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Abstract 

The subject of Asset-Liability management received more attention in modem 

financial and risk management of the financial sector. In this project, attempt 1:5 

made to show the Ethiopian private commercial banks Asset-Liability matchin£, 

effo rt. The research was mainly conducted through critical evaluation of the s 1.\ 

selected commercial banks. ALM models which are evolved through time and tool, 

their current shape are used to determine the positions those banks. The 

research tried to address the problem of absence of organized financial market il 

the II lC1llagelltent of Assets and Liabilities. The outcome of the research suggeste(, 

that, most of the banks are not in ideal liquidity position. Either, they are skewed 

to the right or left of the perfect match. It had also been observed that, bank~, 

effol1 towarcis their f oreign currency position impaired by the rigid directives 0 

the cell1rcil ballk. III line with this, potential solutions which were believed I( 

alleviate the problem were recommended. Despite the above fact, bank were able 

to register remarlwble increase in the period of six years from 2002 to 2006. To bp 

successful, howe ver, they are expected to capitalize these phenomena f OI 

maximum possible benefits. 

IX 
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CHAPTER I 

The Problems and Its Approach 

1.1 Background 

Asse t-Liability Management is a very important tool for any financial institu tions to 

achieve their objectives. Banks, as a dominant financial institution, are required to have 

a good Asset-Liability Management as part of their risk management and mitiga tion 

tool. Financial institutions obtain funds by issuing financial claims against themselves to 

invest those funds with a higher rate than the cost of obtaining them. 

Commercial banks accept deposits and use the proceeds to lend funds to consumers and 

businesses. Therefore, there should be a proper match between the liabilities portfolio 

(deposits are liabilities to the banks) and assets portfolios (loans are assets to the bank). 

Matching the assets and liabilities is not an easy task since banks are exposed to many 

poten tial dangers. To list down some of them, over reliance on deposits, uncertain 

claims, possessing assets and liability denominated in other different currencies, 

different terms of maturity etc. 

The main role of efficient Asset-Liability management is to reduce potential source of 

risk and yet to maximize return on investment. This typically needs firms to a have a 

well established system to help the positions at any point in time. Obviously, financial 

FEKADE T. 
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market insh·uments help banks III the process of implementation of Asset-Liabili ty 

matching. 

In many countries, banks extensively participate in financial market so as to keep the 

magnitude of assets and liabilities in proportion and to satisfy their risk appetite. They 

raise fund when they are in short position through these financial instruments. They can 

also knock off when they have idle fund temporarily. However, in Ethiopia, banks 

appear to face a number of constraints that hinder their ability to raise funds through 

such instruments. 

There is a growing body of literature addressing the importance of financia l market for 

banks to mitigate the problem of mismatch of assets and liabil ities. Hence, it is 

imperative that a deeper investigation of the problem with the view of assessing the 

existing condition related to Ethiopian banks in the absence of those markets. 

1.2 Research Problem 

Today, Ethiopia is transforming to more competitive and open market which invite 

investors to participate in almost all part of the economic sector. Since 1997, the 

Ethiopian financial institutions have grown in both branch network and size of assets 

substantially . Financial institutions are known to playa crucial role as a financial 

intermediary. Asset and liability management is the most overlooked area in Ethiopian 

financial institution than their counterparts in other countries. Financial markets, on the 

FEKADE T. 2 
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other hand, seem receive little or no attention by the current Ethiopian government 

rulemaking body administering the country for almost two decades. 

Apart from being financial intermediary, financial institutions are expected to playa 

role of maturity transformations (accept deposits of varying maturity and payoff loans 

of different maturity). They also transfer risk appetite of customers. All these activities 

resu lts in concentration of liquidity risk and interest rate risk. 

Assets and liabilities of financial institutions shall be managed in order to maximize 

shareholders va lue, to enhance profitability and increase capital, to serve customer and 

community needs, and to protect the institutions from disastrous financial 

consequences. In short, sound asset and liability management hel p all financial 

institution as one of competitive weapon. 

Though modern market driven economics requires financial market to promote efficient 

economic system through enhanced saving mobiliza tion, improve capital sb·ucture, 

providing efficient tools for monetary and fiscal policy, Ethiopia is not among African 

counb'ies that currently have financial market in place and therefore doesn't avail itself 

of the benefits of such markets. 
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The purpose of this study is to understand and describe asset and liability management 

practice of financial institutions. The second part of the study wil! attempt to see the 

impact of absence of financial market in those institutions. In lieu of the foregoing, the 

research seeks to find answers to certain specific issues that are related to the main 

theme of the subject rna tter. 

1.3 Objective of the Study 

The primary objective of the project is to look into empirical! y the impact of non 

existence of financial market on financial institutions of Ethiopia. 

In addition, the study attempted to: 

• To determine where the position of Ethiopians banks are in light of ALM tools; 

• To identify major weaknesses (if any) and their root causes for issues related to 

ALM; 

• To examine the impact of financial market for mitigating bank specific risks; I ,J -iJ 
To provide a valuable input for further study; and , ,: ~ ~ 

~ '--J 
• 

• To recommend the appropriate solution to the problems identified. , .. ;; 

1.4 Significance of the Study 

The primary beneficiary of the study will be Addis Ababa University. Since the 

University is the sponsor, the findings of the study can be used as a reference material 

for further and related study or just for academic purpose. 

FEKADE T. 4 
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Moreover, the out come of the research can be used the fo llowing groups. 

• Banks under the survey; 

• The governmental agencies; 

• Researchers in the field of finance and economics for their research endeavors; 

and 

• The nation at large. 

It is also believed that important implication for National Bank of Ethiopia which are 

playing not only role of regulation but also is responsible for maintaining the stability of 

the financial system of the country. This in turn will contribute for the over all 

sustainable economic growth of the country. 

1.5 Scope and Limitation of the Study 

The findings and the outcome of the research would be more prolific and concrete if the 

data obtain were more detail and inclusive to the extent to include the marginal items. 

In the banking industry, it is common practice to call items which has paramount 

importance for ALM purpose but not reported in the traditional financial statement as 

"off balance sheet items". So far, the profession of accounting does show any signal to 

allow such items like unreleased approved loans, commitments in letter of guarantee 

and commitments in letter of credits and permitted overdraft amounts to be reported as 

assets and liabilities in the balance sheet. In this connection, the data used and analyzed 

for this research comprises merely" on Balance sheet items," might not be zero defect. 

FEKADET. 5 
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Besides, the tools of ALM are designed in such a way to be more effective when they are 

applied in short time say a quarter or less time span than the whole fisca l year. 

However, it was impossible to utilize interim financial reports for this research for two 

chief reasons: 

• They are not official assertion of the management of the institution since they are 

not usually attested by independent public accountants (auditors); and 

• They usually not produced in a standardized format. 

The study deliberately compels to focus on six priva te commercial banks to make the 

research more manageable and entertainable. However, the study could have been more 

representative if it were made in other financial institutions, too. Due to anticipated 

constraint of financial and other pertinent resources, it is limited to the aforementioned 

institutions. 

1.6 Research Design and Methodology 

This section identifies data sources, sampling techniques, insh'uments and procedures of 

data collection tools, and data analysis. 

Methodology 

This study was focused on assessing the prac tices and problems of Asset and Liability 

management of some selected private Commercial Banks of Ethiopia in the absence of 

free financial markets. Therefore, a descriptive survey method was employed with the 

assumption that it will help to gather a financial data related to the problem under 

study. The rationale behind this assumption is that, the descriptive survey method of 

research is more appropriate to ga ther financia l data of such a broad size. 

FEKADE T. 6 



AAU/FBE MBA PROJECT/JUNE 2008 

In this study, six banks were selected non-randomly for the survey in consistence with 

the research questions. All the banks selected for the research were in operation for the 

period of 2002 to 2007. By doing so banks established after 2002 were not included in 

the survey. In addition to this, Commercial Bank of Ethiopia, which is the largest bank 

of Ethiopian banks in all dimension of measurement, was excluded from the survey. 

In short, all the banks selec ted for the survey are privately owned and existed in the 

marke t at least for six years in commercial banking business. Accordingly, the follow ing 

banks was included for evaluation: 

I. Awash International Bank (AlB), 

2. Dashen Bank (DB), 

3. Bank of Abyssinia (BOA), 

4. Wegagen Bank (WB), 

5. United Bank (UB), and 

6. Nib International Bank (NIB). 

Data Sources 

" i" • • -.. -.. : .. -.. . :';= ..c: • ..... -" ~I· ~ 

--" 

To get factual information, principally financial data were gathered and used. Aud ited 

financial s tatements over the period of 2002 through 2007 were analyzed. Those 

statements also prepared in accordance with the directive of Na tional Bank of Ethiopia 

(a central bank and act as a supervisory agency of financ ial institutions of the land). 

Hence the major source of data was documents of financial reports which were 

FEKADE T. 7 
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prepared in accordance with generally accepted accounting principles and the law of the 

land. 

On the top of this, to cross check the data, interviews were conducted with officials of 

the Banking supervision department of National Banks of Ethiopia. This in fact helped 

to profound the research problem. 

Data Analysis 
i " l r..,.. 
!~ 

To determine the existing practices and problems of Asset and Liability Managemgpt, 

appropriate models financial management was applied. Asset and Liability 

management system can be categorized into three components, namely liquidity risk 

management, interest risk management and foreign exchange risk management. The 

models, which are developed so far, are also in consistence with this classification. The 

following are the models in which data are plugged into for this particular research. 

Flow approach Model 

Flow approach Model is a simple to apply and easy to understand model developed to 

measure liquidity risk of banks to give fair idea of risk faced by the institutions. It will 

show the liquidity mismatch problem of maturing assets and liabilities. 

FEKADE T. 8 






























































































































































