 of Directive No 30102 as "credit balances on 

accounts in ule books of the lending bank over which customers have given the lending bank a formal 
letter of cession and which ule bank al its di scretion has tnlnsferred from the customer's accou nt (s) to a 
specific or general cash collateral account (s) or blocked." 

"An.2.3 of Directive No 30102 defines 'cash substitutes' as a security issued by the Federal GoverlUnent of 
Eutiopia(Ar1.2.3.1), an unconditional obligation or guara11lee issued in writing by the Fede ",1 
Government of Ethiopia or non aOi liatcd domestic financial institution. \\ here the beneficiary ba nk 
maintains a current written and well documented eva luat ion evidencing that the non affiliated fimlllcial 
institution is financially sou nd (At1.2 .3.2) cllld an unconditional obligation or guarantee issued b~ a 
foreign bank WiOl an a or above rating. (AI1.2 .3.3) 
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can even lend money to re lated parties up !O its elltire capital so long as 

the latterjim1ish cash collaterals or cash substitutes as secl/rily. 79 

As correctly pointed out, si nce there is no risk involved in such kind of loans, a bank is 

safe even if it lends to related paJ1 ies in excess of the limit provided by law. However, it 

is not difficu lt to appreciate that a person wi ll very rarely borrow cash from a bank by 

furnish ing as a security cash or cash substitutes. 

3.3.4.2.3- Single Borrower Loan Limit 

Safeguarding against excessive concentration of ri sk is one of the areas through wh ich 

liqu idity of banks could be enhanced . Banks could increase their returns and reduce the ir 

risks or generall y achieve a better combination of risk and return by diversifying their 

loan partners or by lim iting the amount of loan to be extended to an individual or group 

of individual s. Extending loans to a single person only, to group of individuals or to a 

particu lar sector often increases the exposure of banks to particular ri sks80 Unless the 

amount of loan to be extended to a single borrower is limited, just one large problem 

borrower can render a bank illiquid if a borrower's loan becomes uncollectable for 

various reasons. Thus, since co ncentration in funding sources potentially increases 

liquidity ri sk, the risk shou ld be minimized by diversifying loans. 

Recognizing thi s fact , the NBE has prescribed limitations on the amount of loans or 

extensions of cred it to a single borrower by issuing a directi ve 81 According to An ... of 

Directi ve No 29/02, the aggregate loan or extension of credit by a bank to anyone 

borrower shall at rio time exceed twenty five percent of the total cap ita l of the former82 

Thus, a bank ca n lawfu ll y lend to a single borrower to the extent onl y of twenty five 

percent of it s total capital. The li mit is inspired by same rationa l as the above one. If a 

bank lends a large portion of its capi tal to a single borrower, its interest could be highly 

affected in case something bad happens to the borrower. Such occurrences will 

significantly erode the liquidity of the bank. So, in order to avoid such kind of evil 

consequences, banks are not allowed to lend to a single borrower beyo nd twenty live 

"Supra note 16 
,oSupra note 71, p.290 
81 Licensing and Supervision of Banking Business , Amendment of Single BOiTO\ver Loan Limit, Di rective 

a SB B/2912002 (hereinafter DireclJ \'e 1\0 29/02) 
" Art.2.6 of Directive No 29/02 defin es ·total capita l' as the paid up capital , lega l reserve and any other 

unencumbered reserve held by a ba nk and acceptable to Ule NBE. 
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percent of their capital. At thi s ti me, even the NBE does not have the power to permit a 

bank to grant loans to a single borrower above the limit provided by law. 

However, Directive No 29/02 under A1i .S provides exceptions, in the words of the 

Directive-exclusions. Pursuant to Art .5(i) and (ii), loans or extensions of credit tul ly 

secured by cash co ll ateral and cash substitutes83 are not subject to the credit limi t 

prescri bed by the Directive. As said befo re, these kind s of loans are ri skless and thus a 

bank can lend even to the extent of hund red percent of its capi tal to a single borrower so 

long as the latter furn ishes ca sh collatera ls or cash subst itutes as security . Here again , 

failu re of such borrower to comply w ith the term s and conditions of the loan contract it 

signed with a bank wi ll pose no potential threat on the latter, for it will proceed to the 

collaterals wit hin a very short period of time without any kind of problem . 

3.3.4.3- Limitation on Bank Investment 

Proc. No 84/94, under Art .2(2)(b)(I ), categorizes bank investment as one of ba nking 

busi nesses. Banks always spend part of the money they accept from depositors in various 

investment opportunities so as to generate profit. However, they once again are not free 

to invest their money as they want. With the view particularly of protecting interest of 

depositors, a limitation is always imposed against the amount , kind and areas where 

banks shoul d invest in. As correctly pointed out by one writer, because banks invest the 

borrowed fund s or depositors' money, their prime concern is the safety of the fu nds 

invested 84 Therefore, it is of a paramount importance that investment by banks should 

not go to the extent of erodi ng the ir liquidity and thereby endangering int erest of 

depositors. To thi s end , the NEE has issued a directi ve w hi ch sets limitations on bank 

investment 8l 

" The terms 'cash collateral' and 'cash substitutes' are defined respectively under Ans. 2.2 and 2.3 of 
Directive No in the same way as wlw\ is provided under supra notes 77 FInd 7S above. 

" Supra nOte 67, p.157 
85Li censing and Supervision of Banking Business, Limitation on Investment of Banks, Dirccl i\"c No 

SBB!l2!l 996 (hereinafter Directive No J 2/96) 

62 

1 



( 3.3.4.3.1- Types of Bank Investment 
3.3.4.3.1.1- Intra-sector Investment 
Intra-sector investment refers to investment by banks in other banks or other fina ncial institutions. As a principle, a bank can invest in other banks and financial institutions. But these investment opportunities are not open to them as of right. 
Banks are allowed to invest in another bank by ra ising equity contribution or by bu ying shares. Nonetheless, as clearly spelt out under ParaA of Directi ve No 12/96, a bank's equity participation in another ba nk is subject to the prior authorization of the NEE . from this we can infer that there may be situat ions whereby the NEE may not allow a bank to invest in another bank. However, the Directive does not provide guidelines as to when and how the NBE may prohibit a bank from investing in another bank. The foll owing information has been secured relating to the condit ions when the NEE will prohibi t or allow such investments: 

OJ course, Directive No 12/ 96 simply authorizes the NEE to permit or 
disallow a hank to or not to invest in another hallk IVlthout providing 
guidelines. Despite this/act, the NEE will authorize or prohibit requesl oj 
investment in another bank by taking a Ilumber oj things into 
cOllsideration. If, jor illstance, investment hya hank in another bank has 
a potential threat all its liqUidity, the NEE will IlOt grant the 
authorization since doing so will highly affect interest oj depositors. 
These situations are to he j udged on a case by case basis. However, when 
the NEE is sati;,jied Ih"t a bank 's investment ill another bank has no 
potelllialthreat on its 1"lulJity POSilioll, Ihere is 110 reason/or the NEE 10 
prohibit such investmel7l8 6 

The other intra-sector investment in which banks may invest is insurance business. A bank may invest its funds by hav ing equity interest in insurance companies, for instance, by subscribing to shares. But. this may lead banks to involve in business other than banking. As a resu lt of this, invest ing in in surance business is usually considered to be non recommendable. 

86Supra note 16 

63 



Due to this reason, the law sets some limitations on investment of banks in insurance 

business. Paragraph I of Directive No 12/96 provides that no bank can engage in 

insurance business. In fact , it is not that clear what thi s means. But, it could be argued 

that the Directive prohibits a bank from establishing an insurance company as one of the 

founders. The intention of the Directi ve is to protect interest of creditors, because if a 

bank establishes an in surance company as one of the founders, it will be joint I) and 

severally liable87 Thi s joint and several liability will be highl y prej udicial to interest of 

depositors of a bank because if' it is a founder, the bank may be individually obliged to 

sati sfy the whole claims of creditors of the insurance company in case the latter fa ils to 

discharge its debts. 

Save th is prohibition, the same paragraph allows banks to hold shares in an in su rance 

company as an ordinary shareholder, although the extent of shares which they may hold 

is limited . Para I of Directive No 12/96 states that a bank may invest in an insurance 

company to the extent only of twenty percent of the shares of the latter. Beyond and 

above thi s, Para I of the Directive states that a bank may hold shares in an in surance 

company to the extent only of ten percent of the equ ity capital of the former. 

Generally, a bank is allowed to invest in insurance business subject to the limitations 

provided under Directive No 12'96 . [t can invest in an insurance company to the extent of 

twenty percent of the total shares of the insurance company. [f a bank holds shares 

amounting only to twenty percent of the shares of an insurance company, bu t has 

committed more than ten percent of it s equ ity capital, that will be against what the 

Directive says. Conversely, even if a bank purchases shares of an insurance company by 

committing less than ten percent of it s equity capital, the total number of shares should 

not be greater than twenty percent of the shares of the insurance co mpany. Thus, a bank 

should invest in an insurance business by observing both of the limitations at the same 

time. 

These prohibitions and limit ations again are motivated by protection of interest of 

depositors. [f a bank commit s more than ten percent of its equity capital in another 

in surance company or if it purchases more than twenty percent of the shares of an 

" COIllIl1 . C, An.308( 1). II sal'S Ihal founders of a share company are join~)' and severally l iable 10 tiurd 
partics in respect of comm it Jllents clllcrcd into for the fonn(ltion of the COmpall) . 
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Insurance company, that may be prejud icial to interest of the former. Failure of the 

Insurance company for a reason whatsoever wi ll directly affect the bank and 

consequently it may encounter liqui dity risk88 In order to avoid such ri sk, therefore, the 

Di recti ve sets limi tation on in vestment in another insurance company. 

The other area where banks may invest is in securities . Genera ll y a bank can invest in 

securities. But, there is a limita tion on the amount a bank can invest in securiti es. With in 

the wordings of Para 6 of Di rective No 12/96 , a bank is not allowed to invest more than 

ten percent of its net wort h in other securities . ~9 Here, unlik e bank investment in 

Insurance compani es, the lim it is to be calcu lated on the net-wolth of a bank, not on 

equit y cap it al. 

Beyond and above thi s, the Directi ve prescribes another limitation against bank 

investment in securiti es. It determines how banks could invest in securities. Accordi ng to 

Para 8 of Directive No 12/96, a bank may deal with securit ies only through a li mi ted 

liability subsidiary company90 However, Para 8 of the Di rective clearly provides that the 

holding of a bank in a subs idiary company cannot exceed ten percent of its equity capital. 

Here, the Directive prescribes two sets of limitations. 

The first limitation has someth ing to do with the equity share of a bank in a subsi dia ry 

company. The holdi ng of a bank in a subsidiary company shou ld not be more than ten 

percent of the former's equit y capital. Thus, a bank can deal wi th securities thro ugh 

subsidiary companies when it s ho lding in a subsid iary company is not greater than ten 

percent of it s equity capital. It seem s that even the NBE does not have the power to 

pemlit a bank to invest in securities by committing more than ten percent of its net-worth. 

The second limitation is on the way of deal ing with securities. Even if a bank is allowed 

to invest in securities, it cannot , however, do it by its own or directly by itself. Rather, it 

is allowed to deal with securiti es only through subsidiary companies. The Commercial 

Bank of Ethiopia and Con stru ~ti on and Bu siness Bank , for instance, deal with shares 

" Supra note 16 
s'IDircclivc No 12/96 docs not define \\ h,1t 'net wo rth' means. BUl, Black's LilW Dictionary defines Ihe lerlll 

'nel-worth ' as the excess of Iota 1 asse ts over IOlailiabilities. See supra notc 1 
JOOircctive No 12/96 does nOL howc\'cr. define what subsidiary company refers to. But, it seems Ih:1t the 

term 'subsidiary companies' refers [0 companies related 10 a bank and owned some shares in it. 
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through a subsidiary company called 'Co mmercial Nominees' which they jointly 

estab li shed 91 

3.3.4.3.1.2- Inter-sector Investment 

By inter-sector investment is meant investment of banks outside the financial sector As a 

general principle, a bank may engage in non banking and non financial undertaking. But, 

before engaging in these busin esses, a bank needs to secure the prior approval or the 

NBE 92 Thus, Directive No 12/96 some what changed the stand of Proc. No 8-1/94. 

Accord ing to the Directive, it is exceptionally (not as a rule as specified in the 

Proclamation) that banks could engage in non banking business. 

According to Para 2 of Directive No 12/96, banks are prohibited from engaging directly in 

non banking business. Of course. what is meant by non banking business is not clear in 

the Directive except that it specifies agriculture, industry, and commerce as 

representatives of non banking business. According to official s from the NBE, ' non 

banking business' refers to businesses of banks which are not included in their objecti ves 

as specified in their memorandum of association or in thei r respective establi sh ing 

statutes in case of government owned banks '"3 Hence, the door is slum shut aga inst 

engagements in some non banking bus inesses both as founder and shareholder 

A crit ical look of this provision reveals that it is the direct engagement of banks in non 

banking business which is prohib ited. This implies that banks are allowed to indirect ly 

invest in non banking bu siness sllch as agriculture, industry and com merce. Actually, the 

Directive does not define what the term 'direct ly' refers to. Moreover, it is very di ffi cult 

to determine what direct and indi rect engagements are. Thi s being the case, while di rect 

engagement of banks in non banking business such as agriculture, indu stry and 

commerce is totally prohibited , the indirect one is allowed. 

Although a bank is allowed to indirectly invest in non banking business, the law 

prescribes a limitation on the amount of the investment. Pursuant to Para 3 of Directive 

No 12/96, a bank can hold shares in a single non banking business to the extent only of 

twenty percent of the share capital of the latter The same provi sion further provides that 

the total holdings in such bu siness shall not exceed ten percent of the net-worth ofa bank. 

91 Supra note 16 
" Proc. No 84/94. Art.27(3) 
9JSupra note 16 
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In this regard, even the NBE is not authori zed to permit a bank to invest in non banki ng 

business beyond these limits. 

The other investment area whi ch banks could engage in is rea l estate investment94 As a 

general rule, a bank is allowed to engage in real estate investments. However, there is 

once again a limi tation. According to Para 5 of Directive No 12/96, no bank may commit 

more than twenty percent of its net-woI1h in rea l estate acquisition and deve lopment 

without the prior approval of the NBE. This shows that a bank is fi"ee to engage in real 

estate acquisitions and investment so long as the investment amounts onl y to twenty 

percent or less of its net-worth . However, if the investment amounts to greater than 

twenty percent of its net -worth, the prior approval of the NBE has to be secured. But. this 

limitation does not apply to invest ments of banks in their own business prem ises. Thus, a 

bank can invest in its own bu si ness premises even by committ ing more than twenty 

percent of its net-worth without the need to secure the prior approval of the NBE. Banks 

are allowed to invest in own bu siness premises without any lim it due to the minimum risk 

involved in the investment95 

As we can understand from the above discussions, banks cou ld invest in a number of 

investment opportunit ies at the same time subject to the prohibiti ons and restrictions of 

indiv idual cases. However, Directi ve No 12/96 came up with another fo rm of li mitation. 

Even if a bank may invest in various investment areas, the aggregate sum of all 

investments at a ti me may not exceed fifty percent of its net-woI1h. Ifinvesting in various 

investment areas involves more than fifty percent of the net-worth of a bank, prior 

permission of the NBE is necessary. The prior approval of the NBE, therefore, is not a 

req uirement if the aggregate sum of al l investments at a ti me is fift y percent and less tha n 

fifty percent of a bank's net-worth. However, the amount of mo ney involved In 

government securit ies wil l not be considered in the calculat ion. The exclusion of 

investment in government securities from the calculat ion stems fi 'om their very nat ure . 

Investing in government securit ies is relatively safe and there is no danger in them 96 Due 

!l
4Black 's Law Dictionary defines the term 'rea l estate' as land and any thing permanently affixed to the 

land, such as buildings, fences and those things attached to ule buildings. See Supra note I. 
"Supra note 16 
96 Ibid 
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to this reason, it is not found fea sibl e to consider investment In securities in the 

calculat ion. 
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CHAPTER FOUR 

REGULATORY MODALITIES AND CONSEQUENCES 

OF FAILURE TO COMPLY WITH LIQUIDITY 

REQUIREMENTS 

4.1- Introduction 

As said earlier, the NBE is designated by law as the primary organ entrusted with the 

power to regu late liquidity of banks. The law speci fi es regulatory modalities which the 

NI:lE may employ in discharging it s responsibility. Moreover, the attainment of these 

objectives li es behind the implementat ion of the prevai ling laws, rules and regulat ions 

and sanctions fo llow in the event of non compli ance. With this principal objecti ve in 

mind, the banking laws prescribe li ab ilities and sanctions that will ari se when a cenain 

bank fail s to observe and comp lv with banking laws in general and those relati ng to 

liquidity requirements in parti cular. This chapter is devoted to these and other related 

Issues. 

4.2- Regulatory Modalities 

4.2.1- Off-site Surveillance 

Whi le grant or denial of a license is the initial means of enforcing the requirement of the 

law, cont inuous enforcement of it is sought by a number of mechanisms; one of whi ch is 

off-si te surveillance. Ot1~site sun cillance in vo lves the receipt, review and analysis by the 

NBE of financia l statements and stati sti ca l returns submitted to it by each and every 

bank. Present ly it is widely accepted that off-site surveillance provides an important 

element to supervise and regula te acti vi ty of bank s in general and of the ir li qu idi ty 

requirement in part icular. It serves as a complement to an on-site examination (wh ich will 

be discussed in the forthcomin g section) by provid ing earl y warning of actual or potential 

problems and a means for monit ori ng and comparing fi nancial performance. 

NBE requests information from banks primarily for the purpose of verifying, inter alia , 

their liqu idity or finan cial stab ility. Pursuant to Art 19(3) of Proc. No 84/94, evei'y bank 

sha ll , wi thin twen ty days frolll the end of each month, send to the NBE a duly signed 
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balance sheet showing the position on the last working day of the preceding month and a 
semi-annual profit and loss account w ithin the month following the preceding six months . 
According to this part of the Proclamation. every bank has two primary obligations. Fi rst. 
it should. within twenty days from the end of each month . send to the NBE a duly sig ned 
balance sheet that shows the posilion on the last wo rking day of the preceding month. 
Thi s is a monthl y report . Thi s repo rt will enable the NEE to evaluate the performance of 
a bank in every month . Second. every bank has the obligation to send to the NEE a semi­
annua l pro fit and loss account withi n the month fo llowi ng the preceding six month 
peri od. Thi s is a se mi -annual obli gation/repo rt . From the sem i-annual data submit ted to it 
by different banks. the NBE will have a clear picture about the cred it and depos it posil ion 
of each bank in the previous six mo nth s. 

Banks still have other ob li gati ons. According to Art . J9( 4) of Proc. No 84/94, every bank 
has the ob ligation , within o ne month from the closing of each fin ancial year, to send to 
the NEE a du ly signed balance sheet and profit and loss statement for the preceding year. 
Th is is an annual obl igation that gives the NEE information on the overall fi nancial 
condition of banks in a given fina ncial year. These reports will serve as the basis on 
whic h banks will be judged for fll1ancial soundness . I The NEE will employ the report s as 
input to reach a decision \0 take or propose 10 be taken such mea sures which it deems are 
appropriate. 

In addition to these periodic obligations, Proc. No 84/94 entrusts fu rther power to the 
NEE to require banks whatever informat ion it wants. It is stated that, "The National B ank 
of Ethiopia may requ ire each han k carry ing on business in Eth iop ia to furn ish to it, 
periodicall y or upon request, such information as it cons iders necessary to fu lfi ll its 
functions .. . ,, 2 This provision. as can be seen, gives huge powers to the NEE to requ ire 
information of an y nature from an y bank at any time. 

Apm1 from the rules governing the various kinds of information to be submitted by banks 
\0 the NEE either from time to time or in response to a particular request, the law requi res 
banks to pub li sh information that will di splay their status . Art . 19(6)(b)of Proc. No 84 194, 
fo r instance, provides that every bank has the obligation to cause balance sheet and profit 

I ln1crview with Ata Kurene T csgera . Banking Supervision Department of N at ional Bank of Ethiupia. Feb","!), 7, 2008 
' Proc. No 84 /94. An. 19(8) 
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and loss account to be publi siJed in a daily news paper circulating in Ethiopia. The 

purpose of the publication is to give the public generall y and investors and customers 

pal1icularly information about <l bank' s operations and performances] Obviou sly, th is 

information will enable these bank stakeholders to protect their financial interests. 

Banks have also the obligation to make some financial records availab le to the publ ic for 

in spection . Pursuant to Art.l9(6)(a) of Proc. No 84/94, every bank has to exhibit at every 

one of it s place of business, incl uding branches, in a conspicuous r lace throughout a year 

a copy of the last audited balance sheet and profit and loss account in respect of all of its 

operations, The documents posted wi ll contain details about the overall performance of a 

bank including its liquidity posi t ion, 

However, the NBE does not watch over whether or not each and every bank co mplies 

with this obl igat ion, It is sa id that even though the NBE does not check the observance of 

the requirement , it knows that bank s comply with this obligation 4 However, thi s is nO! 

what has been expected from an organ which is in the forefront to check whether or not 

the law is being complied with As sa id time and again, banking business by it s very 

n d tur~ demilnds the close SUpCI \ isiun of the market actors. In linc with thi s, the j\; BE is 

given the mission to watch over the unconditional observance of hanking laws, However, 

if the NBE fail s to discharge its responsibilities by assuming that banks will nor go 

agai nst the requirement of the law, problems will appear which wi ll bring about a lot of 

undesirab le consequences. 

There are also situat ions where bank s should notify the NBE about the happening of a 

fact whi ch could endanger interest of deposi tors and other creditors. Pursua nt to 

Art . 19(7)(a) cum(b) of Proc. No 84/94, a bank has to forthwith notify the NBE the fu ll 

facts of a situation and provide such ot her information as the NnE may request. The 

obl igation rips when it appear, th at a bank is lik ely that it cannot meet its obligatio ns to 

depositors or other creditors or thaI it may have to suspend payments to them. Based on 

the information submitted to it by such banks, the NBE will proceed to take mea sures 

appropriate under the circumstances . 

3Supra note 1 
"Ibid 
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Beyond and above these requirements, banks also have other report ing ob li gations 0 11 a 

number of matters provided ill di lTerent directives issued by the NBE. The report s wi ll be 

submitted to the NBE within twen ty days after the end of the period for which the data 

are reported in the form and man ner attached with the directive.' 

In addition to these general replll1 111g requirements, banks are also required to subm it to 

the NBE vari ous report s on various matters . For instance, they have the obligation to 

report to the NBE their reserve balance. Art .6 of Directive No 45108 states: 

For the p1llpose oj detamining strict compliance with the resen 'e 

requirement stated unda C1J'1 ic!e 2 oj these Directives, properly checked 

and signed reports, showing balances as oj each Wednesday, shall be 

submilled 10 the Supenisiol1 Department oj rhe Nalional Bank oj 

Ethiopia. The reports sholl be submitted nol lalter than Tuesday oj the 

jollowing week and shall show the balance oj each type oj deposit under 

arlicle 2 hereinabove, reserve balance with Natiollal Bank oj Ethiopia 

and the excess/ shortfall ill reserves. 

These reports are weekly report s and shou ld be prepared and be subm itted to the NBE in 

a form ca lled 'Form SD 3' . The report is required to show the balance of each 

demandlcurrent deposit s, savings deposit s and time deposi ts Moreover, the reserve 

balance with the NBE and the excess or shortfall in reserves shou ld be clearly indicated 

in the report . Based on the rep0l1, the NBE wi ll evaluate the reserve position of each and 

every bank. 

Art .5 of Directive No 44/08 , on it part, obliges every bank to submit to the NBE properly 

cert ifi ed weekly liquidity posi tions showing the end-of-week balances of each 

Wednesday not later than Tuesday of the following week. Moreover, banks need to 

submit their weekly liquidity posi ti on to the NBE. As to the manner of reporting, a bank 

should use a form called ' Form SD 3 '. In the report, the kinds of deposits (dema nd , 

savi ngs, time) , liquidit y requirem ent (excess/deficiency of reserve), current li ab ili ti es, 

liquid assets etc should be clear ly shown. The report reveals about the liquidity position 

5Licensing and Supervision of Bank ing Husiness. Manner of Reporting Financial Information. Directive' No 

S8812 1t l996 (hereinafter Directive N,) 21 !%) 
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of a bank and will serve as a legal basis to the NBE to ensure the quality of liqui d assets 

held by each and every bank . 

In addit ion, banks are required to submit to the NBE key fi nancial data such as the 

composition of lend ing and the scale of non performing loans on a regular basis in order 

to identify all the risks whi ch each bank is exposed t06 Art . I I of Directive No 32/02 

provides that banks shall submit to the supervision department of the NBE a quarterl y 

report on loan classification and provi sioning. Banks will report the status of non­

performing loans/advances and provisions using 'Form SD 4' . 

Banks are also required to file a number of reports concerning their lending acti vit ies. 

Accordingly, every bank shall lile reports showing month-end exposures to each re lated 

party within twenty days after the end of the period for which the data are reported ? It is 

a monthly return on related part ies. The report is to be prepared in 'Form SD 7' and is 

required to display clearly the li st of twenty largest borrowers. 

Moreover, Pursuant to Art.6 of Directive No 29/02, banks have the ob ligation to tile, 

within twenty days after the end of the period for which the data are reported , inform ation 

showing month-end exposures to every single borrower which exceeds ten percent of the 

total capital of a bank . The reports shall be submitted in accordance with a form ca lled 

'Form SD 6'. The form requires banks to report credit concentration by listing loans in 

excess of ten percent of their respective capital. Moreover, they are required to cl earl y 

prepare and submit to the NBE credit concentration by listing ten largest borrowers. 

As we can see, the law prescrib es stiff reporting requirements concerning various 

activiti es and operations of banks According to some, the sti ff reporting requirements are 

clear indications that the NB E mostly relies on off-site surveillance to control and 

supervise activities of banks. It is said: 

The NEE undertakes most oj bank supervision through the various 

periodic reports slIbmillJd 10 it by batiks. This is due to NEE's 

incapacity to employ Oil-site examination as a regularory tool. Due to 

this jact, the NEE in effec t tries 10 substitute on-site examination jar of/­

site surveillance. In mosl of the cases, il is nOlthe NEE that goes 10 each 

6Supra nole I 

' Direclive No 30t02, Art.7 
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and every bank and inspects their activities, but it is the opposite which 

is happening. s 

This be as it may, these vanous in fo rmation the NBE co ll ects from its off-s ite 

urveil lance is used to score a bank on its performance-ranging from I (unsatisfactory) to 

(strong) and the results are reported to the governor and to its board 9 If from the 

eports submitted to it on various issues, the NBE believes that furt her inspecti on or 

xa mination should be arranged to get full-fl edged info rmation on the overall 

'erformance or on a specifi c area, it will physically go to banks and undertake the 

l spection or exam ination. 

1-.2.2- On-site Examination 

\s has been d iscussed in the previous section, the NBE can supervise the liquidity 

equirements of banks through periodic reports of banks. Periodic report s or off-s ite 

urveillance, though a very important supervi sory tool, may not be enough to fully 

ontrol activities and operation o f banks . Thus, information collected through off-site 

urvei ll ance alone should not be used to judge the financial soundness or liqui dit y 

osition of a certain bank and hence, it would be inappropri ate to rely on periodic reports 

s more than a complement to o il -si te examinat ion. Thus, information gathered off-site 

IIou ld be af1irmed by on- site eAamination . 

. xtensive powers relat ing to the inspection of banks is conferred upon the NBE. Thus, on 

)p of the off-site survei ll ance di scussed above, the NBE does physically go to banks and 

oll ect information on va rious areas . Proc . No 84/94 defin es the scope of the inspect ing 

ower of the NBE very broadl y. Art20( 1)(a) provides that the NBE can periodically or at 

ny time make or cause on-site inspection to be made of any ba nk. The same provi sion 

jrther says that the inspection could be made with or without prior notice and the l\BE 

etermines the scope and form of the on-site exami nation. What does this mean? 

On-site examinatioll undeJ'laken by the NEE or other bodies on its behal/ 

can take different /arms. It colild be filII scale, where all main risks alld 

operations of a bank are examined. In this case evelY operation and 

docllmem 0/ a bank will be examined. The all-site examinallon could also 

merview wi th Ato Assamenew Bereg". Legal Services (Head). Wogagen Bank S. Co .. FcbruaI)' 13. cOOS 
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be special which is limited ill its scope where the examinatioll covers only 

certain areas oj risk, jor exam/lie, asset quality and specific area oj bank 

operation. 10 

The purpose of on-site examinat ion is to ensure that banks operating in the country are 

complying with rules and regulations including those relating to li quidity requirements. 

Through on-site examination, the NBE will coll ect on the spot information that \Viii 

indicate the current finan cial condi tions of banks and their compliance with applicable 

laws and regulations. Specificall y, the NBE will asses a number of things including their 

financial position, soundness of operation, documentation and recording systems, 

organization, the quality of loans, investments and other assets, loan management 

procedures, verifi cation of various returns (report s) fil ed to it at different time, 11 

Especially, different banking operations that have a di rect or indirect beari ng on :he 

li quidi ty of bank s are to be in spected. Thi s is crucial to overcome some of the 

shortcomings of off-site surveillance such as unreliable or misguided reports. 

The NBE could undertake the examination by its own or through other bodies or orga ns. 

According to Ali .20( I lea) of Proc. No 84/94 , the examination could be carried out by 

trust worthy and qualified persons or firms emp loyed by the NBE for thi s purpose. The 

inspecting power of the NBE covers the right to inspect the books and accounts of 

banking institutions. Particularly, the examination could include the right to examine all 

documents, paper, or records whi ch enabl e the examiners to ascertain the true condition 

of a bank being examined . 

Some banks operating bu siness in Ethiopia have many branch oftices. For instance, 

Commercial Bank of Eth iopia alone has more than one hundred and ninety branches 

throughout the country. It does not, however, mean that all these branches will be 

examined on-site by the NBE. Rather, on-site examination will be done on a sample basis 

and ba sed on a possible problem gathered off-site. The examination will start from the 

most dominant branches (owing to their important impact) and then to known problems 

of a bank and to those branches that have not been examined for long periods.12 Then, the 

IOlbid 

[ITnterview with Ata Gctahun Nan:], Bcmking Supervision Department of Nati onal Bank of Ethic.1 pi3 
(Manager), February 1, 2008 

12Thid 
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results obtained will be analyzed in a way to refl ect not only the financia l position of the 

examined bank branch alone, but also of all branches which have not been actually 

examined. 

As a general principle, the NBE will undertake on-s ite examination at its own motion. 

However, it is also possib le that depositors may push the NBE to examine a cert ain bank. 

In this regard, Art.20(1)(b) of Proc. No 84/94 specifi es that the NBE shall examine a 

bank if one-fifth of the total nu mber of depositors or of depositors holding one-third of 

the li abil ities of a bank made an application to that effect and produce evidences. 

Therefore, if either of these situat ions hap pens and that the applicants submit ev idences 

showing that such examination is just ified under the circumstances, the NBE has the 

ob ligat ion to undertake in specti on or examination or cause a bank to be examined Of 

course, the law does not come up with a clue as to the kind of evidence the depositors 

should produce to the NBE so that the latter will undertake the examination or inspection. 

But, the personnel in the NBE say that if the depositors show that a certain bank is 

operat ing not in accordance with banking rules and regulations, or that it is following 

unsafe or ill egal banking practices, or there is fraud, that can serve as evidence for the 

NBE to inspect the said bank. 13 

In addi tion to the power to examine the books and accounts of a bank, the NBE has broad 

au thority to request from personnel of a bank under inspection or examination such 

information or exp lanation of the reco rds or transact ions when that is found to be 

necessary for the proper discharge of its responsibilities. In particular, the NBE is 

authorized, as per Art.20(2)(b) of Proc. No 84/94, to require personnel of a bank to 

furnish information and explanations rel at ing to the nature of any reco rd or transaction. 

The NBE will request explanation obviously when things as expressed in the different 

documents are not clear and thus require further explanation or when they are 

contradictory to each other. [n such situat ions, the NBE can require explanation to 

comprehend the genuine content of a document. Correspondingl v, the personnel of a 

bank under inspection or exami nation have the duty to cooperate with the NBE by gi vi ng 

the required informati on or explanation. 

11Supra note 1 
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Once information is collected th rough on-site examination, it will be analyzed and 

processed to arri ve at a conclusion. Then the NEE, pursuant to Alt.20(2)(c) of Proc. No 

84/94 will communicate its find ings to the bank concerned so as to allow time for 

remedial actions to be taken to correct unsafe and unsound practices and violat ions of 

laws, rules and regulations and other problems, if there are any. If, for instance, results of 

the inspection or examinat ion re veal that there is liquidity risk or that a bank is operating 

not in accordance with laws and regulations relating to liquidity requirements, the results 

and corrective actions should be outlined and communicated to the examined bank. 

According to Art .20(3) of Proc. No 84/94, where inspection or examination of a bank 

rcsults in a find ing by the NBE lli at the inspected or e,xamined bank has failed to comply 

with applicable laws or regulations or with terms and cond itions of the li cense, the I\fJ3E 

may, with due regard to interest or creditors of the inspected or examined bank, take 

appropriate steps 

If, let us say, a certain bank is operating business by violating laws or regu lations on 

liquidity requirements, the NBE may take any or all of the measures enumerated under 

Art20(3)(a-i) 14 But, the NEE is required to take a measure by considering interest of 

depositors , Most importantly, as per Sub(c), it may suggest in writing corrective act ions 

to be taken by the inspected or examined bank. This should be underlined, for the 

principal purpose of examination is to provide early detections of adverse trends and 

problems, which, if continued, might result in deterio ration in the financial conditions 

and eventual failure ofa bank , 

On-site exami nation, therefore, is one of the most important supervisory tools which the 

I\TBE could employ to discharge its responsib il ity of regulating liquidity requiremen t's of 

banks, But, commentators notc that effective supervision and regulation of banks 

especia ll y on-s ite examination needs considerable human capital. Needless to say, 

adequate staffing for bank supervision both in terms of quality and ski ll levels is a must. I) 

Relating to the issue at hand, one question has to be raised here, Does the NEE ha ve the 

1.1These measures include requiring the cX(lmincd bank to call a meet ing of its board of directors, deput ing 
officers to watch the proceeding al all) meeting of Ihe board of directors, suggesting corrective aCli ons 10 

be taken, imposing a fine, prohibiting Ihe inspecled bank from accepting new deposits, ordering disillissal 
of directors or officers, directing dlC Inspected bank to lemporarily suspend business, revoking dlC b,lI\k 's 
license and initiating a liquidation procedure. 

I'Caperio, G. Jur., 'Bank Regulation: The Case of the Missing Models', Policy Research Working Paper 
1574, Washington DC: World Bank ( 1996). pA 
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requisite experienced and skilled human resource at its disposal to em~ctively di scharge 

sllch a Herculean task ? The resea rcher requested reaction from the personnel in the NllE 

regarding the point at hand and was able to secure the following : 

It is clysta! clear that Ol/-.I'lte examination oj bank operations in general 

and oj liquidity requirements in particular is very technical that demands 

a well staffed and skillful supervisOly organ. Nonetheless. it is an open 

secret that the NBE is devoid of the necessary human resource at its 

disposal. More specifically. il does not have experienced and well trained 

staff The problem is panly due to the age oj the Banking Supervision 

Department oj the NEE which was eSlahlished ollly i/l 1996. Due 10 these 

and other relaled problems. sume mpeCI of Ihe NBE .17lpervisioll is not in 

line with internationally accepled slandards. 16 

This is not a good news to the Ethiopian banking system. Especially, the problem will be 

acu te given the current banking environment in the country. The number of banks 

operating in the country is increasing from time to time. 17 The growing number of banks 

obviously wi ll pose addit ional burden on the scarce human resources of the NEE. As the 

number of banks increases, the capacity of the NBE should correspondi ngly increase so 

as to respond to the situation that wil l be created following the li censing of many banks. 

However, this is not what is happening in the premises of the NBE As things stand now, 

the NBE is sufferi ng from skilled human resource constraint to effectively examine on­

site all the banks which are operating bu siness in Ethiopia. The problem will obviousl y 

get momentum in the future when many more banks will come into the market. 

Tn order to all ev iate the human resource constrain, training and capacity bui lding of the 

staff shou ld be made use of It is argued that inadequacies in training and developmel1t 

affect the supervisor's abil ity to buil d a ski ll ed, knowledgeable and competent staff and 

hence, training programs should ensure that each supervisor receives not less than two 

JhSupra note 1 
17Currcntly, tllcre are two government owned commercial banks and one development bank and eight 

private banks. Other banks are on their \\ ay 10 the JllC!fket. 
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weeks training per year. IX Thus, the NBE could at least mini mize the problem by 

arranging short term and long term train ings to its staff. Relating to thi s, it is sa id : 

The staff of the NBE has been taking periodic training especially 

seminars on intematiollal bank slIpervision in different cOllntries. 

Actual/y, it is the higher level ojjicials who have been participating ill 

the trainings once in a year. Others will take trainings as there is the 

chance. Particularly , if the training Is f orjiee and if we are invited, we 

participate in the trainings. However, if the hosts of the training ask us 

for money, we wil/not participate, f or the NBE cannot qfford that. 19 

Thi s fact has chained the NEE not to work as it should have. Had the NBE been \\ ell 

staffed, it could have di scharged its responsib ili ti es effecti vely and consequently, the 

performance of banks could have been improved significantly. Thi s is what can be learnt 

from the experience of Commercial Bank of Ethiopia (CBE). Since NEE's 1997 

exa mination of CBE, non performing loans have been reduced to twenty four percent of 

the total loans, and some relate th is improvement to NEE's examination 2o This is a li ving 

ev idence that shows, effecti ve regulation of banks could signi ficantly improve the ir 

overall performance. But, NEE 's weakness interms of ski lled manpower becomes an 

obstacle not to effectively di scharge its responsibilit ies. 

Given this fact, it is better to find a way out li ke what is being done in other countries. In 

England and Germany, for instanc.e, on-site examination or inspection is delegated to 

external auditors by strengthening the reporting requirements of banks' auditors to central 

bank s2 1 Therefore, until such ti me that the NEE rai ses the experi ence and skill of it s staff 

to the required leve l, thi s is an opt ion whi ch it can avail itself of 

4.2.3- Keeping Records 

[n addition to the regulatory tool s di scussed hereinabove which the l\TJ3E could make lise 

of to regulate liquidity of banks, every bank in Ethi opia has the obligation to keep records 

of its overa ll operat ions. Pursua nt to Art .19( I) of Proc. No 84/94 , every bank is obl iged 

"Vincent P. Poliza tto, "Prudential Regulation and Banking Supervi sion" , in Dimitri Vi ttas (Ed.). FinanCial 
Regulation: Changing the Rules of the Game ( 1992), p. 311 

19Supra note 1 
" GOE-IMF. Government of Et hi opia and the In ternalional Monetary Fund ( 1998), p.2 . available at 

h!!Jr//MYW. i mf.org 
"Supra note 18, p.299 
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to keep records to exhibit clearl y and correctly the state of its affairs and to exp lai n it s 

transaction and finan cial position. The purpose of keeping records is to enable the ~ BE 

to determine whether or not banks compl y with the law. The NEE will get information, in 

add ition to interviews conducted du ring on-s ite exam ination, from the records kept by 

each bank . Thus, the finan cial records kept by banks wi ll serve as information source for 

the NBE and based on the information it will deduce how a bank is doing. 

In add ition to the ob ligat ion to keep records showing their overall affairs, Art . 19(2) of 

Proc. No 84/94 obliges banks to register and keep documents for each type of 

accommoBation. Therefore, every hi story of the accommodation I. e. the borrower, 

advance receiver, amount of the accommodation, all these facts should be clearl y 

indicated in a special document. Thus, the NEE could at any time inspect these 

documents and judge the finan ci al condition of banks and compli ance of laws, rules and 

regu lations regard ing liquidity of banks. Relating to the form and required entries of the 

documents, Al1. 19(2) of entru st s the NBE with the responsibil ity to prescri be. 

4.2.4- Issuing Directives 

One of the most important tools which the law arms the NBE with is the power to issue 

directi ves. Speaking genera lly, Aft. 6 1 of Proc. No 83/94 empowers the NEE to issue 

direct ives. Accordingl y, the NI3 E may issue directi ves which are necessary for the 

attainment of the purpose fo r which it is establ ished and for the proper implementation of 

Proc. No 83/94. Art .36 of Proc. No 84/94 on its part says that the NEE may Issue 

direct ives that are necessary for the proper impl ementation of the Proclamation. 1 hi s 

provision entrusts the NEE with the power to issue directives on any matter at any ti me. 

Here, we have to consider two points. First, the NBE may issue directives which are 

necessary for the attainment of the purpose for which it is estab lished. The purpose of the 

bank as provided in the law is to foster monetary stabili ty and a sound financial system, 

among other things22 These purposes are interrelated in that in order to achieve onc or 

the other, regulating liqu id ity of banks is a must. Therefore, if the NBE thinks that issui ng 

a directive is necessary to regulate liquidity requirements of banks, it can do it. 

Particularly, the NEE is expected to play active role by issuing new rules that are 

necessary for adopting market s to changing conditions and for controlling and asses"i ng 

" Proc No 83/9~ . Art.6 
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the implementation of these rules. The huge power granted to the NBE in th is regard is 

sa id to be justifiable for the foll owing reasons: 

The banking sector by its vely nalUre is different from others in a number 

of points. What is a fact today may change tomorrow and as a resllit 

mles and reglllatiollS in response to the changing environment need to be 

laid down Moreover, banks operating in the country should be closely 

watched over, absence ()/lI'hich will greatly affect interest of depositors 

and the overall ecollomy (({ large. Ih lls, the power will ellable the NEE 10 

effectively lay rules and regulatiom on mailers that suit the prevailing 

reality. This is velY crucial to create, inter alia, a liquid bankillg industry 

in the C0111111y23 

Second, there are also specifi c instances where the NEE is authori zed to issue direct ives. 

For instance, Art.3 1(1) of Proc. No 83 /94 says that the NBE may from time to lime 

require banks to maintain in cash and in other form s of liquid assets a propoltion of thei r 

deposit liabilities as prescribed by it. (Emphasis added) Similarly, within the meaning of 

Proc. No 84/94, it can issue directives from time to time concerning the kind and amount 

of liquid assets to be mai ntained by banks. Al1 .16(2)(6) of the Proclamation, on it s part, 

says that the NBE may issue directive and approve other assets to be held by banks to 

sati sfy their liquidity requirements . It is clear from these provisions that the NBE is 

autho rized to determine the amount of cash and other forms of liquid assets whi ch ba nks 

ha ve to maintain to fulfil l their liquidity requirements. 

Beyond and above the power to issue directives in these areas, the NBE is also entrusted 

with the power to issue directives on reserve balance. According to the cumulative 

reading of Art . 3 I (2) of Proc. No 83/94 and Art . 16(5) ofProc. No 84/94, it has the power 

to prescribe, by a directive, reserve requ irements as a percentage of deposit li abiliti es of 

bank s. Thus, after fully co mpreiJending the overall bank ing and economic environme nt , 

the NBE may decide to issue a di recti ve to make the percentage of reserve requirements 

in line with the existing situation . 

:!3Supra note II 
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However, it has to be born in mind that the NBE will issue directives always with the 

view to further interest of bank s' depositors and other creditors. Relating to this, it has 

been held that : 

Depending upon the pre vailing conditions and interest of depositors, the 

NBE tillllow has been is.lull1g a number of directives and determined the 

amollnt of reserve balance, kind of liquid assets a bank has to hold to 

satisfy its liquidity reqlllremel1ls and other rules related directly or 

indirectly to liquidilY requiremmts of banks. Similarly, if the current 

situalions and conditions will challge afler some years in the fililire and 

consequently issuance of lIew directives is necessmy to protect interest of 

depositors, the NBE will do it. U 

However, arguments forwarded iI·om the other end of the relationship appeal that the 

NBE is undu ly employ ing its power of issui ng directives to excessively control each and 

every activity of banks, which is not intended by the different banking laws of the 

country: 

" Ibid 

One cannot deny that the NBE should be armed with powers given ils 

huge responsibilities. The problem is on its scope. The power given to Ihe 

NBE by law is so broad that it is using it 10 oppress the infant banks 

under the pretext of regulating their activities. Moreover, the NBE is 

using its power to discriminale betweell government owned banks and 

private ones. To cile SUIIW instances, the current presidel1f of Ihe 

Commercial Bank of Etl1l0pia assumed power in a way contrmy to the 

directives issued by the NBE. When this fac t happened, the NBE opted 10 

sit folding its hand~ togelher. But, it rejected the appointment of one 

'director' of Wogngcn Balik hy saying the appoinlment is nol in/ine wilh 

the NBE directives. Moreover, when Commercial Bank of Ethiopia 

eXlended loans 10 six regiollal stales against directives, Ihe NBE said 
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nothing. Alllhese are liI 'IIIX evidences which show NBE directives are not 

being equally applied 011 jJrivate and government owned banks. 25 

The NBE, to these allegations, gives diplomatic answers. According to officials in the 

NEE, the law is not a 'bibl e' and thus could be applied differently in different 

circumstances. CBE may grant loans beyond the limit provided by law because it is a 

government owned bank and the government wi ll guarantee the loan which in effect 

renders it riskless26 

But, the researcher would say that the NEE's practice cannot in any way be justifi ab le. 

The same law cannot apply di frerently on different banks. For wha tever justification, law 

is law and should be respected . There cannot be a justification to breach the law. [f the 

]\,TBE does not ensure the obsei-vance of the law by all banks, one can safely conclude that 

it does not have the abi li ty or capacity to indiscrim inately and effectively implement its 

own directives. 

There are also instances that ap pealed to NEE's di scriminatory treatment of government 

owned banks and private ones. The NBE, for instance, has issued a directive relating to 

trade with China and prescribed that anyone who exports products to China should 

employ the LlC facility onl y of Commercial Bank of Ethiopia (CBE)27 Regarding th is, 

officials in the NEE say that CB E is se lected to this for it mobilizes foreign exchange 

more than other private bank s 2~ However, this is ve ry difficult to accept for the foreign 

exchange which banks mobilize shou ld have been left to the market. Thus, this cannot in 

any way serve as a reason to go to the extent of determining by a directive which bank' s 

LlC facility should a person make use of for products he exports. This, the researcher 

believes, is an undue benefit accorded to CBE which adds to the resentment of pri ' ·ate 

banks over the activities of the NBE. 

4.3- Lender of Last Resort Facility 

Despite the fact that a number of regulatory norms are lai d down to ensure liquidity of 

banks as discussed hereinabove, they could , for a number of reasons, encounter liqu idi ty 

" Interview wi th Ato Sisay Molla , Fi n:lI1ce and Accounts Dcparunent (NManager) , United Bank S. Co .. 
February II , 2008. 

26Supra note 1 
" National Bank of Ethiopia, Directive No ~!lI.gn-'lt097/99 
28Interview wi th W/o Martha I-VMari mn. Reserve Management DepartmeIlt of National Bank of Elhi rpia, 

March 12, 2008 
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crises. Under such scenanos, banks st ill have a chance to meet liquidity demand by 

borrowi ng money form central banks. This is called facility of lender of last reson or 

sometimes called emergency liqu id ity funding. 

Faci lity of lender of last reso rt or emergency liquidity fund ing takes the form of loans 

fro m, or guarantees by, central banks that is des igned to assist one or more commercial 

banks that are either undergo ing a run on depos its as a result of concerns about safety and 

soundness or that are experiencing a systemic financial cris is29 By extend ing short term 

credit to banks that encountered unexpected deposit drains or other problems, central 

ba nk s could help the former avoid more drastic steps, such as a hurried liquidation of 

loans30 Thi s faci lity is widely practi ced in many jurisdictions. In America, for instance, 

the Federal Reserve Bank could le nd money to banks that face chronic financial crises." 

A bank, therefore, could avail it sel f of thi s fac il ity and satisfy its cash shortage. 

In Ethiopia too, a bank may resol1 to the NEE and borrow money fro m the latter when it 

faces financial crisis. Thi s wil l ensure the survival of a certain bank in business under 

some difficu lties and most importantly , it will answer depositors' cla ims by borrowing 

money from the NEE. To thi s end, a directive has been issued concerning how a bank 

could borrow money from the NBf through lender of last resort faci lity 32 The pream ble 

of this Directive says that the NBE as lender of last resort shou ld provide credit to 

commercial banks when they face short term liquidity shortage arising from seasonal or 

excess payments over receipts. Ie therefore, a bank encounters a financ ial dist ress , it wi ll 

employ the discount window faci lity estab lished by the NEE and borrow money from the 

latter and quench its money needs. Lender oflast resort faci lity has got a lot of objecti \es . 

Regarding thi s, the followi ng has been offered : 

Strict regulatory norms eire laid dowli with the view 10 ensure the 

finanCial soundness oj each hank. Despite Ihis, a bank could encounler 

liquidity shortage d lle to a numher oj reasons. /n Ihis case, the NBE will 

provide loans 10 a bank which is in Irouble. This will help a bank 10 curb 

" Ross S. Detston and Andrew Campbell. IMF Lega l Department and IMF Institute Seminar on Cu rrent 
Developments in Monetary and Flnallcial Law, Emergency Liqui dity Financing by Central Ba nks: 
Systemic Protection or Bank Baiiout O (Mal' 7 - 17,2002), p.3. ava itable at h!!Q;lIwww.imf.org 

30Keimeth Spong, Banking Regula tion: lis Purposes, Imptemcntat ion and Effects (5"' Ed., 2000). p. I0 7. 
available at hnp:l/www.kansasci lyfed.org 

" Supra note 18, p. 354 
" See Directive No 004/06 
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its liquidity shortage al/(1 most importantly 10 satisfy depositors ' claims. 

The NEE will provide the facility not to help banks as such. but it is to 

ensure the financial stahility and thereby Ihe economy 4 the c01ll'llry. 

Failure of a single bank has a domino effeci in thai il will affect the 

whole financial sector alld in the end the el1lire economy of the counlly. 33 

But, the NBE's discount window facility is not open to every commercial bank. For a 

bank to be eligible for the NBE 's discount window facility, it has to fulfill the cri teri a 

specified under Art.2 ofDirecti vc No 004/0634 This is to ensure the prudent utilization of 

the credit facil ity in light of it s very purpose. 

Despite the presence of thi s faci lity, no bank has to date made use of it in the Ethiopian 

banking history. Accord ing to offi cial s in the NBE, this is because no bank has ever 

encountered a liquidity crisis whi ch shows that the Ethiopian banking indu st r), is 

relati vely stable3 S 

4.4- Consequences of Failure to Comply with 

Liquidity Requirements 

4.4.1- Civil Liability 

4.4.1.1- Corporate Liability 

Pursuant to Al1.210(2) of the Comm. C, share companies are legal persons. Banks, which 

are share companies, therefore. have their own legal personality distinct f"oill / 

shareholders establishing them. Thus, a bank wil l be civilly liable if it fails to comply 

with the dictates ofbanking laws and regulations in general and those relating to liqu id it y 

requirements in particular. 

During on-si te examination, the NBE may come up with a finding which shows failure of 

the inspected or examined bank to comply with app li cable laws and regulation s. L et us 

"Supra note t 
" According to Arts.2. t-2.5 of Ole Directive, a bank has to present evidence showing Ola! it has encountered 

liquidity shortage, has exhausted all " lternative sources of credit and has no excess reserves, discountabte 
or re-discountable securities. Moreover. there should be prill/a f aCie evidence showing that the liqui dity 
shortage IS not due to basic problel1 1S associated with poor cred it risk appmisal, incompetent finanCIal 
and non-financial resources management or to fraudulent practi ces. Most importantly, it has to be proved 
tllat a bank is ready to comply striclly with the provisions of the Direct ive and with all oUler applicable 
ru les and regulations of the NBE. 

J5Supra note 1 
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assume that a bank has fail ed to comply with laws and regulations on liqu idity 

requ irements . In thi s case, the NBE has the power, with due regard to the interest of 

creditors, to impose on the inspected or examined bank any or all of the measu res 

specified under Art.20(3) ofProc. No 84/94 . For instance, pursuant to Art .20(3)(d) , from 

among the different measures the NBE could take, it may impose a fine as prescribed by 

directi ves issued by it. 

Based on this power, the NBE has issued a directive and prescribed penalt ies that will be 

imposed on banks that fail to comply with the different directives36 Thus, two sets of 

liabilities are prescribed. Those banks that vio let any o f the directives issued by the NBE 

are liab le to the penalties speci fied under Directi ve No 35/04 . On the other hand , those 

banks that violate the different banking laws other than NBE directi ves will be 

answerable to the li abilities speci fied in the respecti ve laws. 

Proc. No 84/94 specifies a nu mber of civi l li ab ilities which the NBE may impose on 

banks which go against appli cable laws or regul ations. Among these penalti es, it may 

prohibit the inspected bank fro m accept ing new deposits and publish a notice of such 

prohibition in newspapers of general di stribution, direct the inspected bank to temporarily 

suspend business in whole or in part, revoke a bank ' s license, or initiate a liquidat ion 

procedure3
? The NBE has the power to take any or all of these measures . The only limit 

put against this power is to ensure that a measure it is going to take is in the best interest 

of creditors. So long as the NBE proves thi s, it can, depending upon the circumstances, 

take one or two or all of the measures . Which measure fi rst and which next? 

Infacl, the law in black and while authorizes the NEE 10 take any one or 

more of the measures provided under Proc. No 84/9./. But, these 

mea57,{res are, as clearly IJIdicated in the Proclamalion, to be taken with 

due regard to interest of creditors. If taking only a cenain measure is 

enough to curb a particular problem and at the same time is in line with 

interest of creditors, Ihat will be enough. As to the order, the NBE will 

start from the easiest (as provided in the Proclamation) to tly to remedy 

J6Licensing and Supervision of Bank ing Business, Amendment of Penalty for Non-compliance wit h the 

Directives of the National Bank or Etltiopia Directive No SBB/20/96. Directive No SBB13 5/2004 

(hereinafter Directive No 35/04) 

" Proc. No 84/94. AI1 20(3)(e). (g), (h). (i) 
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the situation and the WO/'st oj the measu/'es will he initiated as a last 

resort. 38 

As has been stated time and again , the NBE is conferred with power to issue direct ives 

from time to time to discharge its responsibilities. Every bank operating busi ness in 

Ethiopia has the obligation to comply with directives issued by the NBE. Art .2.1 of 

Directive No 35/04 provides that , any bank that fail s to comply with the requirement s of 

any of the directives of the NBE wil l be subject to Birr 10,000 penalty for each violation . 

Hence irrespecti ve of the grav it y of the violat ion, a bank that fails to comply with any of 

the directives we discussed earlier will be liable to Birr 10,000 fine. 

There are also situations whereby a bank may be subject to additional penalties than what 

is discussed hereinabove. According to Art.2.2 of Directive No 35/04, the NBE is 

entrusted with the power to take any measure it considers necessary other than that 

prescribed under Art. 2. I of the same Directive. Here again the NBE enjoys wide 

discretionary powers. The Directi ve did not leave a clue as to the kind of the 'other 

measures' the NBE could take. At this point, one has to pose the question, what possib le 

measures can the NBE take in addition to that provided by law? Can the NBE take, for 

instance, more serious measures rh an the penalty provide under Art.2 .1 of the Directive? 

The following has been forward ed in response to the question: 

Directive No 35/04 uneqll ivocally gives power to the NBE to take other 

measures, withoUI any limit. So, the NBE can take even more serious 

measures than the 10,000 Birr penalty, jor the Directive does not say 

the NBE cannOI take more serious measures than the 10,000 Birr 

penally. The only thing the NBE has to do is to make sllre that 'the 

other measure ' it is going to lake is necesswy under the 

circumstances. 39 

The researcher, however, does not agree with such interpretation . The Phrase 'other 

measures ' needs to be construed narrowly . Directive No 35/04 some how limited the 

extent of penalties that the NEE can impose on a bank that does not comply ,,\ ith 

directi ves issued by the former. The NBE can, in addition to the civil penalty, take other 

l~Supm note I 
'91bid 
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measures that are appropriate. However, it cannot take more serious measures than what 

is provided under Directi ve No 35/04. As a principle, a person cannot be liab le 10 more 

serious measure than w hat is provided in the law. So, the 'other measure ' which the NBE 

cou ld take relates to other conservatory measures that ensure the well-being of the 

concerned bank. 

The Directive in the same provi sio n (Art .2.1) says that the penalty specified thereunder 

does not concern Directi ve No SBBII4/96 (which is amended three times by Directive 

No SBB/37/2004, Directive No 42/2007 and Directive No 45/08) This shows that failure 

to comply wi th reserve requirements will bring about a different set of penalties . 

As a general rule, defi ciencies in reserve balance are subject to a penalty·o Regarding the 

assessment of the penalty, Art. 5.2 of Directi ve No 45/08 provides, "The penalt y shall be 

assessed at a rate twice the current average rate of interest on loans and advances charged 

by banks computed on the amount of the deficiency in reserve and multipl ied by the 

number of days over which the reserve account remained defi cient." Therefore, the 

amou nt of the pena lty is not pre-determined. Rather it goes with the number of da ys the 

reserve remained below the level prescribed by law and will be calculated based on the 

rate of interest charged by banks on loans and advances. It will be computed on the 

amount of the deficiency in reserve and multiplied by the number of days over which the 

reserve account remained defici ent. If, for instance, bank s charge 075% interest rate on 

loans and advances and a bank 's reserve level is less by Birr 50,000 than the requ ired 

amount and the reserve account re mained deficient, let us say, for a month, the bank will 

be pena lized two times 9.75% on Birr 50,000 and multiplied by thil1y. 

However, Directive No 45/08 under ArtS3 gives di screti on 10 the NBE to wa ive the 

pena lty on grounds it con siders reasonable. Once again , the NBE is entrusted with \\ ide 

di scretionary power. To make matters a bit compl icated, the Direct ive does not come up 

w ith gu idelines as to when the NBE can waive the penalty. But, the fo ll owing is 

forwarded by the NEE regarding the issue at hand : 

The NRE will waive the pellalty when it is satisjied that doing so is 

justifiable under the circllmstances. For installce, if it believes that the 

reserve halance of a ballk was less Ihall the reqllired amollnt dlle 10 

4°DircClive No 45108, ArtS] 
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misunderstanding between Ihe concerned bank and the NBE, for 

inslance, if/he bank de hils hili iflhe NBEfails to creditlhe balance 10 the 

legal reserve account of Ihe former, or if a bank is a newly established 

one alld th1ls does 1/01 knoll ' the lechllical a.'pect of the obligation or shol'l 

of money, the penalty may he waived. 41 

For the researcher, this is a very wide di scretionary power that may push the NBE to 

abuse it s power. Of course, it is very necessary that the NBE should exercise 

discretionary power and it is ok that the Directi ve is flexib le. But, so as to mini mize 

abuse of power and favori tism, it would have been better to provide guidelines the N13E 

shou ld consider when it exercises its discretion . 

4.4.1.2- Personal Liability 

As a general principle, shareholders of a share company (including of a bank) are liable 

on ly to the extent of their contribut ion 42 Share holders are insulated behind a corporate 

vei l that separates them from their bank. However, there are exceptional situations 

whereby the corporate ve il wi ll be pierced and thereby individual shareho lders will be 

held personal ly liable for debts of their bank. One of these situations is provided under 

Art .20(3)(f) of Proc. No 84/94 . According to this provision, if a bank fai ls to comp ly with 

applicable laws and directives, the NBE can, with due regard to interest of the concerned 

bank, order dismi ssal of one or more di rectors or officers of the bank. When we say a 

bank has fai led to comply with appl icable rules and regulations, the fa ult will obviously 

be committed by physical person s who manage the bank. Therefore, the corporate ve il 

which the law created will no more stand for them and consequently they wi ll be li able 

personall y. 

In addi tion to these liabi lities incorporated under Proc. No 84/94, the Comm . C prescribes 

joint and several li ability on directors for any fault they commit. Pursuant to Art.364(2) 

of the Comm. C, directors will be jointly and severally liable for damage they cause due 

to fa ilure to carry out their duties. If a bank becomes ill iquid , fo r instance, due to loss of 

liquid assets, reserve balance, loss due to loans and investment beyond the statutory li mit 

or due to the illegal, fraudulent acts or any ot her act, directors at fault will be jointly and 

·11 Supra note I 
" CO I11I11 . C, Art .304(2) 
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severall y liab le. As express ly specified under Art364(5) and (6) of Comm. C, a director 

could escape from such li abiliti es only when it is proved that he/shelit has exercised due 

care and diligence or that helshe, it was not at fault . By prescrib ing such penalties, the law 

encourages greater invo lvemem of direct ors in closely supervi sing the affairs of a I'ank 

and to guard against potential abuses prejudicial to interest of depositors, other cred 

and of course shareholders. ~ .. \~,. ,. .... ~ 
4.4.2- Criminal Liability , ~ ~. ~~ tP"'. • 

,

::if: .. ~\'\ •• \ 
4.4.2.1 - Corporate Liability .... ~,~\ 
In addition to civil liabilities di scussed above, banks are criminally liable wn 1 th 

to comply with bank ing laws and regulation s in general and with liquidity reqUirements 

in particular. The raison d'eler behi nd such ru les, in one way or another, is to preserve 

liquidity of banks and thereby pro tect interest of depositors. 

As sa id ea rli er, every bank is ohliged to maintain liquid assets as prescribed by the NnE . 

The NBE, through Art.3 of Directive No 44/08 made it clear that every bank has to 

maintain liquid assets of not less than twenty five percent of it s total current liabi lities of 

which at least twenty percent in the form of primary reserve assets and fi ve percent in the 

form of secondary reserve asset s. A bank is gui lty of an offence, if for whatever rea ,O IlS, 

it al lows its holding of liquid assets to be less than these limits. In such cases, a bank will 

be liable on conviction to a fine not exceeding Birr ten thousand for each day during 

which it permits its liqui d asset s to be less than these limits43 

A bank is also guilty of an offence and wi ll be liable on conviction to a fin c not 

exceeding Birr ten thousand fur each day when it fail s to furnish, within a reasonab le 

time as prescribed by the NBE, any information required by same to satisfy itsel f that it is 

observing the requirements ofm inilllum liquid assets." 

As said earlier, banks are nui allowed to grant or permit increases in advance or 

overdrafts without the prior ap proval of the NBE when at any time its liquid assets are 

less than that prescribed by law. Fa ilure to comply with this is an offence. Art .16(3 )(c) 

cum Art. 16(4)(c) ofProc. No 84/94 made it clear that a bank will be liable on conviction 

to a fine not exceeding Birr ten thousand . Thi s shows that when the level of li quidit y ofa 

" Proe. No 84/94. AnI6(1)(b) eUIll An 16(4)(b) 
·' ·'Proe. No 84/94, An. 16(3)(a) eUIll Art. 16( 4)(a) 
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severally liable. As expressly specified under Art.364(5) and (6) of Comm. C, a direcror 

could escape from such liabilit ies only when it is proved that helshel it has exercised due 

care and diligence or that he/she/it was not at fau lt. By prescribi ng such penalties, the law 

encourages greater involvement of directors in closely supervi sing the affairs of a I,a nk 

and to guard against potential abuses prejudicial to interest of depositors, other cred , 

and of course shareholders. ,,\.#'.,f/I . . ... ~ 
4.4.2- Criminal Liability .'. ~ ~. <>\~ "P. • 

~
: Y ~ .",\W .' .'" ~ .. 

4.4.2.1- Corporate Liability .. .. ~.'~' • In addition to civil liabilities di scussed above, banks are criminally liable wli . 

to comply with banking laws and regulat ions in general and with liquidity . 

in particular. The raison d 'eler behind such rules, in one way or another, is to preserve 

liquidity of banks and thereby protect interest of depositors . 

As sa id earl ier, every bank is obliged to maintain liquid assets as prescribed by the NH E. 

The NBE, through Art .3 of Directive No 44/08 made it clear that every bank has to 

maintain liquid assets of not less than twenty five percent of its total current liabilities of 

which at least twenty percent in the form of primary reserve assets and five percent in the 

form of secondary reserve assets. A bank is guilty of an offence, if for whatever reasons, 

it allows its holding of liquid assets to be less than these limits. In such cases, a bank will 

be liable on conviction to a fine not exceeding Birr ten thousand for each day during 

whi ch it permits its liquid assets to be less than these limits4 3 

A bank is also guilty of an offence and will be liable on conviction to a fin e not 

exceeding Birr ten thousand for each day when it fails to furn ish, within a reasonable 

time as prescribed by the NBE, any information required by same ro satisfy itself that it is 

observi ng the requirements of min imum liquid assets." 

As said earlier, bank s are nut allowed to grant or permi t increases in advance or 

overdrafts without the prior approval of the NBE when at any time its liquid assets are 

less than that prescribed by law. Failure to comply with this is an offence . Art.1 6(3 )(c) 

cum Art . 1 6(4)(c) ofProc. No 84/94 made it clear that a bank will be liable on convi ction 

to a fin e not exceeding Birr ten thousand . Thi s shows that when the level of li quidit y of a 

"Proc. No 84/94. Art. t6(})(b) cum An 16( 4)(b) 
'·'Proc. No 84/94, Art. 16(J)(a) cum An.16( 4)(a) 
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bank is below the level prescri bed by law, it should not perform activities that could 

worsen the si tuation by granting or permitting increase in ad va nces or overdrafts45 

Pursuant to Art .29( I) of Proc. No 84/94, a bank is prohib ited from accepting deposit s 

whi le it is insolvent. If, however, a bank receives any deposit whi le insolvent, it is guil ty 

of an offence and wi ll be liable on conviction to a fine not exceeding Birr 50,000 as per 

the same provision. If a bank solicits and receives deposits while it is in solvent, 

obviously, interest of deposi tors will be prejudiced for the bank will no t pay their money 

when demanded . So, the law prescribes penal liabi lit ies to deter such practices. 

4.4.2.2- Personal Liability 

In the di scussio n we just saw, a bank is gui lty of an offence when it commits any of the 

faul ts under Art. 16(3)(a-c) and consequent ly wi ll on conviction be liable to a fine not 

exceed ing Birr 10,000 and impri ,onment of three to fi ve years 46 (Emphasi s added) Here, 

a close look at the provision revea ls that the main reference is about criminal liability ofa 

bank, a corporate entity. However, when the law imposes liability of imprisonment on a 

bank, obviously it is not saying that a bank (a corporate entity) will be imprisoned . It is 

the physical persons who are in the fo refront of the management of a bank that are goi ng 

to be imprisoned. 

The law also imposes personal liabil ity on those who run a bank by violating what the 

law says. Pursuant to Art .21(a) and (b) of Proc. No 84/94, any director, manager, 

principal officer, or any other offi cer, employee, or any other agent of a bank who 

obstructs the proper performance by an auditor of hi s duties or who obstructs a lawfu l 

inspect ion or examinat ion by an inspector or examiner duly authorized by the NB E is 

gu ilty of an offence and conseque ntly is liable on conviction to a fine not less than Birr 

10,000 and to rigorous imprisonment of not less than fi ve years47 

Similarly, pursuant to Art 21 (2) of the Proclamation, these persons are guilty or an 

offence and consequently are li able to the same penalty when they, with the intent to 

deceive, make false or misleading statements or make entry in or omits any statement that 

should have been made in any book, account , report, or statement of such bank . The 

purpose is to deter these official s from performing acts that cou ld prevent the NBE ho m 

"Supra note 1 
'6See Proc. No 84/94 , Art . 16(4)(a -c) 
" Proc. No 84 /94 , Art.21(1)(a) and (b) 
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discovering in the books of a ba nk an account of its true cond ition. Here, intent to deceive 

the officials of the NBE or other specified persons is an essent ial element of the offence; 

negligent acts are not punishable. 

There are also persons in a bank who will be liable when they fai l to prevent acceptance 

of deposits while the bank is insolvent. Regarding this, Art 29(2) of Proc. No 84/94 goes 

A director, manager, prillcipal officer, or other officer or employee of a 

bank who knows or ol/gl7/ to kllow of the illso/vency of SlIch bank, who 

receives, callses, authorizes or permits the acceptance of a deposit shall 

be guilty of an offence alld liable on conviction to a fine of Birr 10,000 

(ten thollsand) alld imprisonmel1l offive (5) years. 

Thus, if depositors honestly leave their money in banks without knowing the fina ncia l 

position of the same, persons who could have prevented this should be answerabl e to 

thei r act or negligence. Thi s cl early reveals the strong commitment of the law in 

safeguarding interest of depositors 

4.4.3- Temporary Management, Dissolution and Winding up 

The NEE, starting from their establishme nt , regu lates the liquidity of commercial banks 

operating in Ethiopia to see to it that they have the fi nancial soundness to satisfy cla ims 

of depositors. To th is end, a nu mber of rules and regulations are laid down concerning 

liquidity requirements of banks, regu latory modalit ies availab le to the NEE and 

consequences of fa ilure to maintain the appropriate liquidity position. All these 

requirements, in one way or another, are designed pri ncipall y to ensure liquidity of banks 

and thus furt her interest of deposi tors. 

Desp ite al l these efforts, a bank may encounter liquidity shortage due to a number of 

reasons . Under such situations, the NEE will int ervene in the affairs of such bank to 

prevent further ill consequences. When such situations occur, the NEE can serve not ice 

announcing its intention of temporaril y managing a bank from such date and time as 

specified in the notice 4R Especi ally, the NBE may take over the temporary management 

ofa bank if paid up capital of the latter becomes less than the amount prescribed by la w, 

its business is being conducted in an un lawful and imprudent manner or in unsOl lJ1d 

condition or when the continuat ion of its activities is not in the best interest of its 

" Proc. No 84/94. Arl.22 

92 



I I 

discovering in the books ofa ba nk an account of its true condition. Here, intent to deceive 

the official s of the NBE or other speci fied persons is an essential element of the offence; 

neg ligent acts are not punishable. 

There are also persons in a bank who will be liable when they fail to prevent acceptance 

of deposits while the bank is insolvent. Regarding this, Art 29(2) of Proc. No 84/94 goes. 

A director, manager, principal ()fficer, or other ()ff;cer or employee of a 

bank who knows or ollghl to know of the insolvency of such bank, who 

receives, causes, authorizes or permits the acceptance of a deposit shall 

be guilty of an offence alld liable on conviction to a fine of Birr J 0,000 

(ten/hollsand) and imprisonment offive (5) years. 

Thus, if depositors honestly lea ve the ir money in banks without knowing the fina ncia l 

position of the same, persons \\ ho could have prevented this should be answerabl e to 

their act or negligence. This clearly reveals the strong commitment of the law in 

sa feguarding interest of depositors 

4.4.3- Temporary Management, Dissolution and Winding up 

The NEE, starting from their establishment, regulates the liquidity of commercial banks 

operating in Ethiopia to see to it that they have the financial soundness to satisfy cl ai ms 

of depositors. To this end, a nu mber of rules and regulations are laid down concerni ng 

liquidity requirements of banks, regulatory modalities avai lable to the NBE and 

consequences of fai lure to maintain the appropriate liquid ity position. All these 

requirements, in one way or another, are designed principally to ensure liquidity of ban ks 

and thu s further interest of depositors. 

Despite all these efforts, a bank may encounter liqui dity shortage due to a number of 

reasons. Under such situations, the NBE will intervene in the affairs of such bank to 

prevent further ill consequences. When such situations occur, the NBE can serve notice 

announcing its intention of temporaril y managing a bank from such date and time as 

specified in the not ice4R Especi ally, the NBE may take over the temporary management 

of a bank if paid up capital of the latter becomes less than the amount prescribed by law, 

its business is being conducted in an unlawful and imprudent manner or in unsOl ll1d 

condit ion or when the cont inuat ion of its acti vities is not in the best interest of its 

" Proc. No 84/94. Arl.22 
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depos itors49 [n providing these rliles, the law aims, In one way or another, at ensur ing 

liquidity of banks and interest of depositors. 

FOl1unately, no bank has ever been subjected to temporary management of the NEE due 

to liqu idity risk. This is an indication that the Ethiopian banking industry is relatively 

stable. Is it because of the effective supervision of the NEE? 

A bsolll!ely /'/ot. The maill reason jor the stable bankillg environmenl ill 

Ethiopia is due 10 absence o( stiff competition between and among banks 

in terms of product and service. Moreover, banks in Ethiopia are still 

undertaking only traditional banking services which by their very nature 

are riskless. Beyond and ahove these, there is rigorous ellll y harrier that 

cOllldfiller out 'weak banks 'Ji'om entering the markel.5
1) 

A bank could encounter liquid ity crisis due to variou s reasons. When the NEE belie\'es 

that it wil l be devastating to interest of depositors if a bank which encountered liquidity 

crisi s conti nues business, it may decide to take the temporary management of the latter. 

In thi s case, the NEE wil l be vested with fu ll and exclusive powers of management and 

control over the bank as per Art. 22(3) ofProc. No 84/94. If that is found to be necessary, 

the NBE may also decide to contin ue or di sconti nue the bank 's operations, stop or li mit 

the payment of ob ligations of the latter and perform other activit ies that are essential 

under the given circumstances. Regarding the nature of the temporary management, the 

fo llowing has been forwarded : 

if a ballk ellcollllters fill tillcial crisis, the NBt; will propose measures 

which it thll7ks are appropl'late 10 tackle same. if things are going belter, 

that is fine. Rather than improvement, if, however, things are becoming 

worse than bejore, the NB/'; wiilno! sit foldillg ils hand~ IOgether, but will 

take the !emporaty malloRemen! oj the bank. 711e pilI' pose of temporary 

management is to help a bank rehabilitate if that is possible, or 10 

sajeguard interest oj depo.l itorsjrom being highly affected Some thing is 

·" Proc. No 84/94 , Art.22( I)(a -c) 
.s0J nterview with Ato Asfaw Alemu, Corpora te PlaIUling and Deve lopment Department (Manager), Dashen 

Bank S. Co .. February 11 ,2008. Officio i., from the NBE also agree wi ti l sllch an assenion. Supra nOIC I 
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better Ihan nOlhing and hence Ihe NBE wil/manage the bank 10 save this 

'something ' 10 deposilor; . , ! 

Within sixty days from the date specified in the notice served to a bank or such longer 

period as may be permitted by thc Federal High Court, the NBE has to perform any of the 

conditions specified under Art. 24 of Proc. No 84/94. After the temporary management, 

things could be improved If thaI happens, the NBE wi ll restore the bank to its board of 

management or owners 52 If, however, no improvement has been seen, the NBE will 

petition the Federal High Court for winding up of the bank as per Art .24(2). On the other 

hand, if it believes that compromise or arrangements between the bank and its creditors 

or reconstruction of the bank is feas ible under the circumstances, the NBE can propose to 

that effect as per Art.24(3). From these ava ilable options, the NBE has to take a measure 

whi ch safeguards interest of deposi tors . 

~ I 5uPrd note I 
" Proe. No 84/94 , Art.24( I) 
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Conclusion and Recommendations 
.2uccessful economic development in a count ry requires financial inst itutions especi all y 

banks that are capable of mobi liz ing resources, in particular domestic savi ngs, and 

channeling them into high return investments. Because of thei r central role in the 

economy, therefore, the day to day activities of each and every bank operating in a 

country are closely supervised and regulated by the government more than any ot her 

business sector. Thi s is to ensure their we ll-being and thereby enable them discharge the ir 

roles in the economy. 

Banking business has umque features whi ch distinguish it form other sectors in that 

banks mobilize huge amount of money from the publi c in the fo rm of deposit s. Due to 

th is reason, it is necessary that thei r act ivities be contro ll ed from a near distance In li ne 

with th is, banking insti tutions operating business in Ethiopia are regulated from the 

moment they enter into the market. A person intending to engage in banking business in 

Ethiopia, for instance, shou ld fulfi ll certa in requirements. It should be organized in the 

fo rm of a share company in wh ich its capital is wholl y owned by Ethiopian nationals. 

Moreover, it should have a mini mum paid up capital of Birr seventy five million, shou ld 

be di rected and managed by tru st -wo rthy and quali fied personnel and most importamly, 

should secure license from the NBE before commencing banking business. After a bank 

enters into the market , once again it will be subject to continuing duties while conducting 

business. 

Banks and their day to day acti \· it ies are regu lated for a number of reasons. MonelHry 

stab ility, efficient and competitive banking system, consumer protection and depositor 

protection are the raison d 'etre behind regulating and supervising the day to day 

activ iti es of banks in genera l ami of their liquidity in particul ar. Most importamly, 

regulation and supervision of banking business pri ncipall y reg isters protection of interest 

of deposito rs as the main objecti ve. In line with this obj ecti ve, it has to be guaranteed that 

each and every bank is liqu id and hence, has the ability to fund all its contractual 

obligations, notably deposit withdrawals. 

~Liqu i d it y is one of the essent ia l req uirements for the effect ive fu nct ioning of the banking 

system . Thi s li quidity is crucial to a bank 's reputation and even to it s continued existence. 
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A bank wi th adequate liquidity is able to pay creditors, meet unforeseen deposit run-o[fs, 

accommodate sudden and unexpected changes in loan demand, and fund normal loan 

growth. On the contrary, a bank wi th poor liquidity cannot maintain or generate suffi ci ent 

cash resources to meet its payment obligations in full as they fall due. Failure of a bank to 

satisfy particularl y depositors' clai ms for a reason whatsoever wi ll push the public to lose 

confidence on the individual bank. Thi s loss of confi dence in one bank will have a knock­

on effect and wider systemi c repercussions on other banks and other fi nancial institutions 

and finally on the overall economy of the country. To ensure that its liabilities can be met 

as they fall due, therefore, a bank must at all tim es maintain overall liquidity resources 

which are adequate both as to amount and quality. 

The principal responsibility in regulating act ivities of banks in general and thei r liquidity 

in particular is entrusted to the NB E. In fact, as Ethiopia's central bank, the NBE has the 

responsibility for the implementation of monetary policy and the promotion of a sound 

and efficient banking system. As part of it s responsibilities in these areas, the Bank has 

an active ro le in managing and regulating liquidity of all the banks operating business in 

Ethiopia. 

Proc. No 83/94, Proc. No 84/94 and the different directives issued by the NBE al 

different times lay down a number of regulations and rules with the view to ensure 

liquidity of banks at all times. rhe law authorizes the NBE to direct every bank of a 

specifi ed class or classes to mai nta in liquid assets amounting to not less than a prescribed 

percentage of the total or specifi ed categories of its deposit and similar li ab ilit ies. BRsed 

on this power, the NBE has issued Directive No 44/08 and prescribed that every bank 

operat ing business in Ethiopia is requ ired to ma in tain liquid assets amounting to nOl less 

than twenty fi ve percent of it s total current liab ilities. Liquid assets to be ma intained by 

banks are enumerated by law and are by their very nature capable of being turned into 

cash immediate ly when the need arises . Moreover, they are requ ired to be free ly 

transferable assets, unencumbered by any charge or lierI whatsoever. Due to their na ture, 

a bank which encountered liquidity shortage could resort to these liquid assets and satisfy 

claims of depositors within a short period of time. 

In addit ion to liquid assets, every bank is also required to maintain at all times in its 

reserve account a reserve ba lance of fifteen percent of all Birr and foreign currency 
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deposit liabi lities held in the form of demand deposits, savIngs deposits and ti me 

deposits . Theoretica ll y, reserve balance operates as a cushion against sudden demands for 

withdrawals of deposits. Thus, these reserves could be quickly exhausted and depositors 

could be paid what they demand. 

Beyond and above these, every bank is required to transfer to its legal reserve account a 

ceI1ai n amount of its annual net profit. This legal reserve account wil l help a bank cover 

future expenses, losses, claims or liabilities which may arise from indefinite 

contingencies. Restrictions and prohibitions are also imposed on the amount and qua lity 

of bank lending and bank investment, as un limited and unrestricted lending and bank 

investments could negatively aftect li quidity of banks. Banks, therefore, could lend and 

invest subject to these prohibitions and restrictions. The main goa l of al l these rules is to 

provide banks with the liqui dity they need to meet their settlement obligations and 

consequently to enable them to plan for their survival at any time including during 

adverse occurrences . 

.f The responsibility of ensuring observance of these rules and regulations falls on the 

should er of the NBE. With the view to enable it effecti ve ly discharge thi s Herculean task, 

the NBE is conferred upon regulatory tools like on-site examination, off-site surveil la nce 

and the power to issue direct ives. Thus, the NBE may phys ically go to banks and 

examine the different operations and documents of any nature or may from time to ti me 

demand from same relevant information of whatever nature. Apan from being obliged to 

comply with such requests for information, banks are also required by law to furnish 

periodic returns on thei r different act ivities and to keep records of their day to day 

operations so that the NBE will emp loy same to judge their tinanc ial soundness. More 

impoltantly, the NBE is entrusted with the power to issue from time to ti me directives on 

a number of areas. Through these set of regulatory tools, the NBE will assess the 

effectiveness of a bank 's li qu id ity management system, the reliability of the reports 

subm itted to it by each and every bank, diversification of assets and liabilities. the 

adequacy of liquid assts ho ldi ng and generally the strict compli ance by each and every 

bank of the rules and regu lations havi ng a direct and indirect bearing on its fin anc ial 

soundness. 
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Failure of banks to observe the different banking laws in general and those relating to 

liquidity requ irements in particu lar will bring about civil and/or criminal liabiliti es. The 

liabi li ty cou ld be corporate in it s nature directed towards banks themselves or it could be 

personal to those physical persons who are at the top level of decision making, and on 

ordi nary employees under special circumstances. If, on the other hand, it is shown that a 

bank does not meet the estab lished legal requirements, the NBE may take the temporary 

management of the bank and take charge of or carry on the business of the banking 

institution. All these rules, in one way or another, are designed to ensu re li qu idity of each 

and every bank operating in the country. 

As things stand now, the NBE is try ing to discharge it s ob ligations to its best and 

fortunately , the banking sector is relatively stable. However, thi s should not lead one to 

conclude that the NBE is efficient and effect ive in regulating banks. The truth is JUSt [he 

opposite. The Ethiopian bank ing industry is relatively stable for two main reasons. 

Firstly, there is no as such stiff competition between and among the market actors and 

this fact contributed a lot to the stable banking environment. Second ly and most 

importantly, all banks in Ethiopia sti ll are operating traditional banking businesses 

(in termediary services) whi ch by t heir very nature are rela[ ively risk less. 

Nonetheless, this fact does not guarantee that things will continue as they are now For 

the banking sector by its nature is vo lat il e, there may come times when things wil l turn 

otherwise. Particularl y, the increasing number of banks coming into the market from time 

to time and the intense competit ion that may exist foll owing this wil l pose addit ional 

chal lenge on the NBE. These facts ca ll for further measures to be taken to keep the secto r 

in the right truck. Hence, the researcher fo rwards the fo llowing recommendat ions: 

-,-
>- It is observable that the NBE is charged with huge responsibilities of regolat ing 

and supervising activities of banks in general and their liquidity requirements in 

particular. No doubt, thi s demands skilled man power. However, ex isting fac ts 

appeal that the NBE does not have the requi si te experi enced and competent stuff 

at its di sposal to effectively discharge these huge responsibilities. Hence, some of 

the activities of the NBE are not in line with internat iona l banking supervi sio n 

standards and most importantly with the dictates of the different banking laws of 

the country. For instance, the NBE most ly relies on off-site surveil lance, but very 
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rarely employs on-site examination as a tool to regulate liquidity of banks. Th is is 

not because the latter is less effecti ve than the former, but it is due to skilled 

human resource constraint on the part of the NEE which severely hampers on-site 

examination of all the banks. Thi s is a li ving evidence which shows that NE E' s 

weakness interms of skilled man power has firm ly chained it not to discharge its 

responsibiliti es in line wit h international banking practices. Thus, in order to 

tackle this problem, capacity building in the Bank's Supervision Department 

should be a high priorit y. This could be achieved partly by arranging regular 

periodic seminars on bank supervisions . 

. -' ~ The NEE should appl y its regulations equall y and indi scriminately in di fferent 

circu mstances especially on private banks and government owned ones. There 

should not be different interpretation of the same ru les in different circumstances. 

The laws should not be in terpreted in one way concerning private banks and in 

another way regarding govern ment owned bank s. There cannot be a reason fo r the 

NEE to strict ly enforce the law against private banks, but to become leni ent when 

it comes to government owned ones. Nothing cou ld serve as a justification fo r 

government owned banks to violate the law and more im portantly for the NBE 

not to react against such practices when they occur . 

~ There are facts which show NEE 's practices in excess of its mandate given to it 

by the law. Regarding trade with China, for instance, the NEE has issued a 

directive and prescr ibed that a person who expol1s products to th is country should 

make use of the LlC fa cility only of the Commercial Bank of Ethiopi a. Such a 

practice, which pushed private banks completely out of the game, is total ly 

against it s role as an im part ial regulator and thus cannot in any way be acceptab le. 

The NEE should not go to the extent of prescribing by a di rective which bank's 

LlC facility should a person make use of for products he exports abroad . The LlC 

market of whatever nature should be left to the market alone and thus the 1'\BE 

should retreat from such practices whi ch show it s bias towards private banks. 

:» The different banking laws in the country entrust the NEE with very wide 

discretionary powers. True, the NEE should enjoy discretionary powers given the 

nature of its responsibiliti es. Nonethel ess, absence of any gU ide lines as to hoI' the 
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rarely employs on-site exam inat ion as a tool to regulate liqu idity of banks . Thi s is 
not because the latter is less effecti ve than the former, but it is due to skilled 
human resource constraint on the part of the NEE which severely hampers on-site 
examination of all the ban ks . This is a li ving evidence wh ich shows that NEE's 
weakness interms of skilled man power has firml y chained it not to discharge its 
responsibilities in line wi th international ba nking practices. Thus, in order to 
tackle thi s problem, capaci ty building in the Bank's Supervision Department 
should be a high priorit y. Thi s cou ld be achieved partly by arranging regular 
periodic sem inars on ba nk supervisions. 

- ~ The NEE should app ly its regulations equally and indi scrimi nately in different 
circumstances especially o n pri vate banks and government owned ones . There 
should not be different interpretation of the same rul es in diffe rent circumstances. 
The laws should not be interpreted in one way concerning private banks and in 
another way regarding government owned bank s. There canllot be a reason for the 
NEE to strictl y enfo rce the law against private banks, but to become lenient when 
it comes to government owned ones. Nothing could serve as a just ifi cation fo r 
government owned banks to violate the law and more importa ntly fo r the NBE 
not to react aga inst such pract ices when they occur. 

~ There are facts which show NEE's practices in excess of its mandate given to it 
by the law. Regarding trade wi th Chi na, for instance, the NEE has issued a 
directive and prescribed that a person w ho exports products to thi s count ry should 
make use of the LlC fa cilit y on ly of the Commercial Bank o f Ethiopia. Such a 
practice, which pushed pri vate banks completely out of the game, is totally 
against its role as an im partia l regu lator and thus cannot in any way be acceptable . 
The NEE shou ld not go to the extent of prescribing by a di rective wh ich bank 's 
LlC facility should a person make use of for products he exports abroad . The LlC 
market of whatever natu re should be left to the market alo ne and thus the ]'\BE 
should retreat from such practices which show it s bias towards private bank s. 

~ The different banking laws in the country entrust the NEE with very wide 
di scretionary powers True, the NEE should enjoy discretionary powers given the 
nature of its responsib ilit ies . Nonetheless, ab sence o f any gUide lines as to ho'" the 
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• 

NBE exercises it s powers may lead to abuse of powers and favoritism . Thl" , it 

would be better to presc ribe some kind of rules which the NBE wi ll employ as 

guidelines during exercise of its discretionary powers . 

." All banks without any kind distinct ion have the obl igation to maintain li quid 

assets so long as they mobili ze deposits . Therefore, the stand of officials in the 

NEE that 'some banks whi ch mobili ze deposits could be exempted from the 

obligation of maintaining liquid assets' is not in line with the very purpose of the 

law. Development Bank of Ethiopia could be exempted from the obligation of 

maintaining liquid asset s since it does not normally mobilize deposits . Except 

this, there is no reason to require a certain bank to maintain liquid asset s but 

exempt another from such an obligation. The law targets protection of deposito rs 

of all banks and it is when they maintain liquid assets that this could be achieved. 

Thus, the law should be interpreted in such a way that all banks have to maintain 

liquid assets so long as they so li cit and deposit public money . 

." Art. 19(6)(a) of Proc. No 84/94 clearly provides that every bank has to put, in a 

conspicuous place throughout a year, a copy of the last audited balance sheet and 

profit and loss account ill respect of all of it s operations. This rule is designed to 

make some financia l reco rds available to the public fo r inspection and it is 

through this mechan ism that the pub li c especially depositors get informat ion 

regarding the financ ial soundness of banks. However, the NBE does not check 

whether or not banks do comply with this obligation. This is wrong and, therefo re, 

the NEE should check w hether or not banks discharge th is ob ligation. Failu re to 

do this by assumi ng that ' banks will not go contrary to the law' is not what is 

expected from the NBE which is in the forefront to ensure observance of the law. 
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