















































































































































































































































































































































































































































The said directive was followed by another directive known as Directive No.
SIB/24/2004 which came into force as of the 1** day of March 2004 and which
repealed Directive No. SIB/23/2002 as a whole. This Directive also prohibits the
issuance of certain types of bonds by insurance companies. Both Directives are
basically the same, except that in the latest one the definition of a Financial Guarantee
Bond has been modified and phase-out periods for outstanding financial guarantee
bonds and unconditional guarantee bonds have been set forth. In this latest directive,
financial guarantee bond has been defined as "a bond payable on demand issued by
an insurance company obliging such insurance company to pay to a lending bank or
another creditor or supplier all outstanding claims arising from non-payment by
principal debtor or debtors." In the former definition the phrase " an obligation
undertaken by an insurance company" was used. While, in this latest definition
instead of such phrase, the phrase "a bond payable on demand issued by an insurance
company obliging such insurance company" is used. Therefore, the basic difference
between the two definitions or the change that has been made in issuing the latest or
the repealing directive is the inclusion of the term " payable on demand” in this latest
definition. The term "payable on demand" indicates that the bond is an unconditional

bond and nothing else. Whether this is a change of policy or not is subject to question.

They give different reasons for taking such measure. In both directives, the repealed
one and the one in force, it is stated that the prohibition is imposed " in order fo
prevent possible losses that insurers may suffer as a result of issuing Financial

Guarantee Bonds and other Unconditional Bond." On the other hand, the experts in
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the Insurance Supervision Department of the National Bank of Ethiopia, on their part,
say that due to the fierce competition in which insurance companies had engaged
themselves, they had been almost on the verge of collapse. According to these
experts, insurance companies had endangered not only their own existence but also
that of banks. They further say that it was to protect the public interest that such

measure was taken by the National Bank of Ethiopia.

Another expert working in the National Bank of Ethiopia who wrote an article
entitled "Emerging risks and Underwriting Practice of Financial Guarantee Bond:
The case of Ethiopia™® is of the opinion that the problem created in connection with

the bonding services rendered by insurance companies was caused among other

things, due to lack of expertise and experiences in collateral management.

There are also others who have hailed the measure taken by the National Bank of
Ethiopia stating that " it is now gratifying to note that such bonds are banned by the
supervisory authority which measure is evidently long overdue but probably not too
late." "However, the majority in the business is not happy with the measure taken by
the National Bank of Ethiopia. But none of them would like to speak out on the

matter. They prefer to express their disapproval by gestures only.

"¥ Temesgen Zeleke, “Emerging Risks and underwriting Practice of Financial Guarantee Bond: The Case
of Ethiopia,” Birritu, No. 79 (Nov. 2001- Jan. 2002), pp. 19-25,

" Teffera Demissie, “How to Enhance Competition in the Insurance Industry,” BIRRITU, No. 86 (August-
October 2003), pp. 37-42.
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D. THE LICENSING AND SUPERVISORY AUTHORITY

The licensing and supervisory authority both for banks and insurance companies in
Ethiopia is the National Bank of Ethiopia. Proclamations No. 83, 84 and 86 of 1994

confers this power on the said bank.

According to the information gathered during the study tour, banks have no problem
connected with the issuance of bonds by whatever names they are called. As it was
said earlier, it is the insurance companies, which was prohibited from issuing certain
types of bonds, such as financial guarantee bonds and unconditional bonds.
Therefore, this part of the study shall be confined to the licensing and supervision
activities of the National Bank of Ethiopia in relation with insurance business in

general and bonding business in particular,

With regard to insurance companies, until March 1,2004, the National Bank of
Ethiopia has issued twenty-six directives out of which only six have direct relevance

to supervision activity of the bank. The rest are on licensing activities.

The National Bank of Ethiopia has got two departments, the Department for
Licensing and Supervision of Banking, and Insurance Licensing and Supervision

Department, through which it exercises its licensing and supervisory authority.

As it has already been said earlier, the experts working in the Insurance Licensing and

Supervision Department alleged that insurance companies had been on the verge of
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collapse endangering not only their own existence but also that of banks. However,
what we read in some newspapers and what we hear from individuals engaged in the
business is quite the opposite. For example, the weekly English newspaper, "
CAPITAL," Vol.6 No.281, published on Sunday, April 26,2004 on page 9, reported
that Awash Insurance Sc., had achieved a net profit of 4.6 million Birr in the year
ending December 31,2003, which is 16% improvement over the previous year, 2002.
Similarly, the managing director of the Ethiopia Insurance Corporation, in an
interview he gave to the Amharic weekly newspaper called "REPORTER" Vol. 9 No.
82/455, Sunday, Ginbot 15, 1996 E.C., on page 14, has confirmed that the
corporation's income from premiums had grown from 280 million Birr to 500 million

Birr. The improvement is more than 78%.

Coming back to the allegations made by the experts of the National Bank of Ethiopia,
the said experts did not support their allegations by facts and figures. Also the other
experts who wrote articles®® on the matter did not support their assertions by facts and

figures.

E. PERSISTENT PROBLEM AND ITS ROOT CAUSE

It has already been said earlier that the backbones of the newly formed private
insurance companies are former employees of the National Bank of Ethiopia and the
Ethiopian Insurance Corporation who had left these institutions either on pension or

in search of better working conditions and better salaries.

¥ please see notes 18 & 19 above
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These employees took with them the knowledge they had gained through practice.

They continued to do things in the same manner they had seen people before them

doing those things.

The interviews made to some of these employees including to those at the Ethiopian
Insurance Corporation and the personal observations made during the study have
disclosed that the business of bonding services is not managed on the basis of risk
distribution. If an insurance company is not managing his business based on the
principle of distribution of risk, it is very difficult for it to determine whether it has

really gained or suffered losses simply by taking into account individual cases only.

Another problem that has been observed during the study tour is that insurance
companies issue bonds to a customer without properly examining the credit
worthiness of such customer by simply holding a movable or immovable property
belonging to a third party as a collateral. When they hold property belonging to the
customer or a third party as a collateral, they do not usually observe the proper
procedures prescribed by law and make actual valuation of the property concerned.
For example, in one case, an insurance company claimed that it was holding two
vehicles belonging to two persons as collateral in consideration for a surety bond
issued to a customer who afterwards disappeared. The owners of the vehicles, on their
part, absolutely denied the allegations made by the insurance company and demanded

a written contract to be produced, if any, to prove the allegation. The said insurance
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company was unable to produce any written contract and lost the case as a result.
Over valuation of collaterals and lack of proper title search are also recurring
problems connected with bonding business. These observations and findings concur
with the opinion of experts of the National Bank of Ethiopia who stated that "
however, because of imprudent underwriting, unqualified collateral management
practices, the absence of foreclosure rights, the high moral hazard associated to the
fransaction efc., insurance companies are exposed (o above average risks associated

to financial guarantee bond transaction™’

There is also an insurance company which has issued a series of internal circulars
repeatedly reminding its branches not to issue bonds without examining the credit
worthiness of a customer, without holding collaterals, without fulfilling requirements

relating to the holding of collaterals and so on and so forth.

*'Temesgen Zeleke, cited above at note 18, p.24.
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A.

CHAPTER SEVEN

DISCUSSIONS, CONCLUSIONS AND SUGGESTIONS

DISCUSSIONS

In this study, an attempt has been made to show how essential suretyship is to a credit
based economy. Suretyship is a contract whereby an individual or a company
undertakes an obligation towards a creditor promising to discharge the obligations of

a debtor in case the latter fails to do so.

In the highly developed countries, the most popular, the most dependable and which
have got also a large amount of capital are the surety companies (corporate sureties or
bonding companies). These are large companies, which were established in the form
of share companies and are engaged in suretyship businesses only. They are
specialized companies in risk management connected with bonding business. Of
course, insurance companies and banks also provide bonding services in those

countries.

In our country, we never had such bonding or surety companies particularly
established for rendering bonding services. The business community has depended

only on banks and insurance companies for such services..
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Except the Ethiopian Insurance Corporation, the rest are all newly established
companies. All of them have been formed within the last thirteen years. Thirteen
years' period is a very short time span in the life of a company. One cannot expect

these companies to run the bonding businesses perfectly within such short period.

It is clear from the very outset that these companies entered into the bonding business
without having sufficient knowledge and experience. The fact that they are still
utilizing foreign forms prepared in the English language, in fact copied forms, is an
ample evidence for that. The knowledge and experiences of the employees of these
companies are limited to clerical works (paper works) only. Their theoretical
background of the bonding business is, therefore, limited. If they had the required
knowledge and experience they would have known how to draft a bond in each case
and drafted their own forms instead of copying foreign forms. A speech delivered by
the managing director of the Ethiopian Insurance Corporation at a meeting organized
by the Addis Ababa Chamber of Commerce confirms the existence of lack of
knowledge and experience in the area of bonding services (The weekly Ambharic

newspaper REPORTER, VOL.10, NO.4/475,pp.8&19,SUNDAY, MESKEREM

30,1997E.C.). In almost all these copied forms, there is a clause, which binds the
surety jointly and severally with the principal debtor. This shows that they do not
comprehended the implications of the term "joint and several liability” If they knew
its implications, they would not have included such term in the form they are
utilizing. They would have given simple guarantee, unless the customer himself

insists otherwise. In some of the forms, they bind themselves "jointly and severally"
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"

with the principal debtor where they at the same time bind themselves
unconditionally ang irrevocably withoy 80ing into the merisg of the case” These two
types of liability do not 80 together. Once 3 person has bound himge[f "

unconditionally ang irrevocably”, he has to discharge the obligation he had

adequate answer Or explanation,
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Another problem observed during the study tour and corroborated by written
documents is the problem connected with collateral management. In practice,

"'when an insurance company issues a guarantee bond, it requires collateral from the
party to whom the guarantee is issued."' However, the internal circulars of one of
the insurance companies visited during the study tour makes it clear that, in the first
place, the employees of such companies involved in the issuance of surety bonds have
been issuing it without even asking or demanding collaterals. Even if they demand
collaterals, they have not been making proper valuation of such collaterals and
without having fulfilled the requirements prescribed by law. For instance, it has
already been mentioned earlier, a company, which had been claiming to hold two
vehicles belonging to two third parties as collaterals, lost a case instituted against
such third parties due to lack of formal requirements. This is not only lack of
sufficient knowledge or experience of the business but there is also lack of devotion

and good faith on the part of the employees of such company.

There is so manifest lack of knowledge of surety ship law resulting from lack of
knowledge of the business of bonding itself. This is mostly reflected in the usage of

bonding business terms and the position of experts in one way or another involved in
such business. For example, according to an expert of the National Bank of Ethiopia,

"Once an insurance company bestows its surely ship, it cannot withdraw unless the

consent of the contracting party is prearranged" *This is completely contrary to the

' Temesgen Zeleke “Emerging Risks and underwriting Practices of Financial Guarantee Bond: The Case of
Ethiopia “, BIRRITU, NO. 79 (November 2001-january 2002): pp 19-25.
2 S

Ibid
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Ethiopian Law of surety-ship that provides under Article 1925(2) of the Civil Code
"where the time during which the guarantor is to be bound has not been stipulated in
the instrument creating the guarantee, the guarantor may put and end to his

undertaking so long as the primary debt is not yet due".

Not only that, "financial guarantee bond" is a tem used in bonding business. This
type of bond is issued guaranteeing monetary obligation.” monetary obligation may be
undertaken either by a bank, an insurance company or a bonding company. There is
no legal ground for saying that financial guarantee bonds are always issued by banks.
But, usually, in practice, banks issue unconditional bonds not to be dragged into the
dispute arising between the principal debtor and the creditor. However, unconditional
bonds are not surety bonds and they are not subject to surety-ship law. They are rather
governed by the general contract provisions. Therefore, there is no difference
between " financial guarantee bond payable on demand" and "unconditional bond" as
far as liability is concerned. The difference may be in the act to be performed. An
unconditional bond may be issued undertaking monetary obligation or an obligation

to perform a certain act that the principal debtor has promised to do it.

Finally, the action taken by the National Bank of Ethiopia has been hailed by
insignificant number of individuals, and on the other hand, the overwhelming
majority of the business community has accepted it with a shock. A weekly English

newspaper. "FORTUNE", Vol.4 No. 199 Sunday, February 22, 2004, under the topic.

* David L.Bickelhaupt and John H.Magee, General Insurance 8" ed (USA: Richard D.Irwin Inc., 1970)
p.876 And, Kevin Patrick Mc.Guinness. The Low of Guarantee: A treatise on Guarantee, Indemnity
and the Standby Letter of credit (Toronto: Carswell, 1989), note 18 on page 362.
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"NBE's New Directives T, errify Insurance Fiymg" explained the situation in the

following manner.

The National Bank of Ethiopia (NBE) has gor tough with
nsurance firms whose managers and shareholders are
lerrified Jollowing a series of directives it has issued which
include  prohibitions Jrom  being involved in  certain
activities and furthey prescriptions about their conduct. The
Bank has introduced two new directives, while amending
one that was originally issued nyo Years ago. All the
directives will he enforced as of March |, 2004, according

o NBE.

The directives have not considered the international
procedures of the insurance z'ndustry, a veleran insurance

few emerging companies insteacd of protecting and helging

them to grow. According 1o this manager the wording of

the directives shows that the National Bank has made jts

business to scare the insurance industry. "
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obligation he has undertaken in the bond without any further condition whatsoever,

on demand. Surety ship law does not govern such bonds.

The reasons for imposing restrictions on the issuance of bonds are not at all
convincing. The experts of the supervising authority alleged that {nsurance companies
had been on the verge of collapse due to the bonding business. But, they did not
support their allegation with facts and figures 10 convince the public. The allegation is
also contrary to what one observes on the ground. Insurance companies have been
declaring higher profits. They are still opening branches here and there thereby
expanding the sphere of their activities. All these show the growth of the business.
The reasons for the prohibition of the issuance of bonds, therefore, are not well

founded.

The prohibition has been understood by the business community as prohibition of the
issuance of any kind of bond whatsoever 1o guarantee any kind of loan or advance

taken from a bank. This feeling still persists. Bank means where the money is stored.
Wwithout money, there is no investment. Without investment, there is no employment

and also development.

[n this country, land belongs to the State. Building and houses are no more reliable
securities. They can be removed any time at the instance of the Government. There is
no stock exchange market. Share companies have not yet started issuing debentures

(bonds). Vehicles may overturn, collide, burn or stolen. Merchandises may be easily
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transferred to another, may be stolen or destroyed. There is no even a single
company, which has specialized in rendering bonding services in this country. The
only suitable security that has been rendering bonding services is an insurance
company. That has already been rendered impotent by the action taken. The measure
taken, whatever its motive, coupled with the anti-corruption campaign traumatized
the business community in general .A recent report indicated that about 17 billion
Birr intended for lending purposes has been lying idle accumulated both in
government and private banks due to lack of reliable s security (THE WEEKLY
AMHARIC NEWSPAPER REPORTER, VOL.10, NO.5/ 476,front page SUNDAY,
TIKIMT 7,1997) Finally the Constitution of the Federal Democratic Republic of
Ethiopia provides in Article 41(1) that "Every Ethiopian has the right to engage freely
in economic activity and to pursue a livelihood of his choice anywhere within the
national territory." Nowhere in the Constitution, it is allowed to the Ethiopian
Lawmakers or to the Government to pass a law, regulations or directives, which may
curtail or in any way impose restrictions or limitations on this right. Therefore, the
measure taken by the National Bank of Ethiopia is not only undesirable, it is also

unconstitutional.

C. RECOMMENDATION

Bonding service should not be seen as any other ordinary business. Special attention
must be given to it. Because, bonding service serves as a pillar to the credit system.

That is why economically developed countries utilize companies particularly those
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ones specializing in rendering bonding services and in managing risks relating to such

services, in addition to insurance companies and banks.

Therefore, to rehabilitate the deteriorating and ailing economy of the country, it is
advisable that the said prohibitions are lifted as soon as possible and an attempt be
made to help the business community recover from the shock caused by the said

prohibitions.

Insurance companies alone may not be enough to render adequate bonding services.
Therefore, it would be advisable if even the Government encourages by the

supervising authority or the establishment of bonding companies.

The legal and economic aspects of the bonding business need to be properly studied
in depth. The final outcome will definitely help to enhance the legal and theoretical
knowledge of those who directly or indirectly are involved in this type of business.
Therefore, for this purpose, insurance companies themselves may form two
independent committees of experts, one consisting of legal experts only and the other
economic experts who may study the legal and the economic aspects of bonding
business and finally come out with training manuals to be used in the training of

experts who are in one way or another involved in the businesses of bonding.

Finally, periodical training must be arranged for those who are engaged in activities
connected with bonding services. If after all these efforts have been made,

improvements cannot be shown in the conduct of the business and in the supervision
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of the bonding service, strict disciplinary measures must be taken against those who
either intentionally or negligently commit the same mistakes that have already been
discussed earlier. All the board members of an insurance company, the employees of
which cause damage to the financial interests of such company due to intentional or

negligent performance must be held personally liable for such damage.
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