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CHAPTER ONE 

INTRODUCTION 

1.1 Background ofthe Study 

Owing to its strategic importance to overall health of an economy, Banking Sector is one of 

the industries requiring special regulation and supervision by special government or 

government-private owned, but autonomous, regulatory body. This regulatory body may have 

different naming including Reserve Bank, Central Bank or National Bank in different 

countries. These regulatory authorities are entrusted with authority to develop and regulate a 

financial sector in general by particularly focusing on banking business. In Ethiopia, NBE is a 

government authority entrusted with centralized regulatory and supervisory power over 

banking, insurance, micro financing, payment operations and other financial businesses 

determined by it. I Regardless of differences in naming and scope of regulatory authorities' 

power, such regulatory bodies have common duties and responsibilities including duty to 

ensure rapid economic development, stable price and Forex rate, healthy financial system and 

undertake such other activities as are conforming to economic growth of their respective 

countries 2 Furthermore, in every part of the globe, NPS is an essential component of financial 

infrastructure, whose safety, security and efficiency is critical to ensure financial stability, 

economic growth and financial inclusiveness, and , hence, it is necessary to provide rules on 

establishment, governance, operation, regulation and oversight of NPSs by bank regulatory 

bodies3
• 

Banks play an important role in economic development through mobilization of funds from 

within and outside a country and channeling such funds to various sectors of an economy and 

occupy a central place in payment and settlement system of a country' s economy. The business 

of banking has number of attributes which, ifnot managed properly, generate financial system 

and macroeconomic instability and the cost of such instability to general public and the 

Government attracts regulatory and supervisory power exercise by a pertinent regulatory 

body.' Therefore, this paper aims at examining the institutional and legal framework for the 

I NBEEP, 2008, Art. 14, Pro. (as amended) No.591 ," Neg. Gaz.", year 14, no. 50 
2 Id., preamble, paras. I and 2 
3 NPSP, 2011 , paras. I and 2, Pro. No. 718, "Neg. Gaz..", year 17, no.84 
4 BBP, 2008, paras. 1, 2,3 and 4, Pro.No.592," Neg. Gaz.". year 14, no.57 
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regulation of banks in Ethiopia with a special emphasis on strengths and weaknesses of such 

framework against the objectives and purposes entrusted to NBE by general and sector specific 

laws along with banks self-regulation as per their bylaws and the role of EBA. Consequently, 

appropriate points of recommendation, based on the findings of the study, are provided. The 

word" Bankls" refers to private and government owned Commercial Banks operating in 

Ethiopia, licensed and/or regulated and supervised by NBE for the purpose of the study. 

1.2 Research Questions 

As the topic of this paper is "The Legal and Institutional framework for the regulation of 

commercial Banks in Ethiopia," the following issues were raised and analyzed on the existing 

legal regime and the institutional framework. 

I. Which laws are applicable on Banks? 

2. Are these laws adequate to regulate Banks in Ethiopia? 

3. Are these laws consistently applicable? 

4. Are all directives and circulars issued by NBE enforceable? 

5. To what extent is NBE authorized by law to regulate and supervise Banks and what is 

left for self-regulation? 

6. Does NBE have the required capacity to regulate and supervise Banks along with other 

Fls in Eth iopia? 

7. Should NBE have branches to regulate and superv ise Banks in Ethiopia? 

8. What is the role of individual banks and EBA in Regulating and supervising banks in 

Ethiopia? 

1.3 Scope of the Study 

The study mainly focuses on legal and institutional framework to regulate Banks in Ethiopia. 

Further, bylaws of EBA and Banks are considered as self-regulatory instruments. 

International rules including Basel risk-based supervision rules and FA TAF recommendations 

and other rules issued by WB, IMF, IFC and other international institutions which are accepted 

by Ethiopia are also addressed. To strengthen the findings of the study, international 

experiences on legal and institutional framework to regulate Banks were also considered. 
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1.4 Objectives ofthe Study 

1.4.1 General objective 

The general objective of the study is assessing the adequacy of the existing legal and 

institutional framework for the regulation of Banks in Ethiopia and come up with 

recommendation that will address the gaps. 

1.4.2 Specific Objectives 

The specific objectives of the study include: assessing existing legal and institutional 

frameworks to regulate Banks in Ethiopia, adequacy of such frameworks, legality of directives 

and circulars issued by NBE, bylaws and practice of self-regulation by Banks and their 

association, on site and offsite supervision working procedures or manuals and practices of 

NBE, related investigation reports, case studies and experiences which are relevant to solve the 

research problems and come up with recommendations based on findings of the study. 

1.5 Significance ofthe Study 

The study is significant to elucidate the current status of NBE's regulatory frameworks and 

their strengths and weaknesses in the banking business sector of Ethiopia and propose solutions 

for identified problems based on findings, and pave the way for other researchers to make 

further studies by taking the study as point of departure. 

1.6 Research Method 

This research used both primary and secondary sources. Primary sources include relevant 

laws governing Banks and interviews. Secondary sources include literature reviews, period ic 

reports review from NBE and Banks. Case studies demonstrating the manner and scope of 

NBE's regulatory and supervisory power were also used. 
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1.7 Limitation ofthe Study 

Finding out the legal and institutional regulatory problems encountered by NBE, EBA and 

Banks in Ethiopia was subjected to number of problems, mainly, ftom relevant officers in 

disclosing relevant information, time and access to meet pertinent interviewees. The study was 

further exposed to financial and material resource limitations. 

1.8 Organization of the Paper 

This study investigates the institutional and legal frameworks governing regulation of banks in 

Ethiopia with a particular emphasis on strengths and weaknesses along with the way forward 

to address the gaps. The paper is structurally organized by chapters constructed on topics and 

sub-topics followed by detailed descriptions. The paper has 4 chapters each accompanied by 

detailed topics. This chapter deals with the introduction of the study and addresses 

background, problem to be investigated, scope, objectives, significance, methodology, 

limitations and organization of the paper as provided herein above. 

Chapter 2 deals with overview, prospects and standard instruments of banks regulation, recent 

regulatory reforms and reasons behind, issues related to the need for institutional and legal 

ftameworks for banks regulation including protection of depositors and consumers, monetary 

and financial stability, efficient and competitive financial system, risks of bank runs and moral 

hazards and essential laws to further this purpose; contrasting approaches for banks regulation, 

areas of bank regulation and supervision, requirements and restrictions imposed on banks, best 

practices and legal and institutional frameworks for bank regulation, roles of private monitoring 

and external effect of governance, rules and principles of bank regulation and roles of bank 

self-regulation and other important rules for Bank Regulation . 

Chapter 3 deals with the details of Ethiopian legal and institutional frameworks, identifies the 

gaps and shows the strengths with regard to NBE's roles of regulation and supervision of 

banking and national payment system operation. Chapter 4 deals with conclusion and 

recommendations drawn from the findings of this study. Finally, the Bibliography is made part 

there to which shows the sources of data used to conduct the study. 

4 



CHAPTER TWO 

CONCEPT, THE NEED FOR AND APPROACHES OF BANK REGULATION 
AND SUPERVISION 

2.1 Concept of Bank Regulation and Supervision 

Banking regu lation and supervision is exercised everywhere including in developed countries 

to fill market gaps arising from private and market monitoring. ' This power is exercised by a 

bank regulatory body commonly referred to as a central bank which designs and implements 

legal and institutional frameworks required to keep a financial sector healthy and stable6 The 

FGE formulates and executes Ethiopia's financial policies and strategies. 7 The FG also 

adm inisters the NBE which prints and supplies money, mints coins, regulates Forex and money 

in circulation. 8 The HPR approves general policies and strategies of economic, social and 

development, and fiscal and monetary policy of the country.9 The HPR enacts laws on matters 

relating to local currency, the administration of the NBE, and Forex. 'o Whereas the Council of 

Ministers ensures the proper execution of these financial and monetary policies; administers 

the NBE, decides on the printing of money and minting of coins, borrow money from domestic 

and external sources, and regulate Forex matters. I I This lies the basis for Ethiopia's legal and 

institutional frameworks for the regulation and supervision of banks to ensure safety, soundness 

and stabi lity of the banking system. 12 Consequently, setting up rules on establishment, 

governance, operation, regulation and oversight of the banking and national payment system 

ensuring safety, security and efficiency of the whole financial system is inevitable.' ) 

In the absence of proper bank regulation and supervision, banking crises would be inevitably 

manifested in bank managers in too many countries simply take deposits from the 

public and pass them to friends and related businesses. l4 Unless this abusive behavior is 

5 FDRE Industrial Development Strategy, translated from Amharic to English by the writer, 1994 E.C., p. 98 
' Ibid 
7 Constitution of the FDRE, 1995, art.5I (4), Proc. no.l , year I, nO .1 
8 Id. art.51 (7) 
9 Id. art.55( I 0) 
10 Ibid 
" Id. art.77(4) 
12 Supra note 4, para. 5 
13 Supra nole 4, para. 2 
14 James R. Barth, Gerard Caprio, JR. and Ross Levine. Rethinking Bank Regulation till Angeles Govern, 
(Cambridge University Press, 2006), p.1 
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shaped, it discourages business initiative; prevents the poor and persons unconnected with 

good ideas from realizing their dreams and improving their economic condition; and yields 

widespread bankruptcies, rising unemployment, and even soaring street violence. 15 

When banks direct the flow of capital toward those enterprises with highest expected social 

returns and monitor firms carefully after providing funds, this encourages entrepreneurship 

and economic growth. 16 Regulators and supervisors have two equally compelling concerns 

to consider: (I) no evidence showing any single set of best practices is appropriate to 

promote well-functioning banks in every country specifically, practices that appear to 

succeed in the US, Europe, or Japan may not succeed in countries with different institutional 

or political settings because "one size may not fit" for all. (2) Basel II approach to regulation 

stresses direct official supervision, which may not work as well as an approach that 

emphasizes market discipline though there is a risk that policies developed by official 

supervi sors will unduly emphasize and empower official supervision. 17 In Ethiopia, NBE is 

a government body entrusted with the power to regulate and supervise banks on the basis of 

legal and institutional frameworks. It exercises its regulatory power by issuing legal 

frameworks including directives, circulars, guidelines and procedure manuals to implement 

the parent banking laws. It further exercises its supervisory powers by conducting onsite 

sup~rvision and offsite surveillance. I' NBE has adopted the Basel I risk based superv isory 

approach in addition to its own in-house developed supervisory approaches and tools used 

on case by case basis.19 

2.1.1 Prospects of Bank Regulation and Supervision 

It is argued that regulation differs from prudential supervision and the two are proposed to be 

vested in two distinct bank regulatory authorities and should not be concentrated with in the 

central bank unlike to the case in Ethiopia where both responsibilities concentrate with NBE.2o 

Such arguments presuppose (I) conflicts of interest when combining the two responsibilities; 

(2) concentrat ion of power in a central bank endowed with highly independent status; and (3) 

conglomeration and blurring of boundaries between different financial products, calling for 

I' Ibid. 
" Id., p. 2 
17 Id., p. 5 
IS Interview with Ato Tesfamariam Hailu, AlPrincipal Bank Examinerat the NBE BSD, Oct. 16, 20 17. 
19 ibid 
20 ibid 
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close interplay between banking, insurance, and securities supervision.21 None of these factors 

are considered in providing with broad regulatory and supervisory power to NBE in Ethiopia.22 

This results in issuing and implementing inconsistent and unlawful legal frameworks and 

inadequate institutional frameworks for the regulation and supervision of banks.23 Recently 

emerging institutional and legal frameworks combine elements of: (I) clear mandate for 

monetary policy to have price stability as primary objective; (2) statutory independence of 

central bank; and (3) entrustment of banking supervisory tasks to an agency separate from 

central bank. 24 Jn Ethiopia, NBE is the sole regulator and supervisor of banks, Insurance 

companies, micro finance institutions, securities markets and any other financial 

intermediaries. 25 However, it fails to properly exercise such concentrated powers and its 

developmental role due to lack of expertise resulting in issuance and implementation of 

unlawful directives and circulars accompanied by confusing onsite inspections within its 

inadequate institutional framework. 26 There is no checking and balancing system during 

regulatory and supervisory exercise by NBE from any government body save to its own verdict 

to pass any decision on banks.27 

The terms bank supervision and bank regulation are often used inter-changeably despite they 

actually refer to distinct, but complementary, activities and hence bank supervision involves 

tile mSflitsriflg, iflSfleetiflg, HAd examining of banking organizations to assess their condition 

and their compliance with relevant laws and regulations; whereas bank regulation entails 

issuing specific regulations and guidelines governing the operations, activities, and acquisitions 

of banking organizations,2s NBE IS similarly exercising its powers and 

responsibilities assuming bank regulation and supervision are interchangeable. 

Consequently, institutional and legal framework for banks regulation and supervision in 

Ethiopian needs reconsideration to minimize conflicts of interest, power concentration and 

unbalanced independence with no cases of checks and balances.29 

21 Tornmaso Padoa Schiappa, Central Banks and Financial Stability: Exploring a Land in Between, the 
Transformation of the European Financial System Policy Panel Introductory Paper, Second European Central 
Banks' Central Banking Conference Frankfurt, Oct.2002, p. 9 
22 Supra note 18 
23 Ibid 
24 Supra note 21., p. 19 
25 Supra note 18 
26 ibid 
27 ibid 
28 The FRS: Purposes and Functions. book chapter, p. 59 
29 Supra note 18 
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There was a civil case between NBE and WeB reflecting the possibilities of conflicts of interest 

and scenarios of banks regulation and supervision. It was based on sesame export loan 

agreement signed between the WeB and Dr. Muse 80% of it guaranteed by NBE where the 

loan will be repayable from export proceeds of the agreed sesame within six months unless 

WeB allowed extension of such repayment period by notifying NBE.3o NBE agreed that if the 

exporter failed to repay such loan with in the agreed time, it will pay 80% of such loan in an 

unconditional and irrevocable manner including by weaver of its legal and contractual rights 

to raise defenses not to pay back during failure.31 WeB then requested NBE to discharge its 

obligation to repay the amount guaranteed stating that the exporter has failed to repay the loan 

as per the agreed terms and conditions.32 Consequently, NBE conducted on-site inspection 

concerning the contractual performance of the parties against the amount of sesame exported 

and the amount of Birr repaid to WeB by the exporter within the agreed time. 33 During 

inspection, NBE learnt that WeB signed other merchandise loan agreements with the exporter 

for the sesame export to cover administrative costs and the export proceeds were used for the 

repayment ofthe merchandise loan signed latter without the knowledge ofNBE as guarantor?4 

The inspection report witnessed that the amount of the export proceeds where more than the 

amount of loan guaranteed by NBE. 35 These findings were sufficient enough for NBE to be 

free from its obligations by claiming that the loan is already repaid by the exporter though the 

bank used the export proceeds for the repayment of other loans secured by collateral in bad 

faith.36 

However, there was problem in the text of the inspection report made to NBE where the EIC 

placed contradicting conclusion bywhich WeB's claim was proper and requiring NBE to repay 

the guaranteed amount against the clearly established inspection findings. 37 Finally, NBE 

declined the bank's request of repayment by ensuring that the loan is already paid back by the 

exporter regardless of the examiner's mistaken conclusion3 8 WeB lodged its claim to court by 

30 WeB v. Dr. Muse Yaekob (Mandura Ethiopia P.L.C.) and NBE (Fed. High Ct., 2003 E.C. , Civil F.N. 

II1398/2003)(unpublished) 
31 Ibid. 
32 Ibid. 
33 Ibid. 
34 Ibid. 

35 Ibid. 
" Ibid. 
37 Ibid. 
38 Ibid. 
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joining the exporter and NBE for the repayment of the loan stating that there is no clear law 

obliging it to use such export proceeds only for the repayment of such guaranteed loan provided 

that the bank has loans advanced to such exporter.39 The defendants argued that the loan was 

repaid by making successful continuous exports of sesame having proceed amounts exceeding 

the agreed amount of loan with in the agreed time and this justify that the loan is repaid.40 

Further, NBE argued that the loan is said to be repaid when the exporter assures the shipment 

of the item to be exported up on submission of pre-shipment documents to the lender bank; and 

the lender bank has obligation to always act in good faith during the performance of the loan 

agreement made with no collateral but the guarantee given by NBE only to encourage exporters 

believing that banks are cooperative.41 Finally, the court decided that the loan is not repaid yet 

and the defendants have the obligation to repay it by stating that NBE has waived its right to 

defend any repayment claims from the WeB; and the obligation was unconditional and 

irrevocable.42 

An appeal was lodged to an appellate court on the ground that WeB is paid back by the exporter 

(2nd appellant) due to the truth that an amount of money exceeding the amount of the loan 

agreement was received by it from the sesame export proceeds that release NBE from its 

guarantee obligation for the repayment of that 10anY This was realized by pre-shipment 

documents received by WeB from the exporter as per articles 5 and II ofNBE's export credit 

guarantee directive no. SBB/34/2004.44 WeB responded that the loan was not repaid yet and 

its balance sheet shows that the loan was receivable.45 It further argued that NBE's directive 

had no clear provision requiring a lending bank to use export credits only for the repayment of 

the guaranteed loan by NBE in the presence of other loan agreements between the bank and 

same exporter. 46 WeB also raised the ambiguous conclusion of NBE's examiner who 

previously recommended that WeB's action was lawful and NBE was responsible to repay the 

guaranteed loan as a defense47 However, the exporter responded and admitted that he already 

had paid his loan back to the lender and the guarantor had discharged its obligation stating that 

39 Ibid. 
40 Ibid. 
41 Ibid. 
4' Ibid. 
4) In the matter of the Estate of WeB (Fed. High Ct., 2003 E.C. , Civil F.N. 111398/2003) (unpublished), 
Reversed, (Fed. Sup.Ct., 2005 E.C., Civil FN.: 90679/2005) (unpublished) 
44 Ibid. 
45 Ibid. 
46 lbid. 
4? Ibid. 
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the bank has abused the export proceeds due to its discretion to credit its own account as a 

banker.48 

The court finally decided that the decision rendered by the lower court was not proper and ruled 

out it on the ground that the agreed loan was repaid since the pre-shipment documents were 

accepted by WeB.49 This was because it had a legal requirement to act in good faith as NBE 

had no other guarantee apart from believing it to commit for the repayment of such loan on its 

behalf with no collateral.5o [t was also not proper to use the export proceeds for the repayment 

of other loans advanced for the exporter against agreed collateral after such loan was advanced 

upon NBE's guarantee without a notice given to NBEsl Similarly, the court ruled the bank's 

argument concerning the NBE's expert recommendation against NBE itself on the ground that 

the examiner was not a legal expert and replace provisions of the laws2 It finally decided that 

NBE had already discharged its obligation and the bank's claim is not reasonable. 5) WeB 

finally lodged its appeal to the federal Supreme Court cassation bench where the court finally 

decided that its claim was not reasonable and NBE may not be required to repay the already 

paid loan by the export proceeds of sesame exported by the exporter. 54 Consequently, the 

decision rendered by the Supreme Court appellate bench was reaffirmed.55 This case reflects 

the facts on the ground with regard to banks regulation and supervision by NBE exercising 

both authorities with no checks and balances. Such distinct authorities require a clear 

demarcation by proper legal and institutional frameworks. 

2.1.2 Standard Instruments of Bank Regulation and Supervision 

Standard instruments of bank regulation include: (1) deposit insurance, (2) capital adequacy 

requirements and (3) lender of last resort. 56 These three policies are linked one with the other 

where deposit insurance protects the smallest depositors from a bank bankruptcy and prevents 

bank runs; capital adequacy requirements are necessary to make sure that bank managers 

" Ibid. 
" Ibid 
so Ibid. 
SI Ibid. 
" Ibid. 
" Ibid. 
S< In the matter of the Estate of WeB (Fed. Sup. Ct. , 2005 E.C., Civi l FN., 9067912005) (unpubl ished), affirmed, 

(Fed.Sup. Casso Ct. , FN.: 9887412007) (unpublished) 

" Ibid. 
56 Supra note 14, p.9 
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follow a responsible credit policy, in the absence of effective control on the part of depositors; 

and lender of last resort policies further reduce risk of banks bankruptcies through emergency 

liquidity assistance facilities designed to avoid temporary situations of illiquidity leading to 

insolvency of a bank. 57 The same works in Ethiopia save to the absence of deposit insurance 

scheme which is under establishment to constitute tools for bank regulation and supervision .58 

NBE uses tools of supervision including: 59 (I) full scope on-site examination i.e. tool of 

assessing a bank's CAMEL components and the RM system and making a conclusion about 

its safety and soundness conducted at least once every 24 months; (2) targeted examination 

i.e.an onsite examination which does not cover all CAMEL components but focuses on specific 

product, area, or risk e.g. consumer loans, treasury or operational risk; (3) planned meetings 

i.e. meetings with bank 's management to discuss its financial performance, risk profile, 

strategies, the market in which it operates, and/or any other issue of supervisory concern 

conducted at least once during supervisory period; (4) ad-hoc meetings i.e. meetings with 

bank's management either at NBE or onsite to discuss business developments or plans and 

issues or concerns arising from risk assessment process or offsite analysis; (5) meetings with 

external auditors of banks i.e. meetings with external auditors to discuss supervisory issues and 

any other issue that might need attention of both the auditor and the supervisor and/or a meeting 

with bank management; and (6) oft~site surveillance i.e. involves continuous off-site 

monitoring on bank's performance and condition together with progress on implementation of 

various instructions, rules, bank reports and recommendations from the supervisor. 

With regard to implementing regulatory and supervisory instruments, NBE conducted on-site 

examination on CBO and sent its final report to CBO in August 18,2015.60 CBO had also 

given its response on such findings and meeting was conducted between two concerned vice 

governors of NBE and CBO's BoDs resulting in mutual agreement of majority of the 

examination findings. 61 CBO's Board then took administrative measures as per these findings 

and notified NBE accordingly.62 Consequently, on the basis of the findings and bank's 

responses, NBE dismissed CBO's board chairman and his vice from board membership and 

57 Ibid. 
S8 Supra note 18 
59 Banking Institutions risk-based supervision framework, issued by the NBE, Aug. 2009, p. 12 and 13, see also 
Supra note 18 
60 Amharic letter, translated by the writer, written by NBE and sent to CBO in September I I, 2008 E.C. 
61 Ibid. 
62 Supra note 4, arl.6(4(f)) 
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suspended them from serving as board members in any FI in the country for three years.63 CBO 

also fired its president and his vice accompanied by five years suspension not to be employed 

in any FI in the country.64 Furthermore, NBE fired CBO's trade services director i.e. Ato 

Banteayehu Kebede and accompanied by five years suspension not to be employed in any FI 

in the country.65 NBE then instructed CBO to send evidence showing that NBE ' s decisions are 

implemented and new board members and employees are appointed as replacement to these 

persons within a week along with CBO's plan to correct its failures as per the findings. 66 The 

bank took all actions as per NBE's instruction within that time. 67 

The legal ground stated for such NBE's decisions were articles 17(1) and 31(4) concerning 

board members and president and his vice, and article 31(3) for other employees ofa bank68 

NBE is authorized, for sufficient cause, to suspend or remove director, CEO or SEO and! or 

order the dismissal or suspension of one or more directors, CEO or SEOs of the bank, or impose 

fines on such persons in accordance with NBE's directives prescribed for such purpose where 

inspection of a bank results in finding that it has failed to comply with relevant laws or with 

terms and conditions oflicense or has engaged in practices detrimental to interests of depositors 

or has serious weaknesses in its CG.69 NBE is also authorized to instruct in writing corrective 

measures to be taken by bank itself.7o 

The case was finally taken to court where the plaintiff was an employee of CBO and served as 

director of trade service process where import and export, and forex bureau and remittance 

team are coordinated, claiming that NBE instructed CBO to dismiss and suspend him from 

employment in any FI for five years with no reason and, CBO fired him by a letter as per the 

instruction.7l The cause of his dismissal was stated as the improper implementation of Forex 

open position and reporting requirement and the plaintiff claimed that he rather contributed in 

solving related problems occurred before his employment not recognized and such 

responsibilities were vested in the forex bureau and remittance team; and NBE had no power 

6J Ibid. 
64 ibid 
65 Supra note 4, art.6(4(t) 
66 Supra note 60 
67 Supra note 4, art .6(4(t) 
68 Ibid 
69 Supra note 4, art. 17(1 ) and 3 1(4) 
70 Id. art.3I(3) 
71 Banteayehu Kebede Arfasa v.NBE (Fed. First Ins. Ct, 2008 E.C, Civil F.N. 236790/2008) (unpublished) 
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to pass such instruction. 72 The plaintiff ~l~(, argued that NBE has no power to take and/or 

instruct such action be taken by the bank and his right to be heard was violated which were 

valid grounds for the court to rule out the decision NBE's and notify all persons notified with 

his dismissal.73 

NBE defended that the plaintiff had violated the proper reporting format ofCBO's forex open 

position reflecting its assets and liabilities in forex as per accepted reporting system established 

under NBE's directive. 74 Stating that it was a clear manifestation of continuing the previously 

happened irregularities even after his appointment as head of the forex bureau and remittance 

team which was verified through the special on-site examination report made in CBO by NBE's 

investigating groUp.75 The court investigated the claims and defenses presented thereto and 

finally decided that NBE had no power to fire and suspend director of a process (Trade Service 

Director) and instructed CBO to notify the revocation of its letter concerning the plaintiff to all 

concerned bodies notified his dismissal and suspension before.76 

NBE then lodged an appeal to an appellate court which had ruled out the appeal stating that 

NBE has no power to dismiss and/or suspend banks' employees other than president (CEO and 

his Vice without investigating details of the case. 77 NBE finally lodged an appeal to federal 

cassation bench and the case was dealt by a bench of three presiding judges who ordered the 

registrar office to interchange ideas of the parties in writing and ordered the stoppage of 

execution proceedings as per the decisions of lower courts. 78 However, one judge had 

dissenting opinion stating that NBE's action was based on article 31(3) of the BBP which 

authorizes NBE to instruct a bank to take corrective actions by itselC9 This authority is limited 

only to order a bank correct failures as per the examination findings and may not extend to 

actions of dismissal and suspension like in the case of MBoDs and CEOs and SEOs8o The 

72 Ibid 
7J Ibid 
74 Ibid 
75 Ibid 
76 Ibid 
J7 In the matter of the Estate of Banteayehu Kebede (Fed. First Inst. Ct., 2008 E.C, Civil F.N. 236790/2008) 

(unpublished), affirmed, (Fed. High. Ct., 2008 E.C., Civil F.N. 185529/2008) (unpublished) 

78 In the matter of the Estate of Banteayehu Kebede (Fed. High. Ct., 2008 E.C., Civil F.N. 18552912008) 

(unpublished), (Fed. Sup. Casso Ct., 2009 E.C., Civil F.N. 136441 /2009)(unpublished) 
79 Id. , MtsIal Hai Ie 
80 Ibid. 
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judge then concluded that the decision rendered by the lower courts was proper and there is no 

appealable ground thereto.81 The writer agrees that NBE's intervention was excessive. 

2.1.3 Reasons behind Recent Regulatory Reform in Banking at Global Level 

2.1.3.1 Banking Crisis 

Origins of banking crisis include: low real interest rates, a search for yield, apparent excess 

liquidity and a misplaced faith in financial innovation. 82 Due to lending-of-last-resort 

framework, central banks, including NBE, have maintained and even strengthened a cautious 

stance towards it by adopting the policy of case-by-case discretion and decline to specify in 

advance which Fls would be granted emergency liquidity and conditions theret083 Banking 

crisis refers to collapse in domestic asset markets, widespread bank failures, and bankruptcies 

of many firms and very severe economic downturn liabilities of financial intermediaries.84 

Banking crisis results from interrelated factors of macroeconomic instability caused by large 

and sudden capital inflows, major failures in corporate governance at banks, lack of investor 

and consumer sophistication, inadequate disclosure and transparency about financial position 

of banks, critical gaps in regulatory framework and regulations, uneven supervision and 

enforcement, unstructured governance and management processes exposing banks to moral 

hazard problems and weaknesses in business environment bringing the entire financial system 

of a country to brink of collapse.85 

Banking crisis undermines economic growth by disrupting credit intermediation; imposes large 

fi scal costs; causes large and uncontrollable fluctuations in the quantity of money and credit. 86 

Hence, banking regulation and supervision is designed not only to protect depositors, but also 

minimize systemic risk of the collapse ofthe whole financial system. 87 A systemic crisis in one 

country and failure of its authorities to deal with it appropriately leads to global banking crisis 

due to weak regulation and lethargic supervision triggered by preponderance of weak banks 

characterized by persistent illiquidity, insolvency, under capitalization, high level of 

81 Ibid. 
82 Banking Crisis: dealing with the failure of the UK banks, 7th Report of Session 2008- 2009, p.3 
83 Supra note 14, pp.7 and 8 
84 Supra note 18 
" Ibid 
" Ibid 
87 Ibid 
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nonperforming loans and weak corporate governance, among others. 88 This crisis can be solved 

by addressing these problems and factors through proper regulatory and supervisory legal and 

institutional frameworks. 89 

In Ethiopia, the common functional areas, in banking business, regulated and supervised by 

NBE include: lending operations, treasury activities (asset/liability management), investment 

operations, retail banking activities, payment systems and MIS.9o NBE moves towards risk 

based supervision of banks on the basis of international experience presupposing enhanced 

supervisory reliance on External Auditors, EBA and banks' self-regulation.9 1 This supervisory 

approach requires supervisors to ensure existence of strong RM practice in supervised banks.92 

A survey report made by NBE reflected that banks' boards of directors have given fairly 

adequate attention to RM, RM function was assigned to relatively qualified staffs, RM policies 

and procedures are in place, and business continuity/contingency plans exist for operational 

and liquidity risks save to weaknesses that dominate and attract supervisory concerns regarding 

the banking sector RM practices detecting prospects of bank runs and moral hazard 93 There 

are also legal and institutional framework problems in Ethiopia concerning the regulatory and 

supervisory practices by NBE in this regard 94 

2.1.3.2 Growth of BHes 

The growth ofBHCs, i.e. companies holding stock in bankls or having certain other ownership 

interests, was one of the significant changes received much legislative attention in the 

1950s95 This change prompted the formation of multi- BHCs and their acquisition of banking 

and non banking interests under the control of central banks and any non banking activities of a 

BHC had to be closely related to the business of banking.96 The scenario where banks are 

owned or controlled by another company results in forming a BHC.97 Central banks need to 

have supervisory authority for all BHCs, regardless of the status and nature of the subsidiary 

" Ibid 
" Ibid 
90 Revised Bank Risk Guideline, issued by the NBE, May 2010, p,44, see also Supra note 18 
91 Banks RM survey reoort, conducted by the NBE, Nov. 2009, p.I , see also Supra note 18 
92 Ibid 
OJ Ibid 
" Ibid 
95 Uyen Dang, The CAMEL Rating System in Banking Supervision: A Case Study. (Arcada University of 
Applied Sciences, 2011 ), p.26 
" Ibid 
97 Supra note 18 
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bank of the HC.98 Central Banks have to conduct annual inspection and special supervisory 

program, on BHCs in more flexible approach relying on off-site monitoring and supervisory 

ratings.99 Central Banks must review and assess the consolidated organization's operations, 

ri sk-management systems, and capital adequacy to ensure that the HC and its non-bank 

subsidiaries do not threaten the viability of the company's depository institutions. 100 Regulation 

and supervision of BHCs is required to avoid the creation of monopoly or restraint of trade in 

banking industry through acquisition of additional banks by BHCs; and to keep banking and 

commerce separate by restricting non banking activities of BHCs. 101 

The results of an on-site examination or inspection have to reported to the BoDs and 

management of a bank or HC in a report of examination or inspection, which includes a 

confidential supervisory rating of the financial condition of a bank or its Hc.102 Supervisory 

rating system is a supervisory tool to identify institutions that rai se concern or require 

special attention. 103 This rating system for banks is commonly referred to as CAMELS, 

which is an acronym for its six components. I04 In its ongoing off-site supervision of banks 

and BHCs, a central bank needs to use automated screening systems to identify organizations 

with poor or deteriorating financial profiles and to help detect adverse trends developing in 

banking industry. 105 However, in Ethiopia, there is no institutional and legal framework to 

regulate and supervise BHCs yet. 106 Consequenlly, NBE faces problems in the regulation of 

BHCs especially in the case of indirect shareholders where their owner is exercising a hidden 

voting and controlling right. l07 

2.1.3.3 Technological Innovations 

Banks offer EFT services, through ATM, POST, electronic direct deposits and withdrawals 

and pay by internet systems, to their customers. 108 EFT poses difficulties to banks and 

regulators urging for prudential regulation concerning issuance of stop payment order, 

availability of only fewer records to prove or disprove transactions, possibilities of tampering 

98 Ibid 
99 Ibid. 
100 Ibid. 
101 Ibid. 
102 Supra note 18 
103 Ibid. 
104 Ibid., see also Supra note 18 
105 Ibid. 
106 Ibid. 
\07 Ibid. 
10' Miller/ Jentz, Business Law Today, (7'h Standard Ed.), ps.58 I and 582 

16 



a person' s private banking information, and customers no longer rely on it having time between 

writing of a check and its deduction from an account (float time). 109 Such innovated banking 

services need to be subjected to prudent institutional and legal framework in every sphere of 

the world including Ethiopia. 

NBE discharges its responsibility to regulate and supervise a bank' s MIS through its ISMD 

together with other respective directorates vested with the supervision of banking business 

through on-site and off-site supervision as per the procedures and gu idelines issued by BSD; 

national payment, clearing, netting and settlement system oversight and off-site supervision as 

per the oversight procedure and guideline issued by NPSSD; and Forex monitoring, inspection, 

allocation and registration system as per procedures and guidelines issued for this purpose by 

Forex monitoring and reserve management directorates. I 10 My interviewee reflected that the 

directorate has not yet developed its own MIS procedure and gu ideline and does not have 

separate supervisory authority, but to accompany when requested by other directorates unlike 

to those vested with first instance supervisory authority separately which reflects the weakness 

of NBE's institutional and legal framework. II I However, he is hopeful to develop such MIS 

supervision and risk monitoring procedure and guideline which is started by individual efforts 

as part ofthe intuitional and legal framework for the regulation ofbanks.1I2 

MIS supervi sion aims at examining the adequacy of banks systems facilitating banking 

transactions without compromising the safety and soundness of the financial system of the 

country. 113 In its on-site/oversight examination, ISMD checks any applications, platforms, 

systems and infrastructures and their security levels.114 An expert assigned to examine a bank's 

MIS carefully inspects such system and draws findings compiled with the report of the other 

directorate requested such supervision . 11 5 Once such MIS and business supervision report is 

submitted to the proper directorate, the experts are required to attend exit meeting with the 

bank under inspection. I 16 The final report is open for acceptance or objection by that bank 

during and/or exit meeting. "' Lack of harmonized supervision among NBE's directorates 

109, Id. , p.58 1 
J 10"lnterview with" (Confidential), Oct. 12, 20 17 
111 Ibid 
1J 21bid 
113 Ibid 
114 Ibid 
lI S Ibid 
116 lbid 
117 Ibid 
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causes inconsistencies and confusion for the bank under inspection. I 18 Furthermore, NBE lacks 

supervisory knowledge, skill and capacity enabling it to lead banks ' innovated working 

behavior. I 19 There is no comprehensive legal and institutional frameworks for banks regulation 

coping with innovative banking services being provided. 120 Therefore, NBE needs to further 

evaluate and improve its manpower, procedures, legal and institutional framework with respect 

to ensuring harmonized supervisory role to ensure the soundness and healthiness of the 

financial system in general in line with the basic features of innovative banking, outsourcing 

and agency arrangements. 121 

2.2 The Need for Banks Regulation and Supervision 

2.2.1 Protection of Depositors 

Banking poses problems on customers and creditors because '22: (1) customers who maintain 

deposit account use bank primarily when writing and cashing checks and carrying out other 

financial transactions, assuming role of bank creditors and become linked with fortunes of their 

bank unlike in most other businesses, where customers simply pay for goods or services and 

never become creditors of a firm; (2) under fractional reserve system of banking, deposits are 

only partially backed by reserve banks hold in the form of cash and balances maintained with 

central banks reflecting that depositor's saf~ly is linked to many other factors as well, including 

the capital in a bank and, condition and value of its loans, securities, and other assets. Depositor 

protection depends on many factors other than deposit activities of banks where few assets 

backing bank deposits are considered riskless, and virtually all bank operations entail some 

potential exposure to loss; and since notable portion of bank deposits are available on demand, 

bank liquidity can be important factor in maintaining depositor 's confidence. '23 Restrictions on 

bank risk taking, deposit insurance system funded through premiums paid by banks, and FG's 

assumption of overall responsibility for monetary stability and depositor protection are also 

used. '24 NBE takes role of protecting depositors through its regulatory and supervisory powers 

and responsibilities; draws and implements institutional and legal framework for regulation of 

118 Ibid 
119 Ibid 
120 Ibid 
121 Ibid 
122 Kennelh Spong, Banking Regulation: Its Purposes, Implementation, and Effects, (5'h ed., 2000), p. 6, 
accessed at Mar. 02, 2017 and avai lable at http://www.kc.frb.org. 
123 Id., p.63 
124 Ibid 
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banks in Ethiopia.125 However, there is no clear and adequate legal and institutional 

depositors' protection framework enabling NBE directly protect depositors by listing-out 

specific mechanisms, measurements and authorize a specific department for this purpose in 

addition to the exercising of generic regulatory and supervi sory power. 126 

2.2.2 Monetary and Financial Stability 

Bank regulation keeps fluctuations in business activity and problems at individual bank from 

interrupting flow of transactions across economy and threatening public confidence in banking 

system. 127 Central banks are responsible for controlling overall volume of money circulating 

throughout economy and thus providing stable base for payment system. 128 Banking system 

Supervision and regulation is policy aspect of monetary stability fostering development of 

strong banks with adequate liquidity and discourages banking practices that might harm 

depositors and disrupt payment system. 129 Financial crises and unintended fluctuations in 

money supply have been prevented primarily by promoting confidence in banks and 

guaranteeing safety. of deposits. 130 NBE is exercising that role along with its other objectives 

entrusted to it by law. 13 1 Despite its regulatory and supervisory power of ensuring monetary 

and financial stability of Ethiopia, the existing legal and institutional frameworks for the 

regulation of banks needs to be reviewed in line with emerging innovative changes which have 

capacity to make the financial system of the country unstable unless banks are properly 

regulated and supervised.132 

2.2.3 Efficient and Competitive Financial System 

Customers in good banking system get quality services at competitive prices where creating 

regulatory framework encouraging efficiency and competition, and ensures adequate level of 

banking services throughout economy justifies bank regulation. 133 In competitive banking 

system, banks operate efficiently and utilize their resources wisely to keep their customers and 

remain in business where competition is driving force in keeping banks innovation in their 

125 Supra note 18 
12' lbid 
Jl7 Supra note 122, p.7 
128 Ibid 
12. Interview with Eyob Gebreyesus, Director NPSSD at NBE, May 28, 2017 

130 Ibid, see also Supra note 122, p. 7 
III "Interview", (confidential), Sept. I 0,20 17 
132 ibid 
IJ3 Supra note 122, p.9 
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operations and in designing new services for customers. 134 Competition and efficiency depend 

on number of banks operating in market, freedom of other banks to enter and compete, and 

ability of banks to achieve appropriate size for serving their customers for which regulators 

must be concerned with concentration of resources in banking industry and with opportunities 

for entry and expansion across individual banking markets. 135 

My interviewee states that l 36, during examination, NBE's examiners are required to perform 

analysis of CAMEL components considering certain financial , managerial, and compliance 

factors that are common to all banks.137 In making CAMEL analysis, the examiners endeavor 

to ensure that all banks are evaluated in comprehensive and uniform manner, and that 

supervisory attention is appropriately focused on banks exhibiting financial and operational 

weaknesses or adverse trends.138 CAMEL analysis serves as a useful vehicle for identif'ying 

problem or deteriorating banks; for categorizing banks with deficiencies in particular 

component areas; and for assisting banking supervi sion in following safety and soundness 

trends and assessing the aggregate strength and soundness of banking industry. 139 Under 

CAMEL, each bank is assigned composite rating based on evaluation and rating of five 

essential components of bank's financial condition and operations addressing adequacy of 

capital, quality of assets, capability of management (quality of RM), quality and level of 

earnings, and adequacy of liquidity. 140 Evaluations of components take bank's size and 

sophistication, nature and complexity of its activities, and its risk profile into consideration. 141 

Composite and component ratings are assigned based on I to 5 numerical scale where I 

indicates highest rati ng, implying strongest performance, RM practices and least degree of 

supervisory concern; while 5 indicates lowest rating, implying weakest performance, 

inadequate RM practices and, therefore, highest degree of supervisory concern. 142 Composite 

rating generally bears close relationship with component ratings where composite rating is not 

derived by computing arithmetic average of component ratings but rather, ratings are dependent 

134 Ibid 
[)5 Ibid 
136 Supra note 90, see also Supra note 18 
J37 Supra note 75, p.17, see also Supra note 18 
138 Ibid 
139 Ibid 
140 Ibid 
141 Ibid 
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on worst rating in any of CAMEL components. 143 Each component rating is based on both 

quantitative and qualitative analyses of factors comprising that component and its 

interrelationship with other components. 144 Rating definitions under Composite 4 and 5 are 

similar with exception of two factors that could lead a bank being rated 5 instead of 4: (I) If 

volume and severity of problems are beyond management's ability or willingness to control or 

correct; and (2) If immediate outside financial or other assistance is needed in order to be 

viable. 145 Assigned composite and component ratings are disclosed to bank's BoDs and senior 

management. 146 Ability of management to respond to changing circumstances and address 

risks arising from changing business conditions, or initiation of new activities or products, is 

an important factor in evaluating bank's overall risk profile and level of supervisory attention 

warranted. I 47 

NBE's quality assurance framework for on-site examination comprises quality and consistency 

check on examination findings and assessment of specific portfolio, composite ri sk rating and 

CAMEL rating assigned and areas of supervisory concerns identified, and supervisory actions 

to be taken. 148 Once on-site examination is completed, NBE sends report to the examined bank 

with clear and concise contents of CAMEL ratings, risk ratings, and any supervisory issues or 

concerns related to the bank for full scope on-site examination; and findings arising from 

specific areas examined for targeted examination, along with specific and time bound 

recommendations listed in order of importance. 149 Findings and recommendations are first 

discussed during exit meeting with bank 's senior management, and its RM and/or internal audit 

departments followed by management meeting with its CEO and board and/or board 

committees. 150 Feedbacks from discussions will be taken into account in finalizing the 

examination report that will be finally addressed to its Board Chairperson. 15 1 NBE also 

recognizes works of external parties such as external auditors as input to supervisory 

assessments facilitate risk-focused assessments and minimize duplication of efforts. 152 It sends 

' reliance letters ' for this purpose to external parties annually to communicate its intention to 

\43 Ibid 
\44 Ibid 
J4S Ibid 
146 Ibid 
147 Id, p.18 
\48 Ibid 
149 Ibid 
ISO Ibid 
lS I Ibid 
1S2 Id. , p.19 
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rely on their work upon assessment of parties' competency and reliability.' 53 However, there 

are gaps in legal and institutional frameworks for the implementation and checking and 

balancing ofNBE's regulatory and supervisory power over banks in Ethiopia. '54 There is also 

no independent, international or national, rating agency other than the NBE itself. '55 

2.2.4 Consumer Protection 

Banking regulation protects consumer interests in various aspects of banking relationship 

implemented through series of legislative and institutional frameworks which: (I) requires Fls 

to provide their customers with meaningful disclosure of deposit and credit terms to make 

informed choices among different institutions and financial instruments; 156 (2) ensure equal 

treatment and equal access to credit among all financial customers; 157 and (3) purposes 

associated with consumer protection include: promoting financial privacy and preventing 

problems and abusive practices during credit transactions, debt collections, and reporting of 

personal credit histories. 158 In Ethiopia, though consumer protection is not clearly included in 

any banking law and no special body is established for this purpose, banks are required by 

NBE to address customer compliant handling system in proposed new products and subjected 

for on-site examination. 159 This witnesses the weakness of the existing legal and institutional 

framework for the regulation of banks with respect to consumer protection. '60 

2.2.5 Risk of Bank Runs and Moral Hazard 

2.2.5.1 Risk of Bank Runs 

Liquidity requirement leads to problem when all depositors demand their deposits back at same 

time; where any bank (even if perfectly solvent) would face serious problems in meeting its 

obligations. 161 A single bank might obtain refinancing on financial market but the problem 

would severely persist in cases of low liquidity on market or when threatens big portion of the 

153 Ibid 
154 Supra note 18 
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"6 Supra note 122. p.1 0 
IS7 Ibid 
IS8 Ibid 
159 Supra note 18 
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banking sector. 162 It is commonly understood that whenever depositors start fearing insolvency 

of their bank, their reaction is to go and withdraw their deposits creating serious problem s to 

the banks and such behavior is normall y referred to as a bank run. 163 In Ethiopia, NBE is 

entrusted with this responsibility which is not accompanied by specific and adequate legal and 

institutional frameworks designed to deter bank runs and enhance fair competition, customer 

protection and information disciosure.l 64 The NBE has adopted the Basel I risk based 

supervision, guidelines and risk based inspection and surveillance though not adopted 

comprehensive legal and institutional frameworks which are enforceable. 165 

2.2.5.2 Excessive Risk Taking (Moral Hazard) 

Banks grant loans financed by deposits they received and this is by itself a powerful incentive 

for banks to grant credit in non-prudent way and take too much risk.l66 However, this incentive 

is somehow mitigated by possibility that market, both via depositors and other competing 

banks, could monitor the risks assumed by bank' s management. 167 The same works in Ethiopia 

where banks assume excessive risk and extend loans and advances to the extent not affecting 

the legally required 15% liquidity ratio from their total deposits.1 68 Consequently, NBE is 

required to improve its legal and institutional frameworks to minimize this risk. 169 

2.2.5.3 Systemic Dangers of Bank Failure 

Feldstein Argues: 

"The banking system as a whole is a ' public good ' that benefits the nation over and 

above the profits that it earns for the banks' shareholders. Systemic ri sks to the 

banking system are risks for the nation as a whole. Although the management and 

shareholders of individual bank are, of course; eager to protect the solvency of their 

own banks, they do not adequately take into account the adverse effects to the nation 

of systemic failure. Banks left to them will accept more risk than is optimal from a 

162 Ibid 
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systemic point of view. That is the basic case for government regulation of banking 

activity and the establishment of capital requirements". 170 

The statement reflects the role of banks in an economy and crisis that may happen when they 

got insolvent due poor regulation and supervision. Financing is the key basis for economic 

development and this is the core banking activity achievable on ly if banks are remaining 

solvent. This also works in Ethiopia requiring the healthiness of banks accompanied by NBE's 

effective institutional and legal framework keeping bank failure away. There are two useful 

mechanisms to distinguish if failure of one bank could lead to failure of other banks or other 

non-bank firms: (I) fai lure of one bank leading to decline in value of assets sufficient to induce 

udilure of another bank ("consequent failure"); and (2) failure of one bank leading to failure of 

another fully solvent bank, through some contagion mechanism {"contagion failure,,) .171 The 

first mechanism is based on the fact that failure of a bank, like failure of any other firm in 

economy, may, of course, lead to failure of other firms exposed towards failing bank.172 The 

second mechanism is based on the argument that there is an important asymmetry between 

information avai lable to banks, and to depositors and other outside investors. 173 To th is end, 

the existence of strong institutional and legal framework and proper implementation determines 

banks' failure or the extent of a danger to the overall economy during the exercise of regulatory 

and supervisory power by NBE.174 

2.2.5.4 Dangers to Soundness of Payment System 

"An efficient payment system, in which transferability of claims is effected in fu ll and on time, 

is a prerequisite for an efficient macro economy. Disruptions in the payment system carry the 

risk of resulting in significant disruptions in aggregate economic activity. To some observers, 

instability in the payment system is more threatening than instability in deposits. This fear 

appears to reflect the larger dollar volume of daily payments, the speedy.movement ofthe funds 

and the unfamiliarity of the clearing process". 175 
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The statement describes the role of stable and effective national payment system in an economy 

where its failure leads to failure in whole macro-economy. This fact accelerates effective 

government regulation and supervision by adopting effective legal and institutional 

frameworks. In Ethiopia, NBE has similarly adopted some legal and institutional frameworks 

to ensure the safety and soundness of the national payment system. 176 Until recently, standard 

form of settlement between banks was end-of-day net settlement and banks would accumulate 

their obligations to other banks throughout the day to settle smaller net obligations at end of 

trading day. 177 The risk of this form of settlement is it usually requires participants to grant 

unsecured and unlimited credit to other participants during the day until final settlement 

occurs. 178 The key solution to such problems is to prevent intraday build-up of credit exposures 

by insisting inter-bank payments occur at the same time as the exchange of the corresponding 

assets which is known as "real-time" settlement. 179 

This classic payment and settlement system is widely practiced in Ethiopia due to the 

dominance of traditional banking over innovative banking being adopted elsewhere in the 

globe. 18o NBE has also recently designed an intra-day loan facility framework as a temporary 

problem solving instrument for the settlement of unsecured and unlimited banks credit 

exposure in every day.181 This framework is designed as a bilateral agreement signed between 

NBE and each participant bank to the RTGS without having any basic legal and institutional 

framework ensuring its compliance with parent frameworks and its smooth implementation. 182 

Banks in Ethiopia participating in the RTGS process are currently adopting some innovated 

payment services appreciating the need for real time transactions up on approval and support 

ofNBE. 183 This existing situation requires a well-designed legal and institutional framework 

for the regulation and supervision of participant banks to the system and proper implementation 

by NBE. 18' Apart from NBE's regulatory and supervisory role, Ethiopian Switch (were all 

banks are its members) and Premier Switch (five private banks are members) are the 
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responsible self-regulatory clearing houses authorized by NBE to facilitate and keep the 

national payment system in line with NBE's payment, settlement, clearing and netting rules. 185 

2.3 Contrasting Approaches and Areas of Bank Regulation 

2.3.1 Contrasting Approaches 

2.3.1.1 Public Interest Approach 

This approach presumes that: (I) there are significant market failures and (2) government has 

incentives and capabilities to ameliorate these market failures. 186 This view holds governments 

regulate banks to facilitate efficient functioning of banks by ameliorating market failures, for 

benefit of broader civil society as public interest would be served if the banking system 

allocated resources in a socially efficient manner and performed well other functions of 

finance. 187 In Ethiopia, the Legal and institutional framework for banks regulation and 

supervision is designed based on this approach where financing and foreign currency supply 

are directed to priority areas identified by government. 188 

2.3.1.2 Private Interest Approach 

This view holds banking policies are primarily shaped by private interests of regulator rather 

than by public interest; and governments regulate banks to facilitate financing of government 

expenditures, funnel credit to politically attractive ends, and generally to maximize welfare and 

influence of po liticians and bureaucrats, where public interest objective is ostensible goal. 189 

Key role of banks in allocating scarce capital motivates private interest view. 190 
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187 Id. , pp. 18 and 19 
188 Supra note 18 
189 Supra note 14., p. 35 
190 Id., p. 20 
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2.3.2 Areas of Bank Regulation and Supervision 

2.3.2.1 Activity restrictions 

From public interest view, there are five main theoretical reasons that have been advanced for 

restricting the degree to which banks can engage in securities, insurance, and real estate 

activities, or own nonfinancial firms. '9' These reasons are: (I) conflicts of interest may arise 

when banks engage in these diverse activities and banks may attempt to "dump" securities on 

or shift risk to ill-informed investors so as to assist firms with outstanding loans; (2) to the 

extent that moral hazard encourages riskier behavior by banks, they will have more 

opportunities to increase risk if allowed to engage in a broader range of activities; (3) broad 

financial activities and mixing of banking and commerce may lead to formation of extremely 

large and complex entities that are extraordinarily difficult to monitor; (4) large institutions 

may become so politically and economically powerful that they become "too big to discipline"; 

and (5) large financial conglomerates may reduce competition and hence efficiency in the 

financial sector. 192 

But, from private interest view, regulatory restrictions are inefficient; such restrictions may 

reduce the franchise value of banks and thereby limit incentives for prudent behavior by banks 

and; by limiting banks' activities, regulatory restrictions could impede bankers' ability to 

diversify income streams, leading to greater instability.'93 In Ethiopia, banks are restricted to 

only provide banking activities with no need for separate product license, invest in financial 

infrastructures, operate systems, issue payment instruments and hold equity shares in insurance 

companies up to 5% of their capital in insurance companies and up to a maximum of 10% in 

any non-financial companies including real-estate business. ' 94 However, there are institutional 

and legal framework gaps with regard to the areas requiring restriction and the actual 

restrictions and deci sions being rendered by NBE.' 95 For instance, non-financial institutions 

like "Ethiopia-inclusive" established to provide technology services are providing banking 

services 
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2.3.2.2 Entry Requirements and Restrictions 

Regulators in most countries including Ethiopia screen entrants to better assure that applicants 

are "fit and proper" by imposing fairly identified basic requirements before a banking license 

is accepted or rejected. 196 There are also limitations related to the ability of foreign banks to 

enter the domestic banking industry through (I) Acquisition (2) Subsidiary or (3) Branch. ' 97 In 

Ethiopia, there are frameworks laying down entry requirements and restrictions especially on 

foreigners and non-bank domestic companies from undertaking banking services. 198 However, 

there is no strong institutional framework for the implementation of these existing laws in 

equitable and lawful way.' 99 Example, the case of share holding by foreigners Ethiopian origin. 

2.3.2.3 Capital Requirements 

The three alternative capital regulatory variables capture different but complementary 

measures of stringency of regulatory capital requirements. 2oo The first measure is overall 

capital stringency determined on whether: (I) there are explicit regulatory requirements 

regarding amount of capital a bank must have relative to various guidelines including the 

minimum capital-to-asset ratio requirement risk weighted in line with the Basel I guidelines; 

(2) minimum ratio varies as a function of an individual bank' s credit risk; (3) minimum ratio 

varies as a function of market risk; (4) market value of loan losses not realized on accounting 

books are deducted from the book value of capital before the minimum capital adequacy is 

determined; (5) unrealized losses in securities are deducted from book value of capital before 

minimum capital adequacy is determined; and (6) unrealized Forex losses are deducted from 

book value of capital before minimum capital adequacy is determined. 201 

The second measure is initial capital stringency determined on whether the source of funds 

counted as regulatory capital include assets other than cash or government securities as well as 

on whether the sources are verified by regulatory or supervisory authorities. 202 Conditions 

1% Supra note 14., p.311 
'" Ibid 
198 Supra note 4, art. 9, see also Supra note 18 
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considered to evaluate this requirement are whether: (I) initial disbursement or subsequent 

injections of capital is done with assets other than cash or government securities; (2) initial 

disbursement of capital is done with borrowed funds; and (3) sources of funds are used as 

capital verified by regulatory/supervisory authorities.203The third measure is capital regulatory 

index- simply the sum of overall capital stringency and initial capital stringency i.e. it captures 

both the amount of capital and verifiable sources of capital that a bank is required to possess 

which is not correlated with GOP per capita or the size of the banking system relative to 

GDP.204 But, in Ethiopia, the regulatory capital is specified in an objective manner in the 

absence of clear legal and institutional framework indicating the regulatory capital variables 

and conditions thereto.205 Despite this fact, NBE makes these variables and conditions part of 

its on-site inspection and off-site surveillance process.206 

2.3.2.4 Supervisory Powers 

Official supervisory power is constructed on capability based facts if a regulator malo7
: (I) 

meet with external auditors to discuss their reports without approval of a bank; (2) let auditors 

communicate directly to it ifthere is any presumed involvement ofMBoDs or senior managers 

in illicit activities, fraud, or insider abuse; (3) let off-balance sheet items be disclosed to it; (4) 

take legal action against external auditors for negligence; (5) force a bank to change its 

internal organizational structure; (6) order a bank's directors or management to constitute 

provisions to cover actual or potential losses; (7) suspend directors' decision to distribute 

dividends, bonuses or management fees; (8) let its declaration supersede some rights of 

shareholders - when a bank is insolvent; (9) intervene -suspend or supersede some or all 

ownership rights of a problem bank; regarding bank restructuring and reorganization: and (10) 

remove or replace directors or management. The NBE exercises all these supervisory powers 

save to directly taking a legal action against external auditors where it indirectly forces 

respective banks take such legal action instead.208 But, a clear legal and institutional 

framework is yet required to shape the supervisory role ofNBE accordingly.209 
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2.3.2.5 Market Monitoring 

Regulators focus on banks' private monitoring where banks obtain and publish certifi ed audits 

or rati ngs from international rating agencies; make directors legally liable if they disclose 

erroneous or misleading information; compel banks to produce reliable, comprehensive and 

consolidated information on full range of banking activities and risk-management procedures; 

and impose "no deposit insurance" policy to stimulate private monitoring of banks. 210 

Regu latory capture view holds that banks influence politicians who, in turn, unduly influence 

supervisors and regulators, and consequently greater reliance on market discipline is 

important.21 1 As supervisors do not have their own wealth invested in banks, they have different 

incentives than private creditors when it comes to monitoring and disciplining banks and bank 

failures may be incorrectly regarded as supervisory failures backed by reluctance to close 

them.212 Market discipline lets MBoDs and managers carry burden of proving, to market, that 

a bank is not taking excessive risks rather than subj ecting officials to burden of proving, in 

rev iew process, that bank is taking excessive risks.213 However, the role of self-regulation by 

banks and their associations and NBE's supervisory power are not clearly designed by proper 

framework to avo id such risks in Ethiopia accompanied by absence of rating agencies.214 

A group of nine NBE staffs conducted a survey and came-up with recommendation to 

strengthen banks' RM requiring: NBE to review ex isting RM guidelines and order banks to 

comply with them, and, design and implement short-term training programs to banks' board 

members and RM staffs; banks to produce their own RM programs acceptable to NBE by 

giving due attention to credit, operational and liquidity risks.21 As per the recommendations 

and, international standards and best practices, NBE has revised RM guideline issued in 

2003 by including minimum RM (ri sk identification, measurement, monitoring and control) 

standards for banks.216 This guideline has introduced risk-based supervision and contributes 

towards safety and soundness of banking system by addressing common and interrelated risks 

facing banks in the country, namely, credit, liquidity, market and operational risks.217 
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212 Ibid 
213 Ibid 
214 Supra note 18 
21> Supra note 9 I, p.4, see also Supra note J3 I 
216 Supra note 90, p.l, see also Supra note 131 
217 Ibid., see also Supra note 131 

30 



To insure practical enforcement of this guideline, banks having no RM system were instructed 

to immediately set-up such system incorporating, at minimum, elements set by NBE including 

RM functions reporting system directly to board/its RM committee for independence?18 Banks 

have accordingly issued and implemented, after review and approval by NBE, comprehensive 

RM program containing, at least, requirements of active board and senior management 

oversight; adequate policies, procedures and limits; adequate risk monitoring and MIS; and 

adequate internal control system. 219 NBE continuously reviews adequacy of RM 

program implementation by each bank and any updates thereto through off-site analysis and 

on-site examinations along with risk assessment visits to banks?20 Degree of supervisory 

intervention by NBE extends to the scope of supervision guideline commensurate with risk 

profile of banks; bilateral prudential meeting with bank management and external auditor; 

and/or tripartite meeting with bank management and external auditor every fiscal year; apart 

from continuous periodic meetings with a bank throughout supervisory cycle, i.e. a maximum 

of 24 months unless shortened depending on risk profile of each bank, to obtain information 

and/or discuss supervisory concerns.221 

Supervisory cycle is period between two consecutive onsite examinations whereas supervisory 

period is a period equivalent to 12 months which coincide with NBE's annual supervisory plan 

(from July to June).222 NBE adopted risk-based bank supervision model integrated with 

CAMEL system; and implements consolidated banks supervision aiming at encouraging 

soundness and efficiency of banking as a whole instead of preventing failures of individual 

bank.223 

NBE considers work of each bank's management and internal control, self-regulatory and 

supervisory functions depending on competency and reliability of such functions; and rely on 

findings of external auditors for fairness of FS to avoid duplication of supervisory efforts.224 

Banks are quarterly rated by NBE to determine level of supervisory intervention actions by 
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220 Id., p.2, see also Supra note l31 
22 1 Supra note 75, p.2, see also Supra note 131 
222 Id, p, 13, see also Supra note 131 
223 Id., p.l , see also Supra note 131 
224 Id., p.2, see also Supra note T3 I 

31 



NBE per its 'Guide to Intervention for Banks ' .225 Banks may submit objection on NBE's 

quarterly ratings and examination reports within reasonable period of time. 226 NBE has 

assigned its banking supervision coordination responsibility to BSD in general and, Fls 

supervision Process (FISP) in particular where responsibility of quality assurance of 

examination reports is vested in quality assurance committee under this directorate. 227 

2.3.2.6 Government Ownership 

Public interest view advocates argue that government ownership of banks, especially in 

underdeveloped countries, facilitates mobilization of savings and allocation of savings towards 

strategic projects with long-term beneficial effects on economic and financial developments 

because governments have adequate information and sufficient incentives to ensure socially 

desirable investments by overcoming capital market failures, exploiting externalities, and 

investing in strategic sectors unlike private banks that only allocate credit in line with 

potentially short-run private interests.228 Private interest view advocates, in contrast, argue that 

governments do not have sufficient incentives to ensure socially desirable investments and 

tends to politicize resource allocation, soften budget constraints, and otherwise hinder 

economic efficiency by lending to state enterprises, which often are highly inefficient 

witnessing that government ownership of banks facilitates the financing of politically attractive 

projects, but not necessarily economically efficient projects.229 In Ethiopia, Commercial Bank 

of Ethiopia is the only FGE owned bank which influences the banking sector and invests in 

financing government priority areas.230 Consequently, FGE has a visible hand directing the 

sector through its bank leading all private banks in all aspects in the country. 23\ 

2.3.2.7 Regulatory and Supervisory Convergence 

Developing best practice standards on bank regulation was characteristic of number of areas, 

apart from BCP, related to the financial sector, recognized by Financial Stability Forum, WB 

and IMF, i.e. accounting, auditing, anti-money laundering and combating financing of 

terrorism, CG, data dissemination, fi scal transparency, insolvency and creditor rights, 
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insurance supervision, monetary and financial policy transparency, payment systems, and 

securities regulation.232 

International forces affect regulatory choices when: (I) foreign entry and cross-border banking 

increase, greater bank competition leads to concerns about unfair competition and lobbying for 

changes in regulation and supervision; (2) cross-border operation of banks exposes economies 

and, their depositors and taxpayers to potential transmission of shocks and even loss, especially 

during gaps in regulation or supervision; (3) supervisors learn from international practices 

because of lower communication and transportation costs, as seen in virtual explosion of 

meetings (physical and virtual) and conferences on bank supervision in recent years; (4) banks 

operating in number of countries represent force for harmonization, as it is less costly to have 

to comply with one set of regulations, compared with alternative of complying with as many 

regulatory systems as number of countries in which a bank has branches or subsidiaries.233 

However, Ethiopia has closed its banking policy where a foreigner is prohibited from 

participation in Ethiopian banking service in any form.234 Further, domestic non-bank entities 

are prohibited from undertaking banking service.235 Yet, there are legal and institutional 

framework gaps for proper regulation and supervision of banks in this regard especially in 

coping with international influence and innovative services.236 

2.3.3 Bank Regulation and Supervision around the World 

2.3.3.1 Single versus Multiple Bank Supervisors 

Multiple Supervisors refers to sharing of official bank regulatory and supervisory 

responsibilities between two or more separate authorities in a nation unlike to nations 

authorizing single authority for all bank regulatory and supervisory responsibilities like 

Ethiopia. 237 Although each option has its own advantages and disadvantages, one of the 

strongest reasons that some advocate a single bank supervisory authority is the fear of a 

"competition in laxity" between multiple bank supervisors, while those who favor a system 

with two or more bank supervisors stress benefits of "competition in innovation" among 
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multiple bank supervisors. 238 Only 26 countries, including US, assign banking supervision to 

multiple supervisory authorities and, particularly in US, bank regulators specialize which 

allows banks to switch regulators when they switch business strategy, thereby improving 

performance. 239 The banking sector in Ethiopia exclusively relays on the verdict of NBE 

through its regulatory and supervisory powers even in the absence of clear legal and 

institutional frameworks authorizing it.240 The writer agrees with multiple 

s upervisory structures for public confidence, innovation and, checking and balancing 

purposes in banking sector though single authority makes sense in low-income countries with 

more limited financial resources and relative scarcity of skilled banking personnel. 

2.3.3.2 Supervisory Role of Central Banks 

Assigning supervisory responsibility to central bank ensures its direct and unimpeded access 

to pertinent information and thus readily available firsthand knowledge of condition and 

performance of banks; identify and respond to emergence of potential systemic problem in a 

timely manner which is important, to the extent monetary policy lays out through credit 

channel, during credit crunch; and implement lender-of-Iast-resort functions better, including 

distinguishing solvent but illiquid banks from simply insolvent banks.241 In contrast, assigning 

bank supervision responsibility to central bank is criticized for its di sadvantages of inherent 

conflict of interest between supervisory responsibilities and responsibility for monetary policy, 

especially during an economic downturn, when central bank is tempted to pursue too-loose 

monetary policy to contain adverse effects on bank earnings and credit quality.242 This 

encourages banks to extend credit more liberall y than warranted based on credit 

quality conditions to complement an expansionary monetary policy initially beneficial to 

banking industry, and ultimately be harmful to overall economy.243 This conflicting interest of 

NBE is being seen in Ethiopia which is useful for banks regardless of its disadvantages to 

the whole economy.244 
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The writer argues that bank regulatory and supervisory authority decentralization makes better 

to avoid conflicts of purposes and ensure legal compliance. Monetary authority is appraised of 

banks' condition because central bank may implement more expansionary monetary policy in 

downturns ifabilityofbanking system to extend credit becomes seriously impeded, even it has 

no bank supervisory role. Task of supervision needs to be separated from regulation and 

assigned to different and independent authority from central bank. Hence, central bank and 

supervisory authority will share information and cooperate for their common and respective 

goals. Decentralized structure of bank supervision positively affects performance and stability 

of banking industry, and key dimension of bank performance - bank profitability as per 

workable legal and institutional frameworks. 

2.3.3.3 Scope of Supervisory Authority 

It is argued that supervisor with broad scope covering all financial services is necessary to 

effectively supervise financial conglomerates operating in banking, securities, and insurance 

industries through various subsidiaries and affiliates which are complex and powerful 

corporations in many countries and, in particular, to ensure supervisory oversight of RM 

practices are unregimented, uncoordinated, or incomplete.245 However, it is counter argued that 

supervisory authority with broad scope would result in undue concentration of power that 

would otherwise be dispersed among several authorities and, otherwise, could increase 

likelihood of regulatory capture and retard financial innovation.246 

In Ethiopia, NBE has broad scope supervisory power247 Due to the difficulty to set a single 

RM system that would fit for all banks, each bank developed its own comprehensive 

(addressing all common risks) RM system customized to its needs and circumstances.248 Such 

system includes:249 (1) risk identification; (2) risk measurement i.e. accurate and timely 

measurement of significance of each risk in terms of size, duration and probabil ity of adverse 

occurrences; (3) risk control i.e. minimizing risks and/ or their adverse consequences, avoiding 

or placing limits on certain activities/risks, mitigating risks and/or offsetting risks through 

internal policies, standards and procedures defining responsibility and authority; (4) risk 
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monitoring i.e. developing reporting systems identifying adverse changes in risk profiles of 

significant products, services and activities, and monitoring changes in controls put in place to 

minimize adverse consequences through MIS. 

The writer argues for limited scope supervisory authority because excessive power 

concentration is disadvantageous while decentralized powers can be integrated through proper 

legal and institutional frameworks. Financial conglomerates operating in banking, securities, 

and insurance industries through various subsidiaries and affiliates are among the most 

complex and powerful corporations in many countries including Ethiopia. A so le regulator, 

like NBE, covering all financial services is necessary to supervise such entities effectively by 

ensuring supervisory oversight of RM practices by such conglomerates in non- fragmented, 

coordinated and complete manner250 However, this broad scope of authority creates undue 

concentration of power that would otherwise be dispersed among several authorities witnessing 

the likelih oo d of regulatory capture and retards financial innovation . 251 The 

issue of consolidating or integrating supervision of banking and other financial services may 

be realized by designing integrated frameworks governing activities of different Fls assuring 

that similar financial products and services offered by different entities are subject to equal 

regulatory and supervisory treatment.252 This is because such laws typically apply to Fls and 

not to specific products and services save to conditions in need of peculiar legal and 

institutional frameworks. 253 

2.3.3.4 Independence of Supervision 

Supervisors who have direct contact with banks and represent the main line of government 

defend against unsafe and unsound banking practices seek to detect, assess, and monitor 

activities and practices that expose banks to excessive risk relative to their levels of capital, 

and to require banks to appropriately manage their risk exposures.2
S
4 The authorities may even 

deem it necessary to ultimately liquidate banks when all other corrective actions fail 

presupposing their being independent from undue pressure and influence exerted by politicians 

and banks though accountable for their actions. 255 To measure degree of independence, four 
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variables are employed: (I) Po litical- measures degree to which supervisory authority is 

independent of executive branch of government based on question to whom supervisory bodies 

are responsible or accountable;256 (2) Banks- whether or not supervisors are legally liable for 

their actions and be sued or otherwise held legall y liable for actions they take against a bank 

having "chilling" effect on strong or tough enforcement actions;257 (3) Fixed Term- term of 

service of head of regulator based on presumption that fixed and relatively long term affords 

greater degree of independence. 258 (4) Overall- sum of these three factors where higher 

summation values s ignifY greater independence.259 None of these variables are incorporated in 

a clear legal and institutional framework and enforced in Ethiopia but their effect is 

inevitable. 26o Political influence, responsibility of NBE for its actions and the term of its 

governor are not determined by laws and enforced by organizational structure.261 

2.3.3.5 Explicit Deposit Insurance Schemes 

Four different quantitative variables are important to capture various features of depos it 

insurance schemes to be adopted: (I) deposit insurer's power- whether depos it insurance 

authority has responsibility to make decision to intervene in bank, cancel or revoke deposit 

insurance, take legal action against MBoDs or officials, or has ever taken any legal action 

against MBoDs or officers; (2) deposit insurance funds-to-total bank assets- ratio of 

accumulated funds to total bank assets262 (3) Funding with insured deposits- percentage of 

banking system 's assets actually funded with insured deposits.263 (4) various factors mitigating 

moral hazard- measures whether banks fund deposit insurance scheme or pay risk-based 

premiums as well as whether there is formal coinsurance component.264 However, Ethiopia has 

not yet developed a legal and institutional framework for this scheme though currently under 

consideration.265 

"6 Id., p.97 
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2.3.3.6 Role of External Governance in Bank Regulation 

External governance index is based upon accounting practices, external audits, financial 

statement transparency, and external ratings and creditor monitoring based on four variables266: 

(I) accounting practices: indicate whether bank accounting practices are in accordance with 

IAS.267 (2) Strength of external audit- measures effectiveness of external audits of banks based 

on whether regulator has power to oversight and take legal action against external auditors for 

negligence.268 (3) financial statement transparency- captures transparency of bank FS based on 

whether: (\) accrued, unpaid, interest/principal enters in income statement while loan is still 

performing; (2) Fls are required to produce consolidated accounts covering all bank and any 

nonbank financial subsidiaries; (3) off-balance sheet items are disclosed to public; (4) banks 

are obliged to disclose their RM procedures to public; (5) MBoDs are legally liable when they 

disclose erroneous or misleading information; and (6) accrued, although unpaid, 

interest/principal enters in income statement while loan is still nonperforming.'69 (4) external 

ratings and creditor monitoring- measures extent to which subordinated debt is allowable or 

required part of capital and credit ratings are used for all banks by both international and 

domestic rating agencies, and percentages are directly related to income level of a country and 

relationship is especially strong for share rated by international rating agencies. 270 External 

Governance Variable is, therefore, sum of these four variables and higher summation values 

indicate greater degree of external governance.27
! But, the role of such external governance 

are not clearly recognized by law and enforced by competent institution in Eth iopia though 

considered during on-site inspection and off-site surveillance.272 

2.4 Core Principles for Effective Banking Supervision 

There are 25 BCPs adopted by Basel Committee on bank supervision. The background for the 

issuance of BCPs was to address bank regulatory and supervisory gaps, create strong 

institutional and legal frameworks along with accepted supervisory modalities, ensure effective 

266 Supra note 14, pp.135 and 136 
267 Id., p.142 
268 ld., pp. 142 and 144 
269 Id. , pp.145 and 146 
270ld., p.147 
271 Ibid 
272 Supra note 131 
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RM and public confidence in individual banks and the banking system throughout the world. 

Many Countries, including Ethiopia, use these BCPs as minimum standard for sound prudential 

regulation and supervision of banks and banking systems; as benchmark for assessing quality 

of their supervisory systems and as a tool for identifying future work to achieve baseline level 

of sound supervisory practices.273 lMF and WB also use them to assess the effectiveness of 

countries' banking supervisory systems and practices.274 Adopting such BCPs is highly 

important for effective banks regulatory and supervisory system.275 

BCP I covers objectives, autonomy, powers and resources of bank supervisory authority in 

general and deals with definition of responsibilities and objectives; skills, resources and 

independence; legal framework; enforcement powers; requirements for adequate legal 

protection ; and information sharing for supervi sory authority in particular.276 Licensing and 

structure of banking is addressed under BCPs2-S respectively deal with banks permissible 

activities; licensing criteria and process; requirements of supervisors to review, approve/reject, 

all significant transfers of ownership in banks; and requirements of supervisors to review major 

raquisitions and investments by banks.277 Prudential regulations and requirements are dealt 

under BCPs6-IS respectively dealing with: minimum capital adequacy requirements where it 

must not be less stringent than those in Basel Capital Accord for internationally active banks; 

granting and managing of loans and making of investments; re,!uirements for evaluating asset 

quality, and adequacy of loan loss provisions and reserves; rules for identifying and limiting 

concentrations of exposures to single borrowers, or to groups of related borrowers; rules for 

lending to connected or related parties; requiring banks to have policies for identifying and 

managing country and transferred risks; requiring banks to have systems to measure, monitor 

and control market risks; requiring banks to have systems to measure, monitor and control all 

other material ri sks; calling banks to have adequate internal control systems; and rules for 

prevention offraud and money laundering.278 

Methods of ongoing supervision are stipulated under BCPs 16-20 which respectively: defines 

overall framework for on-site and off-site supervision; requires supervisors to have regular 

273 Basel Committee on Banking Supervision, CBPs for effective supervision, Scpo 20 12, p.7 
274 Supra note 14, p.147 
275 Id., p.359 
276 Ibid 
217 Ibid 
278 Ibid 
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contacts with bank management and staff, and to fully understand banks' operations; sets out 

requirements for off-site supervision; requires supervisors to conduct on-site examinations, or 

to use external auditors for validation of supervisory information; and requires conduct of 

consolidated supervision.279 Information requirements are placed under BCP2 I which requires 

banks to maintain adequate records reflecting true condition of a bank, and to publish audited 

FS whereas remedial measures and exit procedures requires supervisors to have, and promptly 

apply, adequate remedial measures for banks when they do not meet prudential requirements, 

or are otherwise threatened are dealt under BCP22. 280 Cross-border banking requiring 

supervisors to apply global consolidated supervision over internationally active banks; and 

establish contact and information exchange with other supervisors involved in international 

operations, such as host country authorities; and local operations of foreign banks to be 

conducted to standards similar to those required from local banks, and that supervisor has 

power to share information with home country supervisory authority are respectively dealt with 

under BCPs23-25.28J 

These BCPs are implemented by properly designing and enforcing legal and institutional 

frameworks for banks regulation which determine core implementing modalities of regulating 

BHCs, change in bank control, credit extension, securities, examination and supervisory 

influence on credit quality and off-balance sheet items which are basic in putting the above 

BCPs into effect. In Ethiopia, there is no comprehensive legal and adequately organized 

institutional framework for the regulation of banks which took the BCPs and their 

implementing modalities in to practice yet. These modalities respectively address institutional 

and legal requirements for persons directly and indirectly holding shares in a bank with 

particular emphasis on HCs, the voting and managing roles and limitations of bank 

shareholders, credit exposure to related and unrelated single or several counterparties, issuance 

and dealing with securities, roles of effective examination and supervision on credit quality, 

and the regulation of banks' contractual commitments as provided here under. 

279 Ibid 
280 Ibid 
281 Ibid 
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2.4.1 BHCs Regulation 

Bank regulatory and supervisory frameworks must stipulate rules on how BHCs operate:282 <I) 

controlling creation and expansion of BHCs; (2) separating BHCs' business of managing and 

controlling banks from unrelated [nonbanking] business; (3) maintaining competition among 

banks and minimize inherent danger in concentration of economic power through centralized 

control of banks; and (4) subjecting BHCs to examination and regulation. Such frameworks 

define BHCs and set general standards for HC formations, acquisition of additional banks, and 

expansion into nonbanking activities.>83 In US a company that has control over bank as BHC 

includes corporations, partnerships, associations, or long-term trusts if it: 284 (I) directly or 

indirectl y owns, controls, or has power to vote at least 25 percent of any class of bank's voting 

stock; (2) controls in any manner election of maj ority of bank' s directors; or (3) is judged by 

FRB to exert controlling influence over bank management or policies through other means.28S 

But, in Ethiopia there is no institutional and legal framework for the regulation and supervision 

of banks HCs286 

2.4.2 Change in Bank Control 

It prohibits any person, directly or indirectly, or through or in concert with one or more other 

persons, ITom acquiring control of bank or HC through purchase, assignment, transfer, pledge 

or other disposition of the target's voting stock unless the person gives prior notice to 

appropriate regulatory body and it has not disapproved the acquisition within statutory time 

period.287 Approval of such request by regulator bases on possibility to result in monopoly, 

lessens competition or restraints trade, j eopardizes financial stability, it will not be to the 

interest of depos itory bank and public, acquiring person fails to furni sh all required information 

and if it would create adverse effect on bank insurance fund 288 There is legal and institutional 

gap in the regulation and supervision of banks in Ethiopia with regard to bank and its HC 

control.289 

282 M ichael P. Malloy, Principles of Bank Regulation, Concise !-lorn Book Series, second ed. p, pp.42 and 43 
283 Ibid 
284 Id., pp. 43 and 44 
'" Id. , p.46 
286 Supra note 18 
287 Supra note 14, p. 147 
288 Supra note 14, pp. 149 and 150 
289 Supra note 18 
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2.4.3 Credit Extension 

Banks are prohibited from extending credit to insiders i.e. directors, Executive Officers and 

Principal Shareholders or insider' s related interest except to the extent specifically permitted 

by statute2 90 When credit is made substantially in same terms including interest rates and 

collateral requirements, prevailing to comparable transactions by the bank with persons who 

are not insiders; such credits involve no more than normal risk of repayment or other 

unfavorable features; and follows credit underwriting procedures that are no less stringent than 

procedures to comparable transactions with non-insider persons.291 There is legal ftamework 

governing bank credit extension in Ethiopia though there is a problem in institutional 

frameworks to properly supervise implementation of such rules.292 Credit to related parties, 

companies or individuals are granted on an arm's-length basis and that amount of credit granted 

is suitably monitored.293 Such controls are implemented by making terms and conditions of 

such credits not more favorable than credit granted to non-related borrowers under similar 

circumstances and by imposing absolute limits on such credits. 294 

Further, a bank's credit-granting criteria may not be altered to accommodate related companies 

and individuals, rather material transactions with related parties are subjected to prior approval 

of BoDs (excluding board members with conflicts of interest), and reported to banking 

supervisory authorities.295 Banks are required to have credit granting procedures in place that 

identify connected counterparties as single obligor by aggregating exposures to groups of 

counterparties (corporate or non-corporate) that exhibit financial interdependence by way of 

common ownership, common control, or other connecting links (for example, common 

management, family ties). 296 Identification of connected counterparties requires careful 

analysis of impact of the above factors (e.g. common ownership and control) on financial 

interdependence of parties involved. 297 Related parties include a bank's subsidiaries and 

affiliates, its major (owning 2% and above) shareholders, directors and senior management, 

and their direct and related interests, as well as any party that bank exerts control over or that 

290 Supra note 14, pp. 162 and 163 
291 Ibid 
292 Supra note 18 
293 Supra note 90, p.8, see also Supra note 131 
294 Supra nole 14, pp. 162 and 163 
295 Ibid 
296 Ibid 
297 Ibid 
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exerts control over the bank.298 Credit concentration occurs when bank's portfolio contains 

high level of direct or indirect cred its to single counterparty; group of related counter parties; 

industry; geographical region; type of credit facility (i.e. overdrafts); and class of collateral. 299 

Since excess ive concentration renders bank vulnerable to adverse changes in area in which 

cred it is concentrated and to violations of statutory and regulatory limits, sound and prudent 

RM minimizes concentration of ri sk by diversifying credit portfoli03 00 Credit diversification 

policy must be clearly stated and include: goals for portfolio mix; place exposure limits on 

single counter parties and groups of associated counter parties, key industries or economic 

sectors, geographical regions and new or existing products; and be in compliance with NBE/s 

statutory and regulatory limits on large exposures.30
] In considering potential credits, banks 

recognize necessity of establishing provisions for identified and expected losses in line with 

NBE directives on provisions and holding adequate capital to absorb unexpected losses for 

their credit-granting decis ions as well as overall portfolio RM process.302 

2.4.4 Securities Regulation 

Covers two areas of concern :( I) regulation of banks as issuers of securities; and (2) restrictions 

on banks as participants in securities markets because banks are subj ected to securities 

regulation, like other issuers and traders in securities save to restrictions; acting as securities 

transfer agent; and securities market professionals are full y subject to securities regulation and 

supervi sion .103 But, in Ethiopia, there is no clearly organized institutional and legal framework 

in this regard so far 304 Even it is not clear if securities regulation and superv ision lays under 

NBE's power and responsibility though currently it tries to set some institutional and legal 

frameworks on primary and secondary market for FG securities and securities issued up on 

FG's full guarantee in limited scale.30s 

298 Ibid 
299 Ibid 
300 Id. ,.9 
30l Ibid 
302 Ibid 
303 Id. pp. 25 1 and 252 
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2.4.5 Examination and supervisory influence on credit quality 

Bank Examination and supervision influences types, maturity, and quality of bank loans than 

through lending statutes where loans are primarily evaluated with regard to their overall quality 

and their risk under different economic conditions. 306 Examiners classifY credits, with 

exceSSive risks, questionable collection characteristics and calling attention of bank 

management and directors, as substandard, doubtful, loss and special mention credits. 307 

Where: (I) substandard credit involves more than normal risk due to performance, financial 

condition, insufficient collateral, or other factors, and deserves more than normal servicing and 

supervision; (2) doubtful credits have a probable loss, amount of which cannot be readily 

determined; (3) loss credits are regarded as uncollectible; and (4) special mention credit has 

potential weaknesses that affects repayment if left uncorrected and deserves management's 

close attention .30s 

NBE's Examination procedures focus on developing appropriate documentation to adequately 

assess management's ability to identify, measure, monitor, and control risks; and on 

determining whether a bank's management understands and adequately controls types and 

levels of risks assumed3 09 [n performing full scope examination, examiners use core 

assessment and expanded procedures to assess whether risks within bank are appropriately 

identified and managed.3 lO Examination procedures are tailored to fit scope memorandum for 

examination; and determines and validates bank's condition.3]] Core assessment covers 

procedures to review areas Of:312 (I) capital adequacy; (2) asset quality and credit risk; (3) 

management & quality of RM; (4) earnings; (5) liquidity and liquidity risk; (6) market risk; 

and (7) operational risk. 

Desk officers are designated as central point of contact between NBE and a bank under 

examination and work as E[C for each bank for a minimum period of two years and serve as 

focal point for supervision.313 They are responsible to: (I) prepare and update institutional 

306 Lex Mundi Bank Finance and Regulation Practice Group: A Global Practice Guide on Bank Finance and 
Regulation, accessed at www.lexmundLco m/G lobaIPracticeGuides. on April 07, 2017 pJ 
307 Ibid 
308 Id., p.74 
309 Supra note 75, p.1 6, see also Supra note 13 1 
31 0 Ibid 
311 Ibid 
312 Ibid 
311 Id. , p.2 
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profile and supervisory plan in timely manner; (2) know a bank's financial condition, 

management structure, strategic plan and direction, operations and risk profile; (3) know and 

keep abreast with changes in RM policies including those pertaining to new products and 

services; (4) remain up-to-date and know all supervisory activities, monitoring and surveillance 

information, correspondences and various requests by banks, meetings with management and 

external auditor and enforcement issues; (5) ensure appropriate follow-up of supervisory 

concerns, corrective actions, or other matters which come to light through ongoing 

communications, meetings or surveillance including report of examination; (6) Participate in 

examination process to ensure consistency with a bank 's supervisory plan and effective 

allocation of resources, and facilitate requests for information from a bank; (7) and visit the 

bank assigned to him upon obtaining necessary clearance from NBE,314 EIC is also responsible 

to coordinate preliminary review including pre-examination meeting; prepare scope of 

memorandum; lead team of on-site examination; prepare report of examination; and 

accompany Bank Supervision Deputy Director during presentation of examination report to 

board of the examined bank.315 

Scope memorandum is integral product in risk-based methodology identifying key objectives 

and scope of on-site examination; tailoring size, complexity and current rating of a bank and 

defining objectives of examination. 316 It contains, at least: 317 (1) scope and objectives of 

examination; (2) summary of bank's institutional overview and Risk Assessment Summary 

(RAS) after incorporating information from preliminary review of both on-site and off-site 

information; (3) summary of pre-examination meeting; (4) summary of audit review and 

reliance on RM systems and internal and external audit findings; (5) examination focus and 

procedures ; and (6) resources planning. For supervisory assessment purposes, risk intrinsic to 

business activity and arises from exposure and uncertainty from potential future events, or 

changes in business or economic conditions are inherent risks classified as credit risk (asset 

quality); market risk; liquidity risk (liquidity); and operational risk.318 

With regard to Board responsibility, NBE's survey report revealed that all or some of board 

members in 87% of the banks did not sit for training on RM while 60% of them were not 

314 Id. , p.2 and 3 
'" Id. , p.3 
316 Id., p.15 
317 Ibid 
318 Id., p.5 
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provided with relevant and up-to-date economi c, business and market data fo r informed 

decision-making.319 Concerning structure and resources, only relatively insignificant (0.14-

0.43% of their respective total budget), or unknown budget was allocated to RM function in 

75% of the banks.320 It was al so invest igated that on ly part or none of the staffs were trained in 

RM in 73% of the banks.32 1 60% and 74% of banks had not documented RM strategy and, 

policies and programs, respectively along with the fact that 50% or above of the banks lack 

timeframe to periodically rev iew RM documents.322 60% of banks do not define risk limits 

under their RM po lic ies, 93% of the rest rely on NBE limits for counterparty, and above 3/41h 

of them did not define limits at all for geography, product, security, sector etc.323 Internal 

communication of risk appetite and findings is low in 60% of the banks, and RM process is 

e ither partly or fully not integrated with HRM and policies in vast majority (87%) of the 

banks. 324 77% of external auditors and 60% of internal auditors of the banks do not 

independently review effectiveness of banks' RM functions. 325 RM function of 93% of banks 

does not capture risks related to procurement and HRM; 87% of banks do not conduct 

workshop to identi/'y risks in each activity/product; 60% ofthem have not created risk register; 

87% of them do not exercise stress testing as RM tool; and 93% of banks do not have 

continuity/di saster recovery/contingency plan in place for other risks like market, reputation, 

etc.326 Credit, operational and liquidity ri sks were key bank risks over last two years before 

the survey year, and expected to continue for next five years327 

2.4.6 Off Balance Sheet Items 

Contingent liabilities and commitments that are not directly reflected on a bank' s balance sheet 

include: (I) commercial and standby letters of credit; (2) law suits; (3) repurchase agreements; 

(4) loan commitments; (5) futures, forward, and standby contracts for securities; (6) 

commitments to buy and sell Forex; and (7) interest rate swap agreements.328 Regulatory too ls 

like prohibition, supervisory and examination process, reporting, management oversight on 

319 Supra note 9 1, p.l, see also Supra note 13 1 
320 Id., p. 2 
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these activities and bank's staff to judge and limit a bank' s risk exposure, and let items backed 

by risk-based capital requirements, are used to estimate or control risk from off-balance sheet 

commitments.329 

Banks involve in originating financial contracts resulting in acquisition of assets and liabilities 

at some future date as part of their operations but not considered as assets or liabilities by 

themselves in generally accepted accounting principles 3 )OConsequently, banks do not 

recognize them on face of balance sheet but rather off-balance sheet. Such items are diverse in 

nature and purpose including:))1 (I) letters of credit (UC) i.e. a letter addressed by a bank on 

behalf of a buyer of merchandise to a seller, authorizing him to draw drafts up to agreed amount 

under specified terms and undertaking conditionally or unconditionally to provide payments 

for drafts drawn especially to finance Forex transactions; (2) undrawn loan/overdraft facilities 

i.e. an unconditional commitment to lend when a borrower requests under the facility 

including commitments for which the bank has already charged commitment fee or other 

consideration or otherwise has legally binding commitment save to a bank' s absolute 

discretion to withdraw the commitment in case of credit deterioration; (3) guarantees, 

acceptances or performance bonds i.e. an undertaking by bank (guarantor) to stand behind 

current obligations of a third party and to carry-out these obligations when the third party fails. 

Such guarantees, acceptances and performance bonds are regarded as direct credit substitutes 

with liability equivalent to that of loan, acceptances and performance bonds.332 

Off-balance sheet business is exposed to several risks which, in principle, are not different from 

on-balance sheet business risks and regarded as integral part of the bank's overall risk profile.333 

The major risks associated with off-balance sheet business include:334 (I) Forex risk i.e. 

reduced or increased exposure to exchange rate changes but manageable by constantly 

monitoring banks ' Forex positions arising from offlon-balance sheet business; (2) interest rate 

risk i.e. risk of increase in interest rate and credit risk during contract period; (3) liquidity risk 

i.e. risk offailure to obtain funds from market at competitive rates to meet bank's obligations 

when fall due e.g., maturing deposits, drawings under approved facilities; (4) credit risk i.e. 

329 Ibid 
330 Supra note 90, p.4l , see also Supra note 131 
331 Id. , pp.41 and 42 
332 Supra note 18 
333 Ibid. 
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risk when counterparties fail to perform on/off-balance sheet obligation e.g. , guarantees, non­

cash covered Lies; and (5) operational risk i.e. risks of inadequate information systems or 

operational controls e.g., accounting, funds transfer and financial controls leading to breaches, 

fraud or unforeseen catastrophe negatively affecting a bank. 

Off-balance sheet risks are effectively managed by designing correct policies and procedures; 

stating goals and strategies; dual control, segregation of duties and function; and audit, risk 

control and MIS serv ices; setting limits e.g., exposure limits, approval limits and ensure follow­

up in compliance with statutory and regulatory requirements of NBE; and de s i gn in g proper 

information and accounting MISs to enable checking and reconciliation procedures to be 

carried out on routine basis for early detection ofpotentialloss.335 

J35 Id. , p.43 
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CHAPTER THREE 

THE LEGAL AND INSTITUTIONAL FRAMEWORK FOR BANK 
REGULATION AND SUPERVISION IN ETHIOPIA 

Currently, there are seventeen banks in Ethiopia including one fully government owned and 

sixteen private banks.336 Banks are licensed and operating as per the NBEEP (as amended) .No. 

591/2008, BBP No. 592/2008, NPSPNo. 718/2011, AMLCFTP No.780/20l3, Comm.c., NBE 

directives and circulars, and frameworks, guidelines and procedures adopted by NBE.337 Banks 

have also developed internal by-laws, guide lines and procedures to strengthen their self­

regu latory practice as per these laws, bilateral arrangements between banks and NBE, NBE 

and EBA; and tri-patriate arrangements between NBE, DARA and EBAYs The word "bank'" 

is defined as a private bank licensed, regulated and supervi sed by NBE to undertake banking 

business and a bank owned by the Government that is not licensed but regulated and supervised 

by NBE.339 

3.1 Entry into Banking 

Only banks licensed and/or regulated and supervised by NBE, and nobody else, is aulhori~t:d 

to undertake banking services.34o Only one license is granted for al l banking activities when 

documents evidencing trade name registration from Ministry of Trade or equivalent Regional 

Bureau along with other requirements set by NBE are submitted.34! Draft bylaws, intended 

organizational chart, structure of Board (composition, committees, and functions), market / 

business strategy, financial projections for the first three years, financial information on main 

potential shareholders, background/experience of future MBoDs and senior managers, and 

336 Biritu, NBE Bulletin No.124, July 20 17 avai lable at www.nbe.gov.et 
337 Supra notes 10, 102, 12 1, 123 and 330 
338 Interview with Ata Tsegay Tesfamichaei, Assistant bank examiner at the NBE, OcL03 , 2017 
))9 Supra note 1, art.2 (3). The ' \refers to the discrepancy between this proclamation and the BSP in defining the 
word 'bank' . Art. 2(1) of the BSP seems to alternatively use the government owned and private bank by usi ng the 
disjunctive word 'or' instead of the conjunctive word 'and' under the NBEEP. But, the writer argues that the word 
is mistaken under the BSP and agrees with the former reference as both government and private owned banks are 
operati ng and regulated by N BE together in the country. Thus, the word 'bank' refers to both government and 
pri vate owned banks operating in Ethiopia for the purpose of this study. 
340 Supra notes 10, 102, 12 1, 123 and 330 
)41 Requirements for Licensing and License Renewal of Banking Business Directive,2013, art.5.i , directive No. 
SBa 56 
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Lacking this key authority, NBE may not be effective in properly regulating banking business 

carried out by persons not licensed by it. The provision is not clear even if the court decides or 

NBE reports again on future business of persons undertaking banking business without license 

after the return of money and properties held by them. Therefore, the writer argues that NBE 

shall be clearly authorized and institutionally restructured to have a law enforcement 

department to order immediate and efficient return of such moneys or property to depositors 

or owners thereof by quasi-judicial role without the need to wait for court decisions for such 

action. The final order passed by NBE has also to be valid before court provided that it is 

made based on proven and admissible facts. This will result in amending the law and reform its 

institutional set-up to clearly authorize NBE to take such actions. 

A bank under formation ensures that its capital is fully subscribed and the minimum capital is 

fully paid up in cash and deposited in a bank in the name and to the account of the bank under 

formation. 35' Banks, at minimum, maintain capital to risk weighted assets ratio of 8% at all 

times. 355 Source of capital and finance is indicated and verified by NBE before granting 

license356 Issued shares are fully subscribed and, at minimum, one-fourth of the subscribed 

shares are fully paid in cash showing that the initial disbursement or subsequent injections of 

the paid up capital may not be paid-in assets other than cash. Capital contributions in kind may 

not be considered for the purposes offulfilling minimum required paid-Up capital and may not 

exceed 25% of paid up capital in excess of minimum required capital. 357 But, the law is not 

clear if it is possible that initial capital contributions by prospective shareholders be in the form 

of funds sourced from loan though it is practically prohibited by NBE.358 Foreign nationals or 

organizations fully or partially owned by foreign nationals are prohibited from opening banks 

lS3 Ict., art.3(5) 
354 Minimum Capital Requirement for Banks Directive, 2011 , art. 2.2 and 4, Directive No. SBB 50, see also supra 
note 4, artA (l(e and 1)). Note that there is a discrepancy between art.2.2 and 4 of the NBE directive concerning 
the minimum paid up capital to be paid by founding members of the applicant bank. The writer argues that both 
provisions are referring to the same requirement and the latter one is correct. Thus, it will be essential to show 
that former reference is mistaken and note an additional requirement imposed on founders. 
355 Id, artA.4, "risk-weighted assets ratio" refers to a bank's capital standard reflecting the riskiness of its loan 
portfolio i.e. a loss-absorbing capital a bank needs to sustain it through difficult markets which measures the 
amount of its assets adj usted for risk. 
356 Supra note 341 , art.5.2.11(i) 
357 Contribution in Kind Directive, 1995, art. 2.3, Directive No. SBB 3 
358 Supra note 18 
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source of funds to be used are submitted together with application for license342 Currently, the 

minimum paid up capital for banking business is Birr 500 Million regardless of scope and type 

of the intended banking business; and its source is verified by NBE. 343 However, banks are 

working to increase their paid up capital to 2 billion for next five years as part of their 2"d 

Growth and Transformation Plan and passed resolution as per NBE's instruction to increase 

their paid up capita!.344 Initial capital may not be paid in a fund borrowed; contributed in assets 

other than cash; and infected by sourcing problems related to money laundering or financing 

of terrorism?45Some applications were denied, during the transitory period of increment of 

minimum paid-up capital, due to under-capitalization and proposal quality problem346 NBE 

processes and issues a new banking business license to applicants within 90 days from the 

receipt of application to final disposition.347 

A person may not undertake a banking business and/or use the word ' bank' or its derivatives 

to other areas of business in Ethiopia unless licensed by NBE. 348 Three of my interviewees 

from BSD agreed that NBE has authority to take legal action against entities undertaking 

banking activities without license from il.349 There were incidents were banking businesses 

were carried out by persons not licensed by NSE but only inspected and instructed to stop 

such business by NBE without taking other legal action.35o These problems were related to 

persons providing digital banking services, clearing house operations, real estate business and 

"Equb" services provided by persons like "Gojo Equb" which had huge capital aiming at 

providing local and cross boundary financing services to its members.351 NBE is authorized to 

require and inspect, or cause to be inspected, all books, minutes, accounts, cash, securities, 

records, vouchers and other documents possessed or hold by such persons.352 However, it 

does not have authority to take direct legal action against those persons undertaking banking 

activities without license from it and hold money or other property obtained through such 

act other than lodging application to Federal High Court for ordering immediate and 

efficient return of such moneys or property to depositors or owners thereof.353 

342 Supra noles 10 and 330 
343 Supra noles 18, 131 and 338 
344 ibid 
)45 ibid 
346 ibid 
347 ibid 
348 Supra nole 4, art.3 (I and 2) 
349 Supra noles 18, 131 and 338 
350 Ibid. 
35 1 Supra note 18 
3S2 Supra nole 4, arU( 4) 
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or branch offices or subsidiaries of foreign banks or joint venture in Ethiopia or acquire shares 

of Ethiopian banks.359 

3.2 Bank Ownership 

Under banking business laws, company refers to a share company as defined under the 

Comm.C. where its capital is wholly owned by Ethiopians and organizations wholly owned by 

Ethiopian nationals; and registered under laws of, and having its head office in, Ethiopia.360 

There was a controversial issue in relation to non-Ethiopian national shareholders of Ethiopian 

origin.36lThey had been shareholders for a longer period since they acquired such shares either 

as foreign national of Ethiopian origin or as Ethiopian who later changed their nationality 

without surrendering their shares in Ethiopian banks.362 The case was latter referred to police 

for investigation which was also referred to prosecutors363 The FGE passed a decision, by 

recognizing the role of Ethiopian Diasporas, having yellow card, to the country's development 

by remitting Forex, to close the criminal charge files and explicitly investigate only intentional 

violent shareholders who will not surrender their shares on this grace period.364 Consequently, 

NBE issued controversial circulars defining indirect foreign national shareholders and 

guideline on surrendering procedure of such shares to Ethiopian nationals.365This guideline 

allowed these shareholders to surrender their shares at par-value where the difference between 

par-value and current market price will be deposited to FG treasury. 366 Such shareholders ' right 

to sell their shares in current market value was given to respective banks by such guideline and 

the revenue margin from such sales was unlawfully and unreasonably transferred to 

government.367 The writer opposes the NBE' s action which has unlawfully deprived the share­

holders property right. 

A person who holds directly or indirectly 2% or more of total subscribed capital of a bank is 

referred to as an influential shareholder.368 Bank's influential shareholders, directors, CEO and 

359 supra note 4, art.9 
360 supra note 4, art.2(5) and supra note I, art.2( 15) 
361 Supra notes 18, 13 1 and 338 
362 Ibid. 
J63 Ibid. 
364 Ibid. 
J6S Ibid. 
366 Ibid. 
367 Supra nole 131 
368 Ibid 
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SEOs are regarded as persons with significant influence in a bank.369Influential shareholder of 

a bank is prohibited from acquiring shares in other bank.370 Directors, CEO and SEOs ofa bank 

meet qualification, fitness and propriety criteria including: knowledge, experience and age for 

which influential shareholders are not required.371 But, influential shareholders meeting 

integrity and financial soundness requirements are approved by NBE.372 When such person 

fails to fulfill criteria, NBE takes legal actions like suspending the voting right, suspending or 

removing from positions of director, CEO or SEO.373 

Transfer of a share making a person influential shareholder is approved by NBE before such 

transfer is recorded in register of share as per the relevant NBE directives .374 A person, other 

than FGE, is prohibited from holding more than 5% of a bank's total subscribed shares either 

on his own or jointly with his spouse or with a person who is below the age of 18 who is related 

to him by consanguinity to the first degree.375 Non-bank financial, related parties and non­

financial firms own voting shares in banks only up to 5%.376 However, the law has not clearly 

set limits on shares to be held by RGs in banks though seemingly FG has decided on affairs of 

autonomous RGs by reserving its right to hold unlimited shares in a bank but limiting RGs' 

shares to 5%. My interviewees agreed that RGs' shareholding right is cleanly limited to 5% 

and that is practiced.377 

The number of shares that may be held in a bank by a company, becoming indirect shareholder, 

partially or fully owned by persons who have shares in the bank, direct shareholders, is set to 

be determined by NBE.378 But, NBE has not issued a directive to determine it yet and the 

banking sector lacks legal and institutional framework in this regard. My interviewees agree 

that there is problem in relation to regulation and supervi sion of banks due to hidden challenge 

of indirect shareholders in exercising voting right resulting to directorship and managerial 

369 Supra note 4, art.2( 1!) and Requirements for persons with signif1cant influence in banks Directive ,20 12, 
art.2.6 and 2. 10, Directive No. SBB 54 
370 supra note 4, art. I 1(5) 
37 1 Supra note 18 
372 Supra note 4, art.4 (l(g and h» and Requirements for persons with significant influence in banks Directive, 
20 12, art.2 .6 and 2. 10, directive No. SBB 54 
]73 Requirements for persons with significant influence in banks Directive, 2012, art.6.1 and 6.2, Directive No. 
SBB 54 
374 Supra notes 18, 131 and 338, see also supra note 4, art. 10(3) 
37S supra note 4, art. I I ( I) 
376 Ibid, see also Supra notes 18, 131 and 338 
317 Supra notes 18, 131 and 338 
318 supra nole 4, art. I 1(3) 
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control 379 There were cases, example, related to "Star Business Group" and others who had 

been difficult challenge to the banking sector by controlling voting and managerial rights 

shifting directions of their bank' s credit portfolio to related parties due to their indirect 

shareholding380 This hinders NBE from identifying beneficial owner i.e. any natural person 

who ultimately owns or controls a customer or an account, person on whose behalf a transaction 

is being conducted, or person who ultimately exercises effective control over legal person or 

arrangement.38 1 Generally, requirements for evaluation / approval of bank shareholders with 

significant influence include: minimum level of education, financial and/or banking related 

experience, financial capacity to support bank capital, no criminal record, no bankruptcy record 

and lack of conflict of interest.382 

NBE may oppose the ultimate (beneficial) owner who failed to fulfill minimum requirements 

during ownership assessment and require him to be publicly disclosed. 383 However, NBE has 

not determined to what extent related parties like business associates can hold shares in bank 

unlike to the case of spouse or a person who is below the age of 18 related to him by 

consanguinity to first degree.384 Related party to a bank refers to a shareholder, director, CEO, 

or senior officer of that bank and/or spouse or related to first degree of consanguinity or affinity 

of such persons; and partnership, common enterprise, private limited company, share company, 

joint venture, corporation, or senior officer of a bank and/or spouse or related to first degree of 

consanguinity or affinity of such persons has business interest as shareholder, director, CEO, 

or senior officer, owner or partner. 385 Shareholders of a bank holdings 2% or more of its 

subscribed capital are treated as related party and subjected to provisions of law governing 

related parties to such bank.386 Banks are responsible to identify such related parties as per the 

law and practice.387 

379 Supra notes 18, 131 and 338 
380 Supra note 131 
381 AMLCFTP ,2013, art.2( 18), proc. no.780, year 19, no. 25 
38'Supranotes 18, 131 and 338 
383 Ibid 
384 Ibid 
385 Credit exposure to single borrowers and related cQunterparties, Directive 20 12, art.3. 7, Directive No. SSB 53 
386 Id., art.8 
387 Jd. , art.9, see also Supra notes 18, 131 and 338 
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3.3 Regulatory Capital Adequacy Regime 

Basel I regulatory capital adequacy regime is adopted by NBE and every bank discharges its 

obligations on solo basis at ind ividual bank level. 388 Risks of credit, market, operational and 

liquidity are covered by current regulatory minimum cap ital requirements where minimum 

required ri sk-based regulatory capital ratio is uniformly 8% since 2014 as set under Basel 1. 389 

In 2014-2016, actual risk-based capital ratio and actual Tier I capital ratio of banking system 

was respective ly 15 .55%, 14.67% and 14.65%.390 NBE has authority to require additional 

cap ital that is over-and-above this minimum required capital for individual banks when its risk 

exposure is high, and require banks to perform an internal assessment of their capital adequacy 

against their economic capital .391 It also reviews internal assessments performed by banks.392 

NBE had plan to move to Basel II framework during the introduction of Business Process Re­

engineering (BPR) in 20 I 0, though not yet implemented and target calendar year of adoption 

is not revealed.393 

Banks operating in Ethiopia open two separate Birr accounts (i.e. reserve, and payment and 

settlement accounts) with NBE.394 Reserve account is exclusively used to maintain reserve 

balance from which a bank may not withdraw any money before prior approval of NBE 

whereas payment and settlement account is used to carry out all day to day transactions of a 

bank through NBE.395 Banks maintain, all times, in their reserve account 5% of all Birr and 

Forex deposit liabilities held in the form of demand (current) deposits, saving depos its and time 

deposits.396 In computing balance of total deposits for reserve purposes, cash items in process 

of collection, if included under deposits, are deducted there from; which are not acceptable as 

reserve by NBE until credited to the reserve account; and reserve requirement is computed on 

net deposit balance i.e. excluding cash items in process of collection and shown at the end of 

each reporting week. 397 Deficiencies in reserve balance are subject to penalty assessed at a 

price twice the current average rate of interest on loans and advances charged by banks 

388 Supra notes 18, 131 and 338 
389 Ibid 
390 Ibid 
391 Supra note 4, art. 18(2), see also Supra notes 
392 Ibid 
393 Ibid 
394 Reserve requirement (6th replacement) Directi ve, 20 13, art.2, Directi ve No. SBB 55, 
30S Id., art.2. I(a and b) and 2.2, see also Supra note 129 
396 Id., art.3 , see also Supra note 129 
397 Id., art.4(4.1- 4.3), see also Supra note 129 
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computed on the amount of deficiency in reserve and multiplied by number of days over which 

the reserve account remained deficient.398 

3.4 Banking Activities 

Banking Business includes activities of: receiving funds fTom public through authorized means 

by NBE; using such funds, for account and at risk of a banker, for loans or investments in 

manner acceptable by NBE; buying and selling of gold and silver bullion and Forex; transfer 

of funds to other local and foreign persons on behalf of banks themselves or their customers; 

discounting and negotiation of promissory notes, drafts, bills of exchange and other evidence 

of debt; and any other activity recognized as customary banking business by NBE. 399 Dealing 

in securities is business of buying and selling of equity and debt securities for own account 

whether through broker or otherwise to make profit fTom trading.40o The BBP seems to allow 

banks to engage in securities activities as banking business but not clear if full range or less 

than fu~1 range of these activities can be conducted directly in banks or in subsidiaries, or in 

another part of common holding or parent company. However, banks are prohibited, under 

NBE Directive, from dealing in securities save to the exception allowing them to deal with 

NBE, FG and, securities fully and unconditionally backed by FG, and prov ide brokerage 

services to its customers acting as their agent. 401 The writer argues that banks need to be 

allowed to engage in full rage in securities as primary dealers like other banking activities as 

per the BBP and other fTameworks inevitable for securities regulation. 

Banks are not allowed to engage in insurance activities either in full or less than full range of 

activities directly or through subsidiaries, or in another part of a common holding or parent 

company except holding equity shares not exceeding 5% of a single insurance company's 

subscribed capital.402 Banks are also prohibited from engaging in non-banking business save 

to interest fTee banking services, hold equity interest in financial infrastructures and hold up to 

10% equity s hares in single non-banking business other than in su rance. 403 

398 Id., art.S(S.I- 5.3), see also Supra note 129 
399 Supra note 4, art.2 (2), see supra note I, art. 2(2) and Supra notes 18, 131 and 338 
400 Supra note 194, see also Supra notes 18, 13 1 and 338 
401 Id., art. 4.8 and 6.3, see also Supra notes 18, 131 and 338 
402 Id., art.4. 1, see also Supra notes 18, 131 and 338 
403 Id., art.4.3 and 4.4, see also Supra notes 18, 13 1 and 338 
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Financial infrastructures are set of institutions or system enabling effective operation of 

financial intermediaries including payment and settlement systems, credit information 

bureaus, collateral registers and other financial service systems determined by NBE.404 

Banks may invest up to 10% of their net worth in real estate acquisition and development 

business, except for its own business premise, up on NBE's approval.405 However, a bank's 

aggregate equity investment in all non-banking businesses including insurance companies may 

not exceed 10% of its net worth. 406 Furthermore, banks may have equity participation in any 

FI other than insurance companies not exceeding 5% of single Fl's subscribed capital at 

subject to prior approval of the NBE.407 

3.5 External Auditing Requirements 

Banks appoint a professional and independent external auditor subject to NBE's approval as 

every company limited by shares is required to elect one or more auditors and one or more 

assistant auditors through general meeting. 408 Banks ' external auditor has to obtain 

professional certification or pass specific exam to qualify as such; register with an appropriate 

public and/or professional body; have minimum required bank auditing experience; and its 

qualification approved or reviewed by NBE on the basis of pre-defined list of approved auditors 

or by providing written approval.409 When banks fail to appoint external auditor, NBE may 

appoint it though practically banks appoint almost in cooperation with NBE.410 A person is 

not qualified for appointment as an external auditor of bank if he is a shareholder, founder, 

contributor in kind, beneficiary holding special benefits, bank's director or one of its 

subsidiaries or He, its employee receiving salary or periodical remuneration in connection with 

duties other than auditing from it or is firm of auditors of which any partner or staff member 

falls within these categories ofpersons4 11 NBE screens out qualification of such persons before 

approval and, during on-site examination and of-site surveillance throughout their term.412 

404 Id., art. 2.4, see also Supra notes 18, 131 and 338 
.. , Id., artA.7, see also Supra notes 18, 131 and 338 
406 Id ., artA.6, see also Supra notes 18, 131 and 338 
407 Id ., art.4.9, see also Supra notes 18, 131 and 338 
408 COMM.C., 1960, art.368, proc.no.166, year 19, no.3, see also supra note 14, ar1.24, and Supra notes 18, 131 
and 338 
409 Supra note 338 
41 0 Supra note 4, art.24(4), see also Supra notes 18, 13 1 and 338 
411 Supra note 4, art.24(2), see also Supra note 408, art.370(l) and Supra notes 18, 131 and 338 
412 Supra notes 18, 131 and 338 
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NBE issued directive on the minimum professional experience and knowledge of banks' 

external auditors.4J3 Banks confirm that their auditor is properly assessed prior to appointment 

and declare, in their view, that the auditor complies with all legal requirements backed by 

auditors' declaration stating that it is qualified; itself and its partners or associates do not 

operate an account or have not been granted any type of facilities in the bank except in normal 

course of business and at an arm 's length; they do not represent directly or indirectly interest 

of shareholders or directors of the bank in any business venture; and its partners do not have 

any business association with those shareholders or directors'14 Once approved by NBE, if the 

bank removes such auditor for whatever reason, reasons for such removal is immediately 

submitted to NBE by the concerned bank.4l s 

Auditors elected by meeting of subscribers hold office until first annual general meeting and 

those elected by annual general meeting hold office for three years.416 However, NBE 

determines tenure of external auditors appointed to perform audits of banks by directive and in 

thi s absence auditor holds office until next annual general meeting of bank shareholders and if 

it terminates service before term of office, the bank forthwith notify such fact to NBE.417 But, 

banking laws fail to stipulate mandatory rotation requirements i.e. limits on the number of 

consecutive years audited and possibility of reelection) in place for lead auditor 

(cngagcmcnt/concurring partner) and the auditing firm itself.418 Exlernal auditor is required to 

report its audit findings and conclusions to bank shareholders and NBE, and not to operate an 

account with, or be granted any type of loan, advance or facility from, that bank except in 

normal course of business and at an arm's length basis.419 NBE is authorized to determine depth 

and coverage of audit to be performed by external auditors by directive and it continuously 

performs during supervision.42o Auditors conduct their audits in accordance with lAS 421 No 

auditor is appointed as director or manager of a bank, which they audit, and its subsidiaries or 

its He within three years from date of services termination.422 

413 Supra note 4, art.24(3), see also Supra notes 18, 131 and 338 
414 Approval of appointment of an independent auditor for banks Directive, 1996, art. 3.2, Directive No. SBS 
19, see also Supra notes 18, 131 and 338 
41 S Id., art.3.5, see also Supra notes 18, 131 and 338 
41 6 Supra note 408, art. 369( 1-2), see also Supra notes 18, 131 and 338 
m Supra note 4, art. 24( 1-3), see also Supra notes 18, 131 and 338 
418 Supra notes 18, 13 1 and 338 
41 9 Id. , art.26(1 and 3), see also Supra notes 18, 131 and 338 
420 Id., art.26(2), see also Supra notes 18, 131 and 338 
421 Id. , art.26(1 ), see also Supra notes 18, 131 and 338 
422 Supra note 408, art.370(2), see also Supra notes 18, 131 and 338 
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Auditors submit to NBE complete audit report including audit findings and recommendations, 

within time limit set by law, and if the report is not satisfactory, NBE orders second audit or 

require prompt appointment of new auditor who makes an independent audit.423 However, in 

cases where NBE identifies that the bank has received inadequate audit, it takes actions against 

the bank and its external auditor, and the external auditor is subjected to independent oversight 

by NBE'24 Audit reports on FS of banks are publicly disclosed together with these FS.425 Bank 

superv isors receive complete audit report, including audit findings and recommendations on 

the FS, auditor's letter to bank management and other communications made with a bank 's 

audit committee.426 Auditors are strictly required to immediately report matters to NBE and 

other concerned bodies when they intend to issue qualified opinions on accounts of a bank 

they are auditing; and in course of performance of auditing duties, when it finds out: a 

serious breach of, or non-compliance with, provisions of banking lother laws ; criminal 

offence involving fraud or other dishonesty has been committed by the bank or any of its 

directors or employees; losses have been occurred which reduce total capital of a bank 

by 25% or more; serious irregularities occurred jeopardizing a bank' s ability to 

continue conducting its business or security of its depositors or creditors; or any other grave 

irregularities or offences occurred. 427 

NBE calls at any time banks ' external auditors to discuss issues related to a bank being 

audited.428 Generally, auditors directly communicate with NBE on any presumed involvement 

of MBoDs or senior managers in illicit activities, fraud, or insider abuse and to promptly 

inform NBE when they identify other information that could affect safety and soundness of a 

bank.'29 Auditors also inform BoDs of irregularities or breaches of legal or statutory 

requirements and, where the irregularities or breaches are grave they also inform the general 

meeting and to public prosecutor of any matters which would appear to disclose the 

commission of an offenceYo 

423 Supra note 4, art. 27(2 and 3), see also Supra notes 18, 13 1 and 338 
424 Supra notes 18, 131 and 338 
42S Supra notes 18, 13 1 and 338 
426 Supra notes 18, 131 and 338 
427 Supra note 4, art.27(4(a-e)), see also Supra notes 18, 131 and 338 
428 Id. , art.27(5) , see also Supra notes 18, 131 and 338 
429 Supra notes 18, 13 1 and 338 
430 Supra note 408, art.376 (1-2) 
431 Supr.notes 18,131 and338 
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NBE does not delegate any of its supervisory tasks to external auditors save to accepted audit 

findings by N BE to avo id reduplication of efforts.431 There were two banks audited by one 

external auditor from among the top ten banks in Ethiopia where NBE examined their auditing 

functions through oversight, direct communication with and prompt report concerning matters 

that affect banks' safety and soundness.432 

3.6 Bank Governance 

NBE issued directive concerning BoDs': qualification and competency; minimum number; 

duties, responsibilities and good CG; maximum number of service years and conditions for re­

election; maximum remuneration; and maximum number of employees who may serve as 

members.433 But, there is no legal and institutional framework, practical requirement set for the 

structure of remuneration packages of senior management and disclosure requirements 

thereto.434 

There is scattered and non-comprehensive bank governance framework for banks including 

CG directive that explicitly addresses some areas in governance of banks. 435 Estab lishment and 

requirements of board nomination committee, various board sub-committees includ ing audit 

committee, risk and compliance committee and HRM committees are covered.136 Persons with 

significant influence fulfill fit and proper criteria and their appointment or shareholding is 

subject to NBE's approval.437 Only shareholders are governing banks where no framework is 

set for independent BoDs and their participation in various committees.438 However, the need 

for independent superv isory board is being considered under amendment process of 

Comm .C.by which every bank will be required, at least, to have one independent supervisory 

board member439 Currently corporate bodies are serving as directors, but only physical persons 

serve as chairperson of BoDs.440 CEO of a bank is employee of the bank and may not be 

MBoDs.441 

432 Supra notes 18,131 and 338 
433 Supra note 4, art. 14(4(a-f), see also Supra notes 18, 13 1 and 338 
434 Supra notes 18, 131 and 338 
43S Supra notes 18, 131 and 338 
436 Bank CO Directive, 20 15, Art.I0.4 .1 0 and art .6.1.4, Directive No. SBB 62, Supra notes 18, 131 and 338 
437 supra note 373, art.4, see also Supra notes 18, 131 and 338 
438 Supra note 408, art.347( I), see also Supra notes 18, 13 1 and 338 
439 Supra notes 18, 13 1 and 338 
440 Supra note 408, art.347(4), see also Supra notes 18, 131 and 338 
441 Id. , al1 .348(4), see also Supra notes 18, 13 1 and 338 
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NBE issued directive to govern credit exposure to single and related counter parties to insure 

that banks have sufficiently diversified their credit risks to minimize losses due to failure of 

single or related counter party to repay loans442 Related party to a bank refers to shareholder, 

director, CEO, or senior officer of that bank and/or their spouse or relative to first degree of 

consanguinity or affinity or partnership, common enterprise, private limited company, Share 

Company, joint venture, corporation, or any other business in which these persons have 

business interest in either of these positions.443 CG directive lists related parties in a similar 

way but business interest exists when either of the persons owns 10% or more interest as 

shareholder or serves as director, CEO, or SEO. 444 Thus, regulatory definitions of related 

parties include significant/controlling shareholders, board directors, CEO, or senior officer of 

bank, their respective relatives including spouses, and their business interests and relatives.445 

Regulatory exposure limit, as percentage of a bank's regulatory capital , on related party 

exposures and aggregate sum of loans or advances extended or permitted to be outstanding, 

directly or indirectly to one related party or all related parties that, at anyone time, may not 

exceed 15% and 35% of the total capital of the bank respectively:46 

For the purpose of asset classification and governance, bank means, excluding government 

owned banks, a bank licensed by NBE and engaged mainly in deposit mobilization, short 

term commercial lending and international banking by excluding institutions established 

mainly to engage in medium and long term project financing to promote development in 

industrial, agricultural, construction, services, commercial or other economic sectors: 47 

Consequently, bank governance rules and requirements are not currently applicable to banks 

not licensed by NBE and banks established for a specific purpose. However, the writer 

believes that rules and requirements on bank governance must apply uniformly to all banks 

regardless of scope of their business including state banks. NBE exercises approval authority 

with respect to appointment of any director, CEO or SEO of a bank during licensing or at any 

other time and such appointment is not valid without NBE' s written approval.448 

442 credit exposures to single and counter parties Directive, 2012. art.2, Directive No. SBS 53 
443 Id., art.3.? 
... Supra nole 436, arl2. 11.1 and arl.2. 11.2, see also Supra noles 18, 131 and 338 
445 Ibid. 
446 Supra nole 442, art.6.2 and 6.3, see also Supra noles 18, 131 and 338 
447 Supra note 442, art.3.4. But, see lhe definilion oflhe term ' bank' under arts.2 (3) and 2( 1) of lhe NBEEP (as 
amended) and SSP proclamations. The writer agrees with these definitions and believes that the directive should 
comply with these parent laws and the NBE shall extend its governance to government owned Banks in addition 
to those licensed by it in a similar way. 
448 supra note 4, art. 14(2), see also Supra noles 18, 13 1 and 338 
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A person who served as director, CEO or SEO or otherwise directly or indirectly participated 

in management of any bank, wound up anywhere, may act as director, CEO or SEO or 

otherwise be directly or indirectly participate in management of a bank only after prior approval 

ofNBE.449 A person who has been convicted of any offence involving breach of trust or fraud, 

anywhere, may not be bank's director or employee; director or CEO of FI may not, at same 

time, serve as MBoDs; business entity in which a bank's director or CEO has 10% or more 

equity interest may not serve as MBoDs; and no bank employee serves as chairperson of 

MBoDs of that bank or director of any other bank.45o 

But, NBE prohibits bank employees, permanent or temporary, from sitting on board of any 

bank.451 Director or CEO or SEO or other person who participates, directly or indirectly, in a 

bank's management ceases his service therein when: he or the bank has instituted bankruptcy 

proceedings or declared bankrupt; or his or the bank's assets have been sequestrated because 

of bankruptcy or foreclosed by a bank because offailure to repay loan granted by the bank; or 

he is convicted of default on repayments of bank or other credits or tax payment; or he or the 

bank carries non-performing loans from any bank; or he fails to fulfill any qualification of 

competency requirement set by NBE.452 NBE suspends or removes director, CEO or SEO of a 

bank when it believes that there is sufficient cause.453 Failure to comply with prohibitions and 

cessation of services as director, CEO or SEO or in any managerial position ofa bank on one's 

own initiative; and an action of that person went detrimental, in NBE's opinion, to stability or 

soundness of the financial sector, economy or public interest suffices sufficient reason for 

removal or suspension.454 

Where the number of directors fall below the minimum prescribed by law due to action of 

removal by NBE, it immediately assumes powers of BoDs and, within 30 days, calls meeting 

of shareholders for directors to be elected to replace them.455 But, where CEO or SEO ofa bank 

449 Id. , art. I 5(2), see also Supra notes 18, 13 1 and 338 
450 Id. , art.15( I ,3 and 4), see also Supra notes 18, 13 1 and 338 
451 Limits on board remuneration and no. of employees who sit on a bank's board Directive, 20 16, art.5, directive 
No. SBS 63, see also Supra notes 18, 131 and 338. But the writer agrees that this prohibitive provision contravenes 
with the prohibition of a staff from being chairperson of the BoDs of the bank employed in under the BBP, and 
prohibiting that employee, going out of scope of prohibition under its parent law, from being member of BoDs of 
his bank is not lawful. 
452 Id., art.16(1-4), see also Supra notes 18, 131 and 338 
453 Id. , art. 17( I), see also Supra notes 18, 13 1 and 338 
454 Id. , art.17(2(a and b)), see also Supra notes 18, 131 and 338 

45' Id. , art. I 7(3), see also Supra notes 18, 131 and 338 
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is removed by NBE in similar manner, BoDs of that bank fills vacant post immediately with 

person who fulfills required competency criteria. 456 NBE takes regulatory action when it 

considers that remuneration or compensation is excessive and limits maximum remuneration 

of directors. 457 However, there is no framework setting limit on and used to evaluate 

remuneration or compensation of managers, officers and staffs as part of supervisory process 

to ensure that banks are not leading to excessive risk-taking.458 Board remuneration includes 

board compensation (i.e. any payment other than allowance payable, in cash or other, to 

director from a bank 's net worth), and allowance (i.e. amount of money payable in kind or in 

cash from any account of a bank to a director to cover incidental costs related to their board 

membership) paid to each MBoDs.459 Accordingly, MBoDs may earn up to maximum of 

Ethiopian Birr 100,000 annual board compensation and 4000 monthly board allowances, and 

no other payment, in any mode, may be made.460 

3.7 Liquidity & Diversification Requirements 

3.7.1 Risk Concentrations 

There is regulatory exposure limit, as percentage of a bank's regulatory capital, on related, 

single unrelated party, exposures and aggregate sum of loans or advances extended or permitted 

to be outstanding, directly or indirectly to one related party or all related parties at anyone 

time, or anyone person not related to the bank at no time, may not exceed 15%, 35% and 25% 

ofthe bank's total capital respectively.461 Banks are also limited from extending loans to related 

parties on preferential terms with respect to conditions, interest rates and repayment periods 

other than terms and conditions normally applied to other borrowers; and NBE prohibits banks 

from extending any loan or advance to any person on sufficient ground.462 

'56 Id., art. 1 7(4), see also Supra notes 18, 131 and 338 
457 Id. , art. 14 (4( e» , note that the writer argues that the NBE needs to be authorized even to limit the remuneration 
of senior managers and other employees ora bank and evaluate its reasonability as part of its supervisory process 
in a similar way. But, also note that the NSE's authority needs to be limited to the extent that the remuneration is 
going to be excessive in line with the business process in the banking business and ensuring that it may lead the 
bank to excessive risk-taking. 
45' Supranotes 18, 13 1 and 338 
45' Supra note 442, art.2(2.2, 2.3 and 2.6), see also Supra notes 18, 131 and 338 
460 Id., art.4(I, 2 and 3), see also Supra notes 18, 13 I and 338 
461 Supra note 442, art.6. 1- 6.3, see also Supra notes 18, 13 I and 338 

46' Id., art.6.4 and 6.5, see also Supra notes 18, 13 I and 338 
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Loans fully secured by cash collateral i.e.( credit balances on accounts in books of lending bank 

over which customers have given it formal letter of cession and the bank at its discretion has 

transferred from the customer's accounts to specific or general cash collateral account(s) or 

blocked it) ; and loans fully secured by cash substitutes (i.e. security issued by FGE; 

unconditional obligation or guaranty issued in writing by FGE or domestic FI, where the 

beneficiary bank maintains current written and well documented evaluation evidencing that the 

Fl is financially sound and capable of honoring the guaranty on demand with respect to 

repayment of both principal and interest, or specific amount, and the lending bank has not been 

advised of any determination by the guarantor to deny payment under terms of the obligation; 

and unconditional obligation or guaranty issued in writing by foreign bank with an "A" or 

above rating by standard and poor's corporation, Moody's investor services, or any other 

international rating agency acceptable to NBE in their latest rating) are exempted from 

exposure limit set under this law.463 

With regard to asset diversification, loan, advance or extension of any credit to one or more 

borrowers in categories of: (I) corporation, share company, public enterprise or any business 

entity and its majority owned subsidiaries (i.e. subsidiary controlled by business entity holding 

over 50% of its capita l); (2) one or more private limited companies and individuals who fully 

own or are majority owners uf such company, and/or their spouses and/or relatives in the first 

degree of consanguinity or affinity, businesses which have majority ownership in such 

companies; (3) partnership or joint venture and its general or limited liability partners or 

participants in the venture; and (4) common enterprise and the participants there in who borrow 

for that enterprise must be combined and subjected to limit to one borrower.464 But, NBE lacks 

regulatory frameworks or supervisory guidelines regarding asset diversification and on whether 

banks can advance loans abroad 465 

3.7.2 Regulatory Liquidity Requirements 

There are rules and requirements concerning banks' liquidity management of Forex, central 

bank reserve and/or deposit requirements, regulatory minimum ratio on liquid assets (e.g. as 

463 Id. , art.3. I, 3.2 and 7, see also Supra notes 18, 131 and 338 
464 Id., art.3.5, 5.2 and 5.2(a-c), 5.3-5.5, see also Supra notes 18, 13 1 and 338 

465 Supra notes 18, 131 and 338 
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percentage of total balance sheet or deposit base) and maturity mismatches.466 Banks maintain 

adequate liquid assets, cash reserve balance with NBE and transfer to their legal reserve 

account sum of not less than 25% of their net profit at the end of each financial year.467 When 

a bank's legal reserve account equals its capital, amount to be transferred to legal reserve 

account is 10% of its annual net profil,468 

Banks have developed their own liquidity management policies, at minimum, covering: MIS; 

stress testing/scenario analysis; maturity gap analysis; cash flow projections; diversification of 

funding sources; limits on net cumulative funding mismatch; internal controls; contingency 

fund planning including stress testing; and major currencies. 469 They also have established 

Asset and Liability Management Committee (ALCO) to manage their assets, liabilities and off­

balance sheet items to fully meet a bank's contractual commitments.470 Banks maintain liquid 

assets not less than 15% of their net current liabilities i.e. minimum regulatory liquidity 

requirement, and they grant no new or additional loan or credit accommodation to any person 

without NBE's prior written approval during shortage of this liquid assel,471 Bank liquid assets 

include, when accepted by NBE, cash deposits with NBE, and other local and foreign banks; 

other assets readily convertible into cash expressed and payable in Birr or Forex; deposits held 

in and securities issued by Organization for Economic Cooperation and Development (OECD) 

member countries' currencies or in other currencies approved by NBE and payable by their 

banks; and other assets declared to be liquid by NBE472 Banks hold reserves in Forex or other 

Forex-denominated instruments (i.e. retention of 15% of their Forex) in order to fulfill their 

liquidity requirements.473 

466 Supra note 168, see also Supra notes 18, 131 and 338 
461 supra note 4, art.20( I and 3) and 19( I), see also Supra notes 18, 131 and 338 
468 Legal Reserve Directive, 1995, art.2.2, Directive No. SSB 4, see also Supra notes 18, 131 and 338 
469 Id. , artA.2, see also Supra notes 18, 13 J and 338 
470 Id. , artA.l, see also Supra notes 18, 13 1 and 338 
411 Id. , art.4.3 and 5, see also Supra notes 18, 131 and 338 
412 supra note 4, art.20(2(a-d)), see also Supra notes 18, 131 and 338 
413 Supra notes 18, 131 and 338 
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3.8 Asset Classification, Provisioning and Write-offs 

3.B.1 Asset Classification 

Five categories of banks' asset classifications are pass, special mention, substandard, doubtful 

and lossY' Banks mainly engaged in medium and long term project finance business, with 

purpose of promoting development in industrial, agricultural, construction, serv ices, 

commercial or other economic sectors are covered by this framework.475 Medium and long 

term loans are loans with original repayment/maturity period of 2 years or more and all loans 

with less than 2 years repayment period are short term loans. '76 Loans held by a bank are 

accounted and categorized as per these classification requirements and in recording loans or 

advances not subjected to such requirements i.e. short term loans require written request from 

a bank to NBE for confirmation of proper application of these requirements.477 With respect to 

their medium and long term loans and advances; and upon special confirmation for short term 

loans and advances made to borrower including government, banks comply with this 

framework and NBE accordingly makes on-site examination and off-site surveillance. 478 

Specific borrowers like government and/or state-owned enterprises are not especially classified 

at or above certain category though it is true that governments and government guaranteed 

enterprises are presumed as accrued borrowers.'79 All non-performing, except well secured, 

loans are placed on non-accrual status, and well secured loans are loans secured by cash 

collateral or cash substitutes sufficient, including proper documentation evidencing a bank 's 

claim on the collateral , to repay full (principal plus accrued interest) debt. '8o 

Loan under 'pass' category is not subjected to any criticism because they are fully protected 

by current financial and paying capacity ofborrower.481 However, short and, med ium and long 

474 Asset Classification and Provisioning for Development Institutions Directive, 2012, art.?, Directive No. SBS 
52, see also Supra notes 18, 131 and 338 
41' Id., art.4.4, see also Supra notes 18, 131 and 338 
476 Id. , artA.6 and 4.14, see also Supra notes 18, 13 t and 338. Note that the writer uses the word 'bank' instead 
of 'development finance institution' used under this directive to refer 'Banks' being involved in medium and long­
term financing as a development finance institution. 
477 Id ., art.13, see also Supra notes 18, 131 and 338 
478 Supra notes 18, 13 1 and 338 
419 Supra notes 18, 13 1 and 338 
480 Supra note 474 art.6. 1 and 4.17, see also Supra notes IS, 131 and 33S. Please see to the definition for cash 
collateral or substitute under this note. But, the definition under this NBE directive includes other liquid and 
read ily marketable securities approved in writing by NBE and held in the vau lts of development FI in addition to 
the elements given under the above-mentioned note (Supra note 474 artA.3 .4). 
481 Id. , art.7. I.I, see al,o Supra notes 18, 131 and 338 
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term loans respectively past due for less than 30 and 180 days, and any loan, or portion thereof 

fully secured, principal and interest, by cash or cash substitutes, regardless of past due status 

or other adverse credit factors may be classified under this category.482 Whereas short and, 

medium and long-term loans respectively past due 30 days or more but less than 90 days, and 

6 months or more, but less than 12 months are, at minimum, classified under 'special mention ' 

category of 10ans.483 Short and, medium and long-term loans respectively past due 90 days or 

more, but less than 180 days, and 12 months or more, but less than 18 months are, at minimum, 

classified under 'substandard ' category ofloans.484 

Renegotiated non-performing loans are also categorized as 'substandard ', unless equivalent of 

all past due interest is paid by the borrower in cash during renegotiation, where, in case of loans 

with monthly or quarterly installment repayments, at least, 3 consecutive repayment; in case of 

loans with semi-annual installment repayment, at least, 2 consecutive repayments; and in case 

ofloans with annual installment repayments, at least, I repayment, are made by such borrower 

consistently and timely in accordance with restructured terms of loan .485 Banks upgrade 

classification of loan or advance immediately once restructured.486 When a bank has multiple 

outstanding loans to single borrower and one loan or advance meets criteria for non-performing 

and non-accrual status, the bank prepares a current written evaluation of borrower's credit 

worthiness evidencing that repayment prospects for other loans are reasonably assured, and if 

repayment prospects for other loans are questionable or uncertain, all such loans are, at 

minimum, classified as ' substandard ' and placed in non-accrual status regardless of asset 

classification requirements set by NBE.487 ' Doubtful ' category of loans is comprised of short 

and, medium and long term loans respectively past due 180 days or more, but less than 360 

days, and 18 months or more, but less than 3 years.488 

'Loss' category of loans is comprised of short and, medium and long-term loans respectively 

past due 360 days or more, and 3 years or more.489 Bank may not reschedule, restructure or 

renegotiate short term loan to a borrower for more than 3 times, and before it collects in cash 

482 Id. , art. 7.1.1 (a·c), see also Supra notes 18, 131 and 338 
483 Id. , art.7. 1.2(a and b), see also Supra notes 18, 131 and 338 
484 Id. , art. 7.I.3(a and b), see also Supra notes 18, 131 and 338 
48S Id., art.7. 1.6(a - c), see also Supra notes 18, 131 and 338 
486 Supra notes 18, 131 and 338 
487 Supra note 474 art. 7. I. 7 and 6.5, see also Supra notes 18, 13 I and 338 
488 Id. , art.7. 1.4(a and b), see also Supra notes 18, 131 and 338 
489 Id., art.7. J.5(a and b), see also Supra notes 18, 13 I and 338 

67 



full amount of interest in arrears, and minimum of 25% or 50% of outstanding principal if 

respectively made for seco nd and third tim e.490 NBE subject s loan s to more severe 

classifications if there is: (I) significant departure from primary source of repayment; (2) 

repayment terms which are too liberal or inconsistent with purpose and nature of the loan or 

advance and/or collateral held; (3) delinquencies which have been technically cured by 

modifying repayment terms, refinancing or renewing the loan or advancing additional funds 

for the purpose of meeting repayment requirements on existing loan or advance. 491 

Criteria taken into account to classify loans and advances as 'non-performing' include: 

significant financial difficulty of borrower and deterioration in its creditworthiness, breach of 

contract (e.g. default or delinquency in interest or principal payments), restructuring (i.e. 

concession granted, for economic or legal reasons relating to borrower's financial difficulty, 

that lender can ' t otherwise consider), borrower bankruptcy or other financial reorganization, 

days past due status and existence of collateral, guarantees and/or other credit securities. 492 

'Non-performing' loans are loans whose credit quality has been deteriorated to put the full 

collection of principal and/or interest of such loan or advance, as per the contractual repayment 

terms, in question.493 Short term loans, and medium and long term loans whose principal and/or 

interest is due and uncollected, respectively, for 90 consecutive days or more, and for 12 

consecutive months or more beyond scheduled paymenl dale or maturity; and entire principal 

balance of loans outstanding exhibiting such situation are considered as ' non-performing' 

loans.494 Accrued but uncollected interest on loans is properly accounted for and 

interest/principal entered in bank's income statement, though unpaid, while the loan is 

class ified as non-performing.495 

3.8.2 Provisioning of Classified Loans 

Banks timely and adequately provision to ' provisions for loan losses account' as means to 

ensure disclosed capital and earnings performance are accurately stated. 4% Banks maintain 

minimum provision percentages of 1%, 3%, 20%, 65% and 100% respectivel y against 

outstanding principal amount of (short, medium and long term) loans or advances classified as 

pass, specia l m e nti o n, substandard, doubtful and 10ss.497 

490 Id., art. 7. 1.8 and 7 .1.9(a and b), see also Supra notes 18, 131 and 338 
491 Id. , art.7.2, see also Supra notes 18, 13 1 and 338 
492 Supra notes 18, 131 and 338 
493 Supra note 474 arI.4.9, see also Supra notes 18, 131 and 338 
4 .. Id., art.4. I0( 4.10.1- 4.1 0.3), see also Supra notes 18, 131 and 338 
495 Id. , art.3.3, see also Supra notes 18, 131 and 338 
496 Id., art.3.4, see also Supra notes 18, 131 and 338 
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These minimum provision percentages are applicable against total outstanding principal 

balance, not against amount of past due payments, for each loan or advance or portion thereof, 

classified regardless of whether the loan or advance is analyzed and provided for individually 

or as part of group.498 When reliable information on historical loan loss experience, current 

economic conditions, delinquency trends, ineffectiveness of lending policies and/or collection 

procedures, or lack of timeliness and accuracy in loan review function suggests that losses are 

likely to be more than these minimum provision percentages, NBE instructs banks to 

maintain larger provisions.499 

Before applying these provisions, bank is allowed to deduct any accrued but uncollected 

interest held in suspended interest account by debiting such account, and, where loans are 

secured by physical collateral net recoverable value and if such value to be deducted does not 

exceed 97% of outstanding non-performing loan , or estimated collateral value backing the 

' non-performing' loan, whichever is lower from outstanding non-performing loans.5OO 

3.9 Accounting/Information Disclosure 

At end of each financial year, a bank' s BoDs prepare detailed inventory and valuation of assets 

and liabilities; draw up balance sheet, along with return of liabilities which do not appear in 

balance sheet, such as guarantees, and profit and loss account, and prepare report on state of a 

company's activities and affairs during last financial year . 501 Such report gives detailed 

information on profit and loss account, exact statement of total amount of remuneration of 

directors and auditors, and proposals for distribution of dividends. 502 Inventory, balance sheet, 

profit and loss account and BoDs' report is submitted to auditors and NBE not less than 40 days 

before notices calling annual general meeting are dispatched.503 

Every bank keeps exhibits, at every place of its business, including its branches and sub­

branches, in conspicuous place throughout the year; copy oflast audited statement of financial 

position covering, at minimum, balance sheet, profit and loss account, comprehensive income 

' 91 ld., ar,8.3 , see also Supra notes 18, 131 and 338 
' 98 Id. , ar,8.5, see also Supra notes 18, 131 and 338 
499 Id., ar,8.4, see also Supra notes J 8, 131 and 338 
500 Id., art. 8.6(8.6.1 and 8.6.2), see also Supra notes 18, 131 and 338 
SOl Supra note 408, art.446( I and 2) and 449 
502 Id., art.446(3) 
503 Id. , art.447 
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and expense report and cash flow analysis in respect of all of its operations and. in respect of 

all of its operations; and cause such balance sheet position, and profit and loss account, 

statement of comprehensive income, and expense accounts together with auditors ' report and 

notes thereto, to be published in newspaper of wide circulation within two weeks after annual 

shareholders' meeting.5o. Every bank sends to NBE duly signed FS and other reports 

prescribed by and within time period determined by NBE.505 Reports are subjected for review 

and possible changes by NBE before publication.so6 Balance sheet and, profit and loss account, 

showing separate heads of losses or profits arising out of company's various activities, is 

prepared, each year, in same form as in preceding years and methods of valuation remain same, 

unless general meeting adopts variations in mode of presentation of accounts or methods of 

valuation on reasoned advice ofauditors.507 

Banks submit any related party 10an/Forex transactions, as defined by their BoDs, to NBE 

within 15 working days from date of transaction specifying name, type and amount of 

transaction involved, and report status of such transactions, at least, once a month, after the 

board certifies that they are carried out at an arm's length in compliance with all regulatory 

requirements, banks' own policies and procedures.50S MBoDs or employee who obstructs 

proper performance of auditors' duties or inspection of a bank by inspector authorized by NBE; 

with intent to deceive, makcs any false or misleading statement or entry or omits any statement 

or entry in any book, account, report or statement of bank; or knows or ought to have known 

insolvency of a bank and receives or authorizes acceptance of deposit is civilly and criminally 

liable. 509 Approval of balance sheet by meeting of shareholders may not affect liability of 

directors, auditors or general managers in respect of their management. Further, provided that 

a bank fails to comply with banking laws or with terms and conditions oflicense or has engaged 

in practices detrimental to interests of depositors or has serious weaknesses in its CG, NBE 

orders dismissal or suspension of one or more MBoDs, CEO or SEOs of a bank, or impose 

fines on such persons.510 

,... supra nole 4, art.28(2(a and b) and 28(3), see also art. 12.2.4, 12.2.5 and 12.2.6 under Supra nole 442 and nole 
that NBE directive seems to amend the 2 weeks time for publication to a month which reflects that some provisions 
under NBE directive supersedes provisions under their parent law. But, the writer argues that such provision has 
no effect and construed as an extension to the period mentioned under the proclamation 
'" Id. , art.28( I), see also Supra noles 18, 131 and 338 
>C" Supra noles 18, 13 1 and338 
"17 Supra nole 408, art.448( I and 2), see also Supra noles 18, 131 and 338 
"8 Supra nole 442, art.12.2.1 and 12.2.2, see also Supra noles 18, 13 1 and 338 
'09 supra nole 4, art.58(6(a-c)), see also Supra noles 18, 131 and 338 
'10 Id., art.3 I(4),see also Supra noles 18, 131 and 338 
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NBE also instructs, in writing, banks to take corrective measures on such persons.511 Dealings 

between, directly or indirectly, between a bank and MBoDs require prior approval of BoDs of 

such bank and notice must be given to the auditors and, ifnot approved, he is liable for damages 

arising from fraud and if he fails to meet his liability the BoDs is liable for that dealing. 512 

Auditors are similarly, civilly and criminally, liable to the bank and third parties for any fault 

in exercise of their duty which occasioned loss; and knowingly gives or confirms false report 

concerning position of the bank or fails to inform public prosecutor of an offence he knows to 

have been committed.5l3 

3.10 NBE's Enforcement Powers 

Enforcement powers vested at NBE include: cease and desist-type orders for imprudent bank 

practices; forbearance (i.e. to waive regulatory and supervisory requirements); instruct banks 

to meet supervisory requirements (e.g. capital, liquidity etc.) that are stricter than legal or 

regulatory minimum; require banks to enhance governance, internal controls and RM systems; 

require banks to apply specific provisioning and/or write-off policies; require banks to 

constitute provisions to cover actual or potential losses and restrict or place conditions on types 

of business conducted by a bank; withdraw a bank's license; require banks to reduce/restructure 

their operations (e.g. via asset sales and branch closures) and adjust their risk profile; require 

banks to reduce or suspend dividends to shareholders; require banks to reduce or suspend 

bonuses and other remuneration to MBoDs and managers; suspend or remove MBoDs or 

managers; and require commitment/action from controlling shareholder(s) to support a bank 

with new equity (e.g. capital restoration plan).514 

There was a case where NBE had conducted off-site surveillance on BrB by investigating its 

MaAA, minutes of general meeting along with FS and it has realized that BIB's founders were 

entitled to an agreed amount from BIB's net profit to the extent and time allowed under the 

Comm.C.m The MaAA is found that it makes discrimination among the founders recognized 

" ' Id., art.31 (3) , see also Supra notes 18, 13 1 and 338 
'" Supra note 408, art.3 56( I and 5), see also Supra notes 18, 131 and 338 
51) Id. , art.380(1 and 2), see also Supra notes 18, 131 and 338 
51 4 Supra notes 18, 131 and 338 
'" Supra notes 18, 13 1 and 338 
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by the Comm.C by introducing two categories of founders i.e. organizing and ordinary 

founders. 5 16 

Brn has accordingly paid a net profit of 10% and 6% respectively for these founders for the 

past two years.517 NBE had approved BlB's MaAA, minutes of general meeting along with FS 

and no similar objection was raised in these two years. 518 But, at the third and final year of 

payment to the founders, NBE objected that the MaAA, the minutes of general meeting along 

with FS which are against the provisions of the Comm.c. where no discrimination among 

founders is made and no recognition of organizers apart from the ordinary founders .519 This 

shows that the influence of such persons in lobbying the rest of the shareholders to allocate 

their own interest to them and NBE is responsible to correct such abusive actions and 

discrimination. 520 NBE further argued that such persons have used much money on the guise 

of subscription fee to transfer their liabilities and duties to third parties during formation which 

is not legally allowed. 52 1 Consequently, there was no special obligation left for them unlike to 

the other founders and they may not be entitled to special payment unlike the ordinary 

founders.522 

NBE's suspension of this additional payment to these founders from annual net profit of BlB, 

for their contribution as organizers, beyond the amount payable to other founders were 

disputable. 523 As a result, these BlB's founders have lodged their application to the court 

claiming that the decision of NBE suspending their payment is illegal because the decision 

contravenes with the freedom of BlB's shareholders deci sion to reward persons who 

contributed more during formation of BlB; its own decision on the same subject matter and 

approval for the past two years524 The argued that BlB's shareholders including the ordinary 

founders have agreed that they have done more and they deserved to be paid more.525The court 

5" lbid. 
517 Ibid. 
518 Marshal FikreMarkos (Represenlalive) v. NBE (Fed. High Ct. , 2009 E.C., Civi l F.N.1906 12/2009) 

(unpublished) 
519 Bid. 
520 Bid, 
521 Bid. 
522 Bid. 
523 An Amharic letter, translated by the researcher, written by the NBE and sent to BIB in February 09, 2008 
E.C. 
524 Supra note 450 
525 Ibid. 
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examined the statements of claim and defenses along with evidences; and conducted oral 

litigation, and it is pending yet.526 The writer agrees that shareholders have the right to assign 

payments they with to founders for their contribution but not proper to create new groups. 

NBE, generally, has an early intervention framework (e.g. prompt corrective action) that forces 

automatic action when certain regulatory concern/thresholds of minimum regulatory capital 

adequacy ratio or other regulatory requirements (e.g. liquidity ratio, fit and proper criteria) or 

evaluation of likely non-viability given trends and risk factors are breached.527 Where a bank 

is declared insolvent, it may not accept deposits.s28 The Comm.c. and other relevant laws are 

also applicable on banks with respect to receivership and liquidation.529When NBE determines 

that bank has become insolvent and; is unable to fulfill its obligations or meet its depositors' 

demands in normal course of business; or resolution of its shareholders have decided, subject 

to prior approval by NBE, to put their bank under receivership, NBE appoints receiver, 

accountable to it, or acts as a receiver if it finds necessary, to take possession and control of 

that bank.530 

However, bank shareholders, ho lding, in aggregate, at least 25% voting shares, may appeal to 

Federal High Court agai nst appointment or actions of a receiver within 30 days, respectively, 

after date on which receivership is announced in newspaper and such action has been laken.53
! 

Where appeal is lodged, receivership continues until court delivers final ruling on the appeal 

which is required to hold hearing on the matter within 10 days of filing of the appeal, and 

decide the appeal within 20 days of end of investigation. 532 Legislature determines the time of 

hearing and deciding of the appeal against constitutional provision authorizing courts of any 

level to adjudicate freely from any interference of any governmental body, government 

official or from any other source.533 

526 Ibid. 
527 Ibid 
528 Supra note 4, art.49 
529 Id. , artA8 
530 Id., art.33 ( I(b, g and p» , and 33(3 and 4) 
531 Id., art. 38( I) and 47( J), note that persons representing at least 25 percent of the aggregate amounts of deposits; 
creditors comprising at least 50 percent in value of the aggregate of the claims of creditors other than depositors; 
and shareholders representing at least 25 percent in value of the aggregate of the subscribed share capital of the 
bank are enti tled with the right too lodge an appeal aga inst actions of the receives as provided under art.47(2(a­
c)) of this BBP. 
5J2 Jd., art. 38(2) 
513 Supra note 7, art.79(2) 
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Jurisdiction of the court is also limited only to adjudicate, on the appeal lodged against 

actions of NBE or receiver, the sole issue of whether NBE or receiver acted in an arbitrary 

and capricious manner in establishing the receivership or winding up the bank when found 

not viable to continue.534 

Generally, there is separate bank insolvency framework that is distinct from that of non­

financial firms. 53S But, separate BHCs insolvency framework is not available. 536 NBE has 

powers to perform problem bank resolution activities without need for court approval except 

in High Court' s appellate jurisdiction.537 NBE is authorized to declare insolvency of a bank, 

supersede shareholders' rights, remove and replace bank senior management and MBoDs, 

undertake bank resolution mechanisms, appoint and oversee bank liquidator/receiver.538 It may 

use mechanisms like, to resolve problem bank prior to its closure and liquidation, opening bank 

assistance, purchase and assume transaction (with or without government support), government 

intervention (e.g. via conservatorship or nationalization) or bridge bank.539 

3.11 Supervision 

3.11.1 Institutional Structure and Mandate 

NBE supervises banks for prudential purposes and there is no other single bank supervisory 

body, superintendent or multiple bank regulators, superintendents including or excluding it.540 

NBE licenses, regulates and supervises banks, insurance companies and other FIS.
54 1 Such 

duties and responsibilities presuppose attributes of business of banking which, if not managed 

properly, have potential to generate financial system and macroeconomic instability and 

licensing and supervision of banking business ensures safety, soundness and stability of 

banking system.542 NBE, governed by BoDs; governor and vice governors appointed by the 

government; and has necessary staff, is accountable to the PM.543 The BoDs is composed of 

seven members where the governor and viee governor are permanent ex-officio members and 

534 Supra note 4, art.38(3) and 47(3), The writer argues that these provisions are showing the influence of the 
legis lature even in framing issues by the adjudicator which is unconstitutional. 
53S Supra notes 18, 131 and 338 
536 Ibid 
537 Ibid 
S38 Ibid 
539 Ibid 
540 Ibid 
5" Supra note I, art. 5(7) and 14 
542 Supra note 4, preamble paras.3 and 5 
543 Supra note 1, art.3(4 and 5). note that though the provision refers to one vice governor, there are currently 3 
vice governors who are government appointed i.e. supervision, monetary stability and corporate service cluster 
vice governors. 
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the chairperson and remaining four members are government appointed. 544 The Governor is 

appointed by and upon decision of the PM with no need of approval by parliament like other 

high civilian offic ial s of the FGE other than nominees for ministerial posts, from among 

members of the two Houses or from among persons who are not members of either House and 

possess the required qualifications, and nominations for posts of Commissioners, President and 

Vice-President of Federal Supreme Court and Auditor General submitted by PM for approval 

to House of Peoples' Representatives. 545 Such appointment is not also based on 

recommendation by an external expert or panel of experts but only on the will ofgovernment.546 

The governor has no fixed term unless removed by decision of the PM for loss ofconfidence.547 

3.11.2 Supervisory Approach 

Activities having relative supervisory importance include analysis and monitoring of 

compliance and trends observed from reported prudential returns; review of accuracy of reports 

and of regulatory compliance; and assessment of risk profile, strategic direction, financial 

condition, internal governance and control s, and RM. 548 Internal organization of banking 

supervision is best characterized by integrated on-site and off-site activities for each entity 

under sen ior/managing supervisor; resident supervisory teams in large systemic complex banks 

and groups and existence of specialized examiners (e.g. Treasury, MIS, RM) that can be used 

across different banks.549 Bank risk rating methodology used by NBE include: rating system 

using onl y ratios and indicators built with reported information; rating system combining 

quantitative information with qualitative assessments of management and control; or broader 

risk rating system combining quantitative and qualitative measures of inherent risk, 

management and controls, and residual risk by type of bank activity and/or risk category. 550 

Intensity and frequency of supervisory activities explicitly are linked to a bank's ri sk rating 
and such risk rating is disclosed to a bank's BoDs.551 

544 Id .• art.3(6) 
S4S Supra note 7, art.74( 1,7 and 9), note that there is a wrongly referred sub-article under the English version of 
this article i.e. art.74(9) cross referring to sub-art.3 instead of sub-art.7 which is corrected under the Amharic 
version. 
S46 Supra notes 18, 13 1 and 338 
547 Ibid. 
548 Ibid. 
549 Ibid. 
550 Ibid. 
55 1 Ibid. 
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3.11.3 Systemic Supervision 

There are specialized clusters dealing with financial stability and systemic supervision within 

NBE.552 Factors considered by NBE in assessing systemic ri sk include: bank capital ratios, 

leverage ratios, profitability ratios, liquidity ratios, growth in bank credit, sectorial composition 

of bank loan portfolios, Forex position of banks, non-performing loan ratios, provisioning 

ratios and stock market prices. 553 NBE is responsible for publishing financial stability report in 

its monthly, quarterly and annual magazines.554 

3.12 Consumer Protection 

Despite the fact that there are no separate financial consumer protection laws and regulations 

applicable to banks and there is no separate unit or team designated to work on consumer 

protection within NBE, NBE is responsible to implement, oversee and/or enforce any aspect 

of bank customer protection in cooperation with trade computation and consumer protection 

authority which implements, oversees and enforces the general consumer protection laws. 555 

NBE and banks are, by default, authorized by law to operate a system556 However, there are 

legal and institutional framework gaps with regard to NPS infrastructures and participants like 

operators, payment instrument issuers, payment and technology service providers, agents and 

outsources where some of them are not clearly made subject to NBE's regulatory, licensing 

and oversight authority.557 When NBE believes so, interests of consumers, including terms 

and conditions governing their relationship with operators are considered before issuance of 

an authorization for operating system.558 Due to the unique feature of banking services and the 

vulnerability of bank depositors and customers, the writer agrees with specific customer 

protection frameworks which have to be implemented by a body different from bank 

regulatory and supervisory body to avoid conflict of roles and interests. 

552 Ibid. 
553 Ibid. 
554 Ibid. 
555 Ibid. 
556 supra nole 4, art.2( 18) 
557 Supra note 129 
558 Supra note 4, ar[.6(4(1)) 
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CHAPTER FOUR 

CONCLUSION AND RECOMMENDATIONS 

4.1 Conclusion 

NBE has issued various legal frameworks and has designed institutional frameworks for the 

regulation and supervision of banks in Ethiopia. Deposit insurance scheme, capital 

requirements and lender of last resort are common regulatory instruments. Countries authorize 

separate entities to regulate and supervise banks. But, on ly NBE is government body authorized 

to regulate and supervise them in their payment and banking services in Ethiopia. It issues rules 

and procedures for banks and examines, oversees and investigates their operations through its 

supervisory authority. This authority concentration and absence of checks and balances paves 

the way for non-compliance with basic laws and issues unlawful directives and circulars . NBE 

has authority to take administrative action against banks but not on those entities that undertake 

banking activities without a given license apart from reporting to the federa l high court unlike 

other central banks li ke Indian reserve bank having their own law enforcement system and 

bodies. 

There is no sector specific or general consumer protection law and enforcing institutions 

espec iall y regard ing bank mergers and consolidation. There are legal and institutional gaps in 

the need of attention like rules on BHC, equity ownership and control especially by indirect 

(business organization) shareholders, electronic banking, third party involvement as 

technology and payment services provider, agents, payment instrument issuers, and 

outsourcing arrangements . 

There is no explicit deposit insurance scheme though a draft regulation is being made, there is 

no system to make banks subject to national and international rating agencies, and NBE does 

not have wider regulatory and supervi sory authority over banks' external auditors. No specific 

guidelines or requirements explicitl y address areas in the governance of banks like 

establishment of compensation committee, requirement for a majority of independent directors 

in BoDs in internal audit and compensation committees and independent RM function, 

structure of remuneration packages for senior management and other bank employees, and 

disclosure of such packages. 
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4.2 Recommendations 

The writer has come up with the following policy recommendations based on the findings of 

this study: 

I. The supervisory and regulatory authority of banks needs to be separated from other FIs 

and a system of professional checking and balancing system needs to be in place with 

regard to NBE's Regulatory and Supervisory authority. 

2. Explicit deposit insurance scheme needs to be in place by establishing an independent 

Deposit Insurance corporation with required authority over participants to it. 

3. The banking laws have to be revised to empower NBE so as to take provisional legal 

actions against persons conducting banking business without license until the due 

process oflaw takes place as if they are banks for these activities. 

4. Banks need to be rated by national and/or intemational rating agency. 

5. New laws and institutions for the regulation and supervision of BHCs, EFT, and 

Consumer Protection, Payment service providers, third party insolvents like agents, 

payment instrument issuers, operators, and indirect shareholders need to be issued and 

properl y enforced. 

6. Directives and circulars issued by NBE should comply with their respective parent laws 

and those rules beyund scope ofNBE's authority need to be corrected and NBE needs 

to be subjected for checking by an independent supervisor. 

7. NBE's intervention in banks needs to be limited to the extent determined by law and 

ensuring that private monitoring is encouraged. 

8. Sector specific consumer protection law needs to be issued but should be enforced by 

the trade computation and consumer protection authority to avoid the conflict of 

purposes within the NBE. 

9. There should be a system on the need for independent board as a means to balance 

shareholder's interest and public interest, remuneration of board, and CEOs and other 

employees needs to be publicly disclosed and should be part of NBE's supervisory 

process. 

10. NBE should have full regulatory, supervisory and oversight authority over bank' s 

External Auditors. 

II. The extent related parties like business associates can own capital in a bank needs to be 

clearly determined. 
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