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Law of Banking, Negotiable I nstruments, and I nsurance

INTRODUCTION

The Law of Banking, Negotiable Instruments and tasge is a vast area of Commercial Law
governing various commercial transactions involvipgnks and their activities, negotiable
instruments such as checks, shares or stocks anehouse goods deposit certificates and

insurance companies’ and their activities.

A bank or banker is a business organization orragpeengaged in the business of accepting
money, valuable things and documents on depositling the money it accepted on deposit to
others, depositing and managing securities, bugimdy selling foreign exchange and gold and
silver bullions and discounting commercial instrumiseand transferable securities having a

future maturity date.

The Law of Banking is a special area of Commetcgal that incorporates rules dealing with;

- the definition of banks and banking transactions

- the specific requirements for the establishmentapetation of banking business

- the various types of banks, i.e., commercial baarkd central or national banks
and their functions

- the powers and duties of central or national banks

- the various types of banking transactions or opmratsuch as deposit of funds,
bank transfers, deposit and management of seqyriieding deposit of valuable
things and documents, discount of commercial imsémnis and securities

- the rights and duties of banks and their customers

Negotiable Instruments are documents or paperspocating or containing various types of
rights which are transferred by endorsement andetgl or by mere delivery of the document.
The Ethiopian Commercial Code recognizes threestgbe&locuments as negotiable instruments,
i.e., commercial instruments /bills of exchangeynpissory notes, checks, travelers’ checks/,
securities / shares or stocks, bonds/ and docunadride to goods / bills of lading and other

types of way bills, warehouse goods’ deposit dediés./
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The Law of Negotiable Instruments is a branch eohoercial law dealing with;

- the definition and types of negotiable instruments

- the formal requirements for the issuance and atmn of valid negotiable
instruments

- the mode of transfer of negotiable instruments

- the definition, form and effect of endorsements

- the definition, form and effects of acceptance eatance for honor and payment
or acceptance by intervention of negotiable insauts

- the rights and duties of the parties to negotiaidguments

- the performance of obligations arising out of negjgé instruments

- the remedies available to holders of negotiabldrungents in cases of non

performance

Insurance may be defined as an economic device Highwa possible but uncertain risk of

suffering a financial or economic loss resultingnfr loss or damage to property, incurring civil

liability, illness or accident or death of the insth person is transferred from the person bearing
it to another person, called the insurer, for cdestion. It may also be defined as a contract
whereby one person, called the insurer, agreesayocpmpensation or the agreed amount of
money to another, called the insured or the beiaeficagainst payment of a certain amount of
money, called premium, where the insured propestiost or damaged, or where the insured

liability is incurred or where the insured persatiill or sustains bodily injury or dies.

Insurance Law is a branch of commercial law thalslevith;
- the definition and types of insurance
- the requirements for the formation of a valid caatrof insurance
- the requirements for the establishment and operafi@n insurance business
- the basic principles governing insurance contracts

- the rights and duties of the parties to the conhtrac

Prepared by Fasil Alemayehu and Merhatbeb Teklemedhn 2
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This teaching material, which is prepared and preskin the form of a compilation, is
organized in three parts based on the three afdaw @ incorporates, i.e., Law of Banking, Law

of Negotiable Instruments and Insurance Law.

Part One, Law of Banking, has two chapters. Chaptee is a general introduction to banks,
banking transactions, types of banks and theirtfans, the requirements for the establishment

and operation of banks and the economic signifiearidanks.

Chapter Two discusses the various types of bartkargactions recognized under the Ethiopian
Law in detail. It also deals with the rights andtiési of the parties to the various banking

transactions.

Part Two, Law of Negotiable Instruments, incorpesathree chapters. Chapter one is a general
introduction to negotiable instruments, the typeraegotiable instruments and the mode of their
transfer, their nature and significance. Chapteo Tacuses on Commercial Instruments and
their types, the specific formal requirements foe tssuance of a valid commercial instrument,
the mode of their transfer, the definition, forndagffect of endorsement, the rights of a holder
of a commercial instrument and the performance lifgations arising out of commercial
instruments. It also deals with topics such as @tecee, acceptance for honor, acceptance or
payment by intervention and their forms and effeCtsapter three deals with the available legal
remedies to a holder of commercial instruments&asecwhere the obligations arising out of

commercial instruments are not properly performed.

Part Three, Insurance Law, incorporates two chapt@hapter one is a general introduction to
insurance and it includes the definition of theaapt of insurance, its origin, characteristics and
purpose, the requirements for the formation andatjm® of insurance business, the social and

economic significance of insurance and the vartgpss of insurance.

Chapter Two deals with the basic principles of rasge law such as: insurable interest,
indemnity, proximate cause, subrogation and coutiob.
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This material heavily depends on the Commercial €Cofl Ethiopia, which is the main law
governing these areas. The Monetary and Bankingld&mation No 83/1994, The Licensing and
Supervision of Banking Business Proclamation No X884, The Licensing and Supervision of
Insurance Business Proclamation No 86/ 1994 andCivieCode of Ethiopia. Furthermore, the
Convention on International Bills Of Exchange amtkinational Promissory Notes of 9 Dec
1988 contains rules and principles similar to thkidpian Law of negotiable instruments, and

students can benefit hugely by reading it in cocfam with the commercial code.
Hence, students are advised to use these lawsthadaomplementary laws while studying this

material. Furthermore, students should supplenfenstudy of the course by reading the books

and other materials referred to at the end ofrtiaserial.
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PART ONE: LAW OF BANKING

CHAPTER ONE
INTRODUCTION

1.1 Definition

The term bank refers to an institution that dealsmmbney and its substitutes and provides other
financial services. Banks accept deposits, makesloand derive a profit from the difference in
the interest rates paid and charged respectivedyneSbanks also have the power to create

money.

The principal types of banking in the modern indaktworld are commercial banking and

central banking. A commercial banker is a dealananey and in substitutes for money, such as
checks or bills of exchange. The banker also pes/ia variety of other financial services. The
basis of the banking business is borrowing fromividdals, firms, and occasionally

governments—i.e., receiving “deposits” from themithAthese resources and with the bank's
own capital, the banker makes loans or extendsitcaed invests in securities. The banker
makes profit by borrowing at one rate of interasll &£nding at a higher rate and by charging

commissions for services rendered.

A bank must always have cash balances on handdar to pay its depositors upon demand or
when the amounts credited to them become due. $t algo keep a proportion of its assets in
forms that can readily be converted into cash. Gmlthis way can confidence in the banking
system be maintained. Provided it honors its premi&.g., to provide cash in exchange for
deposit balances), a bank can create credit fobysts customers by issuing additional notes or
by making new loans, which in their turn become mposits. The amount of credit it extends
may considerably exceed the sums available toaagih. However, a bank is able to do this only
as long as the public believes the bank can anthaihor its obligations, which are then

accepted at face value and circulate as money.oB89 &s they remain outstanding, these

promises or obligations constitute claims agaihat bank and can be transferred by means of
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checks or other negotiable instruments from ongypar another. These are the essentials of
deposit banking as practiced throughout the wartthy, with the partial exception of socialist-

type institutions.

Another type of banking is carried on by centratls bankers to governments and “lenders of
last resort” to commercial banks and other findnicistitutions. They are often responsible for
formulating and implementing monetary and creditiqgoes, usually in cooperation with the
government. In some cases—e.g., the U.S. FedesaRe System—they have been established
specifically to lead or regulate the banking systanother cases—e.g., the Bank of England—

they have come to perform these functions througtoeess of evolution.

Some institutions often called banks, such as @isacompanies, savings banks, investment
banks, trust companies, and home-loan banks, dperfdrm the banking functions described
above and are best classified as financial inteianied. Their economic function is that of
channeling savings from private individuals inte thands of those who will use them, in the
form of loans for building purposes or for the phase of capital assets. These financial
intermediaries cannot, however, create money (iredit) as the commercial banks do; they can

lend no more than savers place with them.

The development of banking functions and institgiothe basic principles of modern banking
practice, and the structure of a number of imparteational banking systems are discussed in

the following sections.

1.2 The Development of Banking Systems. General Overview

1.2.1The Development of Banking: General Overview

Banking is of ancient origin, though little is knovabout it prior to the #3century. Many of the
early “banks” dealt primarily in coin and bulliomuch of their business being money changing
and the supplying of foreign and domestic coin leé torrect weight and fineness. Another

important early group of banking institutions whe tnerchant bankers, who dealt both in goods
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and in bills of exchange, providing for the remitta of money and payment of accounts at a
distance but without shipping actual coin. Theisiness arose from the fact that many of these
merchants traded internationally and held assetifferent points along trade routes. For a
certain consideration, a merchant stood preparegdept instructions to pay money to a named
party through one of his agents elsewhere; the atnmiuthe bill of exchange would be debited

by his agent to the account of the merchant bankieo, would also hope to make an additional
profit from exchanging one currency against anotBecause there was a possibility of loss, any
profit or gain was not subject to the medieval banusury. There were, moreover, techniques
for concealing a loan by making foreign exchangailalile at a distance but deferring payment

for it so that the interest charged could be camagefl as a fluctuation in the exchange rate.

Another form of early banking activity was the goteace of deposits. These might derive from
the deposit of money or valuables for safekeepmigopurposes of transfer to another party; or,
more straightforwardly, they might represent th@adit of money in a current account. A
balance in a current account could also represenpitoceeds of a loan that had been granted by
the banker, perhaps based on an oral agreemenédietie parties (recorded in the banker’s

journal) whereby the customer would be alloweduerdraw his account.

English bankers in particular had, by the"identury, begun to develop a deposit banking
business, and the techniques they evolved wererdeepinfluential elsewhere. The London
goldsmiths kept money and valuables in safe custodtheir customers. In addition, they dealt
in bullion and foreign exchange, acquiring andiagrtoin for profit. As a means of attracting
coin for sorting, they were prepared to pay a cdtmterest, and it was largely in this way that
they began to supplant as deposit bankers theat greals, the “money scriveners.” The latter
were notaries who had come to specialize in bropdgagether borrowers and lenders; they also

accepted deposits.
It was found that when money was deposited by abeunof people with a goldsmith or a

scrivener a fund of deposits came to be maintaatedfairly steady level. Over a period of time,

deposits and withdrawals tended to balance. In eugnt, customers preferred to leave their
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surplus money with the goldsmith, keeping only egiofor their everyday needs. The result was
a fund of idle cash that could be lent out at idéto other parties.

About the same time, a practice grew up wherebysdomer could arrange for the transfer of
part of his credit balance to another party by agsing an order to the banker. This was the
origin of the modern check. It was only a shorpst®m making a loan in specie or coin to
allowing customers to borrow by check: the amouotrdwed would be debited to a loan
account and credited to a current account agaihstrmchecks could be drawn; or the customer
would be allowed to overdraw his account up to ecsjgd limit. In the first case, interest was
charged on the full amount of the debit, and indbeond the customer paid interest only on the
amount actually borrowed. A check was a claim agatine bank, which had a corresponding
claim against its customer.

Another way in which a bank could create claimsiregjatself was by issuing bank notes. The
amount actually issued depended on the bankergmedt of the possible demand for specie,
and this depended in large part on public confideimcthe bank itself. In London, goldsmith
bankers were probably developing the use of thé& lpate about the same time as that of the
check. (The first bank notes issued in Europe vigréhe Bank of Stockholm in 1661.) Some
commercial banks are still permitted to issue tlmsun notes, but in most countries, this has
become a prerogative of the central bank.

In Britain the check soon proved to be such a comve means of payment that the public began
to use checks for the larger part of their moneteagsactions, reserving coin (and, later, notes)
for small payments. As a result, banks began tatgteir borrowers the right to draw checks
much in excess of the amounts of cash actually, relthis way “creating money’—i.e., claims
that were generally accepted as means of paymenh 8oney came to be known as “bank
money” or “credit.” Excluding bank notes, this mgreonsisted of no more than figures in bank
ledgers; it was acceptable because of the puldargidence in the ability of the bank to honor

its liabilities when called upon to do so.
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When a check is drawn and passed into the handsather party in payment for goods or

services, it is usually paid into another bank aotoAssuming that the overdraft techniques are
employed, if the check has been drawn by a borrotliermere act of drawing and passing the
check will create a loan as soon as the checkitslpathe borrower’s banker. Since every loan

so made tends to return to the banking systemdepasit, deposits will tend to increase for the
system as a whole to about the same extent as. |@anthe other hand, if the money lent has
been debited to a loan account and the amounteoloin has been credited to the customer’s
current account, a deposit will have been createdadiately.

One of the most important factors in the developnaeéibanking in England was the early legal
recognition of the negotiability of credit instrume or bills of exchange. The check was
expressly defined as a bill of exchange. In comtigleEurope, on the other hand, limitations on
the negotiability of an order of payment preverttegl extension of deposit banking based on the
check. Continental countries developed their owstesy, known as giro payments, whereby
transfers were effected on the basis of writtetricsions to debit the account of the payer and

to credit that of the payee.

1.2.2 TheBirth and Development of Banking Servicesin Ethiopia

It was in 1905 that the first bank, the “Bank of y&binia”, was established based on the
agreement signed between the Ethiopian Governnmehtitee National Bank of Egypt, which
was owned by the British. Its capital was 1 millishillings. According to the agreement, the
bank was allowed to engage in commercial bankimdliig shares, accepting deposits and
effecting payments in cheques) and to issue cuwrerates. The agreement prevented the
establishment of any other bank in Ethiopia, thigng monopoly right to the Bank of
Abyssinia. The Bank, which started operation a yafer its establishment agreement was
signed, opened branches in Harar, Dire Dawa, QuieDeembi- Dolo as well as an agency office
in Gambela and a transit office in Djibouti. Ap&mam serving foreigners residing in Ethiopia,
and holding government accounts, it could not etttdeposits from Ethiopian nationals who
were not familiar with banking services.
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The Ethiopian Government, under Emperor Haile Ssiég closed the Bank of Abysinia, paid
compensation to its shareholders and establisteeBdhk of Ethiopia which was fully owned by
Ethiopians, with a capital of pound Sterling 75@0The Bank started operation in 1932. The
majority shareholders of the Bank of Ethiopia wtdre Emperor and the political elites of the
time. The Bank was authorized to combine the fanstiof central banking (issuing currency
notes and coins) and commercial banking. The Béiiklaopia opened branches in Dire Dawa,

Gore, Dessie, Debre Tabor and Harrar.

With the Italian occupation (1936-1941), the operabf the Bank of Ethiopia came to a halt,
but a number of Italian financial institutions weverking in the country. These were Banco Di
Roma, Banco Di Napoli and Banca Nazionale del Lavdir should also be mentioned that
Barclays Bank had opened a branch and operatetthiopia during 1942-43.

In 1946 Banque Del Indochine was opened and fumetiauntil 1963. In 1945 the Agricultural
Bank was established but was replaced by the Dpwedat Bank of Ethiopia in 1951, which
changed in to the Agricultural and Industrial Deyehent Bank in 1970. In 1963, the Imperial
Savings and Home Ownership Public Association (IBAD and the Investment Bank of
Ethiopia were founded. The later was renamed Etloevelopment Corporation S.C. in

1965. In the same year, the Savings and Mortgagep@oy of Ethiopia S.C. was also founded.

With the departure of the Italians and the restonabf Emperor Haile Selassie’s government,
the State Bank of Ethiopia was established in 1@#8 a capital of 1 million Maria Theresa
Dollars by a charter published as General Notice N¥1993 (E.C). The Bank which, like its
predecessor, combined the functions of central ibgnkvith those of commercial banking

opened 21 branches, including one in Khartoum $tindan) and a transit office in Djibouti.
In 1963, the State Bank of Ethiopia split into Mational Bank of Ethiopia and the Commercial

Bank of Ethiopia S.C. with the purpose of segregathe functions of central banking from

those of commercial banking. The new banks starpedation in 1964.
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The first privately owned company in banking busmevas the Addis Ababa Bank S.C.,
established in 1964. 51% of the shares of the gtk owned by Ethiopian shareholders, 9% by
foreigners living in Ethiopia and 40% by the Natband Grindlays Bank of London. The Bank
carried our typical commercial banking businessnd®daDi Roma and Banco Di Napoli also

continued to operate.

Thus, until the end of 1974, there were state owf@dign owned and Ethiopian owned banks
in Ethiopia. The banks were established for diffiérpurposes: central banking, commercial
banking, development banking and investment bani&ngh diversification of functions, lack of
widespread banking habit among the wider populatibe uneven and thinly spread branch
network, and the asymmetrical capacity of banksderihe issue of completion among banks
almost irrelevant.

Following the 1974 Revolution, on January 1, 1976 paivate banks and 13 insurance
companies were nationalized and along with stateeowbanks, placed under the coordination,
supervision and control of the National Bank of igfie. The three private banks, Banco Di
Roman, Banco Di Napoli and the Addis Ababa Bank. 8t€e merged to form “Addis Bank.”
Eventually in 1980 this bank was itself merged vt Commercial Bank of Ethiopia S.C. to
form the “Commercial Bank of Ethiopia,” thereby at@g a monopoly of commercial banking

services in Ethiopia.

In 1976, the Ethiopian Investment and Savings &% merged with the Ethiopian government
Saving and Mortgage Company to form the Housing &adings Bank .The Agricultural and
Industrial Development Bank continued under theesaame until 1994 when it was renamed as

the Development Bank of Ethiopia.

Thus, from 1975 to 1994 there were four state ownaaks and one state owned insurance
company, i.e., the National Bank of Ethiopia (Then@al Bank), the Commercial Bank of
Ethiopia, the Housing and Savings Bank, the Devalagt Bank of Ethiopia and the Ethiopian

Insurance Corporation.

Prepared by Fasil Alemayehu and Merhatbeb Teklemedhn 11



Law of Banking, Negotiable I nstruments and | nsurance

After the overthrow of the Dergue regime by the BIFRthe Transitional Government of

Ethiopia was established and the New Economic Yd&dic the period of transition was issued.

This new economic policy replaced centrally planeednomic system with a market-oriented

system and ushered in the private sector. Sevaevalt@ companies were formed during the early

1990s, one of which is Oda S.C. which conceivedidea of establishing a private bank and

private insurance company in anticipation of a hhich will open up the financial sector to

private investors.

1.3 Economic Significance of Banks

The existence of a strong and effective bankingesysis very important for the economic

development of a country.

Banks through acceptance of deposit of money fremsgns who do not need it at the
present and lending it to persons who want it fovestment, serve as financial
intermediaries thereby providing ideal source aiddor investment that is crucial in
increasing production, exports, creation of jobsl &reign exchange earnings of the

country.

Similarly bank lending to customers who need th@@ydfor consummation, purchase of
various goods and services, construction of hquaed education increases demand for
those goods and services, thereby encouraging peoslland service providers to
expand their undertakings and increase producH&pansion and increase in production
requires employment of additional workers, theratrgating new jobs, encourage

producers and suppliers of raw materials to in&elasir production and supply.

Banks also play a positive role in encouraging rsgviby providing an incentive to save
through payment of interest on deposits/savingspaodding safety and security. Saving
is also an important source of future investmerd #me improvement of the living

standards of the society.
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* The power of the national bank in fixing intereates is particularly crucial in both
investment and saving. If the rate of interest diXey the bank on deposits /i.e. the
interest banks pay on money deposited on savingtmat accounts / is attractive, it will
encourage people to save their money rather thamdsip. However, such interest should
not discourage people from investment and prodedcdetivities and turn them to rent
collection /potential investors may decide to dépiteir money and collect interest/. If
the rate of interest charged by banks on moneyngoreloan to borrowers is lower, it
may encourage potential borrowers and investorsbdorow and invest, thereby
contributing their part in the expansion and inseeaf production of goods and services,
creation of employment opportunities, increasexipoets and foreign exchange earnings

of the country.

» The existence of a network of banks covering aftgpaf a country facilities business
transactions in the country by making paymentseeasafer and cheaper. Payment

through banks also avoids the risk of loss or tbhEfhioney.

1.4 Typesof Banks
1.4.1 National Bank

1.4.1.1Central Banks: General Overview

It refers to an institution, such as the Bank ofjland, the U.S. Federal Reserve System, the
Bank of France, or the Bank of Japan, that is stediwith the power of regulating the size of a
nation’s money supply, the availability and costtoddit, and the foreign-exchange value of its
currency. Regulation of the availability and co$tooedit may be nonselective or may be

designed to influence the distribution of creditoaim competing uses. The principal objectives
of a modern central bank in carrying out these tions are to maintain monetary and credit

conditions conducive to a high level of employmantl production, a reasonably stable level of

domestic prices, and an adequate level of inteynatireserves.
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Central banks also have other important functimfsa less-general nature. These typically
include acting as fiscal agent of the governmempesvising the operations of the commercial
banking system, clearing checks, administering amgk-control systems, serving as
correspondents for foreign central banks and aifiziternational financial institutions, and, in

the case of central banks of the major industidilons, participating in cooperative international
currency arrangements designed to help stabilizeegulate the foreign-exchange rates of the
participating countries.

Central banks are operated for the public welfard aot for maximum profit. The modern
central bank has had a long evolution, dating hat¢ke establishment of the Bank of Sweden in
1668. In the process, central banks have becomedvar authority, autonomy, functions, and
instruments of action. Virtually everywhere, howevéhere has been a vast and explicit
broadening of central-bank responsibility for praimg domestic economic stability and growth
and for defending the international value of therency. There also has been increased
emphasis on the interdependence of monetary aret n#tional economic policies, especially
fiscal and debt-management policies. Equally, aegfdead recognition of the need for
international monetary cooperation has evolved, @mdral banks have played a major role in

developing the institutional arrangements that fgiven form to such cooperation.

The broadened responsibilities of central bankshi second half of the 20century were
accompanied by greater government interest in tpelicies; in a number of countries,
institutional changes, in a variety of forms, wdasigned to limit the traditional independence of
the central bank from the government. Central-badkependence, however, really rests much
more on the degree of public confidence in the wnsdf the central bank’s actions and the
objectivity of the bank’s leadership than on anyaleprovisions purporting to give it autonomy

or to limit its freedom of action.

Central banks traditionally regulate the money $yipy expanding and contracting their assets.
An increase in a central bank’s assets causesasponding increase in its deposit liabilities (or
note issue), and these, in turn, provide the fihdsserve as the cash reserves of the commercial

banking system—reserves that commercial banksawyol custom, must maintain, generally in
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a prescribed proportion of their own deposit ligieis. As banks acquire larger cash balances
with the central bank, they are in a position tpand their own credit operations and deposit
liabilities to a point where the new, larger casberves no longer produce a reserve ratio greater
than the minimum set by law or custom. A reversec@ss occurs when the central bank

contracts the volume of its assets and liabilities.

Central banks typically alter the volume of thessets by six ways:

1. “Open-market operations” consist mainly of pasés and sales of government securities
or other eligible paper, but operations in bankargeptances and in certain other types
of paper often are permissible. Open-market opmratare an effective instrument of
monetary regulation only in countries with well-ééaped security markets. Open-
market sales of securities by the central bankndcash reserves from the commercial
banks. This loss of reserves tends to force somksh@a borrow from the central bank, at
least temporarily. Banks faced with the cost ofhshorrowing, at what may well be a
high discount rate, and also faced with the polésilaf being admonished by the central
bank about their lending policies typically becomere restrictive and selective in
extending credit. Open-market sales, by reduciegctipacity of the banking system to
extend credit and by tending to drive down thegwiof the securities sold, also tend to
raise the interest rates charged and paid by baiksrise in government security yields
and in the interest rates charged and paid by bfomkes other financial institutions to
offer a higher rate of return on their obligatioimsprder to be competitive, and, given the
reduced availability of bank credit, enables théke, banks, to command a higher rate of
return on their loans. Thus, the impact of openkelasales is not limited to the banking
system; it is diffused throughout the economy. Gosely, purchases of securities by the
central bank tend to lead to credit expansion lyfithancial system and to lower interest
rates, unless the demand for credit is rising dasder rate than the supply, which
normally is the case once an inflationary procests gnderway; interest rates then will
rise rather than fall.
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Changes in domestic money-market rates resultog frentral-bank actions also tend to
change the prevailing relations between domesttt fareign money-market rates, and
this, in turn, may set in motion short-term capilavs into or out of the country.

e

2. Loans to banks, generally called “discounts™mediscounts,” are short-term advances
against commercial paper or government securiiesnible banks to meet seasonal or
other special temporary needs either for loan-&lotels or for cash reserves to replace
reserves lost because of shrinkage in depositsBah& of England ordinarily deals with
discount houses rather than directly with banks tie effect on bank reserves is similar.
The provision of such advances is one of the oldest most traditional functions of
central banks. The rate of interest charged is knasvthe “discount rate,” or “rediscount
rate.” By raising or lowering the rate, the centbaink can regulate the cost of such
borrowing. The level of and changes in the rate aldicate the view of the central bank

on the desirability of greater tightness or easga@dlit conditions.

Some central banks, especially in countries thek la broad capital market, extend
medium- and long-term credit to banks and to gawemt development corporations in
order to facilitate the financing of domestic econo-development expenditures and to
alleviate the deficiency of financial savings. Slghger-term lending is not regarded as
an appropriate central-bank activity by many autles; however, and is considered a

dangerous source of inflationary pressures.

3. Direct government borrowing from central bankeneyally is frowned upon as
encouraging fiscal irresponsibility and commonly Sabject to statutory limitation;
nevertheless, in many countries the central batikeionly large source of credit for the
government and is used extensively. In other casindirect support of government
financing operations has monetary effects thatedifttle from those that would have

followed from an equal amount of direct financingthe central bank.

4. Central banks buy and sell foreign exchangddbilize the international value of their

own currency. The central banks of major industrniations engage in the so-called
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“currency swaps,” in which they lend one anothegirttown currencies in order to
facilitate their activities in stabilizing their elkange rates. Prior to the 1930s, the
authority of most central banks to expand the mosigyply was limited by statutory
requirements that restricted the capacity of tha&raébank to issue currency and (less
commonly) to incur deposit liabilities to the volanof the central bank’s international
reserves. Such requirements have been lowered iiminated by most countries,
however, either because they blocked expansiortheoimoney supply at times when
expansion was considered essential to domesticoetorpolicy objectives or because

they “locked up” gold or foreign exchange needadomyments abroad.

5. Many central banks have the authority to fix angdoy, within limits, the minimum cash
reserves that banks must hold against their defiabifities. In some countries, the
reserve requirements against deposits provide Her ihclusion of certain assets in
addition to cash. Generally, the purpose of sudhgion is to encourage or require
banks to invest in those assets largely than thlegreise would be inclined to do and
thus to limit the extension of credit for other poses. Similarly, especially lower
discount rates sometimes are used to encouragefispgpes of credit, such as

agriculture, housing, and small businesses.

6. In periods of intense inflationary pressure andrtsige of supplies, especially during
wartime and immediately thereafter, many governsi@awe felt a need to impose direct
measures to curb the availability of credit fortmaniar purposes—such as the purchase
of consumer durables, houses, and nonessentialriedpgoods—and often have had
these controls administered by their central barfksch controls typically establish
maximum loan-value to purchase-price ratios andimmam maturities that must be
prescribed by lenders. These controls often applyon-bank lenders as well as to bank
lenders, and this is necessary for effectivenessumtries in which non-bank lenders are
important sources of the types of credit being edrbrhe general experience of central
banks with direct credit controls has not been falile; opportunities for evasion are too
easy, especially if overall credit conditions act extremely tight, and inequities in the

impact of the controls become socially and politjcaoublesome. An early example of
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selective credit-control authority vested in a cainbank and one that, on balance, has
worked tolerably well is the authority conferred the U.S. Federal Reserve Board in

1934 to establish margin requirements on stock-atantedit.

1.4.1.2 TheNational Bank of Ethiopia

The National Bank of Ethiopia was created by orber 30/1963 and reconstituted by the
Monetary and Banking Proclamation No 83/1994 aawtnnomous organ, which is engaged in
the provision of regular banking services to theeggoment and other banks and insurance
companies’. The main purpose of the bank is tosteremonetary stability financial system and
such other credit and exchange conditions as anduodve to the balanced growth of the

economy of Ethiopia. / Art 6/

The bank will have the following powers and dutieat will help it to achieve its purpose, /Art
7/

- Mint coin, print and issue legal tender currency.

- Regulate the supply and availability of money aixdttfie minimum and maximum
rates of interest that banks and other financisfititions may charge for different
types of loans, advances and other credits andpaarious classes of deposits. (Art
7 and Art 30).

- Implement exchange rate policy, allocate foreignhaxge, manage and administer
the international reserve fund of Ethiopia. Thiserwe fund consists of gold, silver,
foreign exchange and securities, which are usqghyofor imports into the country
and pay foreign international debts and other camemts (Art 50).

- License, supervise and regulate banks, insuranogpaoes and other financial
institutions such as savings and credit associsftoroperatives and postal savings.

- Set limits on gold and foreign exchange assets Haatks and other financial
institutions, which are authorized to deal in fgreiexchange, can hold in deposits
(Art 39).

- Set limits on the net foreign exchange position andhe terms and the amount of

external indebtedness of banks and other finanwsétutions.
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- Make short and long term refinancing facilities itatale to banks and other financial
institutions.

- Accept deposits of any type from foreign sources.

- Act as banker, fiscal agent and financial advisahe government/Art 24, 25/.

- Promote and encourage the dissemination of bankind insurance services
throughout the country.

- Prepare periodic economic studies together witedasts of the balance of payment,
money supply, prices and other statistical indicatf the Ethiopian economy used
for analysis and for the formulation and determoratby the bank of monetary,

savings and exchange policies.

1.4.1.3 Vision, Mission and Goals of the National Bank of Ethiopia

The vision, mission and goals of the National BahEthiopia emanated from the overall vision
of the government which 40 see a country, wherein democracy and good guaece are

prevailed upon the mutual consent and involveménitsopeople, wherein social justice is
reigned, and wherein poverty reduced and incomthefcitizens reach to a middle economic

level”.

1) Vision of the Bank
To be one of the strongest and most reputablealdrdanks in Africa

2) Mission of the Bank
To maintain price and exchange rate stability,astdr a sound financial system and undertake

such other functionas areconducive to the economic growth of Ethiopia.

3) Valuesof the Bank

A) Corevalue
- Promoting financial and monetary discipline
B) Individual Values
- Integrity
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- Neatness and good appearance
- Punctuality
- Team work spirit
C) Operational Values
- Commitment to Excellence in Service
- Confidentiality
- Continuous Improvement
- Transparency
- Accountability
D) Organizational Strategic Values
- Pursuit of Excellence and Professionalism

4) Strategic Goals
Goal 1: Carry out extensive and sound institutional tfamsation tasks.
Goal 2: Maintain price and exchange rate stability.
Goal 3: Maintain adequate international reserves.
Goal 4: Improve the soundness of the financial system.
Goal 5: Play a decisive role in economic research andicpohdvice to the
Government.
Goal 6: Create an efficient Payment System.

Goal 7: Improve the currency management of the Bank.
5) Objectives

Objectivesof Goal 1
+ Identify and conduct Quick win activities on contgus basis.
+ Implement BPR studies conducted and ensure thstiaisability.
+ Review and update the SPM document of the Bankydwear years.
+ In 2005/06, devise a result-based scheme that mesaghe performance
evaluation of the work units and individual emplege

+ |dentify and have adequate change agents.
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+ Improve service delivery of the Bank.
+ Strengthen its service and enhance the computernzatocess of the Bank.
+ Enhance the capacity of the Bank.

Objectives of Goal 2

+ Contain annual core inflation (non-food inflatiomithin a single digit.

+ Maintain the exchange rate of Birr close to theildmiium exchange rate.

+ Contain the premium between the official and patafiarket exchange rate to
the level below 1.5 percent.

+ Maintain the premium of respective buying and sgllrates of the USD

between the NBE and commercial banks below 2 percen

Obj ectives of Goal 3

+ Ensure that the international reserve of the cgustnot less than three and a
half months of imports of goods and non-factor mes.
+ Manage the country's Foreign Exchange Reserveeasftig and effectively.

+ Ensure and manage the effective use of the coaroreign Exchange.

Objectives of Goal 4

+ Ensure the average level of NPLs of commercial basmkeduced to below 15
percent.

Conduct effective on-site inspection of banks.

Conduct effective on-site inspection of insurancmpanies.

Conduct effective on-site inspection of micro fioannstitutions.

Issue seven new directives within the SPM period.

Amend the existing directives/policies.

Ensure systematic risk management framework fdn baok.

Introduce CAMEL rating of banks.

- F F & £ £ ¥
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Objectives of Goal 5

+ Finalize the Ethiopian macro econometric model stad its application
+ Strengthen the Bank's research and policy advisapyabilities and the
dissemination of its findings in terms of publishredearch papers and policy

discussion forums by 100% each from 4 and 2 todB4arespectively.

Objectives of Goal 6

+ Create a National Payment System framework.

+ Conduct structural reforms on the existing paynsgstems.

Objectives of Goal 7

+ Ensure the availability and distribution of the Biotes and coins.

+ Ensure the automatic provision of Birr notes exgeaservices

+ Increase the daily note sorting and verificatiopamty of the bank from the
existing Birr 650,000 pcs per day by 60%.

+ Increase the note destruction capacity of the Bimok the existing Birr
700,000 pcs per day by 30%.

+ Assess counterfeiting situations.

1.4.2 Commercial Banks

Commercial banks are banks with the power to maked that, at least in part, eventually
become new demand deposits. Because a commerniaidbeequired to hold only a fraction of
its deposits as reserves, it can use some of theeynon deposit to extend loans. When a
borrower receives a loan, his checking accountreglited with the amount of the loan; total
demand deposits are thus increased until the baspiaid. As a group, then, commercial banks

are able to expand or contract the money supplyrégting new demand deposits.

The name commercial bank was first used to inditdade the loans extended were short-term
loans to businesses, though loans later were eadietadconsumers, governments, and other non-

business institutions as well. In general, the tasse commercial banks tend to be liquid and
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carry less risk than the assets held by other Giahmntermediaries. The modern commercial
bank also offers a wide variety of additional seegi to its customers, including savings deposits,

safe-deposit boxes, and trust services.

The Commercial Bank of Ethiopia and all the prilsat@wvned banks in Ethiopia fall under this
category as they are primarily engaged in receimiogey on deposit and providing loans to the

public.

143 SavingsBanks

A savings bank is a financial institution that gathsavings and that pay interest or dividends to
savers. It channels the savings of individuals wigh to consume less than their incomes to
borrowers who wish to spend more. The savings depepartments of commercial banks,
mutual savings banks or trustee savings banks gbanthout capital stock whose earnings
accrue solely to the savers), savings and loarcedgms, credit unions, postal savings systems,
and municipal savings banks serve this functioncepk for the commercial banks, these
institutions do not accept demand deposits. Pastaings systems and many other European
savings institutions enjoy a government guarantegings are invested mainly in government

securities and other securities guaranteed bydkiergment.

Savings banks frequently originated as part ofgitiiropic efforts to encourage saving among
people of modest means. The earliest municipalngavbanks developed out of the municipal
pawnshops of Italy. Local savings banks were eistaddl in The Netherlands through the efforts
of a philanthropic society that was founded in 1,482 first bank opening there in 1817. During
the same time, private savings banks were deveopirGermany, the first being founded in

Hamburg in 1778.

The first British savings bank was founded in 1&$G Savings and Friendly Society by a pastor

of a poor parish; it proved to be the forerunnethef trustee savings bank. The origin of savings

banking in the United States was similar; the firabhks were nonprofit institutions founded in
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the early 1800s for charitable purposes. With tee of other institutions performing the same
function, mutual savings banks remained concermtriat¢he northeastern United States.

This type of specialized banking service is notigétoduced in Ethiopia and hence there is no
bank, which may be considered as a savings banlweldsr, the commercial banks accept

savings as one form of money deposit.

144 Investment Banks

Investment bank is a firm that originates, undeteg;i and distributes new security issues of
corporations and government agencies. The investh@king house operates by purchasing all
of the new security issue from a corporation at pree and selling the issue in smaller units to
the investing public at a price sufficiently high d¢over expenses of sale and leave a profit. The
major responsibility for setting the public offegiprice rests on the investment bank because it
is in close contact with the market, is familiathvcurrent interest rates and yields, and is best

able to judge the probable demand for the issugi@stion.

In the underwriting and distribution of most setyissues, a syndicate of investment banking
firms is organized. If the amount of capital soughtarge enough to prohibit one investment
banking firm's undertaking the risk of purchasimg tentire issue, the investment bank that
initiates the issue with the corporation organiaegroup of investment bankers to divide the

liability for the purchase, with the originator exgg as manager of the group.

If the market coverage that can be obtained by ntenbers of the syndicate is deemed
insufficient, selected dealers are used to brinmutila wider distribution. Securities are sold to
the dealers at a reduction (known as a concessungh reimburses the dealer for his expenses
and provides him with a profit if the distributissperformed skillfully.

When new securities are to be issued, an investriient having close contact with the
corporation is likely to be asked to originate issue. This process often is called private
negotiation. An alternative arrangement is competibidding, under which the corporation
itself settles upon the terms of the issue to fiered and then invites all banking firms to submit
bids. The issue will be sold to the highest bidder.
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The fact that Ethiopia is a predominantly agramstéate and business in general is limited to a
small scale under takings by individuals, the idéanvestment through purchase of stocks/
shares and bonds is common. Further, more, the fegrycompanies that were established to
wards the end of the imperial era, were nationdlizg the military government which adopted
the Socialist ideology and economic system, whioksdnot allow private ownership of big
manufacturing, agricultural and service providingdertakings or businesses. This fact has
prevented the introduction of investment bankingthiopia. Though a market economic policy
has been adopted after the fall of the militaryegoment and business in general and companies
in particular are expanding, companies have natesteoffering their shares to the public and
hence there was no conducive environment for ttebkshment and operation of these types of
banks in Ethiopia.

1.45 Development Banks

It refers to a national or regional financial itstion designed to provide medium- and long-term
capital for productive investment, often accompdrbg technical assistance, in less-developed

areas.

The number of development banks has increased lyapidce the 1950s; they have been
encouraged by the International Bank for Reconstm@nd Development and its affiliates. The
large regional development banks include the IAt®erican Development Bank, established in
1959; the Asian Development Bank, which began dmers in 1966; and the African
Development Bank, established in 1964. They mayenaéns for specific national or regional
projects to private or public bodies or may operateconjunction with other financial
institutions. One of the main activities of devetggnt banks has been the recognition and
promotion of private investment opportunities. Mitigh the efforts of the majority of
development banks are directed toward the indlisteator, some are also concerned with

agriculture.
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Development banks fill a gap left by undevelopegiteh markets and the reluctance of
commercial banks to offer long-term financing. Diepenent banks may be publicly or privately
owned and operated, although governments frequendige substantial contributions to the
capital of private banks. The form (share equitylaans) and cost of financing offered by
development banks depends on their cost of obicapital and their need to show a profit and

pay dividends.

The Development Bank of Ethiopia is establishedhie purpose of providing long-term loans
to agricultural and industrial undertakings, whete considered crucial in the development of
the economy. It was intended to serve as the niegancer for the various co-operatives and
government owned farms and factories. Now it alswigdes long-term loans to private investors

who are engaged in agricultural and manufacturetiyiéies.

1.4.6 Isamic Banking

1.46.1 General Overview of Islamic Banking

"Islamic banking refers to a system of banking\aistithat is consistent with the Islamic law
(Sheria). It is guided by principles of Islamic aomics. At this juncture, it is important to note
that Islamic law prohibits usury, that is, the eotion and payment of interest which is
commonly known as riba in Islamic discourse. Inifdd, Islamic law prohibits investing in
businesses that are considered unlawful, or hasech(as businesses that sell alcohol or dork or
business that produce media such as gossip colemp®rnography which are contrary to
Islamic values. In line with this, in the late 20tkentury a number of Islamic banks were

established.

14.6.2 The Meaning of Riba

The word riba literally means increase or excessovers both usury and interelst. Quranic
verses it essentially refers to the practice otlieg money for predetermined rate of return or

interest. Riba can also be interpreted as theiaddib the principal sum advanced through loan
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from the lender to the borrower. The Shariah disalliba and there is now a general consensus
among Muslim economists that riba is not restridtedisury but encompasses interest as well.
The Quran is clear about the prohibition of riba. You whalieve fear Allah almighty and give

up that remains of your demand for usury if youinteed believer.

Muslim scholars have accepted the word riba to namnfixed or guaranteed interest payment
on cash advance or on deposits. Several Quramnsev@xpressly admonish the faithful to shun
interest.

1.4.6.3 History of Islamic Banking

The history of interest free banking could be daddnto two parts. First, when it still remained
an idea; second when it became a reality by priiat&ative in some countries and by law in

others.

A, Interest Free Banking asan I dea

Interest free banking seems to be of very recagtroespecially in our country. But the earliest
reference to the reorganization of banking on thsid of profit sharing written by Anwar
Qureshi (1946), Naiem Siddig (1948) and Mohamed @&dhr(il952). In the last forties it was
followed by more elaborate exposition by Mawdudi(i®50)? They have all recognized the
need of commercial banks that use in profit an@ Isisaring mechanism and have proposed a
banking system based on the concept of mudaraldiit(pnd loss sharing). In the next two
decades interest free banking attracted more mftertecause of the emergence of young
Muslim economists. The first such works emergethat of Muhammed vzair (1955). Another
set of works emerged in the late sixties and eselyenties, Abdullah al-araby (1967), Nejatullah
Siddigi (1961.1969), Al Najjar (1971) and Baqir sadr (1961, 1974) were the main
contributors.
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The early seventies saw the institutional involvetrtbat is conference of the finance Ministers
of the Islamic countries held in Karachi in 1970g tEgyptian study in 1972, the first

international conference on Islamic Economics irctéein 1976 etc.

B, the Coming in to Being of I nterest Free Bank

“The institutional and governmental involvement tedhe application of theory to practice and
resulted in the establishing of the first interiese banks™® The Islamic development bank, an
inter-governmental bank established in (1975) was lof this process. The first private interest
free bank is the Dubai Islamic bank; it was setruf975. Before this modern bank experiment,
Islamic banking was undertaken in Egypt withoutj@ectng on Islamic image for fear of being
seen as manifestation of Islamic fundamentalism wes an anathema to the political regime.
The pioneering effort led by Ahmed El-Najjar todketform of saving bank based on profit
sharing in the Egyptian town of Mit Ghamr in 19&3. this time there were Nine (9) such banks
in the country. In ten years, since the establistinod the first private commercial bank in
Dubai, more than 50 interest free banks have conte being. In most countries the
establishment of interest free banking had beepriwate; in Iran and Pakistan, however, it was

undertaken by government initiative and coveredaltiks in the country.

1.46.4  Principlesof Islamic Banking

“The Islamic beliefs prevent the believer from deglthat involves usury or interest (riba). Yet
Muslims need banking service as much as anyoneaeldfor many purposes to finance new
business ventures to buy a house, car, to faeilitapital investment, to undertake trading

activities, and to offer a safe place for savings”.

Islamic banking based on the Quranic prohibitioncbfrging interest has moved from a
theoretical concept to embrace more banks operatih countries with multi-billion dollar
deposit world-wide. Islamic banking is widely reded as the fastest growing sector. An

estimated $ US 70 billion worth of funds are nownaged according to sharith
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The best known feature of Islamic banking is thehfsition of interest. The Quran forbids the
charging of riba on money lent. The Sharia disalldva and there is now a general consensus

among Muslim economists that riba is not restrictedsury but encompasses interest as well.

Let us look at the rule regarding Islamic finanedich is simple and can be summed up as

follows:

1. Any predetermined payment over and above the acwoadunt of principal for any is
prohibited. Islam allows only one kind of loan atidht is gard-el hassan (literally good
loan), where the lender does not charge any irtereadditional amount over the money
lent.

2. The lender must share in the profits or lossesngrisut of the enterprise for which the
money was lent for the business. Islam encouragesliMs to invest their money and to
become partners in order to share profits and inskhe business instead of becoming

creditors.

As defined in the Shari'ah or Islamic law, Islarfii@ance is based on the belief that the provider
of capital and the user of capital should equdligre benefit and the risk of business ventures.
Translated into banking terms the depositor, bartkthe borrower should all share the risk and
the rewards of financing business ventures. Thisii&ke the interest based commercial banking
system, where all the pressure is on the borrowleo, must pay back his loan, with the agreed

interest regardless of the success or failureoéhterprise.

The principle, which thereby emerges, is that Istabaw encourages investments in order that
the community may benefit. It is not instilling &low a loophole to exist for those who do not
wish to invest and take risks but rather conterthwioarding money in bank in return for
receiving an increase on these funds for no'figkccordingly, either people invest with risk or
suffer loss through devaluation by inflation byegeng their money idle.

% Making money from money is not Islamically accefealmoney is only a medium of
exchange, a way of defining the value of a thingas no value in itself and should not be

all owed to give rise to more money through fixetérest payments, simply by being put
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in a bank or lent to someone else. "Muslim jurigsider money as a potential capital

rather than capital, meaning that money becomesgatagmly when it is invested in

business™

4. Gharar (uncertainty risk or speculation) is alsohgrited; and any transaction entered
into should be free from uncertainty risk and spetoan. Contracting parties should have
perfect knowledge of the counter values intendetdeécexchanged as a result of their
transactions.

5. Investments should only support practice or prosldbat are not forbidden. Trade in
alcohol, for example would not be financed by dangc bank, a real estate loan could
not be made for the construction of a casino aedoink could not lend money to other

banks at interest, even if it is profitable.

1.5 Banksand the Money Market

1.5.1 Commercial Banks

Commercial banks are at the centre of most monekets as both suppliers and users of funds,
and in many markets, a few large commercial baekgesalso as intermediaries. These banks
have a unique place because it is their role toighran important part of the money supply. In

some countries, they do this by issuing their owtes, which circulate as part of the hand-to-
hand currency. More often, however, it is checlaegounts at commercial banks that constitute
the major part of the country's money supply. lthexi case, the outstanding supply of bank
money is in a continual circulation, and any gibamk may at any time have more funds coming
in than going out, while at another time the owtflmay be the larger. It is through the facilities

of the money market that these net excesses amthgbs are redistributed, so that the banking
system as a whole can at all times provide the me&payment required for carrying on each

country's business.
In the course of issuing money, the commercial baalko actually create it by expanding their

deposits, but they are not at liberty to createralt they may wish whenever they wish, for the

total is limited by the volume of bank reserves Agdhe prevailing ratio between these reserves
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and bank deposits—a ratio that is set by law, g, or custom. The volume of reserves is
controlled and varied by the central bank (sucthasBank of England, the Bank of France, or
the Federal Reserve System in the U.S.), whichsiglly a governmental institution, always
charged with governmental duties, and almost iadyicarries out a major part of its operations

in the money market.

15.2 Central Banks

The reserves of the commercial banks, which areiraaally being redistributed through the
facilities of the money market, are in fact maidigposit balances that these commercial banks
have on the books of the central bank or noteg@by the central bank, which the commercial
banks keep in their own vaults. As the central bactuires additional assets, it pays for them by
crediting depositors' accounts or by issuing itsnomotes; thus the potential volume of
commercial bank reserves is enlarged. With morerves, the commercial banks can make
additional loans or investments, paying for themebyering credits to depositors' accounts on
their books. And in that way the money supply sré@ased. It may be reduced by reversing the
sequence. The central bank can sell some of itketedrle assets in the money market or in
markets closely interrelated with the money markayment will be made by drawing down
some of the commercial bank reserve balances orbatks; and with smaller reserves
remaining, the commercial banks will have to seltexluce some of their investments or their
loans. That, in turn, results in shrinkage of thétstanding money supply. Central bank
operations of this kind are called open-market afpens.

The central bank may also increase bank reservesmdiyng loans to the banks or to such
intermediaries as bill dealers or dealers in govenmt securities. Reduction of these loans
correspondingly reduces bank reserves. Althoughntkehanics of these lending procedures
vary widely among countries, all have one featareammon: the central bank establishes an
interest rate for such borrowing—the bank rate iscalint rate—pivotally significant in the

structure of money market rates.

Prepared by Fasil Alemayehu and Merhatbeb Teklemedhn 31



Law of Banking, Negotiable I nstruments and | nsurance

Money market assets may range from those with ifeelst form of liquidity—deposits at the
central bank—through bank deposits to various foofshort-term paper such as treasury bills,
dealers' loans, bankers' acceptances, and comhyaapier, and including government securities
of longer maturity and other kinds of credit instrents eligible for advances or rediscount at the
central bank. Although details vary among countriee touchstone of any money market asset
other than money itself is its closeness—i.e. dibgree of its substitutability for money. So long
as the institutions making use of a money markgane a particular type of credit instrument as
a reasonably close substitute—that is, treat itligsid—and so long as the central bank
acquiesces in or approves of this approach, theument is in practice a money market asset.
Thus, no single definition or list can apply to theney markets of all countries nor will the list

remain the same through the years in the moneyehaflany given country.

1.6 Responsibilities of Central Banks

The principles of central banking grew up in resgmto the recurrent British financial crises of
the 19th century and were later adopted in othent@s. Modern market economies are subject
to frequent fluctuations in output and employméithough the causes of these fluctuations are
various, there is general agreement that the ylolibanks to create new money may exacerbate
them. Although an individual bank may be cautionsugh in maintaining its own liquidity
position, the expansion or contraction of the mosapply to which it contributes may be
excessive. This raises the need for a disinterestiéside authority able to view economic and
financial developments objectively and to exert sanmeasure of control over the activities of the
banks. A central bank should also be capable ahgdb offset forces originating outside the

economy, although this is much more difficult.

The first concern of a central bank is the maimeeraof a soundly based commercial banking
structure. While this concern has grown to compmdhéhe operations of all financial

institutions, including the several groups of na@nk financial intermediaries, the commercial
banks remain the core of the banking system. Arakbank must also cooperate closely with
the national government. Indeed, most governmamdscantral banks have become intimately

associated in the formulation of policy.
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1.6.1 Redationswith Commercial Banks

One source of economic instability is the supplymadney. Even in relatively well-controlled
banking systems, banks have sometimes expanded twesuch an extent that inflationary
pressures developed. Such an overexpansion in bamdking would be followed almost
inevitably by a period of undue caution in the nmakof loans. Frequently the turning point was
associated with a financial crisis, and bank faguwere not uncommon. Even today, failures
occur from time to time. Such crises in the pagerofthreatened the existence of financial
institutions that were essentially sound, and ththaities sometimes intervened to prevent

complete collapse.

The willingness of a central bank to offer supgorthe commercial banks and other financial
institutions in time of crisis was greatly encowdgoy the gradual disappearance of weaker
institutions and a general improvement in bank rgangnt. The dangers of excessive lending
came to be more fully appreciated, and the banks &kecame more experienced in the
evaluation of risks. In some cases, the centrak belf has gone out of its way to educate
commercial banks in the canons of sound financeghénUnited States, the Federal Reserve
System examines the books of the commercial bamks carries on a range of frankly
educational activities. In other countries, suchnaisa and Pakistan, central banks have also set

up departments to maintain a regular scrutiny ofro@rcial bank operations.

The most obvious danger to the banks is a suddemarwhelming run on their cash resources
in consequence of their liability to depositorsgay on demand. In the ordinary course of

business, the demand for cash is constant or gubjseasonal fluctuations that can be foreseen.
It has become the responsibility of the centralkd@nprotect banks that have been honestly and
competently managed from the consequences of eesualid unexpected demand for cash. In
other words, the central bank came to act as #ed8r of last resort.” To do this effectively, it

was necessary that the central bank be permittedredb buy the assets of commercial banks or
to make advances against them. It was also negabsdirthe central bank has the power to issue

money acceptable to bank depositors. However, dertral bank was to play this role with
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respect to commercial banks, it was only reasontaleit or some related authority be allowed

to exercise a degree of control over the way ircivitihe banks conducted their business.

Most central banks now take a continuing day-to-gayt in the operations of the banking
system. The Bank of England, for example, has bezrasingly in the market to ensure that the
banks have a steady supply of cash, even duringdsef credit restriction. It also lends
regularly to the discount houses, supplementing tkeources whenever the commercial banks
feel the need to call back money they have on toathem. In the United States, the Federal
Reserve System has operated in a similar way byngugnd selling securities on the open
market and by lending to dealers in governmentréxsibased on repurchase agreements. The
Federal Reserve may also discount paper submijtéoebcommercial banks through the Federal
Reserve banks. The various techniques of creditr@loim use are discussed in greater detail

below.

The evolution of those working relations among saimplies a community of outlook that in
some countries is relatively recent. The whole ephof a central bank as responsible for the
stability of the banking system presupposes mutaafidence and cooperation. For this reason,
contact between the central bank and the commedraiats must be close and continuous. The
latter must be encouraged to feel that the cebiak will give careful consideration to their
views on matters of common concern. Once the ddmdr&k has formulated its policy after a full
consideration of the facts and of the views exg@showever, the commercial banks must be
prepared to accept its leadership. Otherwise, thelavbasis of central banking would be

undermined.

1.6.2 TheCentral Bank and the National Economy

1.6.21 Relationswith Other Countries

Since no modern economy is self-contained, cebiaks must give considerable attention to

trading and financial relationships with other coigs. If goods are bought abroad, there is a

demand for foreign currency to pay for them. Alaiwvely, if goods are sold abroad, foreign
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currency is acquired that the seller ordinarilyvéis to convert into the home currency. These

two sets of transactions usually pass through #m&ibg system, but there is no necessary reason
why, over the short period, they should balancen&ones there is a surplus of purchases and
sometimes a surplus of sales. Short-period diseguin is not likely to matter very much, but it

is rather important that there be a tendency tarfza over a longer period, since it is difficult fo

a country to continue indefinitely as a permaneatrdwer or to continue building up a

command over goods and services that it does mutise.

Short-period disequilibrium can be met very simplydiminishing or building up balances of
foreign exchange. If a country has no balancesintonih, it may borrow, but normally it, at
least, carries working balances. If the commerbiahks find it unprofitable to hold such
balances, the central bank is available to careythindeed, it may insist on concentrating the

bulk of the country's foreign-exchange resourceatsihands or in those of an associated agency.

Long-period equilibrium is more difficult to achievit may be approached in three different
ways: price movements, exchange revaluation (a@ti@c or depreciation of the currency), or

exchange controls.

Price levels may be influenced by expansion orreatibn in the supply of bank credit. If the
monetary authorities wish to stimulate imports, ésiample, they can induce a relative rise in
home prices by encouraging an expansion of crédadditional exports are necessary in order
to achieve a more balanced position, the authsrd#n attempt to force down costs at home by
operating to restrict credit.

The objective may be achieved more directly by Ikgag a country's exchange rate. Depending
on the circumstances, the rate may be appreciatédpoeciated, or it may be allowed to “float.”
Appreciation means that the home currency beconme rraluable in terms of the currencies of
other countries and that exports consequently becomore expensive for foreigners to buy.
Depreciation involves a cheapening of the homeeauy, thus lowering the prices of export
goods in the world's markets. In both cases, howehe effects are likely to be only temporary,
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and for this reason the authorities often preftatinge stability in exchange rates even at the cost

of some fluctuation in internal prices.

Quite often governments have resorted to exchaogeats (sometimes combined with import
licensing) to allocate foreign exchange more os ldisectly in payment for specific imports. At

times, a considerable apparatus has been assefabléds purpose, and, despite “leakages” of
various kinds, the system has proved reasonablgiexit in achieving balance on external
payments account. Its chief disadvantage is thattérferes with normal market processes,
thereby encouraging rigidities in the economy, fgiting vested interests, and restricting the
growth of world trade.

Whatever method is chosen, the process of adjustimeyenerally supervised by some central
authority—the central bank or some institution elgsassociated with it—that can assemble the

information necessary to ensure that the propgoreses are made to changing conditions.

1.6.2.2 Economic Fluctuations

As noted above, monetary influences may be an itapbrcontributory factor in economic

fluctuations. An expansion in bank credit makesspus, if it does not cause, the relative
overexpansion of investment activity characterisfia boom. Insofar as monetary policy can
assist in mitigating the worst excesses of the habia the responsibility of the central bank to
regulate the amount of lending by banks and perbgpsther financial institutions as well. The
central bank may even wish to influence in someekeghe direction of lending as well as the

amount.

An even greater responsibility of the central baskhat of taking measures to prevent or
overcome a slump. Recessions, when they occurpféee in the nature of adjustments to
eliminate the effects of previous overexpansionchSadjustments are necessary to restore
economic health, but at times they have tendedotdog far; depressive factors have been
reinforced by a general lack of confidence, andeadihis has happened, it has proved extremely

difficult to stimulate recovery. In these circumstas, prevention is likely to be far easier than
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cure. It has therefore become a recognized funaidhe central bank to take steps to preclude,

if possible, any such general deterioration in ecoie activity.

For the central bank to be effective in regulatihg volume and distribution of credit so that
economic fluctuations may be damped, if not elirreda it must at least be able to regulate
commercial bank liquidity (the supply of cash am@dr cash”), because this is the basis of bank
lending. Monetary authorities in a number of comsthave begun to resort increasingly to the
management of monetary aggregates as a basic pdllig does not mean an uncritical
acceptance of monetarist philosophy but rather wihatU.S. economist and banker Paul A.
Volcker has called “practical monetarism.” In adtfit to the Federal Reserve in the United
States, a growing number of western European desnbtrave adopted the practice of setting
growth targets for the money supply and sometintlesranonetary targets as well (like domestic
credit expansion), usually setting some range lofaable variation. Japan has had reservations
and has preferred to indicate monetary projectarfsrecasts, partly because of the difficulty of
changing a set target should it become necessaryisNhere any great degree of consensus as
to which target or aggregate to employ. In gentahs, the choice of a particular aggregate as a
basis for reference would be linked to the theesig®re or less explicit—on which the actions
of a particular central bank are based and alsthenstate of the country's economy and its
financial environment. Where there are publicly ldesd targets, these can have an important

effect by the very fact of being announced.

There is now little dispute about the broad obyexdj though the techniques of control are
various and depend to some extent on environméttdrs. It would be incorrect to suppose,
however, that the actions of the central bank caajded, achieve a high degree of stability. It
can, by wise guidance, contribute to that end borietary action is in no sense a panacea, at all
times, the degree to which it is likely to be efiee depends on the provision of an appropriate

fiscal environment.
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1.6.23  Supervision and Promotion of Banking Services

Another responsibility of the central bank is tosere that banking services are adequately
supplied to all members of the community that ntesin. Some areas of a country may be
“under-banked” (e.g., the rural areas of India d@hd northern and more remote parts of
Norway), and central banks have attempted, dirextindirectly, to meet such needs. In France,
this need underlay the early extension of brancfiegke Bank of France to the departments. In
India, the authorities encouraged the opening @friger” branches by the former Imperial Bank
of India and its successor, the State Bank of |nditer by all the nationalized banks, and
particularly their extension to rural and semi taeas. In Pakistan, officials of the State Bank
of Pakistan played an active part in the foundatibthe semipublic National Bank of Pakistan

with a similar objective in view.

A different sort of problem arises when the businesethods of existing banks are
unsatisfactory. In such circumstances, a systemaok inspection and audit organized by the
central banking authorities (as in India and Pakisbr a system of bank “examinations” (as in
the United States) may be the appropriate answéernatively, the supervision of bank
operations may be handed over to a separate aytheuch as France's Banking Control

Commission or South Africa's Registrar of Banks.

In developing countries, central banks may encauthg establishment and growth of specialist
institutions such as savings institutions and adfucal credit or industrial finance corporations.
These serve to improve the mechanism for tappingtieg liquid resources and to supplement

the flow of funds for investment in specific fields
1.7 Banksand Banking Transactionsin Ethiopia
Book IV Title 1l of the Commercial Code of Ethiapiwhich deals with banking transactions

fails to provide a definition of a bank and banktrensactions though the latter may be gathered
from the various sections governing the variousesypf transactions undertaken by banks.
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Therefore, we have to refer to other laws to defamel determine what banks and banking

transactions are under the Ethiopian legal system.

According to Art 2 (12) of the Monetary and Bankifgoclamation No 83/1994, banking
business means any operation involving receivingeyoon deposit, lending money, receiving
commercial instruments on deposit, accepting, natyog/ transferring, discounting commercial
instruments and other evidences of debt, and bugimd) selling of gold and silver notes and
foreign exchange. Similarly, Art 2 (2) of the Licdmg and Supervision of Banking Business
Proclamation No 84/1994 defines banking business as

Any business involving acceptance of money on dégpasing such funds or

deposits, in whole or in part, for loans or investns on the account of and at the

risk of the person undertaking the business, psiobga selling and deposit of

negotiable instruments (shares, bonds and otherrises/ and checks, bills and

notes, and buying and selling of gold and silvdlidms and foreign exchange).

On the other hand, the term bank is defined, uAde2(1) and (4) of the same proclamation, as
a share company whose capital is wholly owned blyiogtan nationals and/or business
organizations wholly owned by Ethiopian nationald avhich is registered under Ethiopian laws
and which has its head office in Ethiopia and Iggghto undertake banking business by the

national bank of Ethiopia.

In addition to this, Art 4(2) of the same proclamatclearly prohibits foreign nationals and
business organizations from undertaking bankingniegs in Ethiopia. The definition of a bank
and this provision exclusively reserve the banksagtor to Ethiopian nationals or business
organizations wholly owned by Ethiopian nationalsimly on the ground of protection of
domestic banks which are at an early stage of dpwatnt, at least until they develop their
financial and manpower capabilities, to be ablecémpete with foreign banks which have

enormous financial strength, experience, technotgly/knowhow.
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1.8 Roleof Micro Finance I nstitutions

According to the preamble of Proclamation No. 494,3he monetary and banking laws in force
do not provide for micro financing institutions eahg for the credit needs of peasant farmers
and others engaged in small scale production amnicseactivities. So it has become necessary

to legislate on the licensing and supervision efltisiness of micro financing institutions.

So the development of microfinance in Ethiopia s$tidhe viewed as (a) an identification of
considerable levels of unrealized demand and patanarket growth for financial services and
(b) a shift by the NGO sector and government fretief assistance to sustainable development

which intersects at the point of institutionalizatiof microfinance provision (Fiona, 1999).

Although the development of microfinance institngoin Ethiopia started very recently, the
industry has shown a remarkable growth in termeutfeach particularly in number of clients.

Since the issuance of Proclamation 40/1996, whidviges the establishment of microfinance
institutions, sixteen microfinance institutions (MJ-have been legally registered by the National
Bank of Ethiopia (NBE) and started delivering seeg, and two more applications by new MFIs
are currently being processed.

According to the Micro start Project document of DIN(1999), the economically active poor in
Ethiopia who can potentially access financial ssrsiare about 6 million. Out of this, about
8.3% of the active poor have gained access tothaded microfinance institutions. Despite the
obvious disadvantages of the microfinance industfythiopia such as poor communication and
infrastructure, weak legal systems, banking seatw technical capacity when compared with

other Sub-Saharan countries, the sector has beenngy at a significant rate.

1.8.1 The Regulatory Framework for the Microfinance Industry and Micro and Small
Enterprises

The delivery of efficient and effective microfinanservices to the poor required conducive

macroeconomic policies and the establishment ardrement of legal and regulatory
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frameworks of a country. An effective financial ®m provides the foundation for a successful
poverty alleviation program. However, regulationghe microfinance industry do not only mean
government regulations; it also involves self-ragjohs and code of conducts introduced by

networks or associations.

Regulatory frameworks governing the microfinancgustry should ensure that the MFI has a
sound portfolio performance; low delinquency oraddf rate; high diversification to reduce the
risk of specializing in the delivery of one loamoguct; ensure the safety of deposits through
equity capital; ensure lower levels of liquidityskj provide regular and high quality financial

information and reduce the risk arising from depsme on subsidy and influence of donor.

There are numerous policies, laws and directiveistwaffect the development of microfinance
industry and micro and small enterprise developnierithiopia. An attempt is made here to
review only the most relevant and recent policiieciing the industry. The Monetary and
Banking Proclamation No. 83/1994 empowered theddatiBank of Ethiopia (NBE) to license,
supervise and regulate financial institutions sashbanks, insurance companies, microfinance
institutions and savings and credit cooperativdse Ticensing and Supervision of Banking
Business Proclamation No. 84/1994 allowed for thst ftime the establishment of private
financial institutions, thus breaking the state wmoly. To date, six private banks and eight

private insurance companies have been established.

Since micro-credit delivery and savings mobilizatim Ethiopia were performed by NGOs,
government departments, cooperatives and othees fragmented and inconsistent way, the
government took the initiative to establish theutatpry framework in order to facilitate sound

development of the

Microfinance industry Proclamation No. 40/1996, g¥hiaims to provide for the licensing and
supervision of the business of micro financing dleandicates the requirements for licensing
microfinance institutions by empowering the NatioBank of Ethiopia to license and supervise
them. According to article 4 of the Proclamatiomy anstitution that needs to engage in

microfinance activity should fulfill the following:
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i.  obtain license from the National Bank of Ethiopia;
ii. formed as a company governed by the commercial 06d860 (a share company
owned fully by Ethiopian nationals and having ieat office in Ethiopia);
iii.  deposit the minimum capital required, i.e., 200,800 in a bank;

iv.  the directors and other officers meet requiremsetdy the bank.

Furthermore, as to the purpose and duty of macranéie institutions, article 3 of the same
proclamation provides:
1. the purpose of micro financing institutions is gmnag credit, in cash or in
kind, the maximum amount of which shall be deteediby the bank.
2. subject to conditions set under this Proclamatian,micro finance

institution may carry out some or all of the folliong activities:

a. accepting savings as well as demand and time dsposi

b. drawing and accepting drafts payable within Etragpi

c. borrowing money for its business purpose againstscurity of its
assets or otherwise;

d. purchasing such income generating financial imsénts as treasury
bills;

e. acquiring, maintaining and transferring of any nable and
immovable property including premises for carrymg its business;

f. providing counseling services to its clients;

g. encouraging income generating projects for urbath @amal micro-
operators;

h. rendering managerial, marketing, technical and athtnative advice
to borrowers and assisting them to obtain seniitésose fields;

i.  managing funds for micro financing business; and

j. engaging in other activities customarily undertakgmmicro financing

institutions.
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To realize the above pruposes and duties, the NdtiBank of Ethiopia has also issued 12
directives, which have been consistent with Proakéon No. 40/1996. These included setting a
loan ceiling of 5,000 Birr and loan duration of oyear. The interest rate has been waived and
MFIs are now free to set their own interest rateing. There is also a requirement for re-

registration once an MFI mobilizes deposits gretitan one million Birr.

The regulatory framework has affected the welfaterded NGOs in Ethiopia which focus on
welfare programs by providing free or subsidizednotcredit services. They tend to provide
credit services at very low interest rate (belowkatinterest rate) focusing on the poorest of the
poor (based on humanitarian reasons) rather thasoond credit management principles. As a
result, many of the NGOs, providing micro-creditveges in Ethiopia, are in a transition from
highly subsidized credit programs to a finance dagestem. Although the initial reactions of the
NGOs in Ethiopia to the implementation of the regoity framework (Proclamation No. 40/96)
were negative, they have now realized that thelatgny framework has institutionalized and

unified microfinance services in the country.

The required minimum paid-up capital payment forlMFEthiopia (about 25,000 US Dollars) is
low and affordable. The recent full liberalizatioh lending interest rates is also a positive
development towards implementing an operationaltanable strategy for MFIs. This assists

to adequately price small-scale and risky loansmittofinance operations.

The government has recognized the importance oforginterprise development to the overall
economic growth of the country and poverty alldeiat It has established the Micro and Small
Enterprise Development Agency to co-ordinate anghpstt the sector. According to

Proclamation No. 33/1998, the Agency shall be imedlin designing policies and strategies for
the development and expansion of the micro andlsm#trprise; study the demand for training
and conduct training; establish skill up-gradireghinical and demonstration centers in different
regions of the country; and disseminate informattonthe entrepreneurs. However, these
enterprises require adequate flow of institutioogddit to finance both short-term operating

expenses and long-term investment needs.
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In addition to addressing poverty and food secussyies, micro-enterprises teach the poor new

skills and help them generate greater savingmf@stment and promote inter-sectoral linkages.

The main constraints of micro and small enterprisgdude lack of finance, business
information, business premises, skills and manabeexpertise, access to appropriate
technology, lack of adequate infrastructure andsame instances discriminatory regulatory
practices. In the Ethiopian context, and in terrhartially solving the problem of financial

resources, the agency has to integrate its aeswtith the microfinance industry.

The Federal Government of Ethiopia has produced Miero and Small Enterprises

Development Strategy to address the above prokdeichsreate an enabling environment for the
growth of these enterprises. It has identifiedecidt and prioritized the target beneficiaries @& th

support program. The support program will consitterse micro and small enterprises using
local raw materials and/or labor intensive techg@s, having greater inter-and intra-sectoral
linkages; potentially competitive and have objestiof exporting their products; and those
engaged in facilitating and promoting tourism. Tdwgport program focuses on creating an
enabling legal framework; streamlining existing ukegory conditions; facilitating access to

finance; training in entrepreneurship, technicatl ananagement skills; facilitating access to
market, raw materials and fostering partnershig fatilitating the availability and access to

adequate infrastructure.

Proclamation No. 83/1995 provides for the estabisht of primary and secondary agricultural
cooperatives on voluntary basis and democraticcimi@s. One of the objectives of the new
Proclamation 147/1998. (Co-operatives SocietieslBneation) is to develop and promote saving

and credit services for members to participatevalstiin the free market economic system.

1.8.2 Implementing, Monitoring and Evaluating the Regulatory Framework of the

Microfinance I ndustry

The process of policy formulation, implementatiomnitoring and evaluation is, by and large,

the same whether it refers to the policy formulaedacro or micro levels. It applies equally to
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policies formulated by the government, a particyéwvate firm or by an NGO. Just as in a
project, the formulation, implementation and monitg process of financial policy, or any
development policy, should follow a defined patheTprocess starts with the identification of
financial policy constraints which impede the agkiment of the stated objectives. This is then
followed by the analysis of the constraints, foratidn of alternative financial policy options or
remedial measures, appraisal and approval, implamen and finally monitoring and
evaluation of the effects and impacts of the finalngolicies of the regulatory framework of the

microfinance industry. We can call this the finagolicy cycle instead of the project cycle.

The search for appropriate change in the regulat@yework and identifying the problems
starts when the stated government objectives agdttafail or are failing. The need for financial
policy reform or change could also start when cameg government departments (such as the
National Bank of Ethiopia) or stakeholders reattzat existing regulatory frameworks are having
unanticipated negative consequences. The ideridicaof a financial policy reform for the
microfinance industry and designing appropriateigyobptions could start when one of the

following situations or a combination of these accu

I.  When the Ethiopian government itself, the NatioBahk of Ethiopia or the Prime
Minister's Office believes that the envisaged fiahpolicy objectives and targets
are not met or realized.

ii.  When the government, with an external pressure feogn the IMF or World Bank,
considers that current financial policies are nstainable in the long term.

iii.  When existing regulatory frameworks result in negatonsequences that were not
envisaged or the effect has been underestimatée &me of their conception.

iv.  When the government realizes that there are btincial policy options to bring
about an accelerated development in the microfimamdustry.

v.  When stakeholders such as the practitioners immiceofinance industry demand a

change in the current policies or regulatory framew

Thus, the possible identification of a change ie tagulatory framework of the microfinance

industry could originate from (a) government linepdrtments; (b) multilateral and bilateral
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donors; (c) organized and unorganized stakehoklers as the practitioners in the microfinance
industry; and (d) research institutes acting aekthianks for policy analysis, financial policy

monitoring and evaluation.

In Ethiopia, there is no government department tviiatlows up the overall development of the
microfinance industry. Currently, there are noesgsh institutes involved in microfinance
development and policy research which recommertthage in the regulatory framework. There
are attempts, however, by the Prime Minister's@@feind the Ethiopian Economic Association to
establish an Economic Policy Research Institutethim Ethiopian context, multilateral and
bilateral organizations do not have the mandaterasdonsibility of identifying and changing
government policies through direct or indirect ptee. The last option to the microfinance
industry is to use the network which is establisigth the objective of creating a forum to
discuss policy issues and problems of the indusiny share experiences. The Association of
Ethiopian Microfinance Institutions (AEMFI) has ated a forum to discuss and review the

performance of the regulatory framework and moriteiimpact.

The entry point for policy analysis in the finarlgactor in general and microfinance industry in
particular is the review of the existing policieghwthe view to understanding shortfalls and to
assess the extent of overhauling or complete clsangguired. The analysis involves both

guantitative and qualitative approaches.

The progress made in the implementation of theouariactivities related to policy reforms in
light of the reform targets and schedule of achesmts should be monitored regularly. Once the
implementation of the financial policy is launchéae National Bank of Ethiopia, or stakeholder

organizations such as AEMFI should review the peegiof the implementation.

The impact monitoring aspect involves measuring du@litative and quantitative changes
brought about as a result of the implementatiothefregulatory framework of the microfinance
industry. This should be compared against the tibgs and targets set for the industry. The
National Bank of Ethiopia with full participationf dhe stakeholders should undertake such

impact evaluation or policy monitoring regularlyhi¥ involves highlighting the progress so far

Prepared by Fasil Alemayehu and Merhatbeb Teklemedhn 46



Law of Banking, Negotiable I nstruments and | nsurance

registered, problems encountered, measures talmgmmendations made for remedial

measures, resources required etc.

Moreover, as indicated earlier, regulation in therofinance industry refers to a set of
enforceable laws and rules. These rules could Bercad by government departments or
associations of practitioners such as AEMFI which,the later case of the latter, is self-
regulation. In the Ethiopian case, there is alreadyestablished government regulatory and
supervisory department under the National Bank tbidpia. What is suggested is to combine
implementation of self-regulation by networks andvernment regulations, as the two
approaches to regulate the microfinance indusegynat mutually exclusive. Here self-regulation
mainly involves drafting the code of conduct foe tindustry and developing performance

indicators or self-rating system.

1.9 Summary

The term bank refers to an institution that dealsmbney and its substitutes and provides other
financial services. Banks accept deposits, makesloand derive a profit from the difference in
the interest rates paid and charged respectivadyneSbanks also have the power to create

money.

The significance of banking is that the existenca strong and effective banking system is very

important for the economic development of a country

When we come back to the development of bankirig,at ancient origin, though little is known
about it prior to the 18century. Many of the early “banks” dealt primarifycoin and bullion,
much of their business being money changing andupelying of foreign and domestic coin of

the correct weight and fineness.

In Ethiopia, it was in 1905 that the first banke tiBank of Abyssinia”, was established based on
the agreement signed between the Ethiopian Govertnamel the National Bank of Egypt, which

was owned by the British.
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Later on the Ethiopian Government, under Emperaolet&ellassie, closed the Bank of Abysinia,
paying compensation to its shareholders and eshadalithe Bank of Ethiopia which was fully
owned by Ethiopians. The Bank was authorized tolsnenthe functions of central banking

(issuing currency notes and coins) and commereiaking.

In 1963, the State Bank of Ethiopia split into M&tional Bank of Ethiopia and the Commercial
Bank of Ethiopia S.C. with the purpose of segregpathe functions of central banking from

those of commercial banking. The new banks starpedation in 1964.

Finally, during the Emperor’s Era, the first priggt owned company in banking business was
the Addis Ababa Bank S.C., established in 1964.

Thus, until the end of 1974, we can safely say thate were state owned, foreign owned and

Ethiopian owned banks in Ethiopia.

Following the 1974 Revolution, on January 1, 1976 paivate banks and 13 insurance
companies were nationalized and along with stateeoMbanks, placed under the coordination,
supervision and control of the National Bank of igpia. For this very reason, from 1975 to
1994 there were four state owned banks and one stahed insurance company, i.e., the
National Bank of Ethiopia (The Central Bank), then@nercial Bank of Ethiopia, the Housing
and Savings Bank, the Development Bank of Ethiapithe Ethiopian Insurance Corporation.

After the overthrow of the Dergue regime by the BIFRthe Transitional Government of
Ethiopia was established and the New Economic Yd&dic the period of transition was issued.
This new economic policy replaced centrally planeednomic system with a market-oriented
system and ushered in the private sector. Sevevalt@ companies were formed during the early
1990s one of which is Oda S.C. which conceivedidea of establishing a private bank and
private insurance company in anticipation of a hhich will open up the financial sector to
private investors. Following the Transitional Pdridhe legal system is more conducive than

ever before for the private sector in banking taatisn.
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To have a full-fledged understanding of this chggtas important to have a general overview

on the principal types of banking. So that letemrisg the conventionally principal ones.

Central bank is a banker to governments and “lendétast resort” to commercial banks and
other financial institutions. They are often respble for formulating and implementing

monetary and credit policies, usually in cooperatiath the government.

Commercial bank is a bank which deals with moneayiarsubstitutes for money, such as checks
or bills of exchange. The banker also providesréetyaof other financial services. The basis of
the banking business is borrowing from individudilsns, and occasionally governments—i.e.,
receiving “deposits” from them. With these resosraad with the bank's own capital, the banker
makes loans or extends credit and invests in dexsuriThe banker makes profit by borrowing at
one rate of interest and lending at a higher raig lay charging commissions for services
rendered. The Commercial Bank of Ethiopia andhadl privately owned banks in Ethiopia fall
under this category, as they are primarily engageéceiving money on deposit and providing
loans to the public.

A savings bank is a financial institution that gathsavings and that pay interest or dividends to
savers. It channels the savings of individuals wigh to consume less than their incomes to
borrowers who wish to spend more. The savings depepartments of commercial banks,
mutual savings banks or trustee savings banks ¢banthout capital stock whose earnings
accrue solely to the savers), savings and loarcedgms, credit unions, postal savings systems,
and municipal savings banks serve this functioncepk for the commercial banks, these
institutions do not accept demand deposits. Pastaing systems and many other European
saving institutions enjoy a government guarantegings are invested mainly in government

securities and other securities guaranteed bydkiergment.

Investment bank is a firm that originates, undetes;i and distributes new security issues of
corporations and government agencies. The investh@king house operates by purchasing all

of the new security issue from a corporation at pnee and selling the issue in smaller units to
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the investing public at a price sufficiently high d¢over expenses of sale and leave a profit. The
major responsibility for setting the public offegiprice rests on the investment bank because it
is in close contact with the market, is familiathwcurrent interest rates and yields, and is best

able to judge the probable demand for the issagi@stion.

Development banks are banks that fill the gap Ibsftundeveloped capital markets and the
reluctance of commercial banks to offer long-tenimamcing. Development banks may be
publicly or privately owned and operated, althouggivernments frequently make substantial
contributions to the capital of private banks. Tioem (share equity or loans) and cost of
financing offered by development banks depend eir ttost of obtaining capital and their need

to show a profit and pay dividends.

Islamic barking refers to a system of banking aigtithat is consistent with Islamic law (Sheria).
It is guided by principles of Islamic economics. #is juncture, it is important to note that
Islamic law prohibits usury, that is, the collectiand payment of interest which is commonly
known as riba in Islamic discourse. In additiotansic law prohibits investing in businesses that
are considered unlawful, or harem (such as busesetsmt sell alcohol or dork or business that
produce media such as gossip columns or pornograpich are contrary to Islamic values. In

line with this, in the late 20th century a numbgtstamic banks were establishéd”

Banksand Banking Transactionsin Ethiopia

Book IV Title Il of the Commercial Code of Ethiapiwhich deals with banking transactions

fails to provide a definition of a bank and banktrensactions though the latter may be gathered
from the various sections governing the variousesypf transactions undertaken by banks.
Therefore, we have to refer to other laws to defmel determine what banks and banking

transactions are under the Ethiopian legal system.

According Art 2 (12) of the Monetary and Bankingo&amation No 83/1994, banking business
means any operation involving receiving money orpodd, lending money, receiving

commercial instruments on deposit, accepting, natyog/ transferring, discounting commercial
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instruments and other evidences of debt, and bugimd selling of gold and silver notes and

foreign exchange. Similarly, Art 2 (2) of the Licamg and Supervision of Banking Business

Proclamation No 84/1994 defines banking businesamsbusiness involving acceptance of

money on deposit, using such funds or depositahiole or in part, for loans or investments on

the account of and at the risk of the person ua#leny the business, purchasing, selling and
deposit of negotiable instruments (shares, bondso#trer securities/ and checks, bills and notes,
and buying and selling of gold and silver bullicarsd foreign exchange.In addition to this, Art

4(2) of the same proclamation clearly prohibitefgn nationals and business organizations from
undertaking banking business in Ethiopia.

According to the preamble of Proclamation No. 40@ ¢he monetary and banking laws in force
do not provide for micro financing institutions eahg for the credit needs of peasant farmers
and others engaged in small scale production andceeactivities. Hence it has become
necessary to legislate on the licensing and sugierviof the business of micro financing

institutions.

Although the development of microfinance institngoin Ethiopia started very recently, the
industry has shown a remarkable growth in term®ufeach, particularly in the number of
clients. Since the issuance of Proclamation 40/19@Bich provides the establishment of
microfinance institutions, sixteen microfinancetimgions (MFIs) have been legally registered
by the National Bank of Ethiopia (NBE) and startddlivering services, and two more
applications by new MFIs are currently being preeels

The main constraints of micro and small enterprisgdude lack of finance, business
information, business premises, skills and manabeexpertise, access to appropriate
technology, lack of adequate infrastructure andsame instances discriminatory regulatory
practices. In the Ethiopian context, and in terrhgartially solving the problem of financial

resources, the agency has to integrate its aeswtith the microfinance industry.
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1.10 Review Questions

[ —

. Briefly discuss the development of banking systemshe world and particularly in

Ethiopia.

N

. Verify the different types of banks.

3. Discuss thé=conomic Significance of Banks.

4. Discuss the role of National Bank, Commercial Ban8aving Banks, Investment
Banks, Development Banks and Islamic Banks takintp iconsideration their
specialization.

5. Discuss how the supervision and promotion of bagkiervice could be realized.

6. List down the vision, mission and goals of theiblzl Bank of Ethiopia.

7. Discusshanking transactions in Ethiopia.

8. Under the Ethiopian Banking system there is Natipndest; could this frustrate
Ethiopian accession to WTO.

9. Pin point the role of micro finance Institutionstire realization of development.

10.Clearly show the regulatory framework for the mforance industry and Small

Enterprises
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CHAPTER TWO: MAJOR BANKING TRANSACTIONS

2.1 Deposit of Funds

A deposit of funds is a contract whereby a pergpees to deliver and transfer the ownership of
specified amount of money to a bank which agreespay them under the conditions agreed up-
on in the contract or on the demand of the depositee bank, as the owner of money deposited,
has right to use it in respect of its professiawivities, i.e. the bank may lend it to its cusésm

or invest it in areas which are allowed by theavai bank /Art 896/. The contract of deposit of
funds is almost identical to contracts of loan @y or other fungible things under Art 2471 of
the Civil Code of Ethiopia in which the borrowercbenes the owner of the money or fungible

he borrowed and has the right to dispose of inmagner he wishes.

However, where the deposit relates to “coins ameémindividual monetary tokens” and where
there has been an agreement that they shall bededuto the depositor in kind, the bank does
not acquire the right of ownership and hence camligggose of such items. /Art 896 second
proviso/. This rule applies, it seems, not to coamsl paper money that are a legal tender
currency at the time of deposit unless they beacigpsigns which are of historic or sentimental
importance to the depositor. It also applies taengies or coins used previously in the history

of a country and which are considered by the owdepdsitor of historic importance.

The contract of deposit of funds results in thenopg of an account in the name of the depositor
by the bank in which the latter enters all traneast made with the depositor. The bank credits
the account of the depositor with all deposits maygléhe depositor and debits the account where

the depositor makes withdrawals or order paymentisitd parties. (Art 897).

The type of account opened may either be a cuasrdunt in which the depositor has the right
to dispose of the deposit at sight or on demands fiype of account also is a check operated
account, i.e., the holder may demand repaymenaufqe the whole of the deposit by drawing a
check on the bank payable to himself or a thirdypas the repayment may be demanded at any
time, this type of deposit does not bear interestt 897, 898. /
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The account may also be a saving account, whittigsest bearing and the right of the depositor
to demand repayment may be limited. The insured b&yrevented from withdrawing an
amount which is greater than a certain amount afeyavithin a certain period or to give notice
of withdrawal. /Art 897, 98. / It may also be a émdeposit or account in which the depositor can
not demand repayment or withdrawal before the |afisbe agreed period of time. This type of
deposit normally bears interest at a rate agreed bptween the parties provided that it does not
exceed the maximum limit determined by the Natidehk. Art 897, 898 (2). Where the person
has several accounts, each account shall operadependently unless the parties agree
otherwise. /Art 902/

However, a contract of deposit of funds does ntitlerthe depositor to demand withdrawal of

an amount that is grater than the balance in Wisrfen the account. In other words, the right of

the depositor to demand repayment is limited toaheunt of money held in account in his

favor and he does not have the right to overdraaabcount without a special agreement to this
effect, which is one form in which banks give loantheir customers. /Art 899,945 of the

Comm. Code and Art 2471 Civil Code. /

2.2 Bank Transfers

This transaction represents one mode of transgemoney from one account to another upon
the written and signed order of the transferor, amdeans of performing money obligations. As
a result, it is always a secondary transaction bickvthe debtor performs his obligations by
payment of money. According to Art 903(1) of then@on. Code, a bank transfer is a transaction
whereby the bank, upon the written order of theodépr /transferor, debits the account of the
transfer and credits the account of another depdisie transferee with the amount specified in
the instruction or transfer order. In cases wheeeintended beneficiary of the transfer does not
have an account of his own, transfer may still lz@lenthrough the account of another person. In
such cases, the person to whose account the ansocnedited shall carry the sum to the actual
beneficiary of the transaction who must be spatifie the transfer order or instruction. / Art
903(3)/
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This type of transfer, which requires the existerafetwo separate accounts, has to be
distinguished from international transfers and ldansfers that do not require accounts by the
transfer and the transferee and hence are comnusely modes of transfer. There are no rules
governing these types of transfer, and the rights duties of the parties are determined by the

contract concluded between the bank and the tnansfe

Bank transfer as defined by Art 903(1) may be imaewhere the accounts of the transfer and the
transferee are opened within the same branch errettwhere the accounts of the transfer and

the transferee are opened at two different branchéee same bank Art 904.

Transfer order represents one form of demandingyrapnt by the depositor. Hence the transfer
can instruct the bank to transfer an amount whisksdnot exceed the balance of his account.
The transferor cannot order the bank the transfeanoamount which exceeds the balance
without a special agreement between the transterdrthe bank under which the transfer under
takes to deposit the agreed amount within a pedietérmined in advance. The transfer made
pursuant to this type of agreement is considerea lasn or overdraft provided by the bank to

transfer. / Art 905, 908, 899, 945 of the CommérCiade & Art 2471 of the Civil Code/.

Transfer order may be issued and communicated tijirdy the transfer to the bank for
execution or it may be issued by the transfer lauidied over to the beneficiary to present it to
the bank for execution. /Art 906 /3/ and 907/1/

The transferee or the beneficiary of the transfellsacquire the right of ownership/title/ to the
money to be transferred at the time when the bafitsl the account of the transfer. And the
transfer may cancel the transfer at any time befoseaccount is debited and before the
transferee acquires ownership right to the monepwever, if the transfer order is
communicated to the bank by the beneficiary aseageecording to Art 907(1), the transferor
loses the right to cancel the order from the tilme transfer order is issued and handed over to
the beneficiary. /Art 906 and Art 907(2)./ Thisnsinly because the issuance of the order and its

handing over to the beneficiary shows the existerfi@gevalid contract formed by the acceptance
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by the transferee of the offer made by the transfepay a certain amount of money which
cannot be cancelled by one party.

As we have seen above, the transferee acquiregtiteof ownership over the money at the time
when the account of the transfer is debited ana dafore the account of the transferee is
credited with the amount of transfer. Hence, thiégabon for the performance of which the
transfer order is issued should have been extihgdiby payment/performance according to Art
1806 civil code. However, contrary to this gengmahciple of contracts, Art 909 provides that
obligations underlying the issuance of transferecsdogether with securities and collateral (if
any) shall not be extinguished until the accounthef transferee is credited with the amount of
money transferred. This seems to be to protectrédresferee's interest against the cases where
the bank is prevented from crediting the accounthef transferee upon the opposition of the
transfer on the ground of bankruptcy of the formf@rt 910. / because in such cases the
bankrupt transferee and his creditors will be Vethout remedy if the underlying obligation is
extinguished according to Art 1806 and the trangfestopped by opposition. Therefore, this
provision seems to be intended to enable the eamsfwho is declared bankrupt or his creditors

would be able to resort to such obligations to dashy@ayment from the transferor.

2.3 Deposit of Securities

Though the relevant provisions of the commercialecalo not provide a definition of this
transaction, a contract of deposit of securitiey e defined as a contract whereby an owner or
of securities (shares or stocks, government bondscampany bonds (debentures) or other right
holder agrees to deposit the securities with a bahich agrees to provide safe custody and
handle or manage them for consideration. In othendg; this is a transaction by which banks
keep securities in their custody and perform aticfions relating to them such as the collection
of yields arising from securities deposited, id?vjdends from shares/stocks, capital repayments
and interest arising from bonds and handle purchasesale of securities in the name and on

behalf of the depositor.
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According to Art 912 and 914 of the commercial gatie bank which deposits securities has the
duty to handle the securities deposited and toecblinterest, dividends, capital repayments
amortization and any other entitlements arisingafigecurities as soon as they can be claimed.
It also has the duty to deposit the money collebtedntering them in the deposit account of the
depositor of the securities. From the definitiooided above and the these provisions of the
code, we can understand, that this transactiomtisarcontract for deposit alone but a contract
which involves handling or management of securityeshe bank including sale and purchase of
securities in the name and on behalf of the depogiArt 912 and 913(2)).

Regarding degree of care expected of the bank923(1) provides that the bank must ensure
the custody of the securities and act in relati@rd to (handling and management) with due care
required of paid bailee, i.e., a person to whormdgoare entrusted for specific purpose. The
degree of care expected of the bank is that palddeyasince the bank provides this service for

consideration in the form of service charge or cagsian. A gratuitous bailee is only bound to

take the same care of the property entrusted todsim reasonably prudent and careful man
might fairly be expected to take care of his owoperty of the same nature and shall be liable

only in cases of gross negligence.

However, a paid bailee, on the other hand, isdidbt loss through mere negligence and must
safeguard the property and the rights arising tfrera by every means in his power and provide
the most effective possible appliances to this frldase compare Art 2211(3) and 2720-22-civil

code. /

The bank must also take necessary measures andycaiitip formalities necessary to preserve
the rights, arising out of securities such as rexte coupon and payment of stamp duty. The
bank must also notify, through registered letténs, depositor before making decisions which
involve several options, for instance, between ivtog dividends on shares or to receive
additional stocks or shares issued in lieu of chigwever, the bank shall make a decision to on
one of the options where the depositor fails taegnstructions within a reasonable period. (Art
915).
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Finally, where the contract of deposit of secusitie terminated either by the decision of the
depositor, the bank has the duty to restore thetimet@epositor or his agent or his creditors, even
where the securities are registered in the nama tifird party. Securities deposited by the
usufractuary may be restored to the bare ownéeifdtter produces evidence of the death of the
former./ Art 916 and 917 of the Commercial Code/

But the law does not contain rules applicable eseof deposit of other types of property, such
as valuables, and documents such as title deeliis,and insurance policies, except the second

proviso of Art 896, which governs the deposit cansl other individual monetary tokens.

24 Hiring of Safes

Banks take charge of their customers’ valuableg ljgwelry, negotiable securities, and
documents of title to properties, will, and depdisém, as they can be conveniently stored. Such

deposits are special in nature and thus do notifaler the general category of banks’ deposit.

The acceptance of valuables for safekeeping fram ttustomers is one of the essential, though
subsidiary, services of banks. The right of a b&mkender this service is recognized as a
legitimate banking transaction. Though deposittoragye companies can render the service as
well, the fact that the modern bank, for its owntpction, is well equipped with safes and strong

rooms it particularly suitable for rendering thes\gce.

Banks deposit their customer’s values in eithgheffollowing two ways:
1. By accepting the valuables for safe-custody or

2. By hiring out safe deposit boxes to their customers

In the first case, customer's valuables are hawded to the bank either openly or in a sealed
cover box. The particulars of the deposit may bevkmto the bank in which case a record of
them will be made in the safe custody register. elmy, as it was said above, valuables
constitute special deposit and, as a matter oty special deposit should not be commingled
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with the banks’ other deposits. Banks usually pldee valuables in their safes together with

other deposits. This service is known as ‘safestamly’.

Nowadays, safe-custody service is being abolishedause of the nature of the service in
increasing the liability of banks for the loss oktomer's valuables; undoubtedly, the banks will
be held liable for their customers, as bailers twiltheir bail ees.

At present in correspondence with their customieasiks usually avoid the term safe-custody’
preferring to use the term ‘safe-deposit’. Fadilitg safe deposit of valuables by hiring out safe
boxes for their customers is the dominant servicdanks in most countries of the world,
including Ethiopia. This mode of deposit, also kmoag safe deposit, constitutes the second way
of depositing valuables. In this case, the bankshiout safe boxes and the valuables to be
deposited are not as such handed over to the bathler the customers themselves place them in
the hired safe boxes. The particulars of the dépaBinot be disclosed to the bank. This service

is known as ‘safe-deposit.

Some banks provide a service whereby they makéadaito their customers a safe deposit box
to which the customer himself keeps the key andhiczh he may have access during business
hours.

In safe deposits or hiring of safes the bank d&edcustomer execute a contract specifying the
conditions on which the safe will be hired the caat includes the customer's duty to pay rental
charges and the method of payment. Sometimes,usterner may be made to open a saving
account and deposit a certain amount of money fwinch the bank could debit the rental
charges whenever they are due. The nature of thgoreship created by the contract is a subject

of argumentation. It will be discussed in chaptarf

When a customer enters into a contract for hiringafe, a safe or compartment of a safe will be
placed at his disposal for a specified period. Kég of the safe box, with its reserves, will be
given to the customer. This key will be at his esole possession during the terms of the
contract. The customer can use the safe box tosdepoy article that he wants as far as the
article to be deposited in the safe box is not damgs in such a way as to cause damage to the

bank’s and other customers’ property or is not gidio be harmful to the public at large.
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Having exclusive possessions of the key to the bafe the customer and his duly authorized
agent are the only ones who could have acces® tedfle box, and they are also the only persons
who could have direct control over the depositeldiatales. To ensure this the customer will be

provided with an access identification card whemh&rs into the contract.

The bank maintains a safe deposit register in witichill take down the customer’'s name,
address and safe box number. The customer's speaigeature will also be taken on the
signature cardAs an additional safeguard to identify the custoarad his signature, he may be
required to choose a ‘code word’ or a ‘pass workliolr he will communicate to the strong room

attendant when he comes to visit his safe box.

The safe boxes are placed in the strong roomseobdéimk. The customer can not have access to
his safe box without the permission of the stroogm attendant. Thus, despite the contract for
hire the bank can control the customer’s visithitosafe by putting restrictions on visiting hours.

For instance, the customer can be made not to hisisafe box outside the specified business

hours.

The customer’s right to deposit anything he wanthe safe box can be restricted in the contract
based on different considerations, like the bamkid other customers’ security and security of
the public at large. The customer is not obligedlisxlose the contents of his safe box. As a
matter of fact, the bank has no interest in knowtimg contents of the safe box since in such a

case it is less likely to be held responsible foy lpss or damage to the contents of the safe box.

A safe box may be hired in the joint names of twdhovee persons. In such a case the banker
should get the mutual consent of all the hirerseiecuting any instructions or making

subsequent modifications.

The contract for hiring of safes can be terminatethe will of the parties although both parties
have the right to unilaterally terminate the cocifréhe bank, as a service rendering institution to

the general public, should show good cause to tetmithe contract. The contract could also be
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terminated at the death of the customer or an iddal banker. At the event of the customer, the
bank should deliver the contents of the safe bdy when the person requiring delivery presents
a document from a court evidencing the fact thaishthe legal representative of the deceased.
The laps of the period of the contract and failiorgpay the rental charges by the customer may

also be grounds for terminating the contract.

Under Ethiopian law, a contract of hire of a safeléfined as a contract whereby a bank agrees
to place at the disposal of the hirer a safe oorapartment of a safe for a specified period of
time on payment of a rent. The bank under thissaation has the duty to prepare a room where
the safes are to be kept called a strong room aedape safes for the hirer, and take the
necessary measures to ensure the up keep andustddycof safes. However, the bank is under
no obligation for the deterioration or damage @& tontents of the safe. A person may hire a
safe in a bank to deposit valuables such as gadbgers diamond (jewelries), important
documents such as title deeds, insurance poligidls, inventions and works of art. However,
the hirer may not deposit things that are dangeroysthemselves such as explosives,
inflammable things, narcotic drugs, guns and legalder currency, which is supposed to
circulate, or deposited through contracts of depafdiunds and not in hired safe, as this puts the
money out of beneficial use. Violation of this pitmtion is a ground for the cancellation of the
contract by the bank. /Art 922/

In addition to making sure that the safe and thengtroom are not endangered by fire, water or
breach by unauthorized third parties, the bank mivetimmediate notice of the danger to hirers
and enable them to empty the content of their saéésre the risk materializes. The bank has
this obligation even where the danger occurs oetsuwbrking days and hours of business.
However, the bank is not required to give individoatices to each hirer. The bank may notify
the hirers by means such as local radio or TV atatior through public announcements. /Art
920/

The bank has also the obligation to allow the haehis agent to have access to the safe by
providing him with keys and identification cardsrithg working days and of hours of business. /
Art 921/
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The obligation of the hirer on the other hand s dibligation to pay the rent on time and return
the keys to the safe by emptying the contents @ftfe upon termination or cancellation of the
contract. /Arts 919 and 923/1//

The contract of hire of a safe shall terminate fasght where the hirer fails to pay a rent within
a period of one month from the date of notice lystered letter given by the bank. Where the
hirer fails to pay a rent for a single term, thalbademands payment by a registered letter. The
contract shall terminate as of right where therhiads to pay the rent within a period of one
month from the date when the bank gave the no#éiod,the bank shall take possession of the
safe at the end of the period of notice by caltimghirer to be present on the date and time fixed.
Where the hirer fails to appear on the fixed dai tame or refuses to return the key and give up
his safe by removing his deposits, the safe sleafblxed open in the presence of a court official
who shall draw up a descriptive report of the cotgeof the safe which shall constitute a

conclusive evidence as regards all interestedgsairt 923/2//

2.5 Discount

Discount is a contract whereby a bank agrees tot@ayholder of a commercial instrument or
security having a future date of payment an amuaumich is lesser than its actual value, against
the surrender of the instrument and the undertatdngpay the value of the instrument by the
holder where payment is not made at the maturitythef instrument. A bank discounts a
commercial instrument for consideration, which e tdifference between the value of the
instrument and the discounted amount paid by timk ba the holder. /Art 941. /. On the other
hand, a holder of a commercial instrument agreesdeive an amount which is lesser than the
actual value of the instrument in most cases bechaseeds the money for immediate uses and
his rights in the instrument do not mature untlistant future date and he cannot get the money
he needs from other sources and the need doefiowtham waiting until that date.
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The amount of commission and interest charged bybénk which discounts the instrument
shall be calculated by taking into account the trer@aining until maturity of the instrument and

the value of the instrument respectively. /Art 24Hnd 942/

The bank, which discounts a commercial instrumerd eecurity, shall acquire all the rights of
the beneficiary of discount on the instrument idahg the right to demand payment from the
person or persons who are liable on the instrumergddition, where the bank receives the full
value of the instrument at maturity, the obligati@rising out of discount shall be extinguished.
However, if the bank is not successful in its cldion payment at maturity, it will have two
alternative remedies, Art 944(1).
- It may proceed against parties liable on the imsént under Art 790 of the
commercial code, or the company which issued theesbr bond, or
- It may proceed against the beneficiary of the dist@n the of basis the contract of
discount (Art 941(1) and 943).

However, the right of the bank is limited to theamt of money it has paid to the beneficiary

plus commission, interest and expenses (944(2)).

2.6 Bank Lending

Bank lending or credit services provided by banksane of the most common and traditional
functions of banks which, if properly used, mayypka vital role in a country's economic

development.

Art 2471 of the Civil Code, which also applies t@hs provided by banks, defines a contract of
loan of money or other fungible things as a conitvatere by a party called the lender, under
stakes to deliver to the other party, the borrowecertain amount of money or other fungible
things and to transfer to him the ownership themeothe condition that the borrower will return

to him as much of the same amount and quality.
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Contracts of loan of money or other fungible thirge not subject to special form and may be
made in any manner. However, the contract or thayment of loan of money exceeding five
hundred Birr has to be proven by producing docusenth as receipts, accounts, registers and
so on. It may also be proven by confession of eiffagty as to the existence of the contract of
loan or its repayment, or the oath taken in coyreiher party. Art 2472. However, where the
contract of loan is concluded between a bank amdustomers, the contract of loan or its
repayment may be proven even by witnesses or ppggum /compare Art 2020-26 of the civil
code/. As we have seen in the definition of contrat loan, loans under ordinary circumstances
are given by the lender by way of delivering theeed amount of money at once. However,
under special circumstances the loan may alsousndiy allowing the customer of the bank to
overdraw his account up to the agreed amount fgygaes of conducting his business. This type
of loan is given usually for traders as means ghpent of their obligations. / Art 945. / An open
credit or overdraft loan may be given for limitedunlimited period of time, i.e. the bank may
allow the customer to over draw his account foreaiqu of one year, for instance, and the
customer is expected to have the amount put atisymsal by the bank plus interest by the end
of the period. The bank has the right to cancetreots of loan made for unlimited period at any
time. Similarly, the bank may also cancel the cactton the death, incapacity of the beneficiary,
or suspension of payment even where it is not skedal by a judgment of a court or because of

his gross negligence in the use of credit grarited 946/

All types of bank loans are given following certgirocedures:

The bank under all cases must assess the creditiness of the customer by studying the
business and financial position of the customes,dnedit history and finally by requiring a

security or collateral in the form of mortgage ¢&dge. A bank may require a potential borrower
to mortgage a building, a motor vehicle, a busir@shis right to use urban land acquired by

lease if the amount of guarantee does not exceel@dise price paid by the holder.
A bank may also provide loan against pledge oftelsabf various types or pledge of incorporeal

things particular claims, and securities documaitgitle to goods such as bills of lading,

warehouse goods deposit certificates.
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Refer to your course on the law of security devigasticularly to;

« Art 3041-3116 of the Civil Code - mortgage of immble and special movables

« Arts 171-193 of the Commercial Code -mortgageusiitiess

« Art 2825 — 2863 of the civil code regarding pledgechattels/ corporeal movable things/
Arts 2863 — 2874 of the civil code pledge of incgal things

« Arts 947 — 958 of the commercial code pledge otisges

2.7 Documentary Credits

A documentary credit is a credit provided to pess@mgaged in foreign trade particularly
importers who need to pay the price of goods irifpr exchange. This type of credit is required
because it is only banks which are allowed to headld deal in foreign exchange and importers
are required to pay the price of goods importedhfedbroad through opening letters of credits.
So an importer who intends to import goods into ¢bantry has to apply to a bank to open a
letter of credit in which the seller of the goodstlie beneficiary. Where the bank accepts the
application of the importer, it opens the letterocoédit equivalent to price of the goods and
transmits or communicates it to its branch (if @#sha branch at the place where the seller is
situated) or to a bank with which it has a corresjgmce. The correspondent bank, which has
received the letter of credit, shall notify the lsébeneficiary of the credit. And the
correspondent bank shall pay the price of the gtmdse beneficiary of the credit after receiving
documents representing the goods such as an invaibdl of lading, a packing list and an
insurance policy covering risks associated witingpmrtation (Where according to the contract
of sale insurance is the obligation of the sellend after confirming that the documents
presented by the seller confirm with terms and @ of the credit. The payment may also be
made to third parties such as holders of billsxahange to whom the right to receive the part or
the whole of value of the letter of credit is triameed /Art 965,966. /

The correspondent bank which has paid the agreedrnto the seller or third parties to whom
the right to receive payment is transferred, skaid the documents it has received from the
seller to the opening bank and the opening bankhaitd over these documents to the importer

after receiving the amount equivalent, in Ethiopam, to the amount paid to the seller, interest
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and service charge (commission) for the servicevigeal. In the absence of a contrary
agreement, the bank is entitled to the hold anpodis of the goods imported (represented by the
documents at its hand) and recover the amountaofey it or its correspondent has paid plus

interest and service charge or commission. /Art 959

Art 961 recognizes two types of document credits:

- Revocable credits, which credits do not congitatbinding agreement between the opening
bank and the beneficiary. Hence, it may be modibeaancelled by the opening bank at any
time by a notice communicated to the correspondank prior to payment or negotiation, or the
acceptance bills there under by the latter. A dantary credit is presumed to be revocable in
the absence of a provision that clearly specified it is irrevocable. / Art 962,961. / And, -
Irrevocable credits: are credits, which, on theeothand, represent a definite undertaking
between the opening bank and the seller/benefidaigood faith holders of bills of exchange,
drawn by the beneficiary. Hence, the bank is obligepay the money specified in the credit. /
Art 963. / This type of letter of credit may alse tonfirmed by the correspondent bank upon the
request of the opening bank, and where irrevockgtlers are confirmed by the correspondent
bank / confirming bank/, a binding relation will beeated between the beneficiary of the credit
and the correspondent bank and the latter willdi#d on the letter of credit. /Art 964 /

28 Summary

A deposit of funds is a contract whereby a pergpees to deliver and transfer the ownership of
a specified amount of money to a bank which agreespay them under the conditions agreed
upon in the contract or on the demand of the démosihe bank, as the owner of money

deposited, has the right to use it in respectsgbiibfessional activities.

The contract of deposit of funds results in thenopg of an account in the name of the depositor
by the bank in which the latter enters all transast made with the depositor. Where the person
has several accounts, each account shall operadependently unless the parties agree
otherwise. However, a contract of deposit of fudides not entitle the depositor to demand

withdrawal of an amount that is greater than tHarx= in his favor in the account.
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This type of transfer, which requires the existerafetwo separate accounts, has to be
distinguished from international transfers and ldansfers that do not require accounts by the
transferor and the transferee and hence are comgrneatl modes of transfer. There are no rules
governing these types of transfer and the rightk durties of the parties are determined by the
contract concluded between the bank and the tramsfe

As we have seen above, the transferee acquiresaigiwnership over the money at the time
when the account of the transferor is debited arah doefore the account of the transferee is
credited with the amount transfer.

Deposit of Securities

Though the relevant provisions of the commercialecalo not provide a definition of this

transaction, a contract of deposit of securitiey e defined as a contract whereby an owner of
securities (shares or stocks, government bondsampany bonds (debentures)) or other right
holder agrees to deposit the securities with a bhahich agrees to provide safe custody and

handle or manage them for consideration.

The bank must take necessary measures and comblyfommalities necessary to preserve the
rights, arising out of securities such as renewabapon and payment of stamp duty.

Finally, where the contract of deposit of secusitie terminated either by the decision of the
depositor, the bank has the duty to restore thetinet@lepositor or his agent or his creditors, even
where the securities are registered in the nama tifird party. Securities deposited by the
usufractuary may restore to the bare owner if #ieed produces evidence of the death of the

former.
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Hiring of Safes

Banks take charge of their customers’ valuableg ljgwelry, negotiable securities, and
documents of title to properties, will, and depdlsém, as they can be conveniently stored. Such

deposits are special in nature and thus do notifaléer the general category of banks’ deposit.

Banks deposit their customer’s values in eithgheffollowing two ways:
1. By accepting the valuables for safe-custody or

2. By hiring out safe deposit boxes to their customers

Facilitating safe deposit of valuables by hiring safe boxes for their customers is the dominant

service of banks in most countries of the world|uding Ethiopia.

In safe deposits or hiring of safes the bank amdctistomer execute a contract specifying the
conditions on which the safe will be hired and doatract includes the customer's duty to pay
rental charges and the method of payment. Sometithescustomer may be made to open a
saving account and deposit a certain amount of gndéreen which the bank could debit the

rental charges whenever they are due.

When a customer enters into a contract for hiringafe, a safe or compartment of a safe will be
placed at his disposal for a specified period. Kég of the safe box, with its reserves, will be
given to the customer. This key will be at his esole possession during the terms of the
contract. The customer can use the safe box tosdepoy article that he wants as far as the
article to be deposited in the safe box is not damgs in such a way to cause damage to the
bank’s and other customers’ property or is not giio be harmful to the public at large.

The safe boxes are placed in the strong roomseobéimk. The customer cannot have access to
his safe box without the permission of the stromgmm attendant. Thus, despite the contract for
hire the bank can control the customer’s visithigosafe by putting restrictions on visiting hours.
For instance, the customer can be made not to hisisafe box outside the specified business

hours.
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The customer’s right to deposit anything he wanthe safe box can be restricted in the contract
based on different considerations, like the bamkid other customers’ security and security of
the public at large. The customer is not obligedlisxlose the contents of his safe box. As a
matter of fact, the bank has no interest in knowvtimgy contents of the safe box since in such a

case it is less likely to be held responsible foy lpss or damage to the contents of the safe box.

Discount

Discount is a contract whereby a bank agrees ta@ayholder of a commercial instrument or
security having a future date of payment an ameadmth is lesser than its actual value, against
the surrender of the instrument and the undertatongpay the value of the instrument by the
holder where payment is not made at the maturitythef instrument. A bank discounts a
commercial instrument for consideration, which e tdifference between the value of the

instrument and the discounted amount paid by timé& bathe holder.

Bank Lending

Bank lending or credit services provided by banksane of the most common and traditional
functions of banks which, if properly used, mayypka vital role in a country's economic

development.

Documentary Credits

A documentary credit is a credit provided to pess@mgaged in foreign trade particularly

importers who need to pay the price of goods ieifpr exchange. This type of credit is required
because it is only banks which are allowed to heuadid deal in foreign exchange and importers
are required to pay the price of goods importecthfabroad through opening letters of credits.
So an importer who intends to import goods in ® ¢buntry has to apply to a bank to open a
letter of credit in which the seller of the goodstlhe beneficiary. Where the bank accepts the
application of the importer, it opens the lettercoddit equivalent to the price of the goods and

transmits or communicates it to its branch (if #sha branch at the place where the seller is
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situated) or to a bank with which it has a corresfgmce. The correspondent bank, which has
received the letter of credit, shall notify the lsébeneficiary of the credit. And the
correspondent bank shall pay the price of the gtmdse beneficiary of the credit after receiving
documents representing the goods such as an invaibdl of lading, a packing list and an
insurance policy covering risks associated witingpmrtation (Where according to the contract
of sale insurance is the obligation of the sellend after confirming that the documents
presented by the seller confirm with terms and @@ of the credit. The payment may also be
made to third parties such as holders of billsxahange to whom the right to receive the part or

the whole of value of the letter of credit is trEmsed.

The correspondent bank which has paid the agreedrnto the seller or third parties to whom
the right to receive payment is transferred, skalid the documents it has received from the
seller to the opening bank and the opening bankhaitd over these documents to the importer
after receiving the amount equivalent, in Ethioparm, to the amount paid to the seller, interest
and service charge (commission) for the servicevigeal. In the absence of a contrary
agreement, the bank is entitled to the hold anplodis of the goods imported (represented by the
documents at its hand) and recover the amountaofey it or its correspondent has paid plus
interest and service charge or commission. Art @&bgnizes two types of document credits;
revocable credits and irrevocable credits.

2.9 Review Questions

1, Discuss what deposit of funds is under the pilaio Banking system.

2, Verify the legal orientation and the role of Rairansfers under the Ethiopian legal system.
3, Discuss what securities and deposit of Secarisie

4, Discuss the legal base and orientation of hioihggafes.

5, Define what discount is on the basis of the Cenoml Code of Ethiopia.

6, Discuss the role of Bank Lending in the reai@@abf economic development.

7, Pin point the types and roles of documentarylitse
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PART TWO: LAW OF NEGOTIABLE INSTRUMENTS

CHAPTER ONE
INTRODUCTION

1.1. Definition of Negotiable I nstruments

The word negotiable means ‘transferable by delivand the word ‘instruments’ means a
written document by which a right is created indiawf a person. Thus, the term negotiable

instruments literally refers to a document contagniights that can be transferred by delivery.

Similarly, Article 715(1) of Ethiopian Commercialo@e of 1960 defines the term negotiable
instruments as any document incorporating a figlgn entitlement in such a manner that it is

not possible to enforce or transfer the right sefedy from the instrument.

The rights that could be incorporated in negotidbruments may be rights for payment of
money arising out of various contracts such asctmract of loan, sale, lease, or any other
contract performed by payment of a certain amo@imh@ney. Such rights may also arise from
ownership in companies or loan made to the govemhimeto a share company. The rights that
are incorporated in negotiable instruments may igbts to receive goods under voyage or
deposited in a warehouse. According to this prowisthe holder of negotiable instruments can
transfer the rights incorporated in the instrumewpttransferring the instrument. Similarly, a
person who claims the rights incorporated in nedphé instruments may enforce or exercise
them only if he has possession of the instrumeat, he should be a holder to whom the
instrument is issued or transferred following th#es governing its transfer. He must also
present the instrument to the person who is sugpmsperform the obligations arising out of the
instrument. (See also Art 716/1/). The fact that fights incorporated in negotiable instruments
may be transferred by the transfer of the instruraed the fact that a person may not exercise or
enforce them unless he is in possession of theumsht are the two main features which

distinguish negotiable instruments from other doents evidencing rights such as a title deeds
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whose transfer does not transfer the rights thégbbsh. /Refer to Art 1185 and 1195 of the
Civil Code/

Another point that has to be noted here is thabtiggle instruments are issued or negotiated
based on other contracts. For instance, a persgrigsize a bill of exchange to repay the money
he has borrowed from the payee, the company isssbsire certificate or debenture certificate
as evidence of the person’s right arising out oftart of partnership creating the company or a
contract of loan respectively. / Art 211 and 429hef Commercial Code/. The warehouse person
or the carrier issues the warehouse goods depariticate or the bill of lading / consignment
note based on contracts of warehousing or carriagpectively. Finally, the definition of
negotiable instruments under the Ethiopian law igimwider than the one adopted by most
legal systems, particularly those following the Goom Law tradition. This is evident from the
Uniform Commercial Code of the United States arel Biiil of Exchanges Act of 1882, which

restricts the concept to bills of exchange, cheridpromissory notes.

Based on the purpose and rights incorporated in itsruments, Article 715(2) of the
Commercial Code categorizes negotiable instruments three main types, i.e., Commercial

Instruments, [Transferable] Securities and Docusehfitle to Goods.

1.2 Natureand Purpose of Negotiable Instruments

Negotiable instruments represent one form of ptgpeghts, i.e., exercised over incorporeal
things “chose in action.” In other words, they preperty rights in relation to objects of property
which do not have physical or material existence hence which cannot be perceived by the
senses. A right of action under contract is a adiggoperty known as ‘chose in action’ and can
be distinguished from a corporeal movable propeaty¢those in possession’ which represent
property rights exercised in relation to objectsicihhave material or physical existence and
hence can be perceived by the senses such as aabtadite or a watch. A holder of this type of
property right must have actual possession of thjecb to exercise rights arising there from.

Rights incorporated in negotiable instruments, taghf an inventor arising out of a grant of a
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patent in respect of his invention, rights of ayraghts holder, rights of a trader in respect & hi

trademark, trade name and goodwill are instancebade in action.

Negotiable instruments also represent one kindooftract as every instrument embodies a
contract or promise to pay a certain amount of masreto deliver goods according to terms
agreed up on. As contracts, the general rules mir@ct shall apply unless they are specifically
excluded from application by the special law amiie to negotiable instruments. As a result,
the requirements necessary for the formation cdlel wontract must be fulfilled for issuance of
a valid and enforceable negotiable instrument. Hertbe parties who sign a negotiable
instrument must have capacity under the law toremt® juridical acts, i.e., minors and
judicially interdicted persons may not create advabntract through negotiable instruments.
Compare Art 733 of the Commercial Code. Furthermase a contract, any declaration or
promise made on negotiable instruments must benguaoied by the signature of the person
bound by such declaration or promise. Art 734/1thef Commercial Code and Art 1728 of the
Civil Code/. Failure to comply with the requiremets to capacity and signature may be raised
as a defense against any person who claims bas#tednstrument even against the holder in
due course who, under other cases, is considerbd free from defenses available against the
person who transferred the instrument to him. Arf/2/. The parties must give their consent,
which must be free from defects such as mistakeidfrduress. The object of the contract must
also be legal and possible. Where the contract doedgulfill requirements as to consent and
object, a party affected may raise it as a deféasavoid the contract and liability under the
instrument. Art 717 /1/ of the Commercial Code @mtd1676 /1/ of the Civil Code./ However,
because of the special nature of these instrumentd) defenses cannot be raised against a
person who acquires the instrument following theswof transfer applicable to the instrument,
and in good faith. See Art 717/3/ of the Commer€ate.

Furthermore, the transfer of negotiable instruméiats a special effect compared to the transfer
of other forms of property and other contracts.efspn to whom such instrument is transferred,
following the rules governing its negotiation oarisfer, in good faith, before its over due and
before it is dishonored / a holder in due coursé/have a better right on the instrument than the

transferor because he acquires it free from cleamd defenses that could have been raised
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against the transferor. Similarly, a person who llbas or who is dispossessed of a negotiable
instrument may not recover it from the holder inedeourse. Hence, the general principle
governing contracts which transfer rights to otf@ms of property, particularly immovable
properties and special movable properties, i.eqmomay transfer a better title than he has, does
not apply in the case of transfer of negotiablérimeents. See Art 717 /3/, 751/2/, 752, 849 and
850 of the Commercial Code. Compare Arts 1161-Hr6G¥Art 1966 of the Civil Code.

The main purpose of negotiable instruments is ifatibn of commercial transactions.
Commercial instruments are substitutes for monay ae used as means of performance of
money obligations. Dealing with them reduces ts& of loss or theft and the ease with which
they can be transferred creates convenience whikhnvwturn facilitate business. Transferable
securities have the purpose of raising capitahanform of contributions made by purchase of
shares and bonds, which is used for starting nesinbsises or expansion of existing businesses
thereby increasing the production of goods andisesvin the country. A document of title to
goods, whose negotiation transfers the goods repred by them, creates convenience and
facilitates transactions involving the goods. Fwstance, a person selling warehoused goods can
do so by endorsing and transferring the certifiagdteleposit and without the need to actually
deliver the objects. When we come to the specificppses of commercial instruments,
promissory notes can be used as means of borranamgy, buying goods and services on credit
and as method of evidencing a pre-existing deébttificates of deposit can be used as “device
for encouraging individuals to deposit funds in ksnn return the holder of the certificate has
the right to receive interest. Bills of exchangetba other hand have the purpose of collecting
accounts financing, the movement of goods, andstearfunds. Checks serve as “vehicles for
transfer of money and also used to aid in keepaiegnds, reduces the risk of loss and destruction
and theft of currencies.”

Prepared by Fasil Alemayehu and Merhatbeb Teklemedhn 74



Law of Banking, Negotiable I nstruments and | nsurance

1.3  Typesof Negotiable I nstruments

1.3.1 Commercial Instruments

Commercial instrumentg@re negotiable instruments incorporating rights paryment of a

specified amount of money. They are issued andtiagd on the basis and with the purpose of
performing an obligation that can be performed layrpent of a certain amount of money.
Hence, they are used as a substitute for moneyseTaee bills of exchange, promissory notes,
checks, travelers’ checks and warehouse goods demutficates as the types of commercial

instruments recognized under the Ethiopian law.

1.3.2 Transferable Securities

Securities are negotiable instruments incorporatigigts for payment of money. The sources of
such rights may be investments made in companiésaos provided to the government or its
subdivisions through purchase of government bomndsteeasury bills or to companies through
the purchase of debentures. A person who invesascompany is entitled to share in the profits
of the company if any, i.e., he has the right weree dividends and to share in the assets of the
company where the company is dissolved. /Art 346/tRe other hand, the person who has
purchased a government bond or a treasury bill corapany bond, also called a debenture,
acquires the right to receive repayment of the mome has given on loan plus interest. /Art
433/. Refer also to the provisions of Arts 2490-2b1 the Civil Code.

However, all securities are not negotiable instmisie What makes securities negotiable
instruments is their transferability according tdes of negotiation. Therefore, if it cannot be
negotiated, it is difficult to circulate as monegonds, stocks and transferable shares are

instances of securities which are negotiable insémnis considered.

Prepared by Fasil Alemayehu and Merhatbeb Teklemedhn 75



Law of Banking, Negotiable I nstruments and | nsurance

1.3.3 Documentsof Titleto Goods

These are negotiable instruments containing rigiit®wnership over goods that are being
transported or goods which are warehoused and wéneble their holders to receive such
goods. Refer Arts 571-576 and 610-619 of the Comimle€Code regarding documents of title to
goods under voyage and Arts 2814-2824 of the Cuwille regarding documents of title to goods

warehoused.

14  Summary

The word negotiable means transferable by deliaeg/ the word ‘instruments’ means a written
document by which a right is created in favor gfesson. Thus, the term negotiable instruments

literally refers to a document containing rightattban be transferred by delivery.

The rights that could be incorporated in negotidbgruments may be rights for payment of
money arising out of various contracts such ascti@ract of loan, sale, lease, or any other
contract performed by payment of a certain amo@imh@ney. Such rights may also arise from
ownership in companies or loan made to the govemhimeto a share company. The rights that
are incorporated in negotiable instruments may igbts to receive goods under voyage or
deposited in a warehouse. According to this prowisthe holder of negotiable instruments can
transfer the rights incorporated in the instrumbewpttransferring the instrument. Similarly, a
person who claims the rights incorporated in nedphdi instruments may enforce or exercise
them only if he has possession of the instrumeat, he should be a holder to whom the
instrument is issued or transferred following th#es governing its transfer. He must also
present the instrument to the person who is sugpimsperform the obligations arising out of the
instrument. See also Art 716/1/. The fact thatrigbts incorporated in negotiable instruments
may be transferred by the transfer of the instruraed the fact that a person may not exercise or
enforce them unless he is in possession of theumsht are the two main features which
distinguish negotiable instruments from other doents evidencing rights such as a title deeds
whose transfer does not transfer the rights thégbbsh. /Refer to Art 1185 and 1195 of the
Civil Code/
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Based on the purpose and rights incorporated in itseruments, Article 715(2) of the
Commercial Code categorizes negotiable instrumemnts three main types, i.e., Commercial

Instruments, [Transferable] Securities and Docusehfitle to Goods.

Nature and Pur pose of Negotiable I nstruments

Negotiable instruments represent one form of ptypeghts, i.e., exercised over incorporeal
things “chose in action.” In other words, they preperty rights in relation to objects of property
which do not have physical or material existence bence which cannot be perceived by the
senses. A right of action under contract is a adiggoperty known as ‘chose in action’ and can
be distinguished from a corporeal movable propeatythose in possession’ which represents
property rights exercised in relation to objectsiahhave material or physical existence and
hence can be perceived by the senses such as aabtadite or a watch. A holder of this type of
property right must have actual possession of thjecd to exercise rights arising there from.
Rights incorporated in negotiable instruments, taghf an inventor arising out of a grant of a
patent in respect of his invention, rights of ayraghts holder, rights of a trader in respect & hi

trademark trade name and goodwill are instancebade in action.

Negotiable instruments also represent one kindooftract as every instrument embodies a
contract or promise to pay a certain amount of maoreto deliver goods according to terms
agreed upon. As contracts, the general rules aracnshall apply unless they are specifically
excluded from application by the special law amiie to negotiable instruments. As a result,
the requirements necessary for the formation cdlm contract must be fulfilled for issuance of

a valid and enforceable negotiable instrument.

The main purpose of negotiable instruments is ifatibn of commercial transactions.
Commercial instruments are substitutes for monay ae used as means of performance of

money obligations. Dealing with them reduces tis& af loss or theft and the ease with which
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they can be transferred creates convenience whikhnwurn facilitate business. Transferable
securities have the purpose of raising capitahaform of contributions made by purchase of
shares and bonds, which is used for starting nesinbsses or expansion of existing businesses
thereby increasing the production of goods andisesvin the country. A document of title to
goods, whose negotiation transfers the goods repted by them, creates convenience and
facilitates transactions involving the goods. Fatance, a person selling warehoused goods can
do so by endorsing and transferring the certificzteleposit and without the need to actually
deliver the objects. When we come to the specificppses of commercial instruments,
promissory notes can be used as means of borranamgy, buying goods and services on credit
and as method of evidencing a pre-existing debttificates of deposit can be used as “device
for encouraging individuals to deposit funds in kanin return for which the holder of the
certificate has the right to receive interest. 8df exchange on the other hand have the purpose
of collecting accounts financing, the movement obdg, and transfer funds. Checks serve as
“vehicles for transfer of money and also used tbimikeeping records, reduces the risk of loss

and destruction and theft of currencies.”

15 Review Questions

1. Define what negotiable instruments are.

2. Pin point the nature and purpose of negotiableunsnts.

3. Clearly show the role of negotiable instruments.

4. Discuss commercial negotiable instruments, traabfersecurities, and documents
of title to goods.

5. Discuss what a holder in due course means in thieftan Commercial Code.
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CHAPTER TWO
COMMERCIAL INSTRUMENTS

2.1 Definition

Commercial instrumentg@re negotiable instruments incorporating rights paryment of a
specified amount of money. They are issued andtia#gd on the basis and with the purpose of
performing an obligation that can be performed layrpent of a certain amount of money.

Hence, they are used as a substitute for money.

Article 732(1) of the Commercial Code of Ethiopigfides commercial instruments as
negotiable instruments setting out on entitlemaemiscsting in the payment of a sum of money.
Sub-Article (2) of the same Article provides thatsbof exchange, promissory notes, checks,
travelers’ checks and warehouse goods depositficattis as the types of commercial
instruments recognized under the Ethiopian law. élew, treating warehouse goods deposit
certificates, which evidence contracts of warehogisand the right to receive the goods
warehoused, as commercial instruments does not 8ebe in accordance with the definition of

commercial instruments, i.e., documents containigigt for payment of money.

2.2 Types of Commercial Instruments
2.2.1 Billsof Exchange

Bills of exchange are negotiable instruments incmapng an unconditional order, addressed by
one person to another, signed by the person giitingequiring the person to whom it is
addressed to pay on demand or at a fixed or detabi@ future time a certain sum in money to
or to the order of a specified person.

Bills of exchange, therefore, involve an order &y pnoney rather than a promise to pay money.

The person issuing the order is the drawer, thegmeordered to pay is the drawee and the

person who receives the payment is the payee.
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The Commercial Code of Ethiopia does not providkefnition of bills of exchange. However,
Art 735 enumerates the requirements to be fulfii@ddrawing a valid bill of exchange from

which one may deduce the definition of the termauriEthiopian law.

Accordingly, a bill of exchange must contain;

+ The term “bill of exchange”

+ An unconditional order to pay a certain sum in myone
The name of the person who is to pay ( the drawee)
The time of payment

The place of payment

- F & &

The name of the person to whom or to whose ordgmpat is made or an
indication that it shall be payable to bearer
+ The date when and the place where the bill is thsue

The signature of the person who issues the b#ivjer)

A bill of exchange that does not contain any onthefabove requirements shall not be valid and
the drawer or any other party to the instrumentreése defect of form against any person who
claims based on the bill. Art 717/1/ However, d Wwihich does not contain the time of payment
is presumed to be payable at sight or on demankill Avhich does not mention the place of

payment, shall be deemed to be payable at the derarcat the address of the drawee, and a bill
which does not provide place of issue, is deemekaie been drawn at the place mentioned

beside the name of the drawer.

2.2.2 Promissory Notes

A promissory note is defined as a document ina@ateg an unconditional promise in writing

made by one person to another signed by the makgaging to pay, on demand or at a fixed or
determinable future time, a sum certain in moneygrtto the order of a specified person or to
bearer. This, definition implies that promissorytesoare promise to pay money and they are

only two parties i.e., the maker of the promise t@payee to whom payment is effected.
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Similar to the cases of bills of exchange, the Cenmumal Code of Ethiopia does not provide the
definition of a promissory note apart from the regnents provided under Art 823 for validity
of promissory notes, which are identical with tledigition given above. These requirements are

essential for the validity of a promissory note.

Thus, a promissory note must contain;

£ The term “promissory note”
An unconditional promise to pay a sum certain imeo
The time of payment

The place of payment

- & +

The name of the person to whom or to whose ordgmpat is to be made or a
statement that the note is payable to bearer

=

The date when and the place where the note isdssue

+ The signature of the person who issues the insmtime

These requirements should be observed for pronyisguie to be negotiable instrument. Failure
to comply with these requirements results in thalikity of the instrument except in the cases
provided by Art 824, which fills gaps in case ofahce of time of payment, place of payment
and the place of issuance. Accordingly, a promisswte which does not specify time of
payment, shall be deemed to be payable at sighth @lemand, a promissory note which fails to
indicate the place of payment is presumed paydlleeaaddress of the maker of the promise and
note which does not indicate the place of issuate®mmed to have been drawn at the place
indicated beside the name of the maker.

It is important to note the following distinctiobgtween bills of exchange and promissory notes,
i.e. a promissory note contains promise to pay edia bill of exchange contains an order to
pay. The maker of promissory note is always prilpadiable and its liability is the same as the
acceptor of a bill of exchange, but in case of dmaef bill of exchange once the bill is accepted
he is only liable as surety in the event of dishrongp of bill of exchange. The concept of
acceptance is not applicable to promissory notéigeuhills of exchange that may be accepted.
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Finally, promissory notes involve two parties orly opposed to bills of exchange that under

normal circumstances involve three parties.

2.2.3 Checks

A check is the most widely used form of commermatrument. It is bill of exchange drawn on
a bank and payable on demand. The English Bill&xafthange Act of 1882 defines a check
under Art 73 as a bill of exchange drawn on a bapkgable on demand. Therefore, since check
is defined by reference to a bill of exchange, nmsivision governing bills of exchange are
applicable to check. The check is an unconditiendér in writing, addressed by one person, the
drawer, to a banker, signed by the drawer, requittve bank to pay, on demand, a sum certain in
money to or to the order of specified person drdarer.

The following are the main differences between &bend bills of exchange. A check is always
drawn on a banker and is always payable on deméuild & bill of exchange may be drawn on
any one and may be made payable on demand oreat €éix a determinable future time and a
check can be crossed in several ways but billsncdrbe crossed. Acceptance is not necessary
for a check since it is payable on demand as opptwséills of exchange which may be made
payable at fixed or determinable future time présemnt for acceptance may be necessary.

It is also important to note that a drawer of d bfl exchange and a check or the maker of a
promissory note may antedate or postdate it, peattiat he has not committed a fraud. In other
words, unless the drawer or maker intended to jelipathe interest of the payee by causing the
rights contained in the instrument to lapse, theemfact of antedating or post dating an

instrument does not make it invalid.

If, for instance, A sold furniture worth 1000 Bitw B on credit and the latter issued a bill of
exchange on 1/4/07 payable 60 days after dateaateldated it, i.e., indicated a date prior to
date of actual drawing, say 1/1/07, since thishal to be presented for payment on March 2, 3
and 4 2007, it means that A has already lost glst on the bill before it is issued. B/ the drawer
of the bill/ has committed a fraud or fault becabgehas caused the rights of A to lapse by

antedating and hence such bill is invalid. /.Ad4/7
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Though the provisions of the commercial code netato promissory notes i.e. Art 823-27 do
not refer to Art 744, a promissory note may als@abtdated or post dated as bills and notes are
identical with respect of maturity.

2.2.3.1 Crossed Checks and Checks Payable into Account

A crossed check is a check containing two paréitels drawn across its face by the drawer or
holder. A check may be crossed generally or sgdgcial

A check is crossed generally where it bears theparallel lines only or where the word “bank’
or ‘banker’ is inserted between the lines. The sirgs shall be special where the name of a
specific bank is inserted between the lines. A kleeossed generally can only be paid to a bank,
which is the banker of the payee or holder, or feeeson who is the customer of the drawee. A
check crossed specially can only be paid to thék Ispecified in the crossing. Such bank may
have the check collected by another bank. Whereb#mk whose name appears in a special
crossing is the drawee itself, the check may bé paia person who is the customer of the
drawee. However, a bank may not collect crossedkshen behalf of persons other than their
customers or other banks. Art 864

The whole purpose of crossing checks is to make that the check is paid to the intended
person by preventing payment to other personswitose hands the check might fall. It also
helps to avoid or at least minimize risks assodiatéh loss or theft of checks i.e. to trace and
identify the person who actually received paymenttfie purpose of recovery., because crossed

checks are paid to either banks or customer ofbaiiose addresses are known and traceable.

However, the fact that a check is crossed doesmeatn that it cannot be negotiated as open
checks. Negotiation of crossed checks shall hagestime effect as the negotiation of open
checks and the person to whom such check is traedfehall have the status of a holder in due
course if the requirements are fulfilled. Howeuwee drawer or holder may prohibit negotiation

by inserting words such as ‘not negotiable’ or mahsferable’ in the same manner as the drawer

or endorser of an open check. A person to whonossed check containing such a provision is
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transferred shall not acquire a status of a hdldelue course and does not acquire a better title
than the transferor/ Art 865. / See also Art 84Bjclv provides for the effect of transfer a non

negotiable open check.

A bank, which violates the provisions of Art 864dapays the check to a person who is not
entitled to receive payment, shall be liable to paynpensation to the drawer or holder which

does not exceed the value of the check. /866/1//

However, a drawee which paid a check in which assirg has been altered, struck out or
modified contrary to the law, in good faith, andhaiut negligence- believing that it is paying to
the appropriate person- shall not be liable und¢r886(1). A bank which receives payment on
crossed checks on behalf of its customers shdlabke for damages to the drawer or the holder
to the extent of the value of the check, wheres ishown that the customer on whose behalf it
collected the crossed check has no right to theument or that his rights is defective and

subject to personal defenses.

Where the drawer or holder of a check writes trarsally across the face of the check words
such as ‘payable in account’ or any similar expoesghe drawee may not pay the check in cash
to a person who is not its customer. Such checkocdy be settled by means of crediting an
account, by transferring from one account to anptet off ...Art 867(1). The bank that violates
this provision and pays the check in cash at thantew shall have the liability to pay damages
provided under Art 866.

2.2.4 Certificates of Deposit

A certificate of deposit is a form of commerciastrument issued by a bank. It is an instrument
containing an acknowledgement by a bank that itreesived a sum of money on deposit and a
promise to repay the sum of money. When a perspogits money in a bank he will be given
the document showing the deposit of money whicHdcbe withdrawn by the depositor or the
holder of the certificate.
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Under our law, a certificate of deposit is not ddaseed as a commercial instrument. It is not
even mentioned in our law but in common law co@strit is treated as a commercial instrument

because it serves as means of payment of monehlastmither type of commercial papers.

2.3 Agreements asto Payment of I nterest

According to Art 739 and 825 bills of exchange gmdmissory notes payable at sight or at a
fixed period after sight may contain a provisiogaeling payment of interest. It also clearly
prohibits agreements as to the interest made atioal to bills and notes payable at a fixed

period after date and those payable on a fixeddudate.

On the other hand, the Amharic version of Art 883h@ Commercial Code provides that any
provision according to which the drawer of a chagkees to pay an interest shall be of no effect.

Now let us see these provisions in light of theppse of interest.

The borrower of money or the buyer of goods on itrady be required to pay interest on the
loan or the price of the goods as a service chargeice for the use of money by the borrower
or buyer of goods on credit and a ‘compensationtlie lender or seller on credit for giving up
his right to use the money for various purposesthadenefit or gain he has lost as a result.
When we see the provision of Art 739(1) in lighttleis purpose of interest, we may understand
that agreement as to payment of interest inserieblilis of exchange and promissory notes
payable at fixed period after sight is appropri&ecause in such cases the payee or holder of the
instrument (the creditor) has given-up his rightéoeive payment and use or invest it until the

date of maturity and hence may be entitled to xeceiterest.

However, the question is as to why the provisiashgits agreements as to interest in bills and
promissory notes payable at a fixed period aftde da those payable on a fixed future date
which are similar to bills payable at a fixed pdriafter sight, i.e., both are payable on a

determinable future date.
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Taking into account the purpose of the agreememd @ayment of interest and the maturity of
these types of instruments, i.e., a future dais,pbssible to conclude that payment of intenest i
these instruments is appropriate and there is nepéable economic or legal ground to prohibit

such agreements.

Furthermore, by allowing such agreement to be miadeases of bills of exchange and
promissory notes payable at sight, Art 739 conttadhe provision under Art 835 that prohibits
the parties from agreeing on payment of interestiecks, which are always payable at sight or
demand. Allowing agreement as to payment of intaregases where the economic and legal
reasons justifying payment of interest are notgmgs.e., on bills and notes payable at sight or
demand may even encourage a person to wait umtilast date of the period within which
payment may be demanded with the purpose of coltptte interest and result in litigations and
delay contrary to purpose of commercial instruments

Therefore, the provision of Art 739 has to be read interpreted in light of the purpose of
interest and the spirit of Art 835, which prohilstisch agreement on instruments payable at sprit

or on demand.

2.4 Opposition, Payment and Discharge

The drawer or an endorser of a bill of exchange ompose the payment of the value of the bill

at any time before payment on the grounds of #nkituptcy of the holder.

Similarly, the holder of a bill may oppose paymeh# bill on the ground of loss or theft of bill
before payment is made. /Art 779. / Opposition leesé grounds may be made by notifying, in

writing or orally, the drawee of the grounds of tpposition.

However, payment of a check may be stopped byniteuiction of the drawer at anytime before

payment without the need to prove the existen@ewalid ground to do so. / Art 857. /

The drawer who pays a bill at maturity or a chexckalidly discharged and cannot be held liable

unless he has violated the opposition of paymersgtop payment’ order respectively. /Art 776
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and Art 861/ The drawer must verify the signatufettee drawer but not the signature of
endorsers, as it does not have the specimen dditsigrs of all the potential endorser of the bill
or check . /Art 776(3) and Art 860/

The drawer which fully pays a bill or a check ahd maker who full pays the note shall demand
the surrender if the instrument is receipted byhibleler. /Art 859(1) and Art 775(1). / Where the
cover held by the drawer is lesser than the amotithe instrument, the holder cannot refuse
partial payment if the drawer decides to effectipppayment. In such a case the drawer cannot
demand the surrender of the instrument as the hobdeot enforce the remaining rights without
instrument / Art 71511) 716(1) /. However, the deancan demand the holder to specify such
payment in the instrument and to give a receiftt 859(4) and Art 759(3)/

2.5 Negotiation of Negotiable I nstruments

The mode of negotiation /transfer of negotiablérimeents and proof of lawful ownership by the
owner /holder depend on the type of negotiableunsént concerned, which in turn depends on
the manner in which the beneficiary of the rightsitained in the instrument is named or
designated.

Negotiable instruments issued in the name of aispg@erson may be transferred by canceling
the name of the transferor followed by enteringrihene of the transferee in the instrument and
entering the name of the beneficiary in the regiképt by the person issuing the instrument or
by issuing a new instrument in the name of thestieree and entering the name of the transferee
in the register kept by the person who issued sostrument. The person who issues the
instrument may be the company in cases of shavekéstand company bonds/ debentures. /Art
325-346, 429-444 of the Commercial Code/ or thevdraor maker in cases of bills of exchange

and checks and promissory notes respectively.

This mode of transfer is, however, inconvenient angractical to most types of negotiable
instruments for the following reasons. Firstly,nilay result in suspicion and unacceptability

because of the cancellation of the name of thesteaor in the instrument, which in turn results
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in reluctance of people to accept such instrum@atondly, it is incompatible with the purpose
and nature of commercial instruments which are es@gp to circulate freely as substitutes for
money because persons will not be willing to reeeim instrument which contains cancellations.
Finally, the registration of the name of the transé in the register kept by the person issuing the
instrument is impossible in cases of commerciaruments as there is no such register kept by
the drawer or maker, apart from the piece of payech remains in the check book or bill of

exchange or promissory note which cannot be coresides a “register” in any sense of the term.

Therefore, this mode of transfer should be resgtiicto transfer of ecurities particularly
shares/stocks and debentures rather than commimstialments which require faster and easier

mode of transfer in line with their nature and ms. /Art 340 and 723/.

The holder of a commercial instrument registeredhe name of a specified person shall
establish the fact that he is a lawful possessothef instrument by producing evidence
confirming that he is the person whose name appedh® instrument as well as in the register
kept by the person issuing the instrument. Foams#, a person may produce documents such as
identity cards and passports to show that he is peson whose name appears on the
instrument./ Art 722./

Negotiable instruments to order are transferredebgiorsement followed by delivery of the
instrument to the transferee called the endorsedofSement consists of the signature of the
transferor /called endorser usually on the backhef instrument with or without the word
“pay”, the name of the endorsee and the date adrsedhent. However, an endorsement may not
contain a condition or conditions and any conditatached to an endorsement shall be
disregarded because it would be contrary to thennieatures of negotiable instruments
particularly commercial instruments which alwaysitaon unconditional order or promise to pay
a specified amount of money and affect their tranadfility. Furthermore, endorsement should be
made to the full value of the instrument, i.e.,@sément for part of the value of the instrument
is not possible, because, as we have seen in finetida of the negotiable instruments, rights
contained in such instruments cannot be exerceadyced nor transferred separately from the

document and it would be impossible for the endaséransfer part of the right to the endorsee
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and retain the remaining at the same time. Se@ 24t 725, 746/2/ 747, 748, 842, 843, and 844
of the Commercial Code.

Endorsement made according to the above requirsnseatl transfer all the rights arising out of
the instrument from the endorser to the endorske ehdorsee, as an owner of the rights, may
enforce the rights by presenting it to the perstio v¢ supposed to pay /drawee/ where it is a
check or a bill of exchange and to the maker wiigeenstrument is promissory note and to the
company where it is a stock or share or a debenReter to Arts 726(1), 749(1), and 845(1) of

the Commercial Code.

Where the endorsement does not contain the narttee #ndorsee, i.e., where it is endorsed in
blank the endorsee may fill up the blank with hismamame and exercise the rights or fill it with

the name of another person and deliver it theredmsterring all his rights to the transferee or he
may re-endorse it blank or to a specified persoheomay transfer it and all his rights without

filling up the blank and without re-endorsing itefer to Arts 726/2/, 749/2/ 845/2/ of the

Commercial Code.

Here it has to be noted that transferring suchungnt without re- endorsing it, has a significant
legal effect on the transferor which may be advgeas to such person, because he will not be a
party to the instrument and no action for recovegy be made against him based on Arts 727,
750, 846 and 790 of the Commercial Code which m#kefndorser jointly and severally liable
on the instrument with the drawer, acceptor whée person who is supposed to pay the

instrument fails to pay.

However, not all endorsements have the effectavfstierring the rights arising out of negotiable
instruments from the endorser to the endorsee. lSadent may have other purposes such as

creating agency and pledge contracts between tharssr and the endorsee.

Where an endorsement is accompanied by words suthahue in collection”, “for collection”,
“by attorney”... or any other word implying agencicreates a contract of agency between the

endorser and the endorsee. Hence, the latter mercieg all the rights arising out of the
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instrument including the right to re-endorse arahsfer it on behalf of the former without
becoming a signatory of or a party to the instrumbnother words, endorsement of negotiable

instruments with such words constitutes a specal forming a contract of agency.

In such cases, a party liable on the instrumentveimal is sued may not refuse payment or raise
defenses based on his relations with the endorbeeisvacting as an agent of the endorser. He
may refuse payment or raise defenses only basekisorelations with the endorser i.e. the
principal. Agency created by endorsement of negtaianstruments shall not terminate because
of the death or judicial interdiction /declaratiohloss of capacity by a court/of the principal.
Compare Arts 728, 753, 851 Commercial Code withs A179, 2230 and 2232 of the Civil
Code.

Similarly, where an endorsement is accompanied daglsvsuch as “value in security”, “value in

pledge” or any similar word indicating pledge, $t intended to create a contract of pledge
between the endorser and the endorsee. Therelfierdatter (the pledgee) may exercise all the
rights arising out of the instrument including tight to re-endorse and transfer it on behalf of
the former (the pledgor) without becoming a paotyt signatory of the instrument. See Arts 729

and 754 of the Commercial Code.

The holder of an instrument to order which is net tyansferred/ endorsed shall prove the fact
that he is a lawful possessor of the instrumenhésame manner as the holder of instrument in
the name of a specified person, i.e., by produdmguments such as identity cards or passports
or driving licenses and proving that he is the perahose name appears in the instrument and

the register kept by the person issuing the instntm

However, where the document has been endorsedransfdrred, the holder shall prove his
lawful possession by showing the existence of aloeement by which the instrument and the
rights therein are transferred to him. Moreovergkehthe instrument is transferred more than
once, the person who acquired such instrument shet/ the existence of uninterrupted series
of endorsements. Refer to Arts 724(2) 751(1), S4the Commercial Code.
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Negotiable instruments to bearer are transferaplsitmple delivery of the instrument to the
transferee 721(1). This mode of transfer also appb simple corporeal things or chattels under
the law of property. Compare Art 1186/1/ of theiCBode.

The holder of such instrument shall prove the fiett he has acquired the instrument in
accordance with the rules governing the transfebedrer instruments i.e. simple delivery or
handing over from the transferor by the sole fachis possession and presentment of the
instrument to drawee or maker for payment. In otherds, the holder of such instrument is
presumed to be its lawful holder unless the pecdalienging it produces evidence showing that
the holder found a lost instrument or stole thdrimeent from a lawful holder. /Arts721 (2)
340(2) Art Commercial Code. /

Despite the above rules, the generally acceptattipte regarding transfer or negotiation of
negotiable instruments in general and commercitfuments in particular is that any type of
instrument (even if not drawn payable to order) nhey transferred by endorsement and
delivery unless the instrument contains words saglfnot negotiable”, ‘not to order’ , “not

transferable” or any other word indicating the pbation of negotiation or transfer made by the
maker, drawer or endorser of the instrument. (RéfeArt 746, 825/1/ a/ and 842 of the

Commercial Code.)

2.6 Maturity of Commercial I nstruments

Bills of exchange and promissory notes may be npEd@ble either at sight or on demand, at
fixed date, at a fixed period after sight/acceptanicat a fixed period date. Refer to Arts 769 and
825 (1) (b).

Bills of exchange and promissory notes payableght ®r on demand are mature starting from
the time of issuance and are payable on presentrfiét holder of such instrument should
present it for payment within a period of one yieam the date of their drawing or making at the

pain of loss of the rights arising from the instemh The drawer or maker of the instrument may
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shorten or extend this period by a provision mauehie instrument. The endorsers of the

instrument may also provide a shorter period byo&ipion made at the time of endorsement.

The drawer or maker of instruments payable attsiqgndemand may also stipulate that the
instrument shall not be presented before a cedaie where the drawer of the bill or maker of
the note doesn’t have sufficient amount of monepdy the instrument before such date (Arts
770/2/ and 825 (1) /b/ of the Commercial Code).

The maturity of bills of exchange payable at adix®riod after sight shall be determined by the
date of acceptance or the date of protest, whereptance is refused. Regarding promissory
notes payable at a fixed period after sight, theaturity shall be determined based on the date
on which it is presented for the Visa of the makieecause acceptance is not applicable to
promissory notes as they do not involve a persoa mhakes acceptance i.e. the drawee /Arts
823, and 826 /2/.

For instance, if a bill of exchange is drawn on0Q107 and made payable 15 days after sight, the
maturity, i.e., date on which it shall be deterndiriy taking into account the date on which the
drawee expresses his agreement to pay the bi#f ataturity/ acceptance/ or where he refuses to
accept the bill, it shall be determined based endidite on which the evidence proving his refusal
is drawn. Let us assume that the date of acceptangeotest is on 1/3/07, the bill shall be
payable after 15 days from 1/3/07, i.e., on 17/@3/0

On the other hand, the maturity of bills of exchaagd promissory notes payable at a fixed date
after date shall be determined based on the datérasfing or making. For instance if a
promissory note is made on 01/01/07 and is madalpayl5 days after its date, it matures or it
becomes payable 15 days after its date of makieg,d1/01/07 and matures on 17/01/07. Note
that the date on which the instrument is drawn adenor the date of acceptance or protest shall
not be taken into account in calculating the ddtenaturity./ See Arts 821 and 884 of the

Commercial Code./
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Regarding the maturity of bills of exchange andnissory notes payable on a fixed date, such
instruments shall mature on the date specifiedheninistrument. Where, for instance, a bill of
exchange is drawn on 01/01/07 and is made payabld®7/07, it matures on July 1, 2007.

Regarding the time within which bills of exchangedapromissory notes payable at a fixed
period after sight, at a fixed period after datel @&imose payable on a fixed date, Art 774/1/
requires that they be presented for payment edghdghe date on which it matures or on one of
the two working days following the date of maturity other words, these instruments should be
presented for payment within a period of three daghkiding the date of maturity, and failure to
present the instrument to the drawer or maker &mpent within this period results in loss of

right of the holder to claim payment on the instemin796 (1) .

Art 774, which determines the period within whiclisbof exchange except those payable at
sight should be presented for payment, is not mem@icable to promissory notes by the
reference provision /Art 825/. However, this omissdoes not seem to be intentional, because
the legislature has not provided any other altéraatnd this would leave promissory notes other
than those payable at sight without a period feéspntment for payment. Furthermore, there is
no particular difference between bills of exchaagd promissory notes regarding their maturity
and which would have justified exclusion of the laggtion of Art 774 to promissory notes other
than those payable at sight. The fact that theslaire has made Arts 769 — 773 which govern
the types of maturity of bills of exchange and tihee within which bills payable at sight should
be presented for payment also applicable to pramssotes also shows that the omission is not

intentional and hence Arts 774-779 should be apblecto promissory notes.

The maturity of checks and the period within whtbley must be presented for payment are
different from those of the bills of exchange amdmpissory notes. This is because checks are
always payable at sight or on demand. Furthernarecks have to be presented for payment
within a period of six months from the date of theiawing irrespective of the date of their

issuance. /Art 854 and 855 of the Commercial Code /
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This provision implies that a check may containaéedof drawing which is different from the
date of issuance, i.e., the date on which the ckseeaktually written and signed. It also implies
that such date may be a date that is either bef@relate of issuance (an antedated check) or
after the date of issuance of the check (a pogtedetheck). However, the law governing checks
doesn’t contain a provision which clearly allowgeadating or postdating of checks similar to
Art 745 which clearly allows the antedating or plaging of bills of exchange provided that the

drawer does not have a fraudulent intention in glsin.

2.7 Acceptance of Commercial I nstruments

Acceptance of commercial instruments refers toatifeement of the drawee to pay the value of
the instrument to the holder at its maturity. Adegge shall be made on the instrument and may
be expressed by words such as ‘accepted’ ‘agreedng other similar expression implying
agreement of the drawee and signed by the latterefe signature of the drawee on the bill shall
also constitute acceptance. Acceptance shouldradsate the date when it is given, particularly
in cases where the instrument is required by thevelr to be presented for acceptance within the
time specified in the bill of exchange and in casbere a bill is payable at a fixed period after
sight. This is because, in the first type bill, tthete when acceptance is given is essential, as
failure to present the instrument for acceptandhiwithe period stipulated might result in the
loss of right of the holder. In the second typebitls, such date is important to determine the
maturity of the bill. Where the date of acceptaisceot shown on these types of bills, the holder
must authenticate the omission of the date of daoep by protest drawn within the period

provided for drawing up of a protest. Refer to AL and 764 of the Commercial Code.

Furthermore, no condition may be attached to aeocept because this may hinder the
negotiability of bills a person may not be willing receive such a bill and it would also be
contrary to the definition of commercial instrum@montaining unconditional order to pay a
specified amount of money. However, acceptance lbeagnade to part of the value of the bill
and in such cases the holder of the instrument pnageed against the drawer and other parties
liable on the bill, such as endorsers for the pathe value of the instrument not accepted by the

drawee. However, the drawee may not modify any eroterm of the bill in the name of
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acceptance as this would constitute varying thesesf the contract to which he is not a party
and a violation of the intention of the partieghe instrument. /See Art 762 of the Commercial
Code. /

The drawee who wants to consult with the draweandiggthe bill may demand the holder who
presented the bill for acceptance to present therbithe next day. This is intended to enable the
drawee to consult the drawer and ascertain fagttaceed in the instrument. Where the holder
fails to present the bill on the next day as irgtd by the drawee, a party sued on such bill may
raise such failure as a defense where such dersaméntioned on the bill and on the protest.
Furthermore, if the drawee accepts such a bill tlokdler may demand that the date of
presentment and not the date of acceptance beemott the bill, particularly where the bill is
payable at a fixed period after sight or a bill @his required to be presented for acceptance
within a time specified by the drawer or endorget. 760/1/ and 761/2/ of the Commercial
Code.

Now let us see the types of bills of exchange speet of which acceptance is appropriate. From
the prevision of Art 757, we can understand thateptance may be required in cases of bills
which are payable on a definite future date, iceeptance will not be necessary with respect to
bills which are payable at sight or on demand, bgean such cases acceptance, i.e., the
agreement of the drawee to pay the bill on itsuniigt does not make any sense as the bill has
already matured and the drawee should pay it @ghdy rather than promising to pay in the
future. Therefore, we can conclude that acceptammebe required by the drawer in any type of
bill of exchange except those payable at sighteonahd, with or without fixing a period within
which the bill should be presented for acceptaiibe. drawer may also prohibit the acceptance
of a bill or may stipulate that the holder may po¢sent the bill for acceptance before a fixed
date if the drawer wants to push the date of nigtéurther ahead and to be able to consult with
the drawee and reach an agreement as to the payEmelursers may also require that the bill be
presented for acceptance with or without fixing fhexiod of time within which it must be
presented provided that the drawer has not prattitie presentment of bill for acceptance. See
Arts 757 and 758 of the Commercial Code.
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However, the drawer may not prohibit the presentrf@nacceptance in the following two types
of bill of exchange. /Art 758/2/.

- Bills of exchange payable at a fixed period aftgght because acceptance is necessary to
determine their maturity of this type of bills, and

- Domiciled hills, i.e., bills made payable nottla¢ domicile of the drawee which is the normal

place of payment but at the address of anotheppers

The drawer of a domiciled bill is not allowed tes@mt provisions prohibiting acceptance of this
type of bill because such prohibition may prevéra holder from acquiring the promise of the
drawee to pay and the guarantee acceptance prawdae holder if the holder could not find

the place of payment. Acceptance of a domiciletvil also help the holder to ascertain the
exact place / address of payment before hand aadoid any risk of loss of right that may result
from failure to present the bill within the perigdthin which the bill should be presented for

payment, in case where he is not able to locatesxthet place of payment.

Regarding the time within which acceptance maydggired by the holder, Art 759 (1) provides
that bills of exchange payable at a fixed periddradight must be presented within a period of
one year from the date of drawing, unless thisqoeis shortened or extended by the drawer or
shortened by the endorsers. However, other typdsllefmust be presentment for acceptance
within the period specified by the drawer or endarsHowever, where the period for
presentment is not specified by the drawer or esetpthe bill must be presented for acceptance
before the maturity date of the bill. /Art 757 dietCommercial Code. Failure to comply with
limits of time provided by the law or the draweramdorsers results in loss of right of the holder.
(Art 796 (1)).

Finally, acceptance of a bill by the drawee makesdparty to the instrument that is jointly and
severally liable to the holder together with thewder, endorsers and other parties enumerated

under Art 790 in case of non-payment. /Art 764/

The concept of acceptance applies to bills of exghaand not to promissory notes and checks

because of the following reasons. A promissory 3ol not be accepted as it does not involve
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a drawee whose agreement constitutes acceptancghancthaker of a promissory note is
considered as an acceptor of a bill of exchange hdsoalready expressed his agreement to pay
the agreed amount on a future date. On the othet, le|acheck cannot be accepted because it is
always payable at sight or on demand and the drashe# pay the value of the check on

presentment. Note that acceptance is applicalidélsowith a future date of payment.

2.8 Certification of Checks

As we have seen above the concept of acceptanceteapply to commercial instruments
payable at sight and hence to checks. Howeverksheay be certified by the drawee, upon the
request of the drawer, provided that it has a cefiit cover. Where checks are so certified, the
drawee will have the obligation to keep the amafrduch check in a separate blocked account
for the benefit of the holder of the check unt# texpiry of the period provided for presentment
for payment i.e., six months from the date of drayi/Art 832. /

In effect, the drawee, which certified the check,considered as the acceptor of a bill of
exchange who has agreed to pay the value of tienment on maturity. Similar to acceptance
of a bill, a check is certified by signature of tirawee on the face of the instrument.

2.9 Acceptance for Honor

Acceptance for honor represents a guarantee tohgayalue of commercial instruments by any
person who may even be a signatory of the instrmfeperson may guarantee the payment of
the whole or part of the value of a commercialrinsient on its maturity by accepting it for the
honor of any one of the parties liable to the holda other words, acceptance for honor
constitutes a special way of forming a contractsofety ship guarantee in which a person
guarantees the performance of obligations arisutgpbcommercial instruments. [Art 766] Such
acceptance may be given either on the commercgfuiment or a separate piece of paper
attached to it, called an along or by a separateracontract. Expressions such as ‘accepted for
honor’ or ‘good as acceptance for honor’ or anyeotlword implying guarantee plus the

signature of the acceptor constitute acceptancédaor. Furthermore, it may also indicate the
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person for whose honor it is given. Where the atecee does not indicate the person for whose

honor it is given, the law presumes that it hasilgeen for the honor of the drawer or maker.

The person who accepts a commercial instrument bbdiable on the instrument in the same
manner as the person for whom he has become angoiarBor instance, where such acceptance
is given for the honor of the drawer of a bill ofcbange or check, the acceptor shall be treated
in the same manner as the drawer and would beeabtm pay the amount he guaranteed where
the drawee fails to pay the check. Upon paymentateeptor will acquire the right to proceed
against other persons liable on the bill or indeynnight of the guarantor against the person
guaranteed. (Art 768 (1)).

However, contrary to general rules governing swtgfy or guarantee which extinguish the
obligations of the guarantor, where the primaryigdilons of the person guaranteed are
extinguished, Art 768 (2) provides that the acceptobligation shall continue to be valid even

where the person for whose honor he accepted thieument is released because of his
obligations under the instrument for any reasoreiothan defect of form, i.e. failure to comply

with requirements for the validity of the instrunigmovided under Art 735 (Bills of exchange)

Art 823 (promissory notes / and Art 827 (checksgreHit is important to note that the provisions
dealing with acceptance for honor apply equallgltacommercial instruments. (Art 825 (3) and

853).

2.10 Intervention for Honor

A person may accept or pay a commercial instrurngmtervention for the honor of any person
against whom the holder may have a right of re@usceptance or payment by intervention
may be made by any person including persons whe hheady signed the instrument and are
liable on it except the acceptor. The person whs ma accepts the instrument by intervention
shall have to give notice of his intervention te therson for whose honor he has intervened
within two working days from the date of such inemtion. This seems to be intended to avoid

double payment by debtor. The person who pays cems a commercial instrument may be
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named in the instrument at the time of issuancehbydrawer or the maker or at the time of

endorsement by the endorser.

Acceptance by intervention for honor may be giveooading to Art 803(1) in case where the

holder has a right of recourse (the right to ingtitlegal action based on the commercial
instrument) before maturity on any type of bill ept those payable at sight or on demand. As a
result, this type of acceptance is not applicablehiecks, which are always payable at sight, and
to promissory notes, which are not capable of dece; they do not involve a drawee whose

agreement to pay the value of the instrument ah&Ririty constitutes acceptance.

Where this type of acceptance is given by a pevdamis specified in the instrument, the holder
of the instrument cannot exercise his right of tese before maturity for non- acceptance
against the person who named the intervening peesuh subsequent signatories of the
instrument without first presenting the bill to theferee and if the referee refuses to accept,
without first having a protest drawn up for non-getance. The point that has to be noted here is
that the person who is named a referee or to adhepinstrument by intervention in case of

need, is required to accept only when the drawkeses to accept.

Acceptance by intervention may also be made bysopewvho is not named for the purpose, and
in such cases, the holder may refuse to allow aanep and start to exercise his right of
recourse against persons who are liable on theumsnt. However, if he allows the instrument
to be accepted by such person, he cannot exerigsgght of recourse against the person for

whose honor the bill is accepted by interventiod ambsequent signatories. (Art 803)

This type of acceptance is expressed by words asclaccepted by intervention for the honor
of” or similar words implying acceptance by intemtien and the signature of the acceptor. It
should also indicate the person on whose beha#f given, in the absence of which the law
presumes that it has been given on behalf of taeelr (Art 804)

The acceptor in such cases shall have the obligéti@ccept the bill, and where the bill is not

paid by the drawer, to pay the bill at its maturity the holder or persons who signed the
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instrument subsequent to the person on whose biegadcceptance is given. (Art 805(1)). The
acceptor who pays the bill shall acquire the righising out of the bill and may claim payment
on the bill from the person on whose behalf he piezk the bill and against parties who are
liable to the latter. Endorsers subsequent to #mygor whose honor such acceptance and

payment has been made shall be discharged frotratilgy on the bill. (Art 810).

Regarding payment by intervention, a person whaised as a referee to pay in case of need or
any other person may pay the value of the billhi lholder who has a right of recourse, either
before or after maturity, against the person onsehoehalf payment by intervention for honor
has been offered. Such payment shall be valid ibrilyis made before the expiry of the period
provided for drawing up of a protest for non-payméfrt 806/3/ Payment made by intervention
for the honor must be supported by a receipt orbilhand it must indicate the person for whose
honor it has been paid. In the absence of suclkatidn, the law presumes that it has been made
for the honor of the drawer of the bill or makertbé& promissory note concerned. The person
who pays by intervention shall have the right tquiee the holder to surrender the bill or note

any protest if any. (Art 809).

211 Summary

Commercial Instruments

Commercial instrumentg@re negotiable instruments incorporating rights paryment of a
specified amount of money. They are issued andtiagd on the basis and with the purpose of

performing an obligation that can be performed layrpent of a certain amount of money.

Hence, they are used as a substitute for money.
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Types of Commercial Instruments

Bills of Exchange

Bills of exchange are negotiable instruments incmapng an unconditional order, addressed by
one person to another, signed by the person giitingequiring the person to whom it is
addressed to pay on demand or at a fixed or detabia future time a sum certain in money to

or to the order of a specified person.

Bills of exchange, therefore, involve an order &y pnoney rather than a promise to pay money.
The person issuing the order is the drawer, thegpeordered to pay is the drawee and the

person who receives the payment is the payee.

Promissory Notes

A promissory note is defined as a document inc@atog an unconditional promise in writing

made by one person to another signed by the makggaging to pay, on demand or at fixed or
determinable future time, a sum certain in moneyortto the order of a specified person or to
bearer. This, definition implies that promissorytegare promise to pay money and there are

only two parties, i.e., the maker of the promisd tre payee to whom payment is effected.

It is important to note the following distinctiobgtween bills of exchange and promissory notes,
i.e. a promissory note contains promise to pay edia bill of exchange contains an order to
pay. The maker of a promissory note is always pilgnhable and its liability is the same as the
acceptor of a bill of exchange, but in case of andr of a bill of exchange once the bill is
accepted he is only liable as surety in the evédisthonoring of bill of exchange. The concept
of acceptance is not applicable to promissory natelske bills of exchange that may be
accepted. Finally, promissory notes involve twdiparonly as opposed to bills of exchange that

under normal circumstances involve three parties.
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Checks

A check is the most widely used form of commermatrument. It is bill of exchange drawn on
a bank and payable on demand. The English Bill&afthange Act of 1882 defines a check
under Art 73 as a bill of exchange drawn on a bapkgable on demand. Therefore, since check
is defined by reference to a bill of exchange, nmstwisions governing bills of exchange are
applicable to checks. Checks, are an unconditiord®r in writing, addressed by one person, the
drawer, to a banker, signed by the drawer, requittve bank to pay, on demand, a sum certain in

money to or to the order of specified person drdarer.

The following are the main differences between &bhemnd bills of exchange. A check is always
drawn on a banker and is always payable on deméuild & bill of exchange may be drawn on
any one and may be made payable on demand oreat €éix a determinable future time and a
check can be crossed in several ways but billsatamen crossed. Acceptance is not necessary for
a check since it is payable on demand as opposdillsoof exchange which may be made
payable at fixed or determinable future time présent for acceptance.

It is also important to note that a drawer of d bfl exchange and a check or the maker of a
promissory note may antedate or postdate it, peattiat he has not committed a fraud. In other
words, unless the drawer or maker intended to jelipathe interest of the payee by causing the
rights contained in the instrument to lapse, theenfact of antedating or postdating an

instrument does not make it invalid.

Crossed Checks and Checks Payable into Account

A crossed check is a check containing two paréitels drawn across its face by the drawer or

holder. A check may be crossed generally or sdgcial

A check is crossed generally where it bears theparallel lines only or where the word “bank’
or ‘banker’ is inserted between the lines. The sirgs shall be special where the name of a

specific bank is inserted between the lines. A kleeossed generally can only be paid to a bank,

Prepared by Fasil Alemayehu and Merhatbeb Teklemedhn 102



Law of Banking, Negotiable I nstruments and | nsurance

which is the banker of the payee or holder, or feeeson who is the customer of the drawee. A
check crossed specially can only be paid to thé Ispecified in the crossing. Such bank may
have the check collected by another bank. Whereb#imk whose name appears in a special
crossing is the drawee itself, the check may be paia person who is the customer of the
drawee. The whole purpose of crossing checks ismdke sure that the check is paid to the

intended person by preventing payment to othempsrsito whose hands the check might fall.

Certificates of Deposit

A certificate of deposit is a form of commerciastrument issued by a bank. It is an instrument
containing an acknowledgement by a bank that itreesived a sum of money on deposit and a
promise to repay the sum of money. When a perspogits money in a bank he will be given
the document showing the deposit of money whicHdcbe withdrawn by the depositor or the

holder of the certificate.

Agreements as to Payment of I nterest

According to Arts 739 and 825, bills of exchange @nomissory notes payable at sight or at a
fixed period after sight may contain a provisiogarling payment of interest. It also clearly

prohibits agreements as to interest made in relatobills and notes payable at a fixed period
after date and those payable on a fixed future date

Opposition, Payment and Discharge

The drawer or an endorser of a bill of exchange ompose the payment of the value of the bill

at any time before payment on the ground of théihgatcy of the holder.

Negotiation of Negotiable I nstruments

The mode of negotiation /transfer of negotiablérimeents and proof of lawful ownership by the

owner /holder depends on the type of negotiableunmgent concerned, which in turn depends on

Prepared by Fasil Alemayehu and Merhatbeb Teklemedhn 103



Law of Banking, Negotiable I nstruments and | nsurance

the manner in which the beneficiary of the rightsitained in the instrument is named or

designated.

The generally accepted principle regarding transfenegotiation of negotiable instruments in
general and commercial instruments in particulathet any type of instrument (even if not
drawn payable to order) may be transferred byesaient and delivery unless the instrument
contains words such as “not negotiable”, ‘not tdeot, “not transferable” or any other word
indicating the prohibition of negotiation or traesfade by the maker, drawer or endorser of the

instrument.

Maturity of Commercial I nstruments

Bills of exchange and promissory notes may be npd@ble either at sight or on demand, at
fixed date, at a fixed period after sight/acceptanc at a fixed period date. The maturity of
checks and the period within which they must besgméed for payment are different from those
of the bills of exchange and promissory notes. Tisecause checks are always payable at sight
or on demand. Furthermore, checks have to be pezbdor payment within a period of six

months from the date of their drawing irrespecti¢éhe date of their issuance.

Acceptance of Commercial I nstruments

Acceptance of commercial instruments refers toaifeement of the drawee to pay the value of
the instrument to the holder at its maturity. Adesge shall be made on the instrument and may
be expressed by words such as ‘accepted’ ‘agreedng other similar expression implying
agreement of the drawee and signed by the latterefe signature of the drawee on the bill shall
also constitute acceptance. Acceptance shouldradsmate the date when it is given, particularly
in cases where the instrument is required by thever to be presented for acceptance within the
time specified in the bill of exchange and in casbere a bill is payable at a fixed period after
sight. This is because, in the first type bill, thate when acceptance is given is essential as
failure to present the instrument for acceptandhiwithe period stipulated might result in the

loss of right of the holder. In the second typebitls, such date is important to determine the
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maturity of the bill. Where the date of acceptaisceot shown on these types of bills, the holder
must authenticate the omission of the date of daoep by protest drawn within the period

provided for drawing up of a protest.

The concept of acceptance applies to bills of exghaand not to promissory notes and checks
because of the following reasons. A promissory 3ol not be accepted as it does not involve
a drawee whose agreement constitutes acceptancehanthaker of a promissory note is
considered as an acceptor of a bill of exchange hasoalready expressed his agreement to pay
the agreed amount on a future date. On the othret, le|acheck cannot be accepted because it is
always payable at sight or on demand and the drahe# pay the value of the check on

presentment. Note that acceptance is applicalidélsowith a future date of payment.

Certification of Checks

As we have seen above the concept of acceptanceteapply to commercial instruments

payable at sight and hence to checks. Howeverksheay be certified by the drawee, upon the
request of the drawer, provided that it has a cleffit cover. Where checks are so certified, the
drawee will have the obligation to keep the amaafrduch check in a separate blocked account
for the benefit of the holder of the check unt# texpiry of the period provided for presentment

for payment i.e., six months from the date of drayvi

In effect, the drawee, which certified the check,considered as the acceptor of a bill of
exchange who has agreed to pay the value of tienmsnt on maturity. Similar to acceptance

of a bill, a check is certified by signature of tirawee on the face of the instrument.

Acceptance for Honor

Acceptance for honor represents a guarantee tohgayalue of commercial instruments by any
person who may even be a signatory of the instrmfeperson may guarantee the payment of
the whole or part of the value of a commercialrinsient on its maturity by accepting it for the

honor of any one of the parties liable to the holdhe person who accepts a commercial
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instrument shall be liable on the instrument in $hene manner as the person for whom he has

become a guarantor.

Intervention for Honor

A person may accept or pay a commercial instrurngmtervention for the honor of any person

against whom the holder may have a right of re@usceptance or payment by intervention

may be made by any person including persons whe hleady signed the instrument and are
liable on it except the acceptor. The person whes ma accepts the instrument by intervention
shall have to give notice of his intervention te therson for whose honor he has intervened
within two working days from the date of such inemtion. This seems to be intended to avoid
double payment by debtor.

This type of acceptance is expressed by words asclaccepted by intervention for the honor
of” or similar words implying acceptance by intemtien and the signature of the acceptor. It
should also indicate the person on whose beha#f given, in the absence of which the law

presumes that it has been given on behalf of taeeir.

212 Review Questions

1. Discuss the legal elements that should be fulfifgdan instrument to be called commercial
instrument.

Verify what a bill of exchange, promissory notasd &hecks are.

Discuss what generally and specially crossed chaeks

Discuss what certification of checks is.

Discuss the legal orientation of interest in relatio commercial negotiable instruments.
Discuss what opposition, payment, and discharge are

Discuss what negotiation of negotiable instrumemsns.

Clearly state what we mean by maturity of commérinstruments.

© 0o N o 0k DN

Discuss what acceptance of commercial instrumeptas
10. Discuss in brief what acceptance for honor is.

11. Discuss what intervention for honor is.
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CHAPTER THREE
RIGHT OF RECOURSE OF A HOLDER OF COMMERCIAL
INSTRUMENTS

3.1 Definition

The right of recourse refers to the right of a leoldf commercial instruments to institute legal
action based on the instrument for the purposeadvering the unpaid value of the instrument.
This right may be exercised before maturity in saskbills of exchange, which are capable of
acceptance i.e. all types of bills of exchange pkt®ose payable at sight or on demand, or after

maturity in cases of non-payment of commercialrimsent. (Arts 780 and 868).

The holder may exercise his right of recourse agaparties liable on the instrument, i.e.,
signatories of the instrument in various capacitigdgese parties include the drawer of a bill of
exchange and a check, the maker of a promissogy rotlorsers, acceptors, acceptors for honor
and the acceptor by intervention for honor. Asiparto a commercial instrument are jointly and
severally liable to the holder, the holder may allehese persons individually or collectively
without being required to follow the order in whithey signed the instrument and became a
party to the instrument. Proceedings against omty pehall not prevent the holder from
instituting an action against the other partiemewbere such other parties signed the instrument
subsequent to the party first proceeded againgt.ektent of the right of recourse of the holder is
limited to the unaccepted or unpaid value of thstriment, interest where provision as to
interest has been inserted in the instrument a\gele 739, interest at the rate of 9% to be
calculated starting from the date of maturity ore tbnpaid amount of the instrument,
commission not exceeding 0.3% and expenses. Howiwvbe right of recourse is exercised
before maturity, /Art 780/ the holder shall be #ati to a discounted amount to be calculated

based on the official rate applicable at the plabere the domicile of the holder is situated.

The holder who intends to exercise a right of reseunust have a protest drawn up. Protest is a
written document drawn up by a notary public orabgourt registrar evidencing non-acceptance

or non-payment of a commercial instrument. Howeserce the office of the notary pubic are
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not established as intended and the registrarswtsdo not draw up protests, both because of
lack of awareness of their function in this respaad because commercial instruments,
particularly bill of exchange and promissory noéee not commonly used, it is not possible at
present to have protests drawn up by these offictd, the only alternative way of drawing up
of a protest is according to Book VI of the ComnmedrcCode containing the Transitory
Provisions. Art 1178 provides that where there asnotary public or court registrar readily
available (or performing the function of drawing aprotest) a protest may be drawn up by any
person who is capable to perform juridical actshi@ presence of two witnesses following the

relevant provisions of the code.

The law also provides the time within which proteas to be drawn up. Accordingly, protest for
non-acceptance has to be drawn up within the pesfdime provided for presentment of the
instrument for acceptance by the law or the drawendorser. / Refer to Arts 759,757,758 and
781(3)/. A protest for non-payment of a check shalldrawn up within the period provided for
presentment for payment under Art 855, i.e., it imbesdrawn before the period of six months
lapses (Art 869(1). However, where the check isg@meed for payment on the last day of the
period provided for presentment for payment, a gstimay be drawn up on the following
working day. Similarly, a protest for non-paymeifiithals of exchange and promissory notes
shall be drawn up within the period of time proddir presentment for payment provided
under Arts 770(1) and 774(1). In other words, mbfer non-payment of bills of exchange and
promissory notes payable at sight shall be drawwitign a period of one year from the date of
drawing. However, in case of nonpayment of the rotyyges of bills and notes, the protest has to
be drawn up either within the period provided fayment or one of two working days following
the last day on which the bill is payable, i.e. phetest may be drawn on one of the three days on
which the instrument is payable or one of the twarking days following the lapse of this
period. /See Art 774(1) and Art 781(4). / Failuoehtave a protest for non-acceptance or non-
payment within the period provided by the law wdkult in the loss of right of recourse of the
holder (Art 796, 876).

However, there are certain cases in which the hotdey exercise his right of recourse without

the need to have a protest for non — acceptangero+ payment. These are:
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1. A declaration of non — acceptance or non — payroktite bill by the drawee written
on the instrument by the drawee or maker unlesgevine drawer or maker made a
provision requiring a formal protest to be drawn by a public officer. (Art
781(2),886,825(1)(C))

2. A judgment in bankruptcy of the drawee or of thavder of a bill which cannot be
accepted/payable at sight/ or of the maker of anmsory note shall replace a protest.

3. Where the holder is released from the obligatiorhéwe a protest drawn up by
provisions such as “retour sans frais”, “sans pfote any similar expression
implying permission to the holder to exercise gt of recourse without the need of
a protest. (Art 789,871). This release may be nigdérawer or maker, or endorsers.
Where it is made by the a drawer, it shall be d¢iffecagainst all the parties to the
instrument, but where it is made by any other pattg release shall be effective
against the person who made it. In such casesaiderhmust have a protest drawn up
in order to exercise his right of recourse agamtiser persons. (See Art 789, 871 and
825).

The other requirement which the holder of a comméinstrument must comply with before
exercising his right of recourse is to give noé@onpayment or non acceptance to his endorser
/if any/ and to the drawer or maker of the instratm&uch notice has to be given within a period
of four working days from the day of protest orrfraghe day of presentment where drawing a
protest is not necessary. Each endorser who haweeca notice must also give a similar notice
to his endorser within the period of two workingyslaand this shall continue until the drawer or
the maker is reached.

This notice may be given in any form or by retugnthe instrument to the endorser, the drawer
or the maker. However, failure to give notice occtonply with specific requirements as to time
and the names and addresses of the persons whagilkauenotice shall not result in loss of right
of recourse of the holder. It shall only resulthe liability of the holder who failed to give nodi

or who gave incomplete notice to pay damages top#rson who incurred losses/expenses/
because of such failure or incomplete notice. Beeathe purpose of this notice is to give parties

liable on the instrument an opportunity to takethp instrument and pay, thereby avoiding
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expenses resulting from litigations. However, sliability shall not exceed the value of the
instrument. [Art 870,825(1) (C)]

3.2 Lossof Right of Recourse

According to Art 796, the right of recourse of th@der shall be lost on the following grounds;

- Failure to present the instrument for acceptanggagment within the time provided by
the law or the instrument. However, where the limft time for presentment for
acceptance is provided by the drawer, the holdseschis right of recourse against
endorsers, the drawer and other parties liabldenrtstrument with the exception of the
acceptor.

- Failure to have a protest drawn up in cases wheeeright of recourse cannot be
exercised without a protest drawn up by a publfccef or any person as per Art 1178
Art 796,825(1) (C).

Even though the provisions of Art 796 are not magelicable to checks and there is no
provision which deals with the grounds for losgight of recourse of a holder of a check in the
laws governing checks, we can deduce from the pi@viof Art 876 that the holder of a check

shall also lose his right of recourse on the algyeeinds.

However, the holder who is prevented from presentime instrument for acceptance or for
payment within the time provided by law or the rostent or from having a protest drawn up
within the time provided for drawing a protest byfaace majeure as defined in the law of
contracts, the holder does not lose his right obuese. In such cases, the periods of time shall
be extended. However, the holder, to benefit frbi® provision, must give a written, signed and
dated notice of the force majeure to his endordaanfy) [or to a drawer/maker] immediately.
The holder must also present the instrument foeatemice or payment or have a protest drawn
up immediately after the force majeure has termsithaHowever, if the force majeure continues
to operate beyond thirty days after maturity, tbielar may exercise his right of recourse without

the need to present the instrument or to draw pi#est. Art 797,876,825(1) (C)
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The law of checks, however, does not contain aipi@v that provides for the loss of right of the
holder of a check though it provides for the cadfe®rce majeure in which the holder’s right of

recourse is not lost.

3.3 Alternative Remediesto a Holder Who Has L ost His Right of Recour se

A holder of a commercial instrument who has lostright to recourse/ the right to seek judicial
remedy to recover the unpaid value of a commencsifument) may still have an opportunity to
recover his money based on the obligation undertimg issuance or the transfer of the
commercial instrument or the provisions of the ([@awlawful enrichment)?

A. Causal proceedings

These are proceedings based on the contractualxtoa-aontractual obligations for the
performance of which the instrument is issued andferred. According to Arts 800 and 886, the
right to institute legal action based on the relai on which the issuance or the transfer of the
bill or a check is based shall subsist (unlesssipioved that it has been extinguished by
novation). Therefore, according to these provisidhe holder of a bill of exchange or a check
who has lost his right of recourse may sue the draw endorser who has issued or transferred
the instrument to him based on the contractualxtmaecontractual obligation and recover the

unpaid value of the bill of exchange or a check.

However, for the holder to institute a causal peolieg, he must have a protest for non-
acceptance or nonpayment and must offer to rehamnistrument together with the protest to the
drawer or endorser. However, it will be a contréditin terms to require a person who has lost
his right of recourse because of failure to a @itoteawn up within the time provided by the law.

Similarly a person who lost his right of recourgeduse of failure to present the instrument for
payment or acceptance within the time providedhgylaw can not have a protest drawn up as
the time for drawing up a protest overlaps withdifor presentment and the lapse of the one
means the lapse of the other. See Arts 759 an®//g%/0/1/ and 781/4/ and 855 and 869/1/.
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Art 825, which enumerates the provisions applymditls of exchange that are also applicable
to promissory notes, fails to refer to this proetsiand the question that has to be raised here is
whether this omission is intentional and based areptable grounds. Taking into account the
nature of promissory notes, it seems that ther® iszason why the holder of a promissory note
who has lost his right of recourse cannot institatéegal action based on the underlying

obligations for the performance of which the natéssued or transferred.

B. Proceedings for unlawful enrichment

A holder whose right of recourse is extinguisheddgson of limitation of action /Arts 817 and
Art 881/ or by reason of failure to present therumsient for acceptance or payment or failure to
have a protest drawn up within the period providgdaw or the instrument /as can be inferred
from Art 799 (4)/, may institute an action basedtioa rules of unlawful enrichment against the
drawer and acceptor up to the amount of money bictwkhey have unlawfully enriched
themselves at his expense. The holder will be &blestitute proceedings based on the rules of

unlawful enrichment only if he is not able to bricausal proceedings (Art. 799).

This right is given to the holders of a bill of éenge and checks ( Art. 799, 886), but there is no
reason why the holder of a promissory note shoelgtevented from exercising this right to
recover the value of the instrument from the makdeo has unlawfully enriched himself at his
expense.

34 Summary

The right of recourse refers to the right of a leoldf commercial instruments to institute legal
action based on the instrument for the purposeadvering the unpaid value of the instrument.
This right may be exercised before maturity in saskbills of exchange, which are capable of
acceptance, i.e. all types of bills of exchangeepkthose payable at sight or on demand, or after

maturity in cases of non-payment of commercialrumeent.
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The holder may exercise his right of recourse agaparties liable on the instrument, i.e.,
signatories of the instrument in various capacitidsese parties include the drawer of a bill of
exchange and a check, the maker of a promissogy eatlorsers, acceptors, acceptors for honor
and the acceptor by intervention for honor. Théd&owho intends to exercise a right of
recourse must have a protest drawn up. Protestwsiteen document drawn up by a notary
public or by a court registrar evidencing non-ataepe or non-payment of a commercial

instrument.

Failure to have a protest for non-acceptance orpayment within the period provided by the

law will result in the loss of right of recoursetbe holder.

However, the holder who is prevented from presentime instrument for acceptance or for
payment within the time provided by law or the rastent or from having a protest drawn up
within the time provided for drawing a protest byfaace majeure as defined in the law of
contracts, the holder does not lose his right obuese. In such cases, the periods of time shall

be extended.

The other requirement which the holder of a comméinstrument must comply with before
exercising his right of recourse is to give noti€@onpayment or non acceptance to his endorser
/if any/ and to the drawer or maker of the instram&uch notice has to be given within a period
of four working days from the day of protest orrfradhe day of presentment where drawing a
protest is not necessary. Each endorser who haweelca notice must also give a similar notice
to his endorser within the period of two workingyslaand this shall continue until the drawer or

the maker is reached.

This notice may be given in any form or by retugnthe instrument to the endorser, the drawer
or the maker. However, failure to give notice octamply with specific requirements as to time,
the names and addresses of the persons who hasre mgitice shall not result in loss of right of
recourse of the holder. It shall only result in ladility of the holder who failed to give notics

who gave incomplete notice to pay damages to thepeavho incurred losses/expenses/ because

of such failure or incomplete notice.
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Alternative Remedies to a Holder who haslost his Right of Recour se

A holder of a commercial instrument who has lostright to recourse/ the right to seek judicial
remedy to recover the unpaid value of a commenegatument may still have an opportunity to
recover his money based on the obligation undertimg issuance or the transfer of the
commercial instrument or the provisions of the lamlawful enrichment. That is through causal

proceedings and proceedings for unlawful enrichment

3.5 Review Questions

1. Define what right of recourse is.

2. Discuss what loss of right of recourse is.

3.Discuss the importance of notice in relationdmmercial instruments.

4. Pin point the alternative remedies to a holdeo Was lost his right of recourse.
5. Discuss causal proceeding.

6. Discuss what proceeding for unlawful enrichment is.
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PART THREE: INSURANCE LAW

CHAPTER ONE
INTRODUCTION

1.1 Definition of Insurance

Insurance may be defined in various ways. Firétm the point view of an individual it may be
defined as a risk transfer mechanism or an econaw®iice whereby a person, called the
insured/assured transfers a risk of a possiblenilad loss resulting from unforeseeable events
affecting property, life or body to a person caltbd insurer for consideration. For instance, let
us take a case of an owner of a motor vehicle, atvays runs the risk of suffering a financial
loss resulting from the loss or destruction ofgnigperty because of unforeseeable events such as
fire, collision, overturning or even theft. Theredoif the person purchases a motor insurance
policy covering these risks from an insurer, it me#hat he transferred this possible financial

loss to the insurer.

Secondly, from the point of view of the insurersurance may be defined as a mechanism
through which a risk is distributed among the grotipersons who are exposed to the same type
of risk, i.e., persons who bear the risk of suffgra financial loss as a result of events affecting

property, life or body. We can further clarify thdsfinition through the following example.

Let us say that X insurance Company has, throughvarious branches, sold 200,000 fire
insurance policies, i.e., policies that cover Igsedated to buildings(residential, or business...)
so that the insurer will have to pay compensatotiné insured or the beneficiary of the policy in
case where such property is destroyed by fireghtdining. The money collected from the sale of
these policies form the pool out of which compeiosashall be paid to those persons who have
suffered financial loss because of damage to theréd buildings houses or businesses. Let us
say that in the given financial year 50,000 polmders have sustained financial losses /or lost
their properties because of various causes whiehcavered by the policy. So, the insurer

according to the obligation it has undertaken payspensation to these policy holders out of
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the pool mentioned above, i.e., the price colledigdhe insurer from the sale of the policies
(premium). This in other words means that all 200;policy holders who have paid the

premium have contributed to the compensation paithbse who have sustained losses. This
also means that, the insurer has distributed tbsek sustained by the 50,000 policyholders
among the remaining 150,000 policyholders whosggntees were not damaged or destroyed in

the given year.

Form the definitions provided above, we can undedtthat insurance is a cooperative
economic device to spread the loss caused by &ydartrisk over a number of persons who are
exposed to it and who agree to insure themselvamstgthat risk. This means that insurance
provides a pool to which many persons contributeegain amount of money called the
premium, and out of which the insurer compensdtesféw who suffer losses. This is always
true in the case of property and liability insurarehich cover contingencies and given for a
short period of time, usually a period of one ydar does not so fully apply to insurance of
persons particularly life insurance(see Art 692wihich the policy usually becomes a claim

ultimately.

We can also understand that by insurance, theisigkansferred from the individual to the
insurer who takes into account the total or prolitglof loss in a certain period, and then fixes

the premium to be paid by each person insured.

For example, in the case of motor vehicle insuraifcthe total likely loss of Euro Trucker
Trucks is 50 per year, valued Birr one million eacidl the total number of trucks expected to be
on voyage per year is estimated to be 25,000 tralbksgpremium for each truck will be

50 x 1,000,0690Birr 50,000,00G= Birr 2000 plus

25,000 25,000
certain amounts of money, say Birr 500, for adntiat®on expenses and profit, i.e., Birr 2500.

Thus, it can be seen that insurance is a devicehgh an insured person can protect himself
from heavy loss likely to be caused by an uncertiant by paying a comparatively much

smaller sum of money as premium.
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It has to be noted that insurance does not andotgrevent loss of property, incurring civil
liability, death, or injury or illness, rather itqvides financial compensation for the effects of
misfortune. In other words, we can say that insceatoes not protect the insured property from
loss or damage, or the insured from incurring diaibility or the insured person from death or
injury or illness, but provides a financial compatien to the insured or the beneficiary who has
suffered pecuniary losses as a result of loss wrade to property, or because he has incurred a

civil liability or iliness or death of the insured.

1.2 TheDevelopment of Insurance System

1.2.1The Development of Insurance Systems. General Overview

In some sense, we can say that insurance appeaanagiteseously with the appearance of human
society. We know of two types of economies in hunsacieties: money economies (with
markets, money, financial instruments and so od)ren-money or natural economies (without
money, markets, financial instruments and so ohg 3econd type is a more ancient form than
the first. In such an economy and community, wesginsurance in the form of people helping
each other. For example, if a house burns down, beesnof the community help build a new
one. Should the same thing happen to one’s neigtimother neighbors must help, otherwise,
neighbors will not receive help in the future. Thype of insurance has survived to the present
day in some countries where modern money econontly 8 financial instruments is not

widespread.

Turning to insurance in the modern sense (i.eurarxe in a modern money economy, in which
insurance is part of the financial sphere), earbthads of transferring or distributing risk were
practiced by Chinese and Babylonian traders as ym as the '3 and 29 millennia BC,

respectively. Chinese merchants traveling treaclseriver rapids would redistribute their wares
across many vessels to limit the loss due to anglesivessel's capsizing. The Babylonians
developed a system which was recorded in the fanr@mde of Hammurabi, / 1750 BC, and

practiced by early Mediterranean sailing merchalfita. merchant received a loan to fund his
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shipment, he would pay the lender an additional suexchange for the lender’'s guarantee to

cancel the loan should the shipment be stolen.

Achaemenian monarchs were the first to insure theaple and made it official by registering

the insuring process in governmental notary offidé®e insurance tradition was performed each
year in Norouz (beginning of the Iranian New Yedng heads of different ethnic groups as well
as others willing to take part, presented giftstttie monarch. The most important gift was
presented during a special ceremony. When a gift warth more than 10,000 Derrik

(Achaemenian gold coin weighing 8.35-8.42) the esaias registered in a special office. This
was advantageous to those who presented such IsgifisiaFor others, the presents were fairly

assessed by the confidants of the court. Thengbesament was registered in special offices.

The purpose of registering was that whenever tingopewho presented the gift registered by the
court was in trouble, the monarch and the courtldvéxelp him. Jahez, a historian and writer,
writes in one of his books on ancient Iran: “Whesrethe owner of the present is in trouble or
wants to construct a building, set up a feast, lasehildren married, etc. the one in charge of
this in the court would check the registrationthié registered amount exceeded 10,000 Derrik,

he or she would receive an amount twice as much.”

A thousand years later, the inhabitants of Rhodesnted the concept of the ‘general average’.
Merchants whose goods were being shipped togetlmerddwpay a proportionally divided
premium, which would be used to reimburse any nartlwhose goods were jettisoned during

storm or sinkage.

The Greeks and Romans introduced the origins dfthead life insurance in 600 AD when they
organized guilds called “benevolent societies” whaared for the families and paid funeral
expenses of members upon death. Guilds in the Eliddles served a similar purpose. The
Talmud deals with several aspects of insuring goBdfore insurance was established in the late
17" century, friendly societies existed in Englandwinich people donated amounts of money to

a general sum that could be used for emergencies.”
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Separate insurance contracts (i.e., insurancei@slitot bundled with loans or other kinds of
contracts) were invented in Genoa in th& téntury, as were insurance pools backed by pledges
of landed estates. These new insurance contraldweal insurance to be separated from
investment, a separation of roles that first prouseful in marine insurance. Insurance became

far more sophisticated in post-renaissance Eutpe specialized varieties developed.

Towards the end of the seventeenth century, Lorsdgrowing importance as a center for trade
increased demand for marine insurance. In thel&89’s Mr. Edward Lloyd opened a coffee
house that became a popular haunt of ship ownenghrants, and ships’ captains, and thereby a
reliable source of the latest shipping news. Itaoee the meeting place for parties wishing to
insure cargoes and ships, and those willing to wmite such ventures. Today, Lloyd’'s of
London remains the leading market (note that inas an insurance company) for marine and
other specialist types of insurance, but it woher differently than the more familiar kinds of

insurance.

Insurance as we know it today can be traced toGheat Fire of London, which in 1666
devoured 13,200 houses. In the aftermath of tisastier, Nicholas Barbon opened an office to
insure buildings. In 1680, he established Englarfit® fire insurance company, “The Fire

Office,” to insure brick and frame homes.

The first insurance company in the United Statedeomrote fire insurance and was formed in
Charles Town (modern-day Charleston), South Caaplim 1732. Benjamin Franklin helped to
popularize and make standard the practice of imea;aparticularly against fire in the form of
perpetual insurance. In 1752, he founded the Rt Contributionship for the Insurance of
Houses from Loss by Fire. Franklin’s company waes fitst to make contributions toward fire
prevention. Not only did his company warn againsttain fire hazards, it refused to insure

certain buildings where the risk of fire was toea such as in all wooden houses.

Prepared by Fasil Alemayehu and Merhatbeb Teklemedhn 119



Law of Banking, Negotiable I nstruments and | nsurance

1.2.2 Highlightsof the Birth and Development of Insurance Servicesin Ethiopia

The Bank of Abysinia (Habesha Bank) started remdewhat could be called modern insurance
service for the first time in Ethiopia in 1905 as agent for a foreign insurance company. Mr.
Muzinger, an Austrian citizen, opened a full-fledgasurance branch in Addis Ababa as an
agent for Balois Fire Insurance Company. Many regméative offices were opened by

expatriates until the Italian invasion in 1936.

During the Italian occupation only Italian compamnigere allowed to operate in Addis Ababa
and other central regions of the country and inr&ai After World War Il several British and
other overseas companies provided insurance samidel950. In 1951, the Imperial Insurance

Company was established by some enlightened E#repi

This development encouraged Ethiopians and conasdgs®me 18 companies were established
in 1954 with branches and agents in Addis Abab, &snDire Dawa, Massawa, Assab and
Dessie. In 1970, the first proclamation on licegsend supervision of insurance services,
proclamation NO.281/70 was enacted. An office far supervision of insurance business was
established under the Ministry of Trade and Indusiihe office licensed only 15 companies

anew.

The following year two insurance companies weresatband only 13 remained; but these 13
lasted until 1974, when the Dergue Regime cameoteep On January 1, 1975 all these 13
insurance companies were nationalized in accordaitethe proclamation of the provisional
military government. The Government merged thedBmanies and, by proclamation 26/ 1975,
established the Ethiopian Insurance Corporatiora asonopoly in insurance business. The
Ethiopian Insurance Corporation functioned as aapoty for nearly two decades until 1994.
Following the 1974 Revolution, on January 1, 1976 paivate banks and 13 insurance
companies were nationalized and along with stateeowbanks, placed under the coordination,
supervision and control of the National Bank ofigpia. The Ethiopian Insurance Corporation

was formed by a merger of 13 insurance companies.
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Thus, from 1975 to 1994 there were four state ownaaks and one state owned insurance
company, i.e., the National Bank of Ethiopia (Then@al Bank), the Commercial Bank of
Ethiopia, the Housing and Savings Bank, the Devalagt Bank of Ethiopia and the Ethiopian

Insurance Corporation.

After the overthrow of the Dergue regime by the BIFRthe Transitional Government of
Ethiopia was established and the New Economic Yd&dic the period of transition was issued.
This new economic policy replaced centrally planeednomic system with a market-oriented
system and ushered in the private sector. Sevevalt@ companies were formed during the early
1990s, one of which is Oda S.C. which conceivedidea of establishing a private bank and
private insurance company in anticipation of a hhich will open up the financial sector to

private investors.

1.3 Definition and Nature of Contracts of | nsurance

A contract of insurance is a contract whereby cextypundertakes, in return for a consideration
called a premium, to pay to the other party a simaney on the happening of a certain event
(death or attainment of a certain age, or injuryjoandemnify the other party against a financial

loss arising from the loss or damage to propertyam incurring civil liability.

The party which promises to pay a certain amoumhaiey to, or to indemnify, the other party
is called the insurer (sometimes called the assim@ases of insurance of persons and the under
writer in cases of marine insurance and the partyhom such protection is given is called the
inured (or the assured). The document containiegtéihms and conditions of the contract of

insurance is called the policy, and the insureatiesefore, also referred to as a policyholder.

A contract of insurance is a type of contingentonditional contract. As the name indicates, a
contingent or conditional contract is a contractdto or not to do something, if some event,
collateral to such contract, does or does not hapipeother words, it is a contract in which the
performance of the obligation arising there fromtly parties or one of them is dependent upon

the condition or contingency agreed upon by thermacofdingly, as the obligation of the
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insurer/assurer to pay compensation or the agreealiet to the insured or the beneficiary is

dependent upon materialization of the risk or risgscified in the policy. Thus, for instance, if

X Insurance Company agrees to pay Birr 100,00@xohange for B paying Birr 2500 as

premium, if B's house is destroyed by fire; theil ke contingent contract, the performance of

which depends upon the happening of an uncertanteie. the destruction of the house by fire.

Although a contract of insurance resembles, to @aice extent, a wagering or gambling

agreement whereby the insurer bets with the instiv@tdhis house will not be burnt and giving

him the odds of its value, it is a legal and endafde contract with important economic and

social purposes.

Note Wagering or gambling agreements are consideréd imoalmost all legal systems. For

instance, Art 713(2) of the Commercial Code of &pi provides that games and
gambling shall not give rise to valid claims forypeent unless they are related to
activities enumerated under Art 714, such as swoghange speculations, sporting

activities and lottery or betting authorized by gwvernment.

A contract of insurance differs from a trant of wagering or gambling for the following seas:

1.

3.

The object or purpose of an insurance contraa @otect the insured against economic
losses resulting from a certain unforeseen futuemie while the object of a wagering or
gambling agreement is to gamble for money and malae.

In an insurance contract, the insured has an ibkuraterest in the life or property
sought to be insured. In a wagering or gamblingeagrent, neither party has any
pecuniary or insurable interest in the subject enaif the agreement except the resulting
gain or loss. This is the main distinguishing featof a valid contingent contract as
compared to a wagering agreement.

A contract of insurance (except life, accident aitkness insurances) is based on the
principle of indemnity. However, in a wagering agreent there is no question of

indemnity, as it does not cover any risk.
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4. A contract of insurance is based on scientific wlakion of risks and the amount of
premium is ascertained after taking into accouatdrious factors affecting the risk. In a

wager, there is no question of any calculation veloa¢ver, it being a mere gambile.

Finally, let us see how a contract of insuranadefned under the insurance law of Ethiopia. Art
654 of the Commercial Code of Ethiopia defines rasae as follows:

Insurance (policy) is a contract whereby a persalted the insurer, undertakes, against payment
of one or more premiums, to pay to a person, cdhedbeneficiary, a sum of money where a

specified risk materializes.

According to this definition, insurance is a cootrbetween two or more persons in which one
person called the insurer, agrees to pay the agmeedint of money or compensation to another
person, called the insured, or the beneficiary revtilee insured property is lost or destroyed ( in
cases of property insurance), or where the insypesgdon incurs civil liability (in cases of
liability insurance) or where the insured persoasdir suffers bodily injury or falls ill (in case
of insurance of persons). The insurer undertakés dbligation for consideration, called

premium payable by the insured person.

Sub Art(2) of the same article provides that ati@mot of insurance may be concluded in relation
to "damages" covering risks affecting property osiag out of the insured person’'s civil

liability. These types of insurance are generafgired to as indemnity insurances, in which the
insurer's obligation is to pay compensation, whglalways equal to damage. Similarly, sub
Art(3) provides that a contract of insurance mapdle made in respect of human person's life,
body or health in which the insurers obligationtaspay the amount agreed upon (the sum
insured). This is a type of insurance in which pieciple of indemnity or compensation is not

applicable since human life or body does not haveaaket value, hence the name Non-

indemnity insurance.

Thus, a contract of insurance, as a contingentracints a perfectly valid contract, and the
general principles of the law of contract apply @tuto such a contract. Hence, to be valid, it

must fulfill the following requirements: (i) theraust be an agreement between the parties (ii)
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the agreement must be supported by consideratiop,tie parties must be capable of
contracting (must have capacity), (iv) the consdrthe parties to the agreement must be free

from defects, and (v) the object must be legaherdbject must not be illegal and immoral.

1.4 Distinguishing Characteristics of Insurance

Insurance contracts are subject to the same basicthat governs all types of contracts.
However, a special body of law has developed ardegal problems associated with insurance.

Insurance contracts have the following distinctalegharacteristics that make them different

from other contracts.

An insurance contract is aleatory rather than cotatiue. Aleatory contracts have a chance

element and an uneven exchange. Under an aleaintsact, the performance of at least one of

the parties is dependent on chance. An aleatorirairalso involves an uneven exchange: one
of the parties promises to do much more than thergtarty. Depending on chance, one party
may receive a value out of proportion to the vahat is given. For example, assume that Semira
pays a premium of Birr 500 for birr 100,000 of ha@waers’ insurance on her home. If her home

is totally destroyed by fire shortly thereaftergshould collect an amount that greatly exceeds
the premium paid. On the other hand, a homeowngrfaihfully pay premiums for many years

and never suffer a loss.

In contrast, other commercial contracts are comtivataA commutative contract is one in
which the values exchanged by both parties ara¢hieally even. For example, the purchaser of

a real estate normally pays a price that is vieteduke equal to the value of the property.

Although the essence of an aleatory contract isi@haor the occurrence of some fortuitous
event, an insurance contract is not a gamblingraontGambling creates a new speculative risk
that did not exist before the transaction. Insuearfowever, is a technique for handling an
already existing pure risk. Thus, although both lgiamy and insurance are aleatory in nature, an

insurance contract is not a gambling contract b&eawo new risk is created.
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An insurance contract is a unilateral contract. flateral contract is a contract in which only
one party makes a legally enforceable promisehis ¢ase, only the insurer makes a legally
enforceable promise to pay a claim or provide offegvices to the insured. The term “unilateral”
means that courts will enforce the contract in dimection only: against one of the parties; in
this case, the insurer after the insured has pedotemium for coverage, the insured’s part of
the agreement has been fulfilled. Under these wistances, the only party whose promises are
still outstanding is the insurer. Although the irsimust continue to pay the premium to receive
payment for a loss he or she cannot be legallyefbrio do so /compare Art 666/4/ of the
Commercial Code/. However, if the premiums are pid insurer must accept them and must

continue to provide the protection promised unterdontract.

In contrast, most commercial contracts are bilateranature. Each party makes a legally
enforceable promise to the other party. If oneyptails to perform, the other party can insist on
performance or can sue for damages because ofg¢hethof contract.

An insurance contract is a conditional contractisTimeans the insurer’s obligation to pay a
claim depends on whether or not the beneficiarydoasplied with all policy conditions. If the
insured does not adhere to the conditions of tmract, payment is not made even though an
insured peril causes a loss. Conditions are pranwssinserted in the policy that qualify or place
limitations on the insurer’s promise to perform.

The conditions section imposes certain duties am ittsured if he or she wishes to be

compensated for a loss. The insurer is not oblig&tepay a claim if the policy conditions are

not met. Typical conditions include payment of pram, providing adequate proof of loss, and

giving immediate notice to the insurer of a losst Example, under a homeowner’s policy, the
insured must give immediate notice of loss. If igured delays for an unreasonable period in
reporting the loss, the company can refuse to paykim because a policy condition has been
violated.
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In property insurance, insurance is a personalraontwhich means the contract is between the
insured and the insurer. Strictly speaking, a priygasurance contract does not insure property,
but insures the owner of property against loss. uaeer of the insured property is indemnified
if the property is damaged or destroyed. Since dbetract is personal, the applicant for
insurance must be acceptable to the insurer and meast certain underwriting standards

regarding character, morals, and credit.

Since a property insurance contract is a persoowatract, it normally cannot be assigned to
another party without the insurer’s consent. Ifgany is sold to another person, the new owner
may not be acceptable to the insurer. Thus, therén's consent is normally required before a
property insurance policy can be validly assignedrnother party. Since the general rule states
that one cannot be forced to contract against owdisthe right of the insured to assign the
policy is dependent on the consent of the insurancgpany. Otherwise, the company could not
be legally bound in a contract with an individualwwhom it would never have issued a policy
originally, and one in which the nature of the rislaltered substantially. For example, let us say
that an automobile owner decided to sell his ordaerto a 17-year-old boy. If it were possible to
assign the insurance policy to the boy without domsent of the insurance company, the
company would then be forced to deal with a pemsdh whom it would not have dealt. The
assigned policy will be legally binding only withe written consent of the insurance company. /
Compare the provisions of Arts 672, 673, 660 of@eenmercial Code/

In contrast, a life insurance policy can be fresdgigned to anyone without the insurer’s consent
because the assignment does not usually alteriskeand increase the probability of death.

Compare Arts 696-698 of the Commercial Code.

The insurance contract is said to be a contraebtsion, i.e., whose terms and conditions are
not the result of negotiations between the paraes, one party has to agree to the terms and
conditions prepared by the other. In such typesooftracts, ambiguities or uncertainties in the
wording of the agreement will be construed agathst drafter- the insurer. If the policy is
ambiguous, the insured gets the benefit of the dotius principle is due to the fact that the

insurer had the advantage of writing the termshefdontract to suit its particular purposes and
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the insured has no opportunity to bargain over tmm$, stipulations, and exclusions.
Therefore, the courts place the insurer under @ ttlumake the terms of a contract clear to all

parties. In the absence of doubt as to meaning;dhgs will enforce the contract as it is.

The general rule that ambiguities in insurance remt$ shall be construed against the insurer is
reinforced by the principle of reasonable expeoteti The principle of reasonable expectations
states that an insured is entitled to coveragemag®licy that he or she reasonably expects it to
provide, and that to be effective, exclusions oalifijgcations must be conspicuous, plain, and

clear.

1.5 TheRequirementsto Carry on Insurance Business

Art 656 of the Commercial Code provides that the Ehall determine the conditions under
which physical persons or business organizationg caary on insurance business. Therefore,
we have to refer to other parts of the commeraaecand other laws to find out as to who may

undertake insurance business and the conditiorsr wvitich it may be undertaken.

Accordingly, Art 513 of the code provides that bsrdnd insurance companies cannot be
established as private limited companies, i.e.,rigage limited company cannot engage in
banking, insurance or any other business of simmi#ure. Similarly, Art 6(1) of the Licensing
and Supervision of Insurance Business Pro No 8@/1#8vides that no person may engage in
insurance business of any type unless it applientbacquires a license from the National Bank
of Ethiopia for the particular class or classesetirance. Furthermore, Art 4(1) and Art 2(3) of
the same proclamation provide that such persornichas a share company as defined under Art
304 of the commercial code.

According to this article, a share company is a gany whose capital is fixed in advance and
divided into shares and whose liabilities are ndy dy the assets of the company. The capital
of the company to be established as an insuranopawy must be wholly owned by Ethiopian
nationals and/or business organizations wholly alwvbhg Ethiopian nationals, and it must be

established and registered under Ethiopian lawnaunst have its head office in Ethiopia.
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These requirements / conditions in effect prevergigners from engaging in insurance business
and foreign banks from opening branches and opegrati Ethiopia. The most probable reason
for this position is the need to protect infant @ésitic insurance companies which do not have
the desired financial strength, knowhow and hunesiources to be able to compete with foreign

banks which have superior capacity in these areas.

The other condition that a person must fulfill tatain a license relates to the minimum capital of

the company, i.e., it must have a minimum capit 3 million Birr if it is applying for license

to undertake general insurance business i.e.,ansas other than insurance of persons, and 4
million Birr if it is applying for a license to umdtake long term insurance business, i.e.,

insurance of persons and 7 million where the appba is to undertake both classes of

insurance. Such capital has to be paid up in caghdaposited in a bank in the name of the

company to be established as an insurance company.

1.6  Significance of Insurance

Insurance as a mechanism of transfer of risk haatgeconomic and social benefits to the
individual insured, his family and the country iangral. The following are some of the major
benefits.

1.6.1 Indemnification for L osses

Payment of compensation by the insurer for lossemits individuals and their families to be

restored to their original financial position aftarloss has occurred. As a result, they can
maintain their financial security. Since they aestored either in part or in whole after a loss
occurs, they are less likely to seek financialsaasice from relatives and friends. It also allows
businesses to remain in business and employeesefo their jobs, suppliers will continue to

receive orders, and customers can still purchasegthods and services they desire. The
community also benefits because its tax base i®rumted. Businesses and families who suffer

unexpected losses are restored or at least mouedrdback to their previous economic position.
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The advantage to these individuals is obvious. Sdeety also gains because these persons are
restored to production and tax revenues are inededs short, the indemnification function
contributes greatly to family and business stab#éihd therefore is one of the most important

social and economic benefits of insurance.

1.6.2 Reduction of Worry and Fear

Another benefit of insurance is that it reducesrw@nd fear, both before and after loss. For
instance, if family heads have life insurance fdeguate amount to cover the future needs of
their families, they are less likely to worry abdle financial security of their dependents in the
event of their premature death. Persons insuredofay-term disability do not have to worry

about the loss of earnings if a serious illnesaazident occurs. Property owners who are insured
enjoy greater peace of mind since they know they #re covered (they would be compensated)

if loss occurs to their property.

1.6.3 Sourceof Investment Funds

The insurance industry is an important source ntifufor capital investment and accumulation.
Premiums, which are collected by the insurer inaade, usually at the time of conclusion of the
contract and other funds which are not needed ydgrammediate losses and expresses, can be
loaned to businesses or invested in manufacturiegl, estate... sectors. These investments

increase the society's stock of capital goods aoohpte economic growth.

Insurance, through compensation of losses, alsoueages new investment. For instance, if an
individual knows that his or her family will be pested by life insurance in the event of

premature death, his or her and the family's firdnmesources are protected by various types of
property insurances, he/she may be more willingitest savings in a long-desired project such
as a business venture, without feeling that thelyasbeing robbed of its basic income security.

In a way a better allocation of resources is acdev.e., idle funds/deposits are used for a more
productive purpose. As insurance is an efficienticketo reduce risk, investors may also be
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willing to enter fields they would otherwise rejexd too risky, and the society benefits from

increased services and production.

1.6.4 Meansof LossControl

Although the main function of insurance is not &auce loss but merely to spread/distribute
losses among members of the insured group, insaersnevertheless vitally interested in
keeping losses at a minimum. Insurers know thawifeffort is made to prevent or minimize
occurrence of insured risks, losses and hence prewould have a tendency to rise. It is human

nature to relax vigilance when they know that theslwill be fully paid by the insurer.

The following illustrations are some of the areaswhich insurance companies play a very
important role in loss prevention and control:
- Development of fire safety standards and publicatan

- programs

- Recovery of stolen properties

- Investigation of fraudulent insurance claims anckréby deterring intentional

destruction of property and life
- The insurance industry also finances programs aiategéducing premature deaths,

accidents and illness.

1.6.5 Enhancing Credit

Insurance enhances a person's credit, i.e., it sn#ke borrower/debtor a better credit risk

because it guarantees the value of the borrowetlateral/mortgage or pledge/, and gives the
creditor /lender greater assurance that the lodinbeirepaid. For instance, when a house is
purchased on credit provided by a lending institutithe lender normally requires a property
insurance on the house before the mortgage lograiged. The property insurance protects the
lender's financial interest if the property is dgewh or destroyed. Similarly, if a purchase of an
automobile is financed by bank or other lendingiia8on motor vehicle insurance may be

required before the loan is given. It also enharsrasall businesses’ competitiveness. Small
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businesses would not be able to compete with bsgnlegses without an insurance to which they
transfer risks to their assets. This is true besdnscases where risks occur they would be
compensated and the business remains in the métdetver, in the absence of insurance, the
occurrence of a certain loss may destroy the basiagd put it out of the market. Big businesses

on the other hand, may safely retain some of soe$el even in the absence of insurance.

Hence, insurance through payment of compensationogses will keep small and medium
businesses in the market and enable them to mithiir competitiveness.

1.7  Summary

Definition of Insurance

Insurance may be defined in various ways. Firétm the point view of an individual it may be
defined as a risk transfer mechanism or an econaleiéce whereby a person, called the
insured/assured transfers a risk of a possiblenilad loss resulting from unforeseeable events

affecting property, life or body to a person called insurer for consideration.

Secondly, from the point of view of the insurersurance may be defined as a mechanism
through which a risk is distributed among the grofipersons who are exposed to the same type
of risk., i.e., persons who bear the risk of sufigra financial loss as a result of events affectin

property, life or body. We can further clarify thdsfinition through the following example.

Form the definitions provided above, we can undedtthat insurance is a cooperative
economic device to spread the loss caused by &ydartrisk over a number of persons who are
exposed to it and who agree to insure themselvasstghat risk.

We can also understand that by insurance, theisigkansferred from the individual to the

insurer who takes into account the total or prolitglof loss in a certain period, and then fixes

the premium to be paid by each person insured.
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It has to be noted that insurance does not andotgrevent loss of property, incurring civil
liability, death, or injury or illness; rather irqvides financial compensation for the effects of

misfortune.

The Development of Insurance System

The Development of Insurance Systems: General @axerv

In some sense, we can say that insurance appearnaitbseously with the appearance of human
society. We know of two types of economies in hunsacieties: money economies (with
markets, money, financial instruments and so od)raon-money or natural economies (without
money, markets, financial instruments and so ohg 3econd type is a more ancient form than
the first. In such an economy and community, wesesinsurance in the form of people helping
each other.

Turning to insurance in the modern sense (i.eurarxe in a modern money economy, in which
insurance is part of the financial sphere), earthads of transferring or distributing risk were
practiced by Chinese and Babylonian traders as ko as the '3 and 2° millennia BC,

respectively.

Insurance as we know it today can be traced toGheat Fire of London, which in 1666
devoured 13,200 houses. In the aftermath of tlsastier, Nicholas Barbon opened an office to
insure buildings. In 1680, he established Englariotg fire insurance company, “The Fire

Office,” to insure brick and frame homes.

Highlights of the Birth and Development of |nsurance Servicesin Ethiopia
Bank of Abysinia (Habesha Bank) started renderifmatwcould be called modern insurance

service for the first time in Ethiopia in 1905 asagent for a foreign insurance company.
This development encouraged Ethiopians and conadgs®me 18 companies were established

in 1954 with branches and agents in Addis Abab, #&snDire Dawa, Massawa, Assab and

Dessie. In 1970, the first proclamation on licegsend supervision of insurance services,
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proclamation NO.281/70 was enacted. An office far supervision of insurance business was
established under the Ministry of Trade and Indusiihe office licensed only 15 companies

anew.

The following year two insurance companies weresatband only 13 remained; but these 13
lasted until 1974, the coming of the Dergue regi@e.January 1, 1975 all these 13 insurance
companies were nationalized in accordance withptleelamation of the provisional military
government. The Government merged the 13 compaamels by proclamation 26/ 1975,
established the Ethiopian Insurance Corporatiora asonopoly in insurance business. The
Ethiopian Insurance Corporation functioned as aapoty for nearly two decades until 1994.

Following the 1974 Revolution, on January 1, 1976 paivate banks and 13 insurance
companies were nationalized and along with stateeowbanks, placed under the coordination,
supervision and control of the National Bank ofigpiia. The Ethiopian Insurance Corporation

was formed by a merger of 13 insurance companies.

Thus, from 1975 to 1994 there were four state ownaaks and one state owned insurance
company, i.e., the National Bank of Ethiopia (Then@al Bank), the Commercial Bank of
Ethiopia, the Housing and Savings Bank, the Devalagt Bank of Ethiopia and the Ethiopian

Insurance Corporation.

After the overthrow of the Dergue regime by the BIFRthe Transitional Government of

Ethiopia was established and the New Economic Yd&dic the period of transition was issued.

This new economic policy replaced a centrally p&thiand market oriented economic system
which ushered in the private sector. Several peiv@mpanies were formed during the early
1990s, one of which is Oda S.C, which conceivedidea of establishing a private bank and
private insurance company in anticipation of a hhich will open up the financial sector to

private investors.
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Definition and Nature of Contracts of Insurance

A contract of insurance is a contract whereby carypundertakes, in return for a consideration
called a premium, to pay to the other party a siimaney on the happening of a certain event
(death or attainment of a certain age, or injuryjoandemnify the other party against a financial

loss arising from the loss or damage to propertlyam incurring civil liability.

A contract of insurance is a type of contingentonditional contract. As the name indicates, a
contingent or conditional contract is a contractdto or not to do something, if some event,

collateral to such contract, does or does not happe

Although a contract of insurance resembles, to @aice extent, a wagering or gambling
agreement whereby the insurer bets with the instiva@dhis house will not be burnt and giving
him the odds of its value, it is a legal and endafde contract with important economic and

social purposes.

Thus, a contract of insurance, as a contingentraontis a perfectly valid contract and the
general principles of the law of contract apply &tyuto such a contract. Hence, to be valid, it
must fulfill the following requirements: (i) theraust be an agreement between the parties (ii)
the agreement must be supported by consideratioh,ti{e parties must be capable of
contracting (must have capacity), (iv) the consgnthe parties to the agreement must be free

from defects, and (v) the object must be legaherdbject must not be illegal and immoral.

Distinguishing Characteristics of Insurance
Insurance contracts are subject to the same basicthat governs all types of contracts.

However, a special body of law has developed ardegal problems associated with insurance.

Insurance contracts have the following distinctalegharacteristics that make them different
from other contracts.

1. Aninsurance contract is aleatory rather than cotative.

2. In contrast, other commercial contracts are comtivata
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3. An insurance contract is a unilateral contract.

4. An insurance contract is a conditional contract.

5. In property insurance, insurance is a personalraontwhich means the contract is
between the insured and the insurer.

6. The insurance contract is said to be a contraatbé&sion.

The Requirementsto Carry on | nsurance Business
Art 656 of the Commercial Code provides that the Ehall determine the conditions under

which physical persons or business organizationseagy on insurance business.

Therefore, we have to refer to other parts of thamercial code and other laws to find out as to

who may undertake insurance business and the aamglitnder which it may be undertaken.

Accordingly, Art 513 of the code provides that bserdnd insurance companies cannot be
established as private limited companies, i.e.,rigage limited company cannot engage in

banking, insurance or any other business of simmi#ure. Similarly, Art 6(1) of the Licensing

and Supervision of Insurance Business Pro No 8@/1#8vides that no person may engage in
insurance business of any type unless it applientbacquires a license from the National Bank
of Ethiopia for the particular class or classesetirance. Furthermore, Art 4(1) and Art 2(3) of
the same proclamation provide that such persorichbas a share company as defined under Art

304 of the commercial code.

These requirements / conditions in effect prevergigners from engaging in insurance business
and foreign banks from opening branches and opegrati Ethiopia. The most probable reason
for this position is the need to protect infant @ésitic insurance companies which do not have
the desired financial strength, knowhow and hunesiources to be able to compete with foreign

banks which have superior capacity in these areas.

The other condition that a person must fulfill tatain a license relates to the minimum capital of
the company, i.e., it must have a minimum capitafl 3 million Birr if it is applying for license

to undertake general insurance business i.e.,ansas other than insurance of persons, and 4
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million Birr if it is applying for a license to umdtake long term insurance business, i.e.,
insurance of persons and 7 million where the appba is to undertake both classes of
insurance. Such capital has to be paid up in caghdeposited in a bank in the name of the

company to be established as an insurance company.

Significance of Insurance
Insurance as a mechanism of transfer of risk haatgeconomic and social benefits to the
individual insured, his family and the country iangral. The following are some of the major
benefits.

1. Indemnification for Losses

2. Reduction of Worry and Fear

3. Source of Investment Funds

4. Means of Loss Control

5. Enhancing Credit

1.8 Review Questions

. Define what insurance law is.

. Briefly show the importance of insurance law.

. Discuss the development of insurance system.

. Highlight the birth and development of insurancevises in Ethiopia.
. Clearly show the definition and nature of Cociisaf Insurance.

. Verify the distinguishing characteristics of trat of insurance.

. Pin point the legal requirements that shoulfulféled to carry on insurance business.

0 N oo o0 A WDN P

. Cleary show the significance of insurance imatieh to indemnification for losses,
reduction of worry and fear, source of investmemtds, means of loss control, enhancing

credit
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CHAPTER TWO
BASIC PRINCIPLES OF INSURANCE

2.1 Principleof Utmost Good Faith

There are certain fundamental principles (or chargstics) more or less common to all classes

of insurance business.

The general rule of ‘caveat emptor’ (let the bupeware), which applies to ordinary trade
contracts, does not apply to insurance contracssirance contracts are contracts of utmost good
faith or uberrimae fidei. Accordingly, it is theharent duty of both parties to a contract of
insurance to make full and fair disclosure of aditerial facts relating to the subject matter of the
proposed insurance. It is so because insurancts sisik from one party to another. A material
fact for this purpose is a fact, which would affégbe judgment of a prudent insurer in
considering whether he would enter into a conteacll or enter into it at one premium rate or
another. For example, in life insurance sufferingnf a disease like asthma or diabetes is a

material fact whereas having occasionally a heaglechot a material fact.

Although the duty of utmost good faith applies alsahe insurer, for example, he must not urge
the proposer to effect an insurance which he knewst legal or has run off safely, but this duty
rests highly on the insured because he knows expected to know more about the subject-
matter. The proposer must disclose all materialsfawly and fully. There should not be any
false statement or half-truths or any silence onaterial fact. This applies to all material facts
whether considered by him as material or not anetldr known to him or not. The proposer is
expected to know every circumstance, which in th@inary course of business ought to be

known by him. He cannot rely on his own inefficigrar neglect.
The duty to make a full and true disclosure cor@guntil the contract is concluded, i.e., until

the proposal of the insured is accepted by the@mswhether the policy is then issued or not and
it is not a continuing obligation. Thus, any matkfiact coming to his knowledge after the
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conclusion of the contract need not be disclosealvé¥er, the duty to disclose revives with

every renewal of the old policy or alterationshe existing policy.

In case of life insurance, Section 45 of the InsaeaAct of India makes an important provision
in this connection. The Section lays down that olbicyg of life insurance, shall, after the expiry

of two years from the date on which it was effectasl called in to question by an insurer on the
ground that the statement made was inaccurate |leg, fanless the insurer shows that such
statement was on a material fact or suppressesl Wadth it was material to disclose and that it

was fraudulently made by the policy-holder.

However,the following types of facts are not required todieclosed by the proposer, i.e., the

non-disclosure of them shall not be fatal to theticoct:

Any fact that diminishes the risk
0] Any fact that is known or presumed to be knowrhmihsurer
(i) Any fact which is of public knowledge or which reda to the law of the
country
(i)  Any fact as to which information is waived by timsurer.

If the principle of utmost good faith is not obsedvby either party, the contract becomes void
able at the option of the party not at fault, ipestive of whether the non-disclosure was
intentional or innocent. Of course, in case of mem misrepresentation the premium is

refundable on the avoidance of the contract.

This principle consists of the following elementglar the Ethiopian law; from the point of view

of the insured, the principle of utmost good faljuires the insured,

A) To disclose to the insurer, at the time of tbeausion of the contract, all facts related to the
object, liability or person to be insured and ofiethhe is aware and which he thinks will
help the insurer to fully understand the risksnitlertakes to insure (Art 667). The insured is

required to disclose facts which may influence dleeision of the insurer to enter into the
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contract or not or if it decides to enter into tt@ntract if it would affect the amount of

premium it would charge (Art 668(1))

B) To notify the insurer of changes that may ocafier the conclusion of the contract. The
insured must notify the insurer of changes in factd circumstances surrounding the object
or liability insured if such changes are capabl@nofeasing the probability of occurrence of
the insured risks. The test of materiality is applicable here as the insured has to notify of
changes if they are of such a nature or importahae had they existed at the time of the
conclusion of the contract and had the insurer kntvem, they would have influenced the
decision of the insurer to enter into the cont@chot and the level of premium it would
have imposed. /Art 669/1/. For instance, wherertbared changes the purpose or use of his
house from residence to a business purpose, Byyslistribution of gases /fuel. The insured
has to notify the insurer of such change withite&h days from the date he changed the
purpose of the house and started the businessjseetiae house is more exposed to risk of

fire than when it was being used for residence.

The notification of increase of risks has to bedeavithin 15 days from the date of

occurrences of such change, which increased tkewlsere such change or occurrence is the
result of the act of the insured. However, wherehsthange resulted from the act of a third
party, the insured is required to notify the inswsuch change within 15 days from the day

when he became of aware such change.

Failure to comply with these elements of thegple of utmost good faith may have one of
the following effects depending on the motive of thsured person. If the insured concealed
material facts or made false statements theretamiionally with the motive to benefit from
a lower rate /amount of premium, the contract twall’e no effect and the insurer shall retain
the premium. Failure to notify the increase of siglccording to Art 669(1) internationally
and with similar motive shall have the same effec

However, if the failure to comply with these olatigpns is not intentional or fraudulent, i.e.,

if it is not a result of a motive to benefit fromwer rates of premium, the policy shall remain

Prepared by Fasil Alemayehu and Merhatbeb Teklemedhn 139



Law of Banking, Negotiable I nstruments and | nsurance

C)

D)

in force. However, the insurer may terminate thetiaert by giving a notice of 30 days or
maintain it by increasing the premium where insudescovers the existence of such
concealment or false statement or failure to notifigrease of the risk before the
materialization of the risk. However, if such coaloeent, false statement or failure to notify
increase of risks is discovered after the risk maserialized, the insurer shall not have the
obligation to compensate the insured. Rather ill glagy a reduced amount of money which
shall be determined by taking into account the amhad premium actually paid and the
premium that should have been paid had the insnotdconcealed facts or made false

statements or failed to notify increase of risks.

To refrain from any fraudulent act aimed at magka net profit or obtaining undeserved
benefit out of a contract of insurance. For inséarthe insured must refrain from intentional
/fraudulent over-insurance of the object, whichussavhere on the date of conclusion of the
contract, the sum insured/amount of guarantee geolvin the policy exceeds the value of the
object /Art. 680/1// or where the insured purchasegeral insurance policies from several
insurers in respect of the same object, coveriegsime types of risks and the sum insured
or amount of guarantee provided by the policieseegdhe actual value of the object. Over
insurance where it is intentional or fraudulent masult in the termination of the contract by
the court upon the application of the insurer s #ifect and in addition, the insurer may be
entitled to payment of compensation for any dantagensurer might have suffered because

of the violation of the duty to act in good faith.

However, if over insurance was not the resultnééntional act of the insured to make a net
profit from the insurance or insurances, the cattshall remain in force but only to the
extent of the actual value of the object. In otlverds, the amount of guarantee /sum insured
provided in the policy shall be reduced to the alctualue of the object. (Art 680 (2) & Art
681(2).

To refrain from purchasing an insurance polinyréspect of goods or objects which are
already lost or damaged or destroyed or in respegbods or objects which are no longer
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exposed to a risk with the motive of receiving cemgation for the loss or damage sustained

before the conclusion of the contract.

For instance, a person who purchases a motor imsinaolicy in respect of his motor vehicle
which was already lost or damaged or totally desioat the time of the contract violates the
principle of utmost good faith if he was aware otls facts and purchased the policy with the
intention of receiving compensation for the alredalst or damaged or destroyed property. In
such cases, the insurer is entitled to retain r@iinpum paid and may further claim payment of

compensation for expenses it might have incurved.682/2/

Similarly, an insurer which sells a marine insuemolicy or inland marine insurance policy
(policies that cover risks which may arise durirgnsportation) in respect of goods which are
already transported and are stored in a warehau$efawhich it is aware to benefit from the
premium paid, violates this principle. In such &d@e insured is entitled to the refund of the

premium he has paid and to claim compensatiorhfodamages he might have suffered.

2.2 Principleof Indemnity

The second fundamental principle is that all cantgraf insurance are contracts of indemnity,
except those of life and personal accident ins@svehere no money payment can indemnify
for loss of life or bodily injury. In case of madrand fire insurances, the insurer undertakes to
indemnify the insured for loss or damage resulfign specified perils. In case of loss, the
insured can recover from the insurer the actualuwmof loss, not exceeding the amount of
policy. If there is no loss under the policy, timsurer is under no obligation to indemnify the
insured. The purpose of indemnity is to place tisuied, after a loss, in the same position he
occupied immediately before the event. Under ncuonstances, is the insured allowed to
benefit more than the loss suffered by him. Thisdsause, if that were so, the temptation would
always be present to desire the insured eventlrargltd obtain the policy proceeds. This would

obviously be contrary to public interest.
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Even contracts of fire or marine insurance ceadeetoontracts of indemnity when they provide
for the payment of a fixed sum of money in the éva@ntotal loss or destruction by the peril
insured against, without demanding any further pafoactual loss. This is so in the case of
‘valued policies.” Of course, in such policies asllwif partial loss is there then the insured is

only indemnified, because no body is allowed to enalprofit of his loss.

It must also be noted that indemnity is linked witfsurable interest.” If a one-fourth co-owner
gets the full property insured, he shall be inddmdito the extent of his interest or share only in

the case of total destruction of the property iadur

This principle applies to insurance of objects femy insurances) and liability insurances.
According to this principle, property and liabiliipsurances are contracts for indemnity or
compensation, which, in principle, is equal to #atual value of the object or the amount of
economic loss or damage sustained by the insuredcédd in cases of insurance of objects, the
liability of the insurer, if the risk materializeshall be to pay compensation i.e., the actualevalu
of object on the day of occurrence, where the akgetotally destroyed or lost or the cost of
repair in cases of partial damage, provided theh swmpensation cannot exceed the amount of
guarantee/sum insured provided in the policy. (A8, 665(2))

The principle of indemnity implies that the sumured or the amount of guarantee provided in
the policy is not necessarily payable. This isime lwith purpose of insurance, i.e., reinstating a
person who has suffered a financial loss to higial financial position. It also shows that the

insured cannot claim its payment where the riskenmizes unless the sum insured is equal to
actual value of the object at the time of loss amdge or unless the policy is a valued policy as
discussed above.

However, there are instances, in which the prirecgilindemnity does not apply, i.e., the insurer
does not have the obligation to compensate theddsperson. One such instance is where the
object or liability is under-insured. Under-insucaroccurs where the amount of guarantee /sum
insured agreed upon in the policy is lesser thanatttual value of the object or the amount of

Prepared by Fasil Alemayehu and Merhatbeb Teklemedhn 142



Law of Banking, Negotiable I nstruments and | nsurance

potential liability of the insured. In such cast® insurer’s obligation is to pay the amount of

guarantee/ sum insured, rather than compensatithe ofisured (Art 679).

The other such instance is related to insuran@eisons, where the parties freely fix the amount
of guarantee and is payable regardless of the lactamage sustained where the risk
materialized. This is mainly because it is gengraticepted that human life or limb cannot be
valued in terms of money and are irreplaceable taednsured or beneficiary who receives it

cannot be considered to have made a net profivfatiie nsurance. (Art 689)

2.3 Proximate Cause

The next principle of insurance is that the insusdrable only for those losses which have been
proximately caused by the peril insured againstotimer words, in order to make the insurer
liable for a loss, the nearest, immediate, or #st tause has to be looked into, and if it is the
peril insured against, the insured can recovers Ehihe rule of proximate cause/ causa proxima.
/ Insurers are not liable for remote causes antdtemonsequences even if they belong to the
category of insured perils. The question as to Wwisdahe causa proxima of a loss, can only arise
where there has been a succession of causes. Whesula has been brought about by two
causes, you must, in insurance law, look to theast@ause, although the result would not have
happened without the remote cause. The law will allww the assured to go back in the

succession of causes to find out what is the aalgiause of loss.

Illustrations

(A) In a marine policy, the cargo was a shipmenbadinges. The peril insured against was
collision with another ship. During the course ayage the ship collided with another ship,
resulting in delay and mishandling of shipment Whimade oranges unfit for human
consumption. It was held that the loss was due ishamdling and delays and not due to
collision, which was a remote cause, though withbuto mishandling or delay would have
resulted. As such, the insurer was not held ligifler mishandling, the crew and their principal

could be made liable but not the insurer.)
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(B) In a marine policy, the goods were insured gfalamage by seawater. Some rats on board
bored a hole in a zinc pipe in the bath, which eduseawater to pour out and damage the goods.
The underwriters contended that as they had naredsagainst the damage by rats, they were
not bound to pay. It was held that the proximatgseaof damage being seawater the insured was

entitled to damages, the rats being a remote cause.

Thus, in deciding whether the loss has arisen tiroany of the risks insured against, the
proximate or the last of the causes is to be loakedand others rejected. If loss is caused by the
operation of more than one peril simultaneously &mohe of the perils is excluded (uninsured)
peril, the insurer shall be liable to the extentraf effects of insured peril if it can be sepdyate
ascertained. The insurer shall not be liable aif élle effects of the insured peril and excepted

peril cannot be separated.

It may be added that although the principle of equ®xima applies mostly in the case of marine
and fire insurances, it is applicable in life irmuce as well. Because in ‘personal accident
policies’ the proximate cause of the death showdabcident and where the person dies as a

result of natural causes the insurer is not liapléhe policy.

The principle of proximate cause is incorporatedasrthe insurance law of Ethiopia, Title 11l of
the Commercial Code of 1960. According to Art 68% insurer shall guarantee the insured
against risks specified in the policy. In other dmyrthe insurer shall compensate or pay the sum
insured only where the loss or damage to the ptpmerdeath or injury to the person is caused
by a risk or risks specifically agreed upon in gadicy. So, to be able to determine whether an
insurer is liable to pay compensation or the susured, we have to establish that the loss or
damage or death or injury resulted from risks aflpeovered by the policy since all insurance
contracts clearly specify the risks and perilsvithich the insurer shall be responsible (i.e., risks

covered by the policy) and those for which the rasghall not be responsible.

However, there are certain risks which are consildry the law as covered risks and those
which are excluded. Accordingly, Art 663(2) provédihat losses or damages due to unforeseen

events, including acts of third parties, and th@seilting from the negligence of the insured are
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considered as covered risks unless the partiesidxdhem clearly. While losses or damages
resulting from the intentional action or inactiointiee insured such as the intentional destruction
of the property by the insured himself or a thiattp who is acting upon the instruction of the
insured are considered as excluded risks. The Jamludes intentional damages even where the
parties might have agreed that such losses or dzsmage covered. This is a public policy
principle since such acts shall affect the nati@wnomy and violate the purpose of insurance
as a means of transferring potential but uncertasnto time and extent) risks. Such acts even
constitute a criminal offence punishable underdhminal law. / Art 659 of the Criminal Code
of Ethiopia. /

Furthermore, Art 676 of the Commercial Code exctudeom coverage, in all property
insurances, risks arising out of international orilowvars unless the insurer, in a separate
agreement, undertakes to cover them, because lassdamages caused by wars may be

catastrophic and beyond the financial capacitysiiiers.

Where the object insured is lost or totally destibwr the person insured dies or is injured as a
result of a risk or peril not agreed upon in théiqyoor excluded by the policy or the law, the
policy shall terminate as of right, and the inswgleall not incur any liability. /Art 677, 711/

2.4 Insurablelnterest

Consistent with the concept of insurance as a mefimslemnifying an insured against a loss, is
the corollary that insurance should not providersouired with the means of showing a net profit
from the event insured against. One rather rougimhmethod of enforcing that corollary is the

doctrine of insurable interest.

The Ethiopian Insurance Law does not sufficientigorporate the principle of insurable interest.
Art 675 of the commercial code, which is applicatolgproperty insurances, is the only provision
that deals with the subject. According to this ps@mn any person who has a direct economic

interest arising from property rights, such as awhi, usufruct or use right or indirect
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economic interest, arising out of contracts sucmaggage or pledge may insure such property

to protect his interests.

However, the rules governing liability insurancedansurance of persons fail to incorporate
rules on the principle of insurable interest whisltonsidered as a mandatory requirement for
the validity of contracts of insurance. Hence, \mallstry to discuss the principle based on the

law and experience of other countries.

24.1 Purposes

Throughout the development of the insurable intedestrine in case and statutory law, two
primary purposes have captured the attention ofnteakers, both rooted in public policy. The
first is the elimination of insurance as a vehifde gambling, an activity to which has been
attributed idleness, vice, a socially parasitic wadyife, increase in impoverishment and crime,
and the discouragement of useful business and tiyduBhe second is the removal of the
temptation provided by a prospect of a net prafibtigh insurance proceeds to deliberately bring

about the event insured against, whether it isi#struction of property or human life.

Insurable interest means some proprietary or pacyinnterest. The object of insurance is to
protect the pecuniary interest of the insured m shbject matter of the insurance and not the
material property as such. A person is said to heaveénsurable interest in the subject matter
insured where he will derive pecuniary benefit framexistence or will suffer pecuniary loss
from its destruction. Insurable interest is thudirmncial interest in the preservation of the
subject matter of insurance. A purely sentimemé&brest or a non-monetary benefit will not
cause an insurable interest. Accordingly, a crediss an insurable interest in the life of the

debtor but a son has no insurable interest inith@1 his mother who is supported by him.

‘Insurable interest’ is an essential pre-requisiteffecting a contract of insurance. The insured
must possess an insurable interest in the subjattenof the insurance at the time of contract.
Otherwise, the contract of insurance will be a wexge agreement which shall be void and

unenforceable.
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In the case of marine insurance, it is not essefatiahe assured to have an insurable interest at
the time of effecting the insurance but the assuradt have insurable interest at the time of loss

of the subject matter insured.

To take the case of fire or marine insurance, miosonly the owner who has an insurable interest
but also all those other persons who run a rigk, all those persons who have something at
stake or something to lose because of the losamiade to the property or goods insured. For
example, a person who has advanced money on theatgesf a house has an insurable interest
in the house. Similarly, a bailee has an insuratikrest in the goods bailed. The charterer of a
ship has insurable interest in the ship becauseara risk of losing his freight if the ship isto

or damaged.

In the case of Life Insurance, insurable interegsibe present only at the time of contract (i.e.,
when the insurance is effected). It need not atishe time of death or when the claim is made

because it is not a contract of indemnity. Thugfeansurance policy is freely assignable.

In the case of Fire Insurance, insurable interegstnbe present both at the time when the
insurance is concluded and at the time of lossnddai contract of indemnity, a fire insurance

policy can be assigned only to one who has acquecede interest in the subject matter as a
purchaser, mortgagee or bailee because unlesssignee has interest at the time of loss, he

cannot be indemnified.

In the case of Marine Insurance, insurable intenes$t be present at the time of the loss of
subject matter and it is not essential for the r@skto have an insurable interest at the time of

conclusion of the contract of insurance.

2.5 Doctrine of Subrogation

The doctrine of subrogation is a corollary to thengple of indemnity and as such, it applies
only to property insurances. According to the ppte of indemnity, the insured can recover

only the actual amount of loss caused by the presilred against and is not allowed to benefit
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more than the loss he suffered. In case the lossetgroperty insured has arisen without any
fault on anybody’s part, the insured can make thencagainst the insurer only. In case the loss
has arisen out of tort or fault of a third partye tinsured becomes entitled to proceed against
both the insurer as well as the wrongdoer. Howesiace a contract of insurance is a contract of
indemnity, the insured cannot be allowed to recdk@n both and thereby make a profit from
his insurance claim. He can make a claim agairieeethe insurer or the wrong doer. If the
insured chooses to be indemnified by the insunerdoctrine of subrogation comes into play and
as a result, the insurer shall be subrogated tthalrights and remedies of the insured against

third parties in respect of the property destrogedamaged.

Lord Cairns, in Simpson vs. Thomson, defined sudtiog as: “a right founded on the well
known principle of law that where one person haeed to indemnify another he will, on
making good the indemnity, be entitled to succeedlt the ways and means by which the
person indemnified might have protected himselfirsggaor reimbursed himself for the loss.”
According to the doctrine of subrogation, the irspafter indemnifying the insured for his loss
in full, steps into the shoes of the insured andubrogated to all the alternative rights and
remedies that the insured has against the thirsbper until the insurer recoups the amount he
has paid under the policy. In case something momecovered under subrogation, the excess
shall belong to the policyholder because the inssrentitled to the assureds' rights in respect of

the subject matter insured as far as he has indiechtine assured.

The following points are worth noting in connectwith the doctrine of subrogation:

1. This doctrine will not apply until the assureashrecovered a full indemnity in respect of his
loss from the insurer. If the amount of the insemnlaim is less than actual loss suffered, the
assured can keep the compensation amount receadainy third party with himself to the
extent of deficiency, and if after full indemnifican there remains some surplus he will hold
it in trust for the insurer, to the extent the iresthas paid under the policy.

2. The insured should provide all such facilitiestlhe insurer that may be required by the

insurer for enforcing his rights against third pst Any action taken by the insurer is
generally in the name of the insured, but the ot be borne by the insurer.
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3. The insurer gets only such rights that arelabks to the insured. He gets no superior rights
than the assured. As such, the insurer can reaowder this doctrine, only that which the

assured himself could have recovered.

Illustration

R owned two ships, A and B and got them insured different insurers. The ships collided due
to the fault of the crew of ship B, because of Wrsbip A was damaged. The insurer of the ship
A indemnified the owner and then sued him as owfid¢he ship B for negligence, claiming the

amount they had paid in respect of ship A. The ttbald that the insurer could not recover, as
both vessels were owned by one and the same parsaemedy has been transferred to the

insurer, because a person cannot file a suit agaimself.

Art 683 of the Commercial Code provides that theuner that has compensated the insured for
the financial losses he has suffered because sfdbsr damage to property have the right to
substitute the insured and to proceed against iihd party who caused the damage. This
provision transfers to the insurer all the rightel aemedies that are available to the insured
against the party responsible for the loss or di@afje to the property. The extent of right of
subrogation of the insurer is limited to the amoafnoney it has paid to the insured. Therefore,
where the insurer has not fully compensated ther@usfor the losses he has suffered, as in the
case of under insurance, both the insurer anchtwed may proceed against the third party who
is responsible for the loss or damage. The indorethe amount it has paid and the insured for

damage he has not received compensation.

The law imposes on the insured an obligation tqeoate with the insurer to enable the latter to
exercise its right of subrogation and to refraionirany act, which may damage such right or
prevent the insurer from proceeding against thel gharty responsible. For instance, the insured
has to provide the insurer with all the necessafigrmation and evidences showing that the third
party is responsible for the loss or damage tqtioperty insured. He is also required to refrain

from collusive agreements intended to release lilid party from liability and assumption of
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responsibility with the intention of procuring adincial benefit to himself or helping the third

party.

However, the insurer may not exercise its righsabrogation against certain group of people.
Art 683/3/ provides that the insurer cannot procegminst ascendants, descendants, and
employees, agents of the insured and against peisong with him. This restriction on the

right of insurer is not totally acceptable andas dased on legally justifiable grounds.

As the insured does not have remedy against hisrneimidren, his employees and agents who
caused damage to the property while performing thaeies and while acting within the scope of
their power/ Art. 2130, Art 2222/, the restriction the right of the insurer is based on acceptable
legal ground and appropriate. However, preventimg insurer from proceeding against the
ascendants and descendants of the insurer whooatesndependants and who may have their

own businesses, for instance, does not seem &ghéy explainable.

The primary purpose of subrogation is to make theeinsurance is a means of compensation or
reinstatement of the insured who has sufferedantial loss and not a mechanism to make a net
profit out of loss or damage covered by insurattcgenies the insured the opportunity to claim
payment twice, from the insurer on the basis ofchetract of insurance and the third party who
is responsible for the loss or damage to the imsalgect on the basis of tort law, for instance,

and thereby making a net profit.

Secondly, it is also intended to make sure thatthirel party /the tort feasor/ does not escape
liability because the owner of the property happensave insurance and bears the consequence

of his negligence or intentional act.

2.6 Risk Must Attach

The next principle of insurance is that for a vaantract of insurance the risk must attach. If the
subject-matter of insurance ceases to exist (Bg.gbods are burnt) or the insured ship has

already arrived safely, at the time the policy flee@ed, the risk does not attach, and as a
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consequence, the premium paid can be recoveredtfrenmsurers because the consideration for
the premium has totally failed. Thus, where thé is never run, the consideration fails and
therefore the premium is returnable. It is a genpraciple of law of insurance that ‘if the
insurers have never been on the risk, they carmetla to have earned the premium.’

The risk also does not attach and therefore thenipra is returnable where a policy is declared
to be void ab-initio on account of some defect,,eagsured being minor or parties not being ad-
idem. But where a policy is void because theredidmsurable interest’ premium paid cannot be
recovered because in that case it amounts to ‘Wagperept in the case of marine insurance
where the assured is not required to have insuriabdeest at the time of entering into the

contract. In addition, the premium cannot be reoedevhere the insurer on grounds of fraud
avoids the policy by the insured.

Art 682/1/ of the commercial code provides thattcaets of insurance concluded in respect of
goods, which are already lost, damaged, or deslyayein respect of goods, which are no longer
exposed to a risk, shall be of no effect. The poempaid in respect of such contracts shall be
refunded to the insured, as the insurer was nairge¢he risks as it would have under normal
circumstances, i.e., in cases of valid contractsviged that the insured, at the time he purchased
the policy, was not aware of the loss, or damagdestruction of the object, nor of their safe

arrival at the warehouse.

2.7  Mitigation of Loss

When the event insured against occurs, for exanpliie case of a fire insurance policy when
the fire occurs, it is the duty of the policyholdertake steps to mitigate or minimize the loss as
if he were uninsured and must do his best for sefeling the remaining property. Otherwise,
the insurer can avoid the payment for loss attabilat to the negligence of the policyholder. Of
course, the insured is entitled to claim compensdir the loss suffered by him in taking such

steps from the insurer.
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2.8 Doctrine of Contribution

Like the doctrine of subrogation, the doctrine ohtibution also applies only to contracts of
indemnity, i.e., to property insurances. Doublaimasice occurs where the same subject matter is
insured against the same risk with more than oserar. If two different policies are taken from
the same insurer, it is not a case of double immeralt will be termed as ‘full insurance.” Under
double insurance, the same risk and the same subgter must be insured with two or more
different insurers. In the event of loss under deubsurance, the assured may claim payment
from the insurers in such order as he thinks fit, e cannot recover more than the amount of

actual loss, as the contract of property insurameecontract of indemnity.

The doctrine of contribution states that ‘in caselauble insurance all insurers must share the
burden of payment in proportion to the amount assiy each. If an insurer pays more than his
ratable proportion of the loss, he has a righetmver the excess from his co-insurers, who have

paid less than their retable proportion.’

Thus, the essential conditions required for thdiegion of the doctrine of contribution are:

1. There must be double insurance, i.e., there mushte than one policy from
different insurers covering the same interest,séime subject matter and the same
peril which has caused the loss.

2. There must be either over-insurance or only paltss. If the amount of different
policies is just equal to the value of the subjedtter destroyed, the different
insurers are liable to contribute towards the lopsto the full amount of their
respective policies and as such, the question mifriboition as between themselves

does not arise.

Illustration

A building is insured against fire for BIRR 20,0@&h insurer X and for BIRR 10,000 with
insurer Y. There occurs a fire and the damagetimated at BIRR 15,000. X and Y should

share the loss in proportion to the amount assoyeech of them, i.e., in the proportion of
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2:1. X should pay BIRR 10,000 and Y should pay BIRR0O. The policyholder can sue
both the insurers together or insurer X only. Siggpthat he sues X only and recovers from
him the full amount of loss, i.e., BIRR 15,000, Xdntitled to claim contribution from Y to
the extent of BIRR 5,000.

29 Reinsurance

An insurer assuming larger risk from the directumace business may arrange with another
insurer to off load the excess of the undertakesk mver his retention capacity. Such
arrangement between two insurers is termed assuigamce.’ Thus, by the device of reinsurance
the original insurer transfers part of the riskhe reinsurer. Payment made by the ceding insurer
(called original insurer or reinsured) to acceptingurer (called reinsurer) for the assumption of
the risk by the latter is termed ‘reinsurance premi

A reinsurance contract does not affect the originglirer’s contractual obligation to the insured

under the original contract of insurance. Moreoverthe absence of any privity of contract

between the reinsurance and the originally insygedon, the latter cannot have any remedy
against the former. It is worth noting that sinceamtract of reinsurance is also a contract of
indemnity, the reinsurer, before paying the momeyst make sure that the sum originally

insured has been paid by the ‘original insurer’ tfe ‘re-insured’). Of course, after paying the

money in proportion to the risk transferred to hamginsurer becomes entitled to the benefits of
subrogation.

If for any reason, the original policy lapses, temsurance also comes to an end. Furthermore, if
the original contract is altered without the cortseithe reinsurer, the reinsurer is discharged.

Hence, a policy of reinsurance is co-extensive withoriginal policy.

2.10 Third Party Interestsin Liability Insurance

Liability insurance originated solely as a proteatifor the interests of the insured against loss

suffered through liability to third parties. It lkmgin the area of employers’ insurance against
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loss through liability to employees for work reldténjuries. Since indemnification of the
employer/insured was the sole function of the iasae, the injured third party could not bring a
direct action against the insurer even after obtgia judgment against the insured. Even the
insured could not bring action on the policy uh@ had sustained an actual loss by payment of
the judgment debt to the third-party. If the inguh@ppened to be insolvent and judgment proof,

no claim could arise under the policy.

In subsequent years, legislation has radicallysfiamed the function of liability insurance in
many areas to make the injured third-party withaase of action against the insured a quasi
third-party beneficiary of the liability policy. @nof the first areas under legislative attack was
the inequity of allowing an insured to pay premiutasan insurer to keep liability insurance
current and then to allow the insurer to hide behhe shield of the insolvency of the tortuous
insured to prevent payment of the judgment debtdowethe third-party victim. Under these
circumstances neither the injured victim nor theuned received any benefit from the insurance.
Eventually, legislation in several states requitteel inclusion in liability policies of a clause to
the effect that insolvency or bankruptcy of theuiresl would not prevent liability on the part of
the insurer. When it became evident that legiséstuacross the country would adopt this
approach, insurers decided to face the inevitabtevaluntarily included as a standard term in
liability policies the provision that “Bankruptcy ansolvency of the insured or of the insured’s

estate shall not relieve the company of any abliiggations hereunder.”

One major distinction to be drawn among the varitypes of policies that protect an insured
from loss due to his causing harm to another peosg@roperty is that between a liability policy
and a pure indemnity policy. Some policies provitlat “no action shall lie against the
company” until the insured has actually sufferedceaanomic loss by the actual payment to the
third party of an amount fixed by a final judgmenmtan agreement between the insured, the
third-party, and the insurer. Such a policy is cdaed a pure indemnity policy and generally
gives rise to no cause of action by the third-pditgctly against the insurer. Courts have split
over the question of whether an insurer that taddsantage of its contractual right to come in

and defend the claim against the insured therelwesats rights under the “no action” clause to
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the extent that it becomes liable to satisfy thdgjuent against the insured. The majority rule is

that no such waiver is to be inferred from defeofstne action.

A second form of “no action” clause provides thidb“action shall lie against the company until
the amount of the insured’s obligation to pay shele been finally determined either by
judgment against the insured after actual trialbgrwritten agreement of the insured, the
claimant and the company.” A policy containing thype of clause is considered a policy of
liability insurance, meaning that the insured hasaase of action on the policy as soon as his
liability to the third party is fixed as to amourithe next step was to recognize a right in the
third-party, following a judgment or agreement fiigiliability, to bring a direct action against the
insurer on the policy under a theory of garnishnaérthe debt owed by the insurer to its insured,
or occasionally a theory of subrogation of the dtparty “creditor” of the insured to the
insured’s cause of action against the insurer. Uedber theory, the third party is afforded the

position of a quasi third-party beneficiary of iheurance contract.

A third aspect in which legislation has createdhtsgfor the third-party victim in the insured’s
liability policy involves defenses against recoveny the policy. In the area of automobile
liability insurance particularly, legislatures hagenerally provided in financial responsibility
statutes for the protection of tort victims thafeteses that would bar collection of the proceeds
by the insured, such as fraud in the applicati@m-cooperation in defense of a tort action, or
failure to notify the insurer of an accident, vialt of no effect in a direct action by the thirdtpar
tort victim against the insurer. This is particlyarue of insurance intended to satisfy a statutor
requirement such as compulsory automobile liabitibyerage. Automobile liability policies
generally provide that in the event that the insisestatutorily required to pay the proceeds of
the policy to a third-party which it would not ondirily be obligated to pay because of a defense
available against the insured, it shall have a eanfsaction for reimbursement against the
insured. In this way, the risk of non-payment beaeaaf insolvency of the insured is placed on
the insurer instead of the third-party tort victiamd in this way also, the third-party becomes a

guasi third party beneficiary with rights under theurance contract.
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2.10.1 Tort Immunity

In the past, the issue of tort immunity has ocodi@enore important place in the determination
of insurance issues. With the trend in the law tomiting tort immunity for charitable
institutions and other parties, the issue of tomnunity in insurance law has become less of a
factor. However, where the tort feasor is immuranfrsuit, the issue as it relates to liability

insurance is generally addressed in one of thrgs.wa

First, a policy may be silent on the issue of tomnunity. In this case, it is generally left to the
insurance company to decide whether to attemptxévcese this immunity. Courts generally
reason that the insurer is required to pay whepldigation is imposed by law on the insured.
Invocation of tort immunity by the insurer acts adar to the imposition of liability on the
insured. Courts have also held that the  purclbédiability insurance is insufficient to waive

immunity on the part of the insured.

Second, the policy might reserve to the insureditite to determine whether tort immunity will

be exercised. This type of clause has been cetician the ground that it gives the insured
unpoliced license to favor certain parities andites/ fraud. The practical value of such a
provision is also questionable, because it proviidies premium savings over an absolute refusal

to allow the insurance company to invoke tort imrun

Third, the policy may totally forbid the insurancempany from exercising a right to tort

immunity. This type of provision has generally béeid valid by courts.
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210 Summary

BASIC PRINCIPLES OF INSURANCE

1, Principle of Utmost Good Faith

The duty to make a full and true disclosure corgsuntil the contract is concluded, i.e., until

the proposal of the insured is accepted by tha@mswhether the policy is then issued or not and
it is not a continuing obligation. Thus, any matkfiact coming to his knowledge after the

conclusion of the contract need not be disclosealvé¥er, the duty to disclose revives with

every renewal of the old policy or alterationshe existing policy.

If the principle of utmost good faith is not obsedvby either party, the contract becomes void
able at the option of the party not at fault, ipestive of whether the non-disclosure was
intentional or innocent. Of course, in case of meM misrepresentation the premium is

refundable on the avoidance of the contract.

2, Principle of Indemnity

The second fundamental principle is that all cartgraf insurance are contracts of indemnity,

except those of life and personal accident ins@sivehere no money payment can indemnify
for loss of life or bodily injury. In case of madrand fire insurances, the insurer undertakes to
indemnify the insured for loss or damage resulfirgn specified perils. In case of loss, the

insured can recover from the insurer the actualuwmof loss, not exceeding the amount of

policy. If there is no loss under the policy, timsurer is under no obligation to indemnify the

insured. The purpose of indemnity is to place tisuied, after a loss, in the same position he
occupied immediately before the event. Under nouonstances, is the insured allowed to

benefit more than the loss suffered by him. Thisdsause, if that were so, the temptation would
always be present to desire the insured eventtarglto obtain the policy proceeds. This would

obviously be contrary to public interest. This pipie applies to insurance of objects (property

insurances) and liability insurances.
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3, Proximate Cause

The next principle of insurance is that the insusdrable only for those losses which have been
proximately caused by the peril insured againstotimer words, in order to make the insurer
liable for a loss, the nearest, immediate, or #s tause has to be looked into, and if it is the

peril insured against, the insured can recover.

Thus, in deciding whether the loss has arisen tiroany of the risks insured against, the
proximate or the last of the causes is to be loakdand others rejected. If loss is caused by the
operation of more than one peril simultaneously dmhe of the perils is excluded (uninsured)
peril, the insurer shall be liable to the extentref effects of insured peril if it can be sepdyate
ascertained. The insurer shall not be liable aif &fle effects of the insured peril and excepted

peril cannot be separated.

4, Insurable Interest
Consistent with the concept of insurance as a metimsiemnifying an insured against a loss, is
the corollary that insurance should not providersaired with the means of showing a net profit

from the event insured against.

Throughout the development of the insurable intedestrine in case and statutory law, two

primary purposes have captured the attention ofnteakers, both rooted in public policy. The

first is the elimination of insurance as a vehifde gambling, an activity to which has been

attributed idleness, vice, a socially parasitic wéyife, increase in impoverishment and crime,

and the discouragement of useful business and tnyduBhe second is the removal of the

temptation provided by a prospect of a net prafiotigh insurance proceeds to deliberately bring
about the event insured against, whether it isi#gtruction of property or human life.

‘Insurable interest’ is an essential pre-requisiteffecting a contract of insurance. The insured
must possess an insurable interest in the subjettenof the insurance at the time of contract.
Otherwise, the contract of insurance will be a winge agreement which shall be void and

unenforceable.
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5, Doctrine of Subrogation

The doctrine of subrogation is a corollary to thengple of indemnity and as such, it applies
only to property insurances. According to the ppte of indemnity, the insured can recover
only the actual amount of loss caused by the presilred against and is not allowed to benefit
more than the loss he suffered. In case the lossetgroperty insured has arisen without any
fault on anybody’s part, the insured can make thencagainst the insurer only. In case the loss
has arisen out of tort or fault of a third partye tinsured becomes entitled to proceed against
both the insurer as well as the wrongdoer. Howesiace a contract of insurance is a contract of
indemnity, the insured cannot be allowed to recdr@mn both and thereby make a profit from
his insurance claim. He can make a claim agairieeethe insurer or the wrong doer. If the
insured chooses to be indemnified by the insunerdbctrine of subrogation comes into play and
as a result, the insurer shall be subrogated tthalrights and remedies of the insured against

third parties in respect of the property destrogedamaged.

6, Risk Must Attach

The next principle of insurance is that for a vaahtract of insurance the risk must attach. If the
subject-matter of insurance ceases to exist (Bgy.gbods are burnt) or the insured ship has
already arrived safely, at the time the policy flee@ed, the risk does not attach, and as a
consequence, the premium paid can be recoveredthenmsurers because the consideration for
the premium has totally failed. Thus, where th& i never run, the consideration fails and
therefore the premium is returnable. It is a genpraciple of law of insurance that ‘if the

insurers have never been on the risk, they carmetld to have earned the premium.’

7, Mitigation of Loss

When the event insured against occurs, for exanpliie case of a fire insurance policy when

the fire occurs, it is the duty of the policyholdertake steps to mitigate or minimize the loss as
if he were uninsured and must do his best for sefeting the remaining property. Otherwise,

the insurer can avoid the payment for loss attabilat to the negligence of the policyholder. Of

course, the insured is entitled to claim compensdir the loss suffered by him in taking such

steps from the insurer.
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8, Doctrine of Contribution

Like the doctrine of subrogation, the doctrine ohtibution also applies only to contracts of
indemnity, i.e., to property insurances. Doublaimasice occurs where the same subject matter is
insured against the same risk with more than oserar. If two different policies are taken from
the same insurer, it is not a case of double immeralt will be termed as ‘full insurance.” Under
double insurance, the same risk and the same subgter must be insured with two or more
different insurers. In the event of loss under deubsurance, the assured may claim payment
from the insurers in such order as he thinks fit, e cannot recover more than the amount of

actual loss, as the contract of property insurameecontract of indemnity.

Thus, the essential conditions required for thdiegion of the doctrine of contribution are:
1. There must be double insurance

2. There must be either over-insurance or onlyigdddss

9, Reinsurance

An insurer assuming larger risk from the directumace business may arrange with another
insurer to off load the excess of the undertakesk mver his retention capacity. Such
arrangement between two insurers is termed assuigamce.” Thus, by the device of reinsurance
the original insurer transfers part of the riskhe reinsurer. Payment made by the ceding insurer
(called original insurer or reinsured) to acceptingurer (called reinsurer) for the assumption of

the risk by the latter is termed ‘reinsurance premi

10, Third Party Interestsin Liability Insurance

Liability insurance originated solely as a proteatifor the interests of the insured against loss
suffered through liability to third parties. It lmgin the area of employers’ insurance against
loss through liability to employees for work relhténjuries. Since indemnification of the
employer/insured was the sole function of the iasae, the injured third party could not bring a
direct action against the insurer even after obtgia judgment against the insured. Even the

insured could not bring action on the policy uh# had sustained an actual loss by payment of
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the judgment debt to the third-party. If the inguh@appened to be insolvent and judgment proof,

no claim could arise under the policy.

In subsequent years, legislation has radicallysfamed the function of liability insurance in
many areas to make the injured third-party withaase of action against the insured a quasi
third-party beneficiary of the liability policy.

One of the first areas under legislative attack weesinequity of allowing an insured to pay
premiums to an insurer to keep liability insurarccerent and then to allow the insurer to hide
behind the shield of the insolvency of the tortumsired to prevent payment of the judgment

debt owed to the third-party victim.

A second form of “no action” clause provides thidb“action shall lie against the company until
the amount of the insured’s obligation to pay shellle been finally determined either by
judgment against the insured after actual trialbgrwritten agreement of the insured, the

claimant and the company.”

A third aspect in which legislation has createdhtsgfor the third-party victim in the insured’s
liability policy involves defenses against recoveny the policy. In the area of automobile
liability insurance particularly, legislatures hagenerally provided in financial responsibility
statutes for the protection of tort victims thafeteses that would bar collection of the proceeds
by the insured, such as fraud in the applicati@am-cooperation in defense of a tort action, or
failure to notify the insurer of an accident, viak of no effect in a direct action by the thirdtgar

tort victim against the insurer.

In the past, the issue of tort immunity has ocodi@enore important place in the determination
of insurance issues. With the trend in the law toWmiting tort immunity for charitable
institutions and other parties, the issue of tomnunity in insurance law has become less of a
factor. However, where the tort feasor is immuranirsuit, the issue as it relates to liability
insurance is generally addressed in one of thrgs.wa
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First, a policy may be silent on the issue of tomunity.

Second, the policy might reserve to the insureditite to determine whether tort immunity will
be exercised.

Third, the policy may totally forbid the insurancempany from exercising a right to tort

immunity.

211 Review Questions
1. Briefly discuss what principle of utmost good faith
Clearly discuss what principle of indemnity is.
What do we mean by proximate cause in relatiomgarance?
What do we mean by insurable interest?
Briefly discussdoctrine of subrogation.
Pin point what doctrine of contribution is.

Discuss what third party interests in liability imance are.

© N o o bk~ WD

What do we mean by tort immunity in relation tourence?
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CHAPTER THREE
PROPERTY AND LIABILITY INSURANCE

3.1 Automobilelnsurance: General Overview

Most automobile insurance contracts are schedul&raxs that permit the insured to purchase
both property and liability insurance under oneigolThe contract can be divided, however,
into two separate parts, one providing insurancanag physical damage to automobiles , and
the other protecting against potential liabilitjsang out of the ownership , maintenance, or use

of an automobile.

Types of contracts. Two standard automobile insurance contracts eamsied by businesses.

The first is the business auto policy( BAP), desijfior corporations and partnerships insuring
any type of automobile (e.g., private passengepraabiles, trucks, or taxis) or for sole

proprietors insuring any automobile other thaniagbe passenger automobile.

The second contact is the personal auto policy {PABsigned primarily for non business
automobile, but which sole proprietors can purehtmsinsure private passenger automobiles

used in their businesses. The major provisionbesge two policies are discussed below.

3.1.1 Vehiclelnsurance against Third Party Risks

According to the preamble of Proclamation No 5508t present, the occurrence of accidents
caused by vehicles is escalating from time to tif@. this very reason the loss of lives, bodily
injuries, and damages to properties caused by keeadcident are creating social problem, much
so that it is necessary to establish a systemaflithting the provision of emergency medical
treatments to victims of vehicle accidents, andetquire owners of vehicles to have third party

insurance coverage against third party risks.
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To have clarity of understanding, article 10(10jte# Proclamation defines “Third Party” as any
person other than the insured person’s familydifiver or any person employed on a vehicle to
which an insurance policy applies at the time wharmaccident occurred giving liability under

such insurance policy.

In line with the above preamble, article 3 of thene proclamation stipulates that:
1, No person shall drive or cause or permit angiogerson to drive a vehicle on
a road unless he has a valid vehicle insuranceragegeagainst third party risks in
relation to such vehicle.
2, Notwithstanding the provision of sub article fltlas article, the Ministry may
determine vehicles to operate on the road withequiring compulsory motor

vehicle insurance coverage.

As to restrictions on the scope of applicationnsiurance policy, article 5 provides:
A certificate issued in accordance with this pro@#ion shall not make
restrictions on the obligations of the insurer &y gompensation on grounds of:
1. the age, physical or mental conditions of the @edriving the vehicle;
2. the conditions, the horsepower, cylinder capamityalue of the vehicle;
3. the number of persons, the carrying of any pawicapparatus, weight or
physical characteristics of the goods, that theckeltarries; or

4. the time at which or the area within which the e#his used.

In line to the above legal orientation of vehiclesurance against third party risks,
according to article 6(1), any condition in vehigieurance policy providing; no liability

shall arise under such policy; or any liability aesing shall cease in the event of some
specified thing being done or omitted to be dorterahe happening of the event giving

rise to a claim under the policy, shall be no dffec

Nothing in sub-article (1) of this article shall deemed to render void any provision in

any such policy requiring the person insured tayethe insurer any sum which latter
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may have become liable to pay under the policy, whitth have been applied to the
satisfaction of the claims of third parties.

According to article 7 of the same proclamatiore following shall be excluded from the
coverage of any insurance policy against thirdypasks:
1. death or bodily injury to the insured person or rhenmof the insured person’s
family;
2. liability in respect of death or bodily injury cadsto a person hired by the
insured person and occurred in the course of sogiogyment;
3. damage to the insured vehicle;
4. liability in respect of damage to goods carriedtlom basis of rent or payment
on the insured vehicle; and
5. damage to any property owned by or is under théodysof the insured

person.

As it is clearly indicated under articles 9, 12dd8 of the proclamation, an insurance company
shall issue a certificate of insurance to thirdsparat the same time it issues an insurance policy
and insurance stickers. The absence of an insursticker shall constitute a prima facie
evidence that the vehicle has not been insuredtengolice shall have the power to detain such

vehicle until the appropriate certificate of inqura presented.

When we come to the obligation of the insuredckrtl5 provides;
The Insured shall secure insurance coverage faititias arising from;
1, collision, roll, fire or explosion caused by ihsured vehicle; and
2, the fall of objects carried by the vehicle,atscessories or tools being used in
connection with the vehicle.

As to the extent of liability, article 16 clearlgimulates that:
1. the amount of compensation due to damage causad nsured vehicle
shall exceed:

a. a, Birr 40,000 (forty thousand) in the case of deat
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b. b, Birr 15,000 (fifteen thousand) in the case dlibyoinjury; and
c. ¢, Birr 100,000 (one hundred thousand) in case arhape to
property.
2. Any person who alleges to be entitled to compeasatibove the limit
provided for under sub-article (1) of this artidball have the right to
claim the same from the insured person in accomavith the relevant

laws.

This proclamation also provides insurance fund.oddmg to article 19 an insurance
fund is a permanent financial source to be depwbsitea special bank account to be
opened in the National Bank of Ethiopia. The ojextf the fund shall be [article 20]:
1. to provide emergency medical treatment to any pensjured by
any vehicle accident; and
2. to provide compensation to a third party victim af accident

inflicted by uninsured or unidentified vehicle.

At this juncture it is important to note that thenél shall be drawn from insurance tariffs, and the
rate of insurance tariffs to be collected as pergtovisions of sub-article(1) of this article shal
be determined by the Government on the basis dfesiconducted by the Board.[article 23]

The treatment of Foreign Registered Vehicles ividex under article 33 of the proclamation as
follows:
1.The driver of any foreign registered vehicle piéied to be driven on the
roads of Ethiopia shall possess a valid certificateinsurance and
insurance sticker or, where the insurance poliayoisissued by a local
insurance company, he shall produce a yellow cararnoequivalent
proof of insurance coverage.
2.The insurance coverage against third party rigith respect to an
accident caused by any foreign registered vehididewdriven on the
Ethiopian road shall not be less than the amountarfipensation

specified under Article 16 of this proclamation.
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For your information, “Yellow Card” means a cexdie issued for the payment of
compensation as per the protocol signed in relationehicle insurance against third
party risks by member states of the Common MarketHastern and Southern Africa.

In relation to Emergency Treatment, article 34idapes that:

1. Any person who has sustained injury caused by &behccident shall be entitled to
emergency medical treatment costing up to Birr @, @@ether he is a third party or not
as defined under this proclamation.

2. Any medical institution shall have the duty to po®/emergency medical treatment to a
victim of a vehicle accident when approached byhsuctim.

3. The medical institution shall be entitled to claita fees for the medical treatment
directly from the insurer or from the fund as pdmd under article 24 of this

Proclamation.

Finally, on the basis of article 37 of the proclaima unless otherwise a maximum
penalty is incorporated in the Penal Code, anyguevéno violates the provisions of this
Proclamation or Regulations issued pursuant togituslamation shall be fined from Birr
3,000 (three thousand) up to Birr 5,000 (five themdy or with imprisonment from one

year up to two years.

3.2 Marinelnsurance

Insurance on the risks of transportation of gosd$he oldest and most vital forms of insurance.
All types of trade depend heavily on the availaépidf insurance for successful and expeditious
handling. The goods shipped by business firms gaeh are exposed to damage or loss from
numerous transportation perils. The goods can beged by ocean marine and inland marine
contracts.
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1, Ocean Marine Insurance: provides protection for goods transported overewaAll types
ocean — going vessels and their cargo can be thfiyyrecean marine contracts; the legal liability

of ship owners and cargo owners can also be insured

2, Inland Marine Insurance: provides protection for goods shipped on land.sTihcludes
insurance on imports and exports, domestic shipsnearid means of transportation such as

bridges and tunnels.

1, Ocean Marine Insurance

Modern commerce has caused insurance to developattaid the high degree of refinement it
has today. As world trade grew and values at restalme larger, the need for coverage became
more apparent. Larger ships and more advancediimetits of navigation made long voyages
possible, and with these changes came the realiz#hiat insurance protection was almost a

necessity.

Majority types of Coverage: Ocean marine insurance can be divided into foyjon@asses to
reflect the various insurable interests:

1. The vessel

2. The cargo

3. The shipping revenue or freight received by th@ shvners

4. Legal liability for proved negligence — protectiand indemnity (P&I)

1, Hull insurance [vessel Insurance]: covers physical damage to the ship or vessd.dimilar

to automobile collision insurance that covers ptaisiamage to automobile caused by collision.
Hull insurance is always written with a deductibleaddition, hull insurance contains a collision
liability clause (also called a running down clau®et covers the owner’s legal liability if the
ship collides with another vessel or damages itgacaHowever, the running down clause does
not cover legal liability arising out of injury ateath to other persons, damage to piers and
docks, and personal injury and death of crew mesibEre insurance is commonly subject to
geographical limits. If the ship is laid up in péot an extended period of time, the contract may
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be written at a reduced premium under the condifi@b the ship remains in port. The contract

may cover a builder’s risk while the vessel is ¢orged.

2, Cargo insurance: covers the shipper of the goods if the goods amadjied or lost. The
policy can be written to cover a single shipmehtebular shipments are made, an open cargo
policy can be used that insures the goods autoatigtizhen a shipment is made. All shipments,
both incoming and outgoing, are automatically cederThe shipper reports to the insurer at
regular intervals as to the values shipped or vededuring the previous period. Under the open-
cargo policy, there is no termination date, butezitparty may cancel upon giving notice, usually
30 days. If the policy is cancelled, the coveragatioues on shipments made prior to the

cancellation date.

3, Freight Insurance: indemnifies the ship owner for the loss of earsinigthe goods are

damaged or lost and are not delivered. The mon&y foa the transportation of the goods,

known as freight, is an insurable interest becangbe event that freight charges are not paid,
the carriers has lost income with which to reimbuexpenses incurred in preparation for a
voyage. The earning of freight by the hull ownedépendent on the delivery of cargo unless this
is altered by contractual arrangements betweepadhtes. If a ship sinks, the freight is lost, and
the vessel owner loses the expenses incurred pkisexpected profit on the venture. The
carrier’s right to earn freight may be defeatedhmsy occurrence of losses due to perils ordinarily
insured against in an ocean marine insurance polibg hull may be damaged so that it is
uneconomical to complete the voyage, or the cargyp Ioe destroyed, in which case, of course, it
cannot be delivered. Freight insurance is normaipde a part of the regular hull or cargo

coverage instead of being written as a separatieamin

4, Protection and Indemnity (P&1) Insurance: is usually written as a separate contract that
provides comprehensive liability insurance for pndp damage or bodily injury to third parties.

To provide liability coverage for personal injuridsss of life, or damage to property other than
vessels, the protection and indemnity (P&I) claissesually added to the hull policy. This clause
is intended to provide liability insurance for allents not covered by the more limited running

down clause.
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Basic Concepts Ocean Marine Insurance

Ocean marine insurance is based on certain fundameancepts. The following section

discusses these concepts and related contractwasions.

1.

Implied Warranties: Ocean marine contracts contain three implied avdres (1)
seaworthy vessel, (2) no deviation from course, @degal purpose. The ship owner
implicitly warrants that the vessel is seaworthyiakh means that the ship is properly
constructed, maintained, and equipped for the veyagie undertaken. The warranty of
no deviation means that the ship cannot deviata ite original course, no matter how
slight the deviation. However, an intentional dévia is permitted in the event of an
unavoidable accident, to avoid bad weather, to sadife of an individual on board, or
to rescue persons from some other vessel. The ntgrod legal purpose means that the
voyage should not be for some illegal venture, agbhmuggling drugs into a country.
The implied warranties are just as binding as axgressed warranty stated in the
contract. A violation of an implied warranty, suaf an unexcused deviation, permits the
insurer to deny liability for the loss. The impliegrranties are strictly enforced, since a

breach of them would cause an increase in hazdtegtmsurer.

Covered Perils: An ocean marine policy provides broad coveragecéstain specified
perils, including perils of the sea, such as danmdess from bad weather, high waves,
collision, sinking, and stranding. Other coveredilpanclude loss from fire, enemies,
pirates, thieves , jettison ( throwing goods oveardao save the ship) , barratry (fraud by
the master or crew at the expense of the shiprgoaavners), and similar perils.

Ocean marine insurance can also be written on Bunisks” basis. All an expected and
fortunes losses are covered except those lossesificqiyy excluded. Common
exclusions are losses due to delay, war, inhereag {tendency of certain types of

property to decompose) and strikes, riots, or c@rhmotion.
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3. Particular Average: In marine insurance, the word average refers paréial loss. A
particular average is a loss that falls entirelyagparticular interest, as contrasted with a

general average, a loss that falls on all parted¢osoyage.

4. General Average: A general average is a loss incurred for the commood and
consequently is shared by all parties to the ventdor example, if a ship damaged by
heavy waves is in danger of sinking, part of thegeanay have to be jettisoned to save
the ship. The loss falls on all parties to the \ggyathe ship owner, cargo owners, and
freight interests. Each party must pay its sharthefloss based on the proportion that its
interest bears to the value in the venture. Fomgk@, assume that the captain must
jettison birr one million of steel to save the shigso assume that the various interests

are as follows:

Value of steel birr 2 million

Value of other cargo 3 Million

Value of ship and freight 15 Million
Total Birr 20 Million

The owner of the steel would absorb 2/20 of ths,los Birr 100,000. The owners of the
other cargo would pay 3/20 of the loss or, Birr 080. Finally, the ship and freight
interests would pay 15/20 of the loss, or Birr 180,

5. Coinsurance: Although an ocean marine policy does not contaspecific coinsurance
clause, losses are settled as if there is a 1@@pecoinsurance clause. An ocean marine
policy is a valued contract, by which the face anmas paid if a total loss occurs. If the
insurance carried does not equal the full valutefgoods at the time of loss, the insured
must share in the loss. Thus, if Birr 50,000 ofgcainsurance is carried on goods worth
Birr 100,000, only one-half of any partial loss Mie paid. The policy face is paid in the

event of a total loss.
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6.

Inland Marinelnsurance
Inland, marine insurance is transportation insugatm@at provides protection for goods
shipped on land including imports, exports, donecesthipments, and means of

transportation, personal property floater riskgl @@ammercial property floater risks.

Inland marine cargo insurance covers shipmentsgsiliyrby land or by air. Although the
trucker, railroad, or airline may be a common earvith the extensive liability (under
bailee liability exposures), the shipper may $tdl interested in cargo insurance because
(1) it is usually more convenient to collect from msurer than a carrier, and (2) a
common carrier is not responsible for perils sastan act of God (e.g. lightning), an act

of war, acts of public authority, improper packagby the shipper, and inherent vice.

No one cargo insurance contract exists. Instedtereint insurers may issue different
contracts, and a given insurer will tailor the cant to the insured’s needs. A convenient
way to classify the contracts is according to tygetof transportation covered. One or
more of the following modes of transportation maydwovered-railroad, motor truck, or
air. Shipments by mail are covered under separiase-cfass mail, parcel post, or
registered mail insurance. Another classificatidnthese contracts would group them
according to the perils covered. Most provide ptivm against a broad list of specified
perils, but some, especially those covering aingpartation of high value items, are
written on an all risk basis. Finally, some contsamover one trip, while others cover all

shipments during the term of the policy.

Floater Contracts: The practice of insuring property at a fixed loca or while it is
being transported by a common carrier is well disfadd. A more difficult insurance
problem is the risk of loss associated with propérat is either not at a fixed location or

not being transported by a common catrrier.

Inland marine property floaters can be used to ccpveperties that are frequently moved

from one location to another, such as bulldozeractors, cranes, earth movers, and

scaffolding equipment.
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The term floater policy is generally understoodba contract of property insurance that
satisfies three requirements:
1. Under its terms, the property may be moved at ang.t
2. The property is subject to being moved; that is,fdloperty is not at some location
where it is expected to remain permanently.
3. The contract insures the goods while they are beioged from one location to
another, that is, while they are in transit, aslvesl insuring them at affixed

location.

8. Property Held by Bailees: Inland marine insurance can be used to insureeptpbeld
by a bailee. A bailee is someone who has tempgrasgession of property that belongs
to another. Examples of bailees are dry cleanatsdries, and television repair shops.
Bailee liability insurance protects a bailee agali@bility for damage to property in his

or her care, custody, or control.

3.3 Aviation Insurance

Major commercial airlines own fleets of expensietsj and the liability exposure is enormous.
Occasionally, a commercial jet will crash killingifdreds of passengers and causing extensive
property damage to surrounding buildings. Legability arising out of the crash of a fully
loaded jet airliner can be catastrophic. In additisome firms may own aircraft used on
company business. Company planes may crash, resuti death or bodily injury to the
passengers, as well as death or injury to peopte@ground and substantial property damage to

surrounding buildings where the crash occurs.

Like automobile insurance, aviation insurance ideki both property insurance on the planes
and liability insurance. Aviation insurance poligsovides physical damage coverage for damage
to the aircraft, liability coverage for injury tapsengers and people on the ground, and medical

expense coverage for passengers.
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1. Physical Damage Coverage: A plane on the ground can be damaged from firkamse,
theft, vandalism, or other perils. While taxiindgnet plane can collide with vehicles,
building, or other aircraft. But the most sever@a@sure is present when the plane is in
flight. A plane can collide with another aircraft; can be struck by lighting or be
damaged by turbulent winds; it can also experieneehanical difficulties from a fire or

explosion.

An aircraft hull policy provides protection, eithir damage caused by specified perils
or on an open-perils basis. Although aircraft cancbvered on an “all-risks” or open-
perils basis, certain exclusions apply, excludessds include damage to tires (unless
caused by fire, theft, or vandalism), wear and, tdaterioration, mechanical or electrical
breakdown, and failure of installed equipment. Heavethese exclusions do not apply if

a covered loss occurs.

2. Liability Coverage: Liability coverage pays for bodily injury or prape damage arising

out of the insured’s ownership, maintenance, orafigke insured aircraft.
3. Admitted Liability Coverage: also known as voluntary settlement coverage, iseids
only whit passenger legal liability. It is writtem a per set basis and provides specified

sum for loss of life, limb, or site by passenger.

4. Medical Payment to Passengers: the policy also provides medical payments covetage

passengers which includes hospital, ambulanceingj@nd funeral services.
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34 Summary

Property and Liability Insurance

Automobile I nsurance

Most automobile insurance contracts are schedul&raxs that permit the insured to purchase
both property and liability insurance under oneigyolThe contract can be divided, however, in

to two separate parts; one providing insurancenagahysical damage to automobiles, and the
other protecting against potential liability angiout of the ownership, maintenance, or use of
an automobile.

Types of contracts. Two standard automobile insurance contracts eamsied by businesses.
The first is the business auto policy (BAP)

The second contract is the personal auto policyP)PA

Vehicle Insurance against Third Party Risks

According to the preamble of Proclamation No 5508t present the occurrence of accidents
caused by vehicles is escalating from time to tiF@. this very reason the loss of lives, bodily
injuries, and damages to properties caused by leehaxident are creating social problem, so
much so that, it is necessary to establish a sysberfacilitating the provision of emergency
medical treatments to victims of vehicle accideatsd to require owners of vehicles to have

third party insurance coverage against third pass.

In line with the above preamble, article 3 of thene proclamation stipulates that:
1. No person shall drive or cause or permit any offegson to drive a vehicle on a road
unless he has a valid vehicle insurance coveragmstghird party risks in relation to

such vehicle.

In line with the above legal orientation of vehigtesurance against third party risks,
according to article 6(1), any condition in vehigigurance policy providing; no liability

shall arise under such policy; or any liability aasing shall cease in the event of some
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specified thing being done or omitted to be dorterahe happening of the event giving

rise to a claim under the policy; shall be of nizef

Nothing in sub-article (1) of this article shall deemed to render void any provision in
any such policy requiring the person insured tcayefhe insurer any sum which later
may have become liable to pay under the policy, whath have been applied to the

satisfaction of the claims of third parties.

As it is clearly indicated under articles 9, 12dd8 of the proclamation, an insurance company
shall issue a certificate of insurance to a thiedspn at the same time it issues an insurance
policy and insurance stickers. The absence of suramce sticker shall constitute a prima facie
evidence that the vehicle has not been insuredtengolice shall have the power to detain such

vehicle until the appropriate certificate of insura is presented.

Finally, on the basis of article 37 of the proclaim® unless a maximum penalty is
incorporated in the Penal Code, any person whoatésl the provisions of this
Proclamation or Regulations issued pursuant topituslamation shall be fined from Birr
3,000 (three thousand) up to Birr 5,000 (five thamdy or with imprisonment from one

year upto two years.

Marine I nsurance

Insurance on the risks of transportation of gosd$he oldest and most vital forms of insurance.
All types of trade depend heavily on the availdépidf insurance for successful and expeditious
handling. The goods shipped by business firms gaeh are exposed to damage or loss from
numerous transportation perils. The goods can beged by ocean marine and inland marine

contracts.
1, Ocean Marine Insurance: provides protection for goods transported overewaAll types

ocean — going vessels and their cargo can be mh&yrecean marine contracts; the legal liability

of ship owners and cargo owners can also be insured
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2, Inland Marine Insurance: provides protection for goods shipped on land.sTihcludes
insurance on imports and exports, domestic shipsnearid means of transportation such as

bridges and tunnels.

Aviation Insurance

Major commercial airlines own fleets of expensietsj and the liability exposure is enormous.
Occasionally, a commercial jet will crash killingifdreds of passengers and causing extensive
property damage to surrounding buildings. Legdbility arising out of the crash of a fully
loaded jet airliner can be catastrophic. In additisome firms may own aircraft used on
company business. Company planes may crash, resulti death or bodily injury to the
passengers, as well as death or injury to peopte@ground and substantial property damage to

surrounding buildings where the crash occurs.

Like automobile insurance, aviation insurance ideki both property insurance on the planes
and liability insurance. Aviation insurance poligsovides physical damage coverage for damage
to the aircraft, liability coverage for injury tagsengers and people on the ground, and medical

expense coverage for passengers.

3.5 Review Questions

Discuss what automobile insurance is.

Pin point the legal elements that should be feldilin compulsory insurance.
Discuss what vehicle insurance against third pasis is

Discuss what marine insurance is.

Discuss what inland marine insurance and oceammarsurance are.

Briefly discuss what yellow card means.

N o o bk~ w0 DbdRE

Discuss what aviation insurance is.
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Review Questions

Case One
Mr. A entered into a contract of life insurancethie event of death of his friend, Mr. B, with X
Insurance Co. on 1/1/98 E.C. and named the lattéfiesand their children as the beneficiary of
the policy. The amount of guarantee was 100,000Mmda\ has been paying the premium due to
the insurer. On 1/5/99 E.C. Mr. B died as a restith cause covered by the policy. On 5/5/99
E.C. Mr. B's widow notified the death of the insdir® the insurer according to the law and
claimed payment of the proceeds of the policy batihsurer rejected her claim and refused to
effect payment on the following grounds;
1. Mr. A had no power to conclude the contract of rasice on Mr. B's life.
2. The policy does not have any effect as the insdiddot give his consent as per Art 693
0f the Commercial Code of Ethiopia.
3. The beneficiaries have not expressed their agreetoetineir nomination as such in the
policy.
4. Mr. B's widow can not make a direct claim for paymef the proceeds of the policy

against it.

Assuming that you are the lawyer whom she has agpex for advice, provide her with your

advice on the above reasons raised by the insoreejecting her claim.

Case Two

On 1/1/99 E.C. Teklay, who is the owner of a cargton firm which employs forty employees,
bought a Workmen's Compensation Insurance Polioy fiY Insurance Co. According to the
policy, in case of death of any one of the inswedhployees, the insurer shall pay 30,000 Birr
to the dependants of the deceased. On 1/5/99E.ile, ldae of the employees of the insured
sustained a serious injury when he fell from ading under construction where he was working
and died at a hospital a week later from his injdigklay immediately notified the occurrence to
the insurer and claimed payment of the sum insaretithe re-imbursement of the 5,000 Birr

expense he has incurred for treatment and funerahwny of the deceased.
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Based on this hypothetical case, answer the foligwuestions.
1. What is the type of insurance involved? Explain.
2. Is the claim of Teklay acceptable? Why? Why not?
3. What is the extent of liability of the insurer? Exip.

CaseThree

On May 1, 2004, Bekalu bought ten quintals of sdgamn Asfaw. According to the contract of
sale, the buyer will transfer the price, i.e. Bifr,000, to the seller on June 1, 2004. Accordingly,
Bekalu issued a transfer order to his banker, X BAfr Birr 10,000 payable to Asfaw, who is
also the client of the bank, and delivered the otdénim. Asfaw presented the order to the bank
for payment but the bank refused to accept therardehe ground that Bekalu has opposed the
execution of the transfer claiming that the sugarbbught is not fit for human consumption.

Asfaw has decided to institute an action to rectiermoney based on the transfer order.

Based on this case, answer the following questions.
1. Who is/are the person/s against whom Asfaw shorddged against? Explain the legal
grounds.
2. Can the bank invoke the opposition of Bekalu tdrbe from liability? Why? Why not?

Case Four

Meseret, who is an attorney, represented Heleitigation with her ex-business partners. On
Jan, 1 2003, Helen signed and gave a promissoeyaidight payable to Meseret for Birr 15,000
as remuneration for the service. However, Helenhtlwes case as a result of the negligence of her
attorney. And, on June 1, 2003, Meseret is fourtoktbable for professional fault and ordered to
pay Birr 20,000 as compensation to Helen. On JuR0OD3 Meseret, after telling and convincing
Marta about the situation with her client, endoraad transferred the note to her. Consequently,
Marta presented the note for payment to Helen.Hgalén, still angry at Meseret, refused to pay

the note.
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Based up on this case, answer the following questio
1. What are the requirements Marta must fulfill bef@i@e can exercise her right of
recourse?
2. What are the defenses /if any/ available to Helaha holder instituted legal action to
exercise her right of recourse?
3. What would Helen’s liability be, if Marta was unawaof Meseret’s relationship with
Helen, at the time when the note was endorsed?alxpl

Case Five
On June 1, 2001, Mehari drew a certified checkafsum of Birr 25,000 on BANK Y payable to
Bitew. The payee presented the check for paymemtugust 1, 2001, but the drawee failed to
pay it on the ground that the drawer has no sefficmoney in his account. Bitew, who is a
frequent traveler, was not around for along peobdime and could not exercise his right of
recourse. Now, he is back and wants to exercisadtis
Assuming that you are his legal advisor, advise dvmnthe following issues.

1. The person/s against whom he may exercise his ofgtetcourse.

2. The possible defenses/ if any/ that may be raigagtidodefendant/s.

Case Six

‘A’ drew a bill of exchange payable at a fixed periafter sight to ‘B’ or to order on January 1,
2008 stipulating both payment of interest, and fitibn of presentment for acceptance before
January 2, 2009. In this transaction, the undeglyontractual agreement which initiated the
issuance of the bill of exchange is the sale o ‘Bp top computer to ‘A’ at the price of 10,000
birr. Following the negotiation, A’ learned thdtet latent defect on the lap top computer become
patent. In spite of that ‘B’ endorsed it to ‘C’ af@ further endorsed it to ‘D’ making ‘K’ an
accepter for honor on his account. Sooner ‘D’ nieged the bill of exchange to ‘E’ through
endorsement in blank with the provision sans prdtater on, the bill of exchange was stolen
from ‘E’ by ‘F’ who then simply delivered the biiif exchange without endorsement to ‘G’ with
a view to discharge a debt ‘F’ owed to ‘G’. ‘G’ kmenothing about the theft. Ultimately, when
‘G’ presents the bill for acceptance, the drawestricted his acceptance only to part of the sum
payable, that is, 5,000% birr.

Prepared by Fasil Alemayehu and Merhatbeb Teklemedhn 180



Law of Banking, Negotiable I nstruments and | nsurance

1. Having the above facts, provide a blue print asde ‘G’ could enforce his entitlement
in the bill of exchange. Address each and evenyeisghich could possibly be raised in
relation to:

a. Presentment for acceptance;

b. Payment;

c. Protest;

d. Notice;

e. Right of recourse.

Question Two

Discuss what generally, and especially crossedudsegre. [15 %]

Question Three
Pin point each and every legal effect of revocainteyocable, and confirmed irrevocable letter
of credits. [25%)]

Case Seven
W/ro Misrak has bought a fire insurance policy wahsum insured of Birr 500,000 from X
Insurance/S.C/ for her house which was already gaged for the loan of Birr 500,000 she had
taken from Wro Aster. Unfortunately, the houseastdoyed by fire and W/ro Aster notified the
damage and claimed the payment of the sum ins@edsequently, the insurer, made general
assessment of the damage and found out that ghelfiich destroyed the house started from fuel
station jointly established by the insured and WAster in the compound of the house of the
insured after the contract of insurance is condudie addition to this, the insurer learned, from
the city’s municipality, that the value of the heus only Birr 300,000.
The insurer is seeking legal advice on the follapissues. Assuming that you are an insurance
lawyer, give it your reasoned advice.

1. Liability of the insurer under the law and the ans he must take.

2. The possible defenses available to the insurenagtie insured and the claimant.
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Case Eight
Girum, who is married and a father of two boys, didulife insurance policy for the event of

death on his own life which is payable to Wubits mistress. Two years later, he died of car
accident. Hence, Wubit, the named beneficiary & policy, claimed payment of the sum
insured. Similarly the widow of the late Biruk lcetfya claim in her own and her boys’ name.
The insurer, uncertain of the person legally exditlo receive the money, referred the case to a
court for a ruling. Assuming that you are the judgehe bench to which the case is referred,
what will be your decision on the following issues?

1. Who is/are the person/s entitled to receive theeygayable under the policy?

2. How would you resolve the argument of Biruk’s widow invalidation of the nomination of

Wubit as beneficiary on the ground of illegalityasfultery?

CaseNine

On May 1, 2006 Ato Yalew, a grower and exportefiamivers, fruits and vegetables, entered into
a contract of insurance, for products he is pregato export worth Birr 500,000, with Peace
Insurance Co. covering risks associated with trartapon of the products. According to the
terms of the contract the insurer covers any lasdamage to the products which may arise

during transportation, i.e. from the farm to thatee of distribution.

The insured, over-cautious and over protectiveigfiiterests, is afraid that the insurer may not
have the financial strength or the willingness &y gompensation on time, bought another
insurance policy covering the same risks to the esamnsignment of products from Safe

Insurance Co. for the same amount of guarantee.

On May 3, 2006 the products were totally destroyden the truck transporting them, which is
owned and operated by Fast Transport Co, from &nen fto the air port, over- turned. The
insured notified the occurrence on the same dalgeonsurers according to the law and claimed
the payment of the proceeds of the policies. Howetve insurers while conducting post risk
assessment discovered that the insured had baughhs$urance policies in respect of the same

products. Hence, each insurer instituted an actguiring the court to terminate the contract.
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The insured/ the defendant/ in his statement oérded, denied any wrong doing and made a

counter claim against both insurers for the payroétite proceeds of the policies.

Assuming that you are the judge to whom the casefesred, give your reasoned judgment

based on the facts provided in the case.

Note that your judgment should address all isselevant to the claims of the insurers and the

insured as well as the liability of the carriemtards the litigants.

CaseTen

W/ro Banchi bought a Commercial Motor Vehicle Pyglior her truck and trailer from Temamen
Insurance Co. on 1, April 2000. Four years later,10June 2004 she had the vehicle modified
and altered in to a fuel tanker since at the tiheed was a good demand in the market for the
transportation of fuel than dry cargo. However, $aided to inform the insurer about the
modification and change of purpose of the vehiadednse of the fear that the insurer may
increase the premium and silence would help heefiteinom lower rates of premium charged

for the truck and trailer.

On 1, January 2006 she sold the vehicle to Ato\BelEhe policy has been renewed, by the
former owner of the vehicle from time to time, amds still in force on 1, May 2006 when the
vehicle was totally destroyed by fire/ a risk cackiby the policy/ caused by extreme heat and

ignition while the vehicle was transporting fuedrin Djibouti to Mekelle.

Ato Belew immediately reported the situation to thesurer and claimed payment of
compensation. However, the latter discovered thatw/ehicle is modified and altered in to a fuel
tanker and rejected the claim on the ground thiaast not been notified of such change which is

the immediate cause of the destruction of the Vehic

Hence, Ato Belew instituted an action, based onldlae for payment of compensation against

the insurer.
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Assuming that you are the judge to whom the casefesred, give your reasoned judgment

based on the facts provided in the case.

Case Eleven
On Yekatit 1, 1993 E.C. Zufan sold furniture woltinr 7500 on credit to Teklu. According to
the contract the buyer had signed and given, orsdinee date, a promissory note for birr 7500
payable at 60 days after sight to be paid to thlerse&Similarly the seller had to deliver the
furniture five days after the date of conclusiorthad contract. On Yekatit 3, 1993 G.C the holder
of the note endorsed and transferred it to Addihagepayment of the birr 7500 loan the seller
had taken from the endorsee. The seller delivdredurniture on the agreed date. The endorsee
presented the note to the maker on Yekatit 10sdinee year and the maker signed it.

1. Determine the date of maturity/ presentment fompaiyt.

2. Determine the date for the drawing of the protest.

3. What are the cases in which drawing formal pratesbt necessary?

Case Twelve
On Yekatit 1, 1997 E.C., Fu'ad signed and persgrddlivered a transfer order to his banker,
Ultimate Bank, in which he instructed the bank tansfer an amount of birr 25,000 from his
current account no. A101 to account no B202 opéydus friend Yasin
at the same branch, based on the contract of le@ndoncluded a month earlier and in which
the former agreed to lend the mentioned amourtddatter free of interest.
The bank accepted the order and accordingly debiedccount of the transferor, but before the
account of the beneficiary is credited the banleingx opposition from the transferor and a
court order requiring the bank to execute its judgtby paying birr 20,000 out of the account of
the transferee which almost nil, to Lensa, the gt creditor in the execution proceeding she
has instituted against Yasin.
Now the bank needs your legal advice on the folhgussues.

- the opposition by the transferor;

- the possible liability of the bank towards the &f@mor;

- How to respond to the court’s order.
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CaseThirteen

On 1/6/98 E.C A drew a check for Birr 15,000 on XnR payable to B as a payment of the price
of goods he has bought from the latter. The cheak @ertified by the drawee. On 1/1/99 E.C the
holder of the check presented it for payment batliank refused to pay on the ground that the
drawer does not have sufficient money in his actoBased on this hypothetical case, answer

the following questions.

1. Is the bank liable on the check? Why? Why not?
2. Would the situation be different if the checkswaesented to the bank on 1/7/98 E.C?

Case Fourteen

On 1/10/98 E.C Y discounted a promissory note nitad& and payable to B ON 1/1/99 E.C for
Birr 18,500. The value of the note is Birr 20,0@h the date of maturity the bank demanded
payment from the maker but the latter refused tp gathe ground that the goods he bought

from B are defective and B has failed to rectifg thefect despite immediate notice according to
the law. Based on this hypothetical case, ansveefalfowing questions.

1. What are the remedies available to the bank tovexabhe money?

2. CanY refuse payment on this ground? Why? Why not?

3. Would the situation be different if Y had not disated the note?

Answer the Following Questions

1. Explain the rationale behind the concept of sultiogésubstitution in insurance of objects.

2. Explain the main difference between life insuramecethe event of death and insurance
against accidents.

3. Discuss the relationship between the purpose aframee and the concept of insurable
interest.

4. Discuss the economic importance of banks.

5. Identify and discuss a problem in the provisioAdf 732 of the Comm. Code and suggest

an amendment.
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6. Explain, by citing examples, the differences ineeff of endorsement and ordinary
assignment.

7. Discuss the concepts of safe deposit and safe dyudip relating them to the Ethiopian
banking law.

8. Discuss the concept of insurable interest in m@hatto indemnity and non-indemnity
insurances and explain its purposes.

9. Discuss the economic and social purposes of insaran

10.What are the cases in which the requirement olasce of material facts by the insured is
appropriate? / cite examples/. What is the staraliofaw on the issue?

11. Explain, by citing examples, the cases in whickitg life insurance policy in the event of
death on the life of another person /Art.693 of @@nm. Code/ is allowed, and the cases in
which it is not allowed.

12.Explain the nature of non indemnity insurance basadthe amount of guarantee, the
insurer's obligation and the concept of subrogation

13.Under the Ethiopian law of insurance a parent du#dhave insurable interest on the life of
her/his child! Do you agree? Why? Why not? /

14.What are the rationales behind the requirememsafrable interest? Explain.

15.Comment on the provisions of Art.739 by comparihgvith Art. 835 of the Commercial
Code.

16. Discuss the differences between transfers of nalgletiinstruments and transfer of other
types of property by relating to the general ppeigoverning transfer of rights.

17.Explain the similarities between central banks em@hmercial banks.

18.Warehouse goods deposit certificates should natobsidered as commercial instruments.
Do you agree? Why? Why not?

19.Discuss the economic importance of banks in reduainemployment and increasing
production and demand for goods.

20.Explain the rationale behind the concept of subtiogésubstitution in insurance of objects.

21.Explain the main difference between life insuramcethe event of death and insurance
against accidents.

22.Discuss the relationship between the purpose aframee and the concept of insurable

interest.

Prepared by Fasil Alemayehu and Merhatbeb Teklemedhn 186



Law of Banking, Negotiable I nstruments and | nsurance

BIBLIOGRAPHY

Books

1. Asma Kedir, Hiring of Safes in Ethiopia: The lawdapractice, Unpublished? Addis
Ababa University, 1997

2. Bradford Stone, Uniform commercial Code in a Nulisifeourth Edition, West Group
1995

3. Dudely Richardson, Guide to Negotiable Instrumeatsl Bills of Exchange Acts,
Seventh Edition, London Butterworths, 1983.

4. Encyclopedia Britannica 2004 Deluxe Edition.

5. Hailu Zeleke, Insurance in Ethiopia, Historical @®pment, Present Status and Future
Challenges, August 2007

6. J. Milnes Holden, the Law and Practice of Bankivigl. 1 Banker and  Customer, the
Pitman Press 1970 Bath

7. John F. Dobbyn, Insurance Law in a Nutshell, THdition, West Group, 1996.

8. M. C Kuchhal, Mercantile Law, Second Revised Editigikas Publishing House 1978.

9. Sheldon and Fidler’'s, Practice and Law of Bankihg, English Language Book society
and Macdonald and Evans, London, 1982

10. Tekle Giorgis Assefa, Risk Management and Inswgaktekelle 2004

11. David Cox, Success in Elements of Banking, fold 1988.

12. J.E. Kelly, practice of Banking 1 second Ed 1986.

13. Richard E. Speidel and Steve H. Nickles, Nego#idbktruments and Check collection,
fourth Ed.1993.

14. P.J.M. Fidler, Sheldon and Fidler's Practice aad bf Banking, eleventh ed. 1982

15. Awash International Bank S.C. and Awash Insurabompany S.C., I¢' Anniversary
Special Publication, June 2005.

Laws
1. The Civil Code of the Empire of Ethiopia, ProclamatNo 165 /1960/ Art. 2863-2874/.
2. The Commercial Code of the Empire of Ethiopia, Rnoation No 166/1960

Prepared by Fasil Alemayehu and Merhatbeb Teklemedhn 187



Law of Banking, Negotiable I nstruments and | nsurance

3. The Licensing and Supervision of Banking Businasgl@mation No 84/1994
4. The Licensing and Supervision of Insurance Businkstirance Business Proclamation
No 86/1994

5. The Maritime Code of the Empire of Ethiopia, Proctdion No 164/1960
6. The Monetary and Banking Proclamation No 83/1994
7. Licensing and Supervision of Micro Financing Ingiibns Proclamation No 40/1996
8. Vehicle Insurance Against Third Party Risks Pro@dton No 559/2008
9. Maritime Code of Ethiopia of 1960
Journals
» Journal of Ethiopian Law, Volume 16
» Journal of Ethiopian Law, Volume 12
Documents

* International Banking Operation: Import and Expbetter of Credits [prepared by the
Commercial Bank of Ethiopia Training Division.]

* Review of Micro Finance Industry in Ethiopia: Regiory Framework and Performance,
by Wolday Ameha (Dr.), August, 2000, printed in iBfia.

Senior Thesis
» Hashim Tewfik, Defenses on Negotiable Instrumemden the Ethiopian Commercial
code, senior thesis, 1988.

* Asma Kedir, Hiring of Safes in Ethiopia, seniorgis1997.

Prepared by Fasil Alemayehu and Merhatbeb Teklemedhn 188



