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Abstract 

An IPO (Initial Public Offering of Shares) is offering stock to the public on an open 

market for the first time. The IPO is the process in which a company first offers its shares 

to the public and becomes a publicly traded company. The reason for the regulation of 

public offering is that members of the public who are subscribed shares in a company are 

entitled to full disclosure to the nature of what is on that offer before they make a 

financial commitment, and to provide them with effective remedies to redress any loss 

incurred as a result of failure on the part of the company to make complete or accurate 

disclosure.   

The paper investigates the issues and challenges in relation to the regulation of initial 

public offering of shares in Ethiopia. Issues like approval of public offering; regulation of 

prospectus content, form and distribution; the publication and advertisements of the offer; 

the market conducts of the participants and their civil and criminal liability as well as the 

issues associated with the regulatory framework of the securities market are analysed.  

The findings of the research show that there are inadequate legal and institutional 

frameworks to regulate the public offering of shares in Ethiopia. Poor approval of public 

offering, prospectus regulation, and insufficient registration of intermediaries and 

regulation of their market conducts and lack of public and self regulatory institutions 

characterize the process of public offering. Laws governing civil liabilities for 

misconducts in public offering of shares are flawed in multifarious ways with weaknesses 

such as ambiguities and short comings in proscribing acts and omissions which entail 

liability, identifying potentially liable persons, high burden of proof, and problems in 

enforcement. 

Key words: Regulation, Public Offering of shares, issuers liabilities, Regulatory 

framework, and self regulation 
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Chapter One 

Introduction 

1.1. Background of the study 

An IPO (Initial Public Offering of Shares) is offering stock to the public on an open 

market for the first time. The IPO is the process in which a company or a company 

under formation first offers its shares to the public and becomes a publicly traded 

company.  Raising capital through IPOs plays an important role in corporate finance 

and enables economic growth.
1
  

Nowadays, Ethiopia is witnessing the boom of companies which are offering shares for 

public subscription. After the fall of ‘Derg’ the existing regime has adopted a free market 

economy where private investors are expected to play a vital role in the economy. Within 

the realm of free market economy IPOs as a tool to finance companies has been 

employed by the public. On the one hand, the boom of capital pulling through equity 

financing has been undertaken to finance corporations by luring the public to subscribe to 

the shares. Salivating to the advertised expected profits of the business, thousands of 

investors are subscribing to these incorporating companies. 

On the other hand, securities are complex investment instruments that differ significantly 

from other things that are traded in commerce to the extent that securities are intangible 

and are neither produced nor consumed. So in large part because of their nature securities 

and the securities market have been particularly susceptible to fraud and manipulations. 

As a result those investors subscribing to the shares are beginning to worry and question 

about the entire legal system as to whether a proper mechanism is in place to protect their 

interest in case the promoters deceive and manipulate them, or mismanage the company. 

On top of that, the existing legal and regulatory framework does not address the intricate 

and particular nature of securities market as well as cannot satisfactorily answer the 

                                                           

1 Ganor, M., “Manipulative Behavior in Auction IPOs”, available at, http://heinonline.org, visited on Mon 
May 10 06:38:51 2010 

 



 
 

2

question and worry of investors. In as much as , it is palpable, well developed and 

efficient security market fuels economic growth, failure to address the problems  

associated with it highly affects the economy and discourages investors to actively 

participate in the investment. In general unlike other countries, Ethiopia doesn’t have a 

particular operational and regulatory framework to regulate securities market. 

Especially Initial Public Offering of Shares is a complex process that needs extensive 

regulation. The principles regarding securities market requires that full and fair disclosure 

in connection with public offering of shares should be made. In some countries a due 

diligence report is required as to the nature and prospectus of the offer whether the offer 

is worthy of distribution to the public.2  

Mandatory disclosure duties reduce the cost of searching for information and the risk 

involved in detecting price value deviations.3 The  more information  that is disclosed, the  

lower the risks  associated  with both  insider  trading and  estimating the  fundamental 

value of the firm.4 Market manipulation, which also violates the principles of full, true 

and plain disclosure as well as the principle that all investors must share equally in the 

risk and the opportunity, occurs when traders intentionally cause the trading price of 

shares to take place at a price which is not reflective of fair market value and the 

securities offered. In a market manipulation, investors are deceived or defrauded by those 

who artificially distort the value of the offering. It is usually brought about by a 

combination of false information and deceptive trading activity.5  

Insider trading is also one area where investors have a concern. Trading on the insider 

information that is information which is not disclosed to the public violates the principle 

of full, true and plain disclosure, as well as the principle that all investors must share 

equally in the risk and opportunity. Another area for the concern of the investors is the 

conduct of the securities industry or businesses. The securities dealers, brokers, 

                                                           

2 International Organization of Securities Commissions, Objectives and Principles of Securities Regulation: 
(May 2003), p. 5 
3 Ibid 
4 Ibid 
5 Ibid 
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investment advisors, auditing firms, lawyers, and others aren’t sufficiently regulated. 

Hence the public investor lacks confidence to participate in the public offering process.  

The securities market sector is regulated for the protection of individual investors 

(investor protection regulation) and to maintain the stability of the financial system as a 

whole, which is also called prudential regulation.6 Regulation of the agents who control 

securities industries performs both an investor protection and a prudential function, i.e., 

supervising those who run financial firms should help protect investors from being 

defrauded or otherwise damaged by the failings of those to whom they have entrusted 

their capital; and it should also help to filter out those would seek to use their controlling 

position to operate their business in a way that would threaten the soundness of the 

industry.7 Besides the establishment of regulatory frameworks, i.e. Public Authority or 

Self Regulatory Organizations are also areas of priority that the experiences of other 

countries reveal.  

1.2. Statement of the Problem 

1.2.1. General Problem  

As can be observed in other countries, Initial Public offering of shares is a complex 

process subject to extensive legal requirements. However in Ethiopia, even though initial 

public offering shares to the public has been undertaken to finance investment, there is no 

sufficient legal regime as well as organizational structure to regulate the market. The 

absence adequate regulation of public offering of shares will adversely affect the interests 

of the investing public and the efficiency of the securities market which ultimately 

hinders the growth of the economy as a whole. So the paper studies the legal and 

regulatory problems associated with the initial public offering of shares in Ethiopia.  

1.2.2. Specific Problem 

The specific problems that the research is trying to address are the following; 

                                                           

6  Goodhart, C., Ferra, E.,  Regulating Financial Services and Markets in the Twenty First Century: An 

Overview, Published in North America (US and Canada) by Hart Publishing, 2001), p. 23 
7 Ibid 
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1. Prospectuses Regulation i.e. the problem of content and  disclosure of 

material information, due diligence report from issuers and other experts, 

and regulation of the distribution of the prospectuses and dissemination of 

information; 

2. The problems associated with regulating the intermediaries like; 

underwriters, if any, brokers, dealers, auditors, investment and  legal 

advisors;  

3. The problems of market misconducts like the misstatement and omission of 

material facts, selective disclosure and insider trading, market manipulation, 

and fraud. 

4. The problem of regulatory framework both as public authority and self-

regulatory institutions; and  

5. The problems associated with remedies whenever violation of rules occurs 

are the issues that the research will attempt to address. 

 

1.3. Research Questions 

The questions that the research is going to answer are the following: 

1. Does the legal regime effectively regulate the content and disclosure of 

prospectuses, distribution of prospectuses, dissemination of information, and 

due diligence report? 

2. Are intermediaries like underwriters, auditors, brokers, legal advisors, dealers, 

and investment advisors sufficiently regulated? 

3. Does the law regulate market misconducts like misstatement and omission of 

material facts, selective disclosure and insider trading, market manipulation, 

and fraud?  

4. Are public authority and self-regulatory organizations established to regulate 

the Initial Public Offering of shares? 

5. Are there sufficient remedies available to the investors and other 

intermediaries in case the law is violated and issuers don’t act properly?  
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1.4. Objective of the Research 

The general objective of the study is to analyze the operational and regulatory framework 

of the Ethiopian legal regime in regulating Initial Public Offering of shares in Ethiopia. 

The specific objectives of the research are: 

1. To critically examine the regulation of prospectuses rule in connection with 

content and disclosure, due diligence report, distribution of the prospectuses and 

dissemination of information. 

2. To analyze the regulation of intermediaries like underwriters, if any, auditors, 

brokers, dealers, investment advisors, legal advisors, and the like; 

3. To investigate whether the existing legal system regulates misstatement and 

omission of material facts, selective disclosure and insider trading;  

4. To identify and analyze whether the country sets up regulatory framework and 

institutions to regulate the Initial Public Offering of shares; and 

5. To explore whether the existing legal remedies are sufficient to achieve the goals 

of initial public offering of shares. 
[ 

1.5.  Scope of the Research 

The research basically limits itself to the regulation of Initial Public offering of shares in 

Ethiopia. The issues raised in the research are those which are directly related to the 

regulation of initial public offering of shares. The operational and regulatory framework 

and market infrastructures which are directly related to IPOs will be addressed in by 

research. The research tries to incorporate the practice of companies going public and the 

experiences of participants in connection to the initial public offering process.  Even if 

the interviews and discussions with the concerned parties mainly focus on Addis Ababa, 

the situation of the public offering process out side of the metropolis will also be 

considered whenever necessary.  

1.6.  Significance of the Research 

In general the research has paramount importance to understand the principles and 

practices of Initial Public offering of shares in Ethiopia.  The research will be an input for 



 
 

6

the legislature to enact appropriate securities law and consolidate the regulation and 

supervision of securities market, initiates further research, helps students and instructors 

in teaching and learning process, and creates awareness to the issuers, investors and other 

securities market intermediaries about the problems of initial public offering of shares in 

Ethiopia. 

1.7.  Methodology 

The research mainly depends on field research, interviews, and discussions. In addition, 

the experiences and legal documents of other countries, library work and literature review 

will be employed. The existing legal documents of the country will also be analyzed. 

Interview of concerned bodies and market participants will be made from Addis Ababa 

and regional cities. 

1.8. Limitation of the Research 

Absence of prior researches in relation to securities market regulation in the country 

limits the research not to deal with specific issues of public offering of shares. Besides 

shortage of materials on the topic along with the unfamiliarity of most of the issues of the 

initial public offering of shares will also be a challenge to the research. The 

inaccessibility of promoters and founders for interview and weak information registration 

of the public offices will be another limitation to the research. 

The paper contains five chapters. The second chapter discuses the basic concepts and 

practices in relation to the regulation of public offering of shares. The conceptual 

underpinnings of securities, securities market, securities regulation, the goals of securities 

regulation, and the process of initial public offering of shares will be discussed. The third 

chapter elucidates the regulatory framework and instruments of securities regulation. The 

fourth chapter concerned with the issues and challenges of the initial public offering of 

shares in Ethiopia. The significance of the regulation of securities market, the issues of 

approval of public offering, disclosure rule, market misconducts of the participants of 

securities market, and their liability as well as the regulatory framework will be 

addressed. The last chapter dwells itself to the conclusion and possible recommendations 

of the paper.  
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Chapter Two 

Conceptual Underpinnings of Regulation of Initial Public Offering of Shares 

2.1. The Concept of Securities, Securities Market and Securities Regulation   

2.1.1. Understanding Securities  

 The dictionary defines securities as “(a) document held by a creditor as a guarantee of 

his right to payment. Hence any particular kind of stock, shares or other form of 

investment guaranteed by such documents.”8 The USA Federal Securities Act of 1933 

broadly defines security as including notes, stocks, treasury stocks, bonds, debentures, 

certificates of interest or participation in profit-sharing agreements, collateral-trust 

certificates, preorganization certificates or subscriptions, transferable shares, investment 

contracts, voting-trust certificates, certificates of deposit for a security, and a fractional 

undivided interest in gas, oil, or other mineral rights.9 

The absence of any specific securities law in Ethiopia makes difficult to determine what 

constitutes securities. A definition which seems similar to the US Securities Act is 

provided by the Law of Negotiable instruments. Article 715(1) of Ethiopian Commercial 

Code of 1960 defines the term negotiable instruments as any document incorporating a 

right to an entitlement in such a manner that it is not possible to enforce or transfer the 

right separately from the instrument.10  The rights that could be incorporated in 

negotiable instruments may be rights for payment of money arising out of various 

contracts such as the contract of loan, sale, lease, or any other contract performed by 

payment of a certain amount of money; or ownership in companies or loan made to the 

government or to a share company; or the rights may be to receive goods under voyage or 

deposited in a warehouse.11  Article 715(2) of the Commercial Code categorizes 

                                                           

8 Oxford English Dictionary (2d ed. 1989) 
9 US Federal Securities Act Section 12  
10 Article 715(1) Commercial Code of the Empire of Ethiopia of 1960,  Nagaret  Gazeta,  Extra  ordinary 
issue, No. 3 of 1960 (henceforth Commercial Code) 
11 Fasil Alemayehu and Merhatbeb Teklemedhn, A Course Material on  Law of Banking and Negotiable 
Instruments, and Insurance, Sponsored by Justice and Legal Systems Research Institute, Addis Ababa 
Ethiopia (unpublished), 2008, p. 81  
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negotiable instruments into three main types, i.e., Commercial Instruments, 

[Transferable] Securities and Documents of Title to Goods.  Commercial instruments are 

negotiable instruments setting out an entitlement consisting in the payment of a sum of 

money.12   Bills of exchange, promissory notes, checks, travelers’ checks and warehouse 

goods deposit certificates are deemed to be commercial instruments under the 

Commercial Code.13    

Documents of title to goods are negotiable instruments containing rights of ownership 

over goods that are being transported or goods which are warehoused and which enable 

their holders to receive such goods.14  

The sources of the rights of transferable securities may be investments made in 

companies or loans provided to the government or its subdivisions through purchase of 

government bonds and treasury bills or to companies through the purchase of 

debentures.15 A person who invests in a company has the right to receive dividends from 

the profits of the company and to share in the assets of the company where the company 

is dissolved.16 On the other hand, the person who has purchased a government bond or a 

treasury bill or a company bond, also called a debenture, acquires the right to receive 

repayment of the money he has given on loan plus interest. 17 In general, these 

instruments represent the financial rights and in some case the power to control the 

corporations.18 They are the instruments through which business entities and 

governmental entities raise a substantial part of the funds with which to finance new 

capital construction19 

                                                           

12 Art 732(1) of the  Ethiopian Commercial Code of 1960 
13 Ibid, Art 732(2) 
14 See Arts 571-576 and 610-619 of the Commercial Code of Ethiopia regarding documents of title to 
goods under voyage and Arts 2814-2824 of the Civil Code of regarding documents of title to goods 
warehoused. 
15 Supra note at 11 
16 Supra note at 2, Art 345 
17 Ibid, Art 433. Refer also to the provisions of Arts 2490-2511 of the Civil Code of the Empire of Ethiopia.   

18 Hazen, T., Securities Regulation Cases and Material, (6th ed, USA, West Group Co. 2003) p. 2 
19 Ibid 
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It is quite misleading to view securities as documents which gives its owner some 

tangible rights, that is not usually the case, at least with regard to shares of a company.20 

The only tangible rights to property that result from stock ownership exist in the event 

that the company is dissolved and liquidated.21 For example, Art 345 of the Commercial 

Code states that every share shall confer a right to participation in the annual net profits 

and to a share in the net proceeds on a winding-up.22 Hence securities have no intrinsic 

value in themselves but represent rights in something else whose value depends on the 

financial condition of the securities issuer, the profitability or future prospects of the 

corporation or other entity which issued it. 23 

2.1.2. Securities Market 

Securities markets are facilities through which securities are traded.24  These markets 

may have physical locations but in many cases are simply formal or informal systems of 

communication through which buyers and sellers make their interests known and 

consummate transactions.25  Securities are bought and sold in two principal setups, i.e. 

issuers transactions and trading transactions.26 Issuers transactions (primary markets) are 

those involving the sales of securities to investors in order companies, governments and 

other groups obtain financing through debt or equity based securities.27 Primary markets 

are facilitated by underwriting groups, which consist of investment banks that will set a 

beginning price range for a given security and then oversee its sale directly to investors.28 

In Ethiopia the offering of shares to the public, however, is not facilitated by the 

underwriters. 

                                                           

20  Ratner, D., Securities Regulation Material for a Basic Course, ( 2nd Ed, USA, West Publishing Co. 
1980), p. 1 
21 Ibid 
22 Art.345  of the Ethiopian Commercial Code of 1960 
23  Supra note at 20, p. 2 
24  Ibid  
25 Ibid 
26 James D. Cox, Robert W. Hillem, Donald C. Langevoort, Securities Regulation Cases and Materials, (4th 
ed, 1991) p. 2. 
27 Id, p. 3. 
28 Ibid 
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The primary markets are where investors can get first access to newly issued securities.29 

The issuing company or group receives cash proceeds from the sale, which is then used to 

fund operations or expand the business.30  These are the means by which businesses raise 

capital to develop, to grow, or simply to survive. Primary markets are characterized by 

their unpredictability because it is difficult to accurately measure investor demand for a 

new security.31     

On the other hand, trading transactions (Secondary markets) are the purchasing and 

selling of outstanding securities among investors.32 Once the initial sale is completed, 

further trading is conducted on the secondary market, which is where the bulk of 

exchange trading occurs each day in developed economies.33  

Stocks are traded in two stock markets; “exchanges” and “over- the- counter markets”.  

An “exchange market” operates in a physical facility with a trading floor to which all 

transactions in a particular security are supposed to be directed 34and traditionally 

exchanges operated in a structured manner prescribing the number of members and what 

functions each member must undertake.35 On the other hand, the “over-the-counter 

(OTC) markets” traditionally operates in unstructured manner without any physical 

facility and with any qualified firm being free to engage in any types of activities with 

respect to any securities. 36  Both the “exchange market” and the “over-the- counter” 

markets are not yet functional in Ethiopia. 

2.1.3. Securities Regulation 

In this paper securities regulation is used  to refer to the set of rules, controls and 

processes, established by state authorities, with the aim to shape or prohibit certain 

behavior, decision making and transactions in the public offering of shares and securities 

                                                           

29 Duke University School of Law, “Securities Regulation: Legislative and Administrative Treatment of the 
"Hot Issue",” Duke Law Journal, Vol. 1968, No. 6 (Dec., 1968), p. 1138.  
30 Supra note at 20, p. 2.  
31 Ibid 
32 Ibid 
33 Ibid 
34 Ibid  
35 Id, p. 3 
36 Ibid 
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firms.37 Thus securities regulation is a wide concept, which encompasses the regulation 

and supervision of securities markets and firms. 

Securities regulation is a field that covers the interaction between the law and the 

securities industry.38  In some countries securities law governing the issuance of and 

trading in securities is a mix of public laws and regulations, requirements of private 

industry organizations, industry custom and private contractual arrangements.39 And the 

principal concern of the law is fraud, deception and manipulation in securities markets.40 

As a result in several countries security markets and industries are subject to some level 

of supervision and control by a public authority or commission.41 

The distinctive features of securities entail a different approach to regulate it. The first 

feature of securities is that they are created rather than produced.42 They can be issued in 

unlimited amounts, virtually without cost, since they are nothing in themselves but 

represent only an interest in something else.43 An important focus of securities regulation, 

therefore, is assuring that, when securities are created and offered to the public, investors 

have an accurate idea of what that “something else” is and how much of an interest in it 

the particular security represents.44 

The second is that they become a kind of currency, traded in the secondary market at 

fluctuating prices and these transactions far outweigh, in number and volume, the 

offerings of newly-created securities.45 Hence, continuous flow of information about the 
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corporation or “something else” which is represented by securities being actively traded 

in the secondary markets should be disclosed and ensured.” 46 

Third, securities are complex investment instruments that differ significantly from other 

things that are traded in commerce to the extent that securities are intangible and are 

neither produced nor consumed.47 So, due to this nature, securities and the securities 

market have been particularly susceptible to fraud and manipulations. The securities law 

deters a variety of fraudulent, misleading or deceptive practices.48  

Finally, securities market involves intermediaries who buy and sell securities for 

investors and traders. Hence securities regulation is concerned with the regulation of 

people and firms engaged in that business, to assure that they do not take advantage of 

their superior experience and access to overreach their non-professional customers.49  

2.2. The Concept of IPOs 

An initial public offering (IPO) occurs when a firm for the first time sells securities to the 

public.50 Firms going public can be promising start-ups or old, established corporations 

engaged in restructuring programs requiring new capital injection.51 First and foremost, a 

public offering of shares has traditionally served primary functions for the company 

under formation as a means for raising capital in substantial amounts from the public at 

large.52 Second, initial public offering of shares is also employed to raise substantial 

amounts of equity capital for the already established companies.53 The primary purpose 

of public offering of shares by the company which is already formed is generally to raise 

substantial amounts of equity capital for the corporation's use in the expansion and 

betterment of its business. 54 In addition a company which is already established may also 

go public to raise money to increase market value, to acquire other companies, to attract 
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and retain employees, to diversify and liquefy personal holdings, to provide liquidity for 

shareholders, to implement an estate tax planning strategy and to enhance the companies’ 

reputation.55   

A business can raise capital for its enterprise through the sale of shares. When a company 

(which henceforth also refers to a company under formation) proceeds to issue shares, it 

is called ‘offering’. But this offering may be ‘private’ or ‘public’. In several jurisdictions 

the distinction is drawn between ‘private’ and ‘public’ offering which entails different 

treatment by securities law. For example in some jurisdictions  a private offering is made 

to a limited number of persons who are well informed about the affairs of the company 

that the company doesn’t need to file registration statements and disclose information.56 

In contrast a ‘public offering’ is made to the public and is subject to extensive securities 

regulation. However, what constitutes a public offering does not have the same meaning 

across countries.   

For example, the Securities Exchange Commission of USA in determining what 

constitutes ‘public offering’ set four principal factors for guidance. The first is the 

number of offerees and their relationship to each other and to the issuer.57 Regarding this 

factor there is no formula precise enough to answer what constitutes a substantial number 

of offerees.58 But the basis on which the offerees are selected is a factor of major 

significance in determining whether a ‘public offer’ exists or not. Consequently an 

offering to a given number of persons recruited at random from the general populace on 

the basis that they are possible purchasers may be considered a public offering even 

though an offering to a much larger group of persons who are all the members of a 

particular class, i.e., employees of a large corporation, might be considered a private 

offering. 59 The relation between the issuer and the prospective purchasers is also a matter 

to be given due weight.60  Concretely, an offering to persons of a group who should have 
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special knowledge of the issuers is less likely to be a ‘public offering’.61 The second 

criterion is the number of units offered.62 Even though, the offering of unsubstantial 

number of units might presumably be an indication that no public offering would be 

involved, the offering of many units in small denominations might indicate that the issuer 

recognizes the probability of a distribution of the security to the public at large.63  In 

addition, the offering of a substantial number of units along with large offerings and the 

utilization of those means normally used for purposes of public sale and distribution are 

also the indication of the existence of public offering.64  

Some countries define the public offering in terms of the number of persons who buy the 

shares and the value of the offering. For example, in South Korea an offering will be 

classified as a public offering if solicitation regarding the offered securities have been 

received by 50 or more persons (not including institutional investors) with in any given 

six month period.65 If the aggregate value of the type of securities offered by the issuer 

within one year is twenty (20) billion Korean dollars still the solicitation is a public 

offering. 66  

The Ethiopian Commercial Code allows companies to be formed among founders or by 

offering shares for public subscription. So one can equate ‘private offering’ with 

companies formed among founders and ‘public offering’ with public companies. Share 

companies which are formed among the founders are exempt from the requirements of 

permission by the Office of Commercial Register, prospectus and subscribers meeting.67  

The definition of founders provided in the commercial code is not clear. Those persons 

who sign the memorandum of association and subscribe the whole of the capital, persons 

who sign the prospectus, bring in contribution in kind, who are to be allocated a special 
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share in the profits, or who have initiated or facilitated the formation of the company are 

considered as founders.68   For example if a company offers shares ,which confers a 

special profit, to the general public, no matter how their participation in the company,  

investors who buy such shares are considered as  founders as per Art. 307(3) of the 

Commercial Code.69  

The ambiguity of who the founders are might open a gap for the issuers to manipulate the 

investors by offering a special share to the public and exposing them to liability in which 

the public has nothing to do with it. Art. 308 and Art. 309 hold founders jointly and 

severally liable to the commitments and expenses incurred before the formation of the 

company. In addition to that the freedom of issuers to compete in the securities market by 

offering a better incentive, i.e. by offering special share in the profits,  is restricted in case 

the public refrains from buying those shares due to fear of responsibility. The failure of 

the Commercial Code to clearly delineate what constitutes a public offering might 

hamper the development of securities market in Ethiopia by discouraging investors, who 

might subscribe a share which confers a special profit, by holding them liable even if they 

don’t involve in the formation and incorporation of the company.   

2.3. Goals of Securities Regulation 

The regulation of securities market is common in several countries. The ultimate goal of 

securities regulation is quite different across countries and unique due to the difference in 

the concrete situations of those countries. However the IOSCO indentifies three goals of 

securities regulation which are implemented in some countries.70 These are investor 

protection, market efficiency and reduction of systemic risk.    

2.3.1. The Protection of Investors  

Investors in the securities market refer to the general public who buys securities either 

from the primary or secondary securities market.71 These investors should be protected 

                                                           

68 Id, Art. 307 
69 Id, Art. 307(3) 
70 International Organization of Securities Commissions (“IOSCO”), Objectives and Principles of 

Securities Regulation (2003), p. 5.   See also, Weinstein, S.,  “Securities Law in Canada: Quebec A Case 
Study”, International Law Vol. 21 (1987), p. 170  
71 Id, p. 4 



 
 

16

from misleading, manipulative or fraudulent practices by dishonest promoters, worthless 

securities, including insider trading, front running or treading ahead of the general public 

and the misuse of client assets.72 In some countries, especially the western countries,  the 

role of securities regulation is to, amongst other things, promote market confidence and 

to ensure the development of a transparent and well-informed securities market where 

every market participant has equal access to information and participates on a level 

playing field.73  The regulation of the securities market does not seek to ensure that all 

investors make a return on their investment, nor does it seek to guarantee a specified 

yield.74 The ultimate purpose is to build the confidence of the public to actively 

participate in the securities markets which as researches have shown fuels economic 

growth.75 

The main theme of investor protection is to protect investors in order to help issuers and 

securities salesman sell securities to the public.76 However, what this protection 

constitutes is never clearly explained and could be studied contextually in different 

countries. The public may resist buying securities because of fears that any particular 

issue may be fraudulent or worthless. Potential buyers have to invest real resources to 

protect themselves against fraud which increases the cost of accurate information and in 

some cases investors may refrain from buying shares.77 Nevertheless, securities 

regulation reduces this cost for buyers and makes it possible to buy securities at market 

prices and help issuers and the securities industry to finance their projects.78  

In some countries full disclosure of information material to decisions of inventors is the 

most important means for ensuring investor protection.79 Investors are, thereby, better 

able to assess the potential risks and rewards of their investment and, thus, to protect their 
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own interest. As key components of disclosure requirements, accounting and auditing 

standards should be in place and they should be of a high and internationally acceptable 

quality.80 In other countries a concerned public authority to regulate the securities market 

may evaluate the merit of the public offering to verify that it does not expose the public 

to loss.81  

The IOSCO suggests that only duly licensed or authorized persons should be permitted to 

hold themselves out to the public as providing investment services, for example, as 

market intermediaries or the operators of exchanges.82 Initial and ongoing capital 

requirements imposed up on those license holders and authorized persons should be 

designed to achieve an environment in which securities firm can meet the current 

demands of its counter parties and, if necessary, wind down its business without loss to 

its customers.83 

Supervision of market intermediaries should achieve investor protection by setting 

minimum standards for market participants.84 Investors should be treated in a just and 

equitable manner by market intermediaries according to standards which should be set 

out in rules of business conduct.85 

Effective supervision of the intermediaries, access to neutral courts or dispute resolution, 

effective means of compensational and effective enforcement of regal rules are critical in 

protecting investors.86  

2.3.2. Market Efficiency  

The second goal of securities regulation is to ensure market efficiency. Efficient capital 

markets are generally beneficial to a society.  Prices in an efficient market more closely 

reflect underlying value than in an inefficient market, and scarce resources are therefore 
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allocated more efficiently among competing uses.87 In general, the more complete and 

accurate the information  used by buyers and  sellers  in an efficient market, the more 

prices reflect the  underlying  values and  the more efficient is  the allocation  of 

resources to uses  that result in the  highest benefit  to the society as a whole.88 If capital  

markets are  efficient, financial  accounting and financial  statements can contribute  to 

more  efficient resource  allocation in the economy by providing  complete and accurate  

information  on which  to base investment decisions.89  

In principle, economic theory implies that the most efficient market structure is when 

agents can compete freely, without government interference.90 There are, however, 

exceptional circumstances where governments intervene to rectify the market problems.91 

For securities markets, most of these potential economic problems are based on the 

existence of asymmetric information, pubic goods, and different forms of externalities or 

market power.92 So the existence of information asymmetry between the issuers or the 

promoters and the investors usually invites the government to interfere and address the 

market problem (market inefficiency).93 

The statement that securities markets should be efficient raises further questions as to 

what is meant by ‘efficiency’ and even within one meaning there are degrees of 

efficiency94. A workable definition of an efficient market focuses on the relationship 

between price and information.95 A securities price can be seen as being established in an 
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efficient market if, with respect to specific information, the price that exists for the 

security is the same as the price it would have if everyone had the same information.96 An 

efficient market is one in which the interaction of a large number of buyers and  sellers  

results in prices that  fully reflect publicly  available information about  the goods traded 

and  that  react virtually instantaneously to  reflect new information as it becomes  

available.97 The security investors may face difficulty to value the price of the offering 

unless full, fair and plain information is disclosed either about the history of the 

security’s market price or about the enterprise that issued the security.98 

The efficient market hypothesis is a description of the market as a whole and doesn’t 

necessarily apply to individual securities or individual investors.99 Thus accepting it does 

not completely rule out the possibility of obtaining returns higher than the market in 

general by analyzing public information.100   

Therefore, the governments intervene in the securities market to ensure the securities 

market is efficient to fuel economic growth and ensure an efficient allocation of 

resources. 

2.3.3. Reduction of Systemic Risk 

The other goal of securities regulation is the mitigation of systemic risk, if not to avoid it 

for it is impossible to do so. In finance, systemic risk is the risk of collapse of an entire 

financial system or entire market, as opposed to risk associated with any one individual 

entity, group or component of a system.101 It can be defined as "financial system 

instability, potentially catastrophic, caused or exacerbated by idiosyncratic events or 

conditions in financial intermediaries"102. Systemic risk refers to the risks imposed by 
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interlinkages and interdependencies in a system or market, where the failure of a single 

entity or cluster of entities can cause a cascading, which could potentially bankrupt or 

bring down the entire system or market. 103 

Where securities firms’ failure nonetheless does occur, regulation should seek to reduce 

the impact of that failure, and, in particular, attempt to isolate the risk to the failing 

institution.104 Hence, securities regulation promotes and allows for the effective 

management of risk and ensures that capital and other prudential requirements are 

sufficient to address appropriate risk taking, allow the absorption of some losses and 

check excessive risk taking.105 

2.4. Initial Public Offering Process  

Different countries have different legal as well as practical steps in the process of public 

offering.  In this subsection, the paper mainly takes in to consideration the US system to 

understand and analyze the public offering process. This is because, first, the US 

securities law is the most comprehensive and developed system in the world so that it’s 

possible to learn and adapt to the local laws.106 Second, the US system influences the 

securities law and practice of several countries which in one way or another adopts the 

US system in the process of implementing their securities regulation.107 To compare and 

contrast with different approaches, the experience of other countries will also be raised 

whenever necessary. 
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2.4.1. Steps in Public Offering 

The process of offering shares to the public is subject to extensive regulation. The reason 

for the regulation is that members of the public who are offered shares in a company are 

entitled to full disclosure to them of the nature of what is on offer before they make a 

financial commitment, and to provide them with effective remedies to redress any loss 

incurred as a result of failure on the part of the company to make complete or accurate 

disclosure.108    

Once a company has decided to go public, the first step in the IPO process is to select an 

underwriter to act as an intermediary between the company and the capital markets.109 A 

large IPO is usually underwritten by a "syndicate" of investment banks led by one or 

more major investment banks (lead underwriter).110 Upon selling the shares, the 

underwriters keep a commission based on a percentage of the value of the shares sold 

(called the gross spread).111  Issuers usually select underwriters by accepting proposals 

from a number of investment banks, then evaluate the bidders on the basis of their 

reputation, experience with similar offerings, experience in the industry, distribution 

network, record of post-offering support, type of underwriting arrangement, and the 

bidders' valuation of the company and recommended share price.112  

There are three basic types of underwriting arrangements.113 The first is ‘best efforts’ 

underwriting arrangement, which means that the investment bank does not commit to 

buying any shares but agrees to put forth its best effort to sell as many as possible. An 

underwriter which considers the issue to be risky may choose this type of agreement to 

shift the risk to the company. Second, ‘All or none’ underwriting arrangement is similar 
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to best efforts except that the offering is canceled if all the shares are not sold. Finally, 

under the ‘firm commitment’ agreement, the underwriters pledge to buy all of the stock 

offered in the IPO and resell it to the public. This arrangement offers the company the 

most security because the owners know they will receive the full sales price of the issue.  

The next step in the IPO process is to assemble an underwriting team consisting of 

attorneys, independent accountants, and a financial printer.114The accountants issue 

opinions about the company's financial statements in order to reassure potential 

investors.115 Then, the lead underwriter prepares a letter of intent in order to ensure that 

the IPO company will reimburse the investment bank for any expenses should the 

company withdraw from the IPO process and the IPO company pledges to cooperate in 

all due diligence efforts.116  

The next step is filing a "registration statement" which is required by the concerned 

public authority. A prospectus must be prepared that will be furnished to every purchaser 

of the IPO securities. The registration statement must be signed by the principal owners 

of the firm, its directors, underwriters, and others who assisted in the preparation of the 

prospectus.117 

The next major phase of the process is often referred to as a "road show". This is 

essentially the marketing stage of the IPO in which officers of the IPO firm make 

presentations to potential investors.118 The object of these presentations is to determine 

the amount of interest in these securities in order to help the investment bank in 

establishing an offering price for the stock. 
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In the last step, the IPO firm and the investment bank set the two most critical aspects of 

the transaction which are the offer price and the number of shares to be sold.119 Once 

these final terms are agreed upon, the IPO firm and the investment bank issue a formal 

underwriting agreement and a final prospectus is prepared.120 It is at this point that the 

shares are actually made available for sale.  

 

2.4.1.1. Registration Statement 

A key goal of a public company is to have its securities registered, so that it can more 

easily sell the securities and so that its investors can freely trade them.121 Disclosure is 

accomplished by the registration of security offerings. The registration statement is the 

most important way to unveil information about the security to potential investors so that 

they can make informed decisions.   In general, the law provides that no security may be 

offered or sold to the public unless it is registered with the concerned authority, save with 

the exceptions.122 Mainly registration does not imply that the concerned public authority 

approves of the issue but is intended to aid the public in making informed and educated 

decisions about purchasing a security.123  

The purpose of the registration and disclosure requirements is to ensure that the public 

has adequate and reliable information regarding securities that are offered for sale. To 

achieve this, the underwriter has a “due diligence” requirement to investigate the 

company and verify the information it provides about the company to investors. It is 

important to note, however, that most of the legal institutions have no authority to prevent 

a public offering based on the quality of the securities involved.124 It only has the power 

to require that the issuer disclose all material facts.  
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As a safeguard, some countries require that the registration statement be signed by the 

directors and principal officers of the issuer as well as the underwriters, accountants, 

appraisers and other experts who assisted in the preparation of the registration 

statement.125 Any purchaser of the securities who is damaged as a result of a 

misstatement or omission of a material fact in the registration statement may sue these 

signatories.126 

 

2.4.1.1.1. Due Diligence Requirement 

One of the documents that many legal regimes require is the “due diligence” report.127 

The due diligence process is conducted by the underwriter and is a vastly expanded 

version of the due diligence it went through when it was initially investigating the 

company.128  The underwriter conducts an exhaustive due diligence process to verify that 

what the company says about itself is true. This is likely to include interviews throughout 

the company, a detailed analysis of all operations, company tours, and reference calls to 

company suppliers and customers.129 

 In particular, the underwriter will investigate the background of each key executive in 

detail, so be sure that executives’ published resumes are accurate.130 The underwriter 

must conduct this level of detailed review in order to protect itself in case problems arise 

after the IPO that it should have seen prior to the stock offering.131 In this case, it will 

require outside auditors to comb the company’s financial records at a level of detail 

significantly greater than a standard audit, and then issue a comfort letter to the 

underwriter, stating the additional procedures it completed at the request of the 
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underwriter.132 The auditors send the comfort letter to the underwriter once the initial 

registration statement has been filed.133 This diligence process generally will involve 

three aspects: documentary due diligence, discussions with management and accountants 

and other advisers, and participation in the preparation of the offering document.134 The 

goal of this process is to gain information relevant to disclosure which a reasonable 

investor would find helpful in making an investment decision.135  

Documentary due diligence includes a review of all material documents and information 

relating to a company, including: minutes of the meetings of the board of directors, board 

committees and shareholders, governing documents of the issuer, records of company 

decisions and procedures, material agreements and obligations, information about share 

capital and public records.136 Underwriters’ counsel normally prepares a set of due 

diligence questions (generally comprising legal, financial and business sections and 

prepared before the prospectus is drafted) to which the company will provide 

responses.137 The issuer will also make available its corporate books and records, material 

contracts and other documents, pertaining to the matters identified in the due diligence 

question list.138 

The primary goal of the attorney in reviewing the documents provided by the issuer is to 

identify potential issues that may expose those working on the transaction to potential 

liability.139 Generally, the risk of liability can be reduced if any risks or potential 

problems involving the issuer or the securities being offered are disclosed to potential 

investors in the offering documentation.140 Accordingly, the attorney conducting 

documentary due diligence review should look for any information that could affect the 
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value of the securities to ensure that potential problems identified are rectified prior to the 

offering and/or disclosed to potential investors in the offering documentation.  

One or more meetings are usually held with senior management and directors of the 

issuer in the course of the due diligence and offering circular drafting process.141 Often, 

the issuer, upon request, will organize a presentation by operating management in each of 

its divisions in order to give the underwriters and legal counsel a general overview of the 

business.142 In addition to this general presentation, the underwriters and legal counsel 

typically (and should) hold meetings with specific officers or employees of the issuer 

responsible for particular areas of the issuer’s business.143  

The underwriters and legal counsel also typically hold at least one meeting with the Chief 

Executive of the issuer to review strategic aspects of the issuer’s business and to obtain 

his or her personal assessment of the issuer’s strengths and weaknesses.144 Discussions 

with management also will include discussion of the issuer’s business, prospects, plans, 

internal and disclosure controls and risks. It is also customary to meet with the issuer’s 

current and prior auditors for a broad-based discussion of the issuer’s internal accounting 

policies, controls and procedures, any signs of illegality, contingent liabilities, any 

aggressive positions taken vis-a-vis accounting or tax policy, and any disagreements or 

adjustments regarding the issuer’s financial statements.145 

Legal counsel generally will begin the drafting process by utilizing precedent 

documentation used in similar offerings by issuers in the same business or industry as the 

subject issuer.146 The regulatory authority ensures that the offering document discloses 

any material information discovered in the documentary due diligence review and 

through discussions with management and the accountants.147  The underwriter, in the 
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process of drafting the registration statement and prospectus,   obtains confirmation from 

the issuer’s management that the disclosure accurately reflects the reality of the issuer’s 

description of business, management’s discussion and analysis of financial condition and 

results of operations and risk factors.148 

2.4.1.1.2. Prospectus Requirement 

A prospectus is a formal legal document, which is required by the law and filed with the 

concerned public authority, which provides details about an investment offering for sale 

to the public.149 A prospectus should contain the facts that an investor needs to make an 

informed investment decision. In the US Securities law, there are two types of 

prospectuses for stocks and bonds: preliminary and final.150 The preliminary prospectus is 

the first offering document provided by a securities issuer and includes most of the details 

of the business and transaction in question. Some lettering on the front cover is printed in 

red, which results in the use of the nickname "red herring" for this document.                 

The final prospectus is printed after the deal has been made effective and can be offered 

for sale, and supersedes the preliminary prospectus. It contains finalized 

background information including such details as the exact number of shares/certificates 

issued and the precise offering price.
151  

The prospectus should contain all information necessary to enable investors to make to 

make an informed assessment of the activities, assets and liabilities, financial position, 

management and prospects of the company and of its profits and losses and rights 

attaching to the securities being offered.152 This information must be presented in an 

objective manner.153 Whether the information is sufficient is determined based on the 

particular nature of the issuer and of the securities being offered or admitted to trading.154 
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The general rule is that the information made available should permit investors to make 

an informed assessment of the risks represented by the securities in order to take a 

decision with full knowledge comprehensible form.155  

Since the offering is made to the public, any type of investor should be able to assess the 

information. This also means that the form in which the information is made available be 

suitable for any type of public, regardless of its expertise.156 Ensuring the completeness 

and suitable presentation of information contained in the prospectus is part of the 

approval procedure undertaken by the competent authority.157  

As a result some jurisdictions enact rules or directive that prospectus should contain.158 

And most of these rules require the prospectus to include information about the 

description of securities being registered and to be listed, the company’s capital, industry 

overview, general information about the group’s business and assets, financial 

information about the group and the prospects of the group including an accountant’s 

report, management discussion and analysis of financial condition,  property valuation, 

information about the company’s management, directors, securities held by the directors 

and directors’ service contracts, principal holders of the securities, how the IPO proceeds 

are to be used and  various material contracts and other documents must be made 

available for public inspection.159 Matters as products or services of the company, 

competition, key customers, government regulation, employees, and technology should 

be included in the business description.160 The details of the underwriting, the plan for 

distribution of the securities, pending legal proceeding, directors remuneration, option to 

repurchase shares, cash and non-cash compensation, long-term incentive plan awards, 

pension plan benefits, and other forms of compensation, financial statements and 
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financial information concerning the company’s business segments should also be 

disclosed.161
  

2.4.1.1.3. Auditing requirement 

A company going public must provide a prospectus that includes a description of its 

present and future operations and audited financial statements.162 The due diligence 

defence that underwriters seek to establish to guard against potential liability depends on 

a thorough due diligence investigation being conducted in the course of the transaction.163 

Obtaining a comfort letter from the issuer’s independent auditors is one of the many 

procedures used by underwriters to establish that they have conducted a reasonable 

investigation in connection with preparing the offering document.164 

The purpose of auditor comfort letters, from the underwriters’ point of view, is two-fold: 

establishment of a defence to liability under securities laws and protection of the 

underwriter’s professional reputation. Primarily, however, the comfort letter from the 

accountants to the underwriter is intended to help establish the underwriters’ due 

diligence defense regarding the correctness of the financial statements and other financial 

information included in the offering circular.165
 In the comfort letter, the auditors confirm 

they are independent in accordance with applicable accounting rules and confirm that 

they have audited the financial statements set out in the offering circular.166  

2.4.2. Advertisements 

Any advertisement relating to a public offering of transferable securities or to an 

admission to trading on a regulated market is usually required to comply with the 
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provisions laid down in the Prospectus Directive of some countries.167 Advertisements 

are announcements relating to a specific offer to the public of securities or to an 

admission to trading on a regulated market which aim to specifically promote the 

potential subscription or acquisition of such securities.168 

When the advertisement relates to a public offering or an admission to trading on a 

regulated market for which the securities laws of some countries require the publication 

of a prospectus must state that a prospectus has been or will be published and indicate 

where investors are or will be able to obtain it and clearly recognizable as such for a 

public offering or admission to trading of securities on a regulated market.169 In addition 

the information in the advertisement must not be inaccurate or misleading and must be 

consistent with that contained in the prospectus, if already published, or with the 

information required to be included in the prospectus, if the prospectus has yet to be 

published.170 Furthermore, any information concerning the public offering or admission 

to trading, disclosed in written or oral form, must be consistent with that contained in the 

prospectus. 171 

Chapter Three 

Regulatory Framework of Initial Public Offering of Shares 

3.1. Public Instruments of Securities Regulation 

The role of the government in the economy within the framework of free market varies 

across countries. Determining the proper role of the government in the regulation of 

securities market stems from the general policy framework, historical experience, the 

social and economic condition of that country.  
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Some free market advocates, like the Chicago School of Economics, believe that the 

market will regulate most things including the security market.172 This school of thought 

believes that the goals of securities regulation-protection of investors, protection of the 

integrity of the market and economic efficiency- can be attained simply by allowing 

competition to operate in a way that if companies publish misleading corporate 

information that is a sign that there is little demand for accurate information and that 

regulatory requirements are unnecessary.173 On the other hand, if there were a strong 

demand for accurate information companies would compete with each other to provide as 

much accurate information as possible for investors.174  

This view had been tried in the United States and Britain long before there were legal 

requirements for this kind of information because there was a demand for information by 

investors and securities firms. Self regulating institutions and practices were in place to 

regulate securities transaction long before the securities act. However, the frequent 

recurrence of fraud and manipulation in the financial market makes it clear that not all 

companies can be relied on to make adequate disclosure voluntarily. The self regulatory 

institutions and free market practices were unable to protect the investors and ensure the 

integrity and efficiency of the market. This is due to the inherent intricate nature of 

securities and the peculiar complexities of securities markets are beyond the experience 

or understanding of most public investors; and that a special regulation is needed to 

protect investors and the public interest.175 Hence a certain amount of regulation is 

needed to enable the securities market to perform its price determining functions free 

from manipulated influences by those who seek to corrupt it for their own profit. As a 

result successive acts were enacted to regulate the securities market and boost public 

confidence. 
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On the other hand, some states consciously intervene in the market to bring about a 

desired result notwithstanding whether there is market failure or not.176 The purpose of 

the securities law in these kinds of states is to develop the capital market itself in addition 

to protecting investors, ensuring market efficiency, and reducing systemic risk. For 

example, the purpose of securities law of Brazil is to accelerate economic development 

through a sound policy of democratization of capital and employ selective disciplinary 

measures aimed at expanding and strengthening the capital markets.177 Significantly, the 

law includes not only purely regulatory measures such as requirements of corporate 

disclosure and prohibitions against fraud and manipulation, but also various 

“promotional” provisions, including favorable income tax treatment for purchasers of 

corporate shares and provisions aimed at strengthening the securities market and creating 

private development banks. 178 

In order to achieve the goals of securities regulation, instruments (means) of regulating it 

should be determined. For the past several decades, in many countries legislatures and 

regulators have been mainly adopted disclosure based approach rather than substantive 

based (merit-based), in order to accomplish regulatory goals in the securities market, 

especially in the regulation of initial public offering of shares.179 In a well developed 

securities regulations, the regulatory tools schemes which respect to public offering of 

securities rely principally on disclosure requirements, while the regulation of broker-

dealers and particularly investment companies includes a large number of substantive 

requirement.180 Registration and licensing, capital requirements and orderly market rules 

are also employed as an instrument of securities market and participant regulation.   

3.1.1. Disclosure  
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Disclosure is a key policy instrument in public offering. The use of a disclosure based 

system as a tool of regulation has several rationales. First, disclosure rules can induce 

corporate managers to behave more diligently and honestly because they know their 

actions will be regularly exposed to the public.181 The threat of public exposure can deter 

corporate misconduct and prevent fraudulent behavior from occurring in the first place.182 

Besides, disclosure serves to reduce agency costs, the costs that shareholders would 

otherwise incur to monitor their agents, directors and officers to ensure that they are 

performing their duties properly.183  

Second, the disclosure of information allows investors to make fully informed investment 

decisions whether to buy securities or not.184  Disclosures is aimed at providing timely, 

accurate and complete information to the market, so that investors can make informed 

choices based on relevant information about issuers activities.185 It places responsibility 

for accurate disclosure in the hands of those with the information who are seeking wide 

market in which to raise capital.186 This reduces the informational asymmetry that exists 

between corporations and investors, which ultimately levels the playing field so that all 

market participants have equal access to information about corporations and their 

securities.187 Investors can then make informed valuation judgments about the price of a 

share. So disclosure enhances market efficiency and transparency because it can ensure 
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effective dissemination of information that is material to investor decisions which in turn 

facilitates the raising of capital in a cost effective and timely manner.188 

Third, disclosure regulation is important to ensure investor confidence in the market 

because it deters fraudulent corporate conduct and equalize access to information which 

ultimately give trust and confidence to the investors.189  The confidence investors have on 

the market enables them to freely participate in the public offering and  creates liquidity 

to the shares. All these factors encourage the investors to invest in securities which fuel 

the investment activities of the country.  

Finally, disclosure decreases investor risks and protects the public interest.190 It can be 

seen as a way of remedying the social and economic wrongs that occur when those with 

greater information exploit those with less information.191 Consistent with a minimalist 

form of government interference in a free market, disclosure regulation promotes the 

protection of investors and the public interest.192Disclosure as an instrument of securities 

regulation has also weaknesses Disclosure has costs, including costs to create, compile, 

and publish the relevant information, and the costs of any particular disclosure scheme 

may outweigh its benefits.193  

Another important device in the regulation of the market in relation to disclosure is 

substantive regulation. Substantive regulation evolves mandating a certain conduct to be 

performed when it is deemed important and prohibiting other conducts that we believe is 

unfair and improper.194 The goal of such behavior is to directly affect behavior, not just 
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requiring disclosure.195 The conducts in the substantive regulation should be respected; 

notwithstanding the information regarding to the conduct is disclosed. The instrument 

requires a deep analysis of the merit of the conduct. Generally, a proper balance between 

disclosure and merit based regulation should be maintained while instruments of 

regulation are designed. 

3.1.2. Registration and Licensing   

Registration and licensing of individuals, such as a financial institution's representative 

agents, independent brokers, dealers and investment advisors is employed as a regulatory 

instrument.196 The registration of individuals sets minimum standards for people to 

engage in the securities market.  In some cases, registration requires that applicants pass 

an examination of competence. For example, in US securities brokers often usually 

required to pass an examination that tests their knowledge of finance, their field of 

finance, and their legal and ethical responsibilities to customers and other market 

participants.197   

Registration allows regulatory authorities to conduct background checks on individuals, 

who act as brokers, agents or salespeople, who have fiduciary responsibility to the 

companies and investors.198 The background check is usually made to test for past 

criminal conduct because individuals convicted of fraud aren’t allowed to act as brokers 

or security dealer. An example can be drawn from U.S. law that an individual convicted 

of securities fraud cannot be a registered broker for securities or exchange traded 

derivatives.199 So registration or license helps to monitor the individuals who partake in 

the securities market in order to protect the integrity of the market and investors.  
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3.1.3. Capital Requirement 

Securities firms’ capital structures are of importance to regulatory authorities, who are 

concerned on systemic risk and the negative externalities that can arise from defaults.200 

National regulatory authorities imposed minimum capital requirement. The requirement 

is designed to lower the chances of failure, and hence the expected social costs of 

failure.201 So the law of some countries requires all financial institutions to hold capital in 

proportion to their credit exposure and their current and potential market risk.202   

3.1.4. Orderly Market Rules 

Countries strictly prohibit fraud and manipulation in securities markets and adopt “know 

your customer” and “truth in lending” rules and the reporting of large trader positions in 

order to detect and deter manipulation.203  Besides, in order to foster market liquidity, 

countries require securities dealers to act as market makers by maintaining binding bid 

and offer quotes throughout the trading day.204  The violations of these rules is also been 

made punishable by civil and criminal penalties.  Some countries establish an 

enforcement authority which conducts market surveillance and enforce these rules. 

In general, several tools can be used to regulate the securities market. Disclosure, 

registration and licensing, capital adequacy and orderly market rules are some of the 

instruments which can be adopted in the Ethiopian securities market as well. 
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3.2. Bases of Structuring Regulatory Institutions 

Studying the general approaches of structuring ‘financial regulation’205 helps us to come 

up with the effective and efficient institutional set up of securities regulation. The 

approaches give us the principles and issues that should be taken in to account while 

setting up the institution and enable us to compare the alternative regulatory institutions 

of different countries’ securities market regulation from the prospective of broad 

financial regulation. The reason to study securities firms and market along with banks 

and insurance companies is the growing erosion of the distinction among the activities   

of banking, securities and insurance sectors in the developed and developing countries 

leads countries to integrate the regulation of securities, banks and insurance markets.206 

As a result the optimal institutional structure of securities regulation is discussed with in 

the broader context of financial regulation. 

The following bases are used to set up the institutional structure of financial regulation. 

These are Institutional (Sector)-based regulation, Objectives-based regulation and 

Function (activity) - based regulation. 

3.2.1. Sector Based Regulation 

The first base to structure financial regulators is institution based regulation. In this 

approach, regulation is performed over each single category of financial institution (bank, 

insurance and securities firms) or over each single segment of the financial market 

(banking market, insurance market and securities market) is assigned to a distinct agency 

                                                           

205 The concept of financial regulation denotes the set of rules, controls and processes, established by state 
authorities, with the aim to shape or prohibit certain behavior, decision making and transactions in financial 
markets and financial institutions. Thus financial regulation is a wide concept, which encompasses the 
regulation and supervision of (1) financial firms such as commercial banks, investment banks, insurance 
companies, financial advisers, stock brokers etc;  (2) organized financial markets such as Stock Exchanges 
or alternative trading systems where financial assets are normally traded; (3) financial services, processes 
and transactions such as the acceptance of deposits, the granting of loans, the provision of financial advice, 
the issuance and listing of securities, the execution of trades in financial instruments and so on; and (4)  the 
general market infrastructure such as systems for the clearing and settlement of large value bank payments 
as well as the clearing and settlement of trades in financial instruments. 
 
206 Developing countries gradually allow their banks to engage in previously restricted non-bank activities.  
For example, banks in Ethiopia are in direct competition with securities brokerage firms in selling shares to 
the public. 



 
 

38

for each financial institution and the entire complex of activities.207  This model follows 

the traditional segmentation of the financial system into three markets; we thus have three 

supervisory authorities acting as regulators over, respectively, banks, securities firms, and 

insurance companies (and the corresponding markets).208  Accordingly, banks and its 

associated markets are regulated by an independent institution; insurance companies and 

markets are regulated by another entity; and any other distinct body is established to 

regulate securities intermediaries and markets. .  

If it is possible to retain the traditional distinction between the banks, insurance and 

securities firms, this approach may have the following advantages. Due to each 

intermediary and market has only one supervisory authority as a counterpart,    

institutional regulation is deemed effective in the realization of controls.209 In addition, 

since the regulation is performed with regards to subjects that are regulated as to every 

aspect of their activity and as to all the objectives of regulation by a single authority, 

duplication of controls is avoided and the costs of regulation can be considerably 

reduced.210  

The disadvantage of this model stems from the continued trend of the erosion of the 

traditional distinction between banks, insurance and securities firms associated with their 

markets.211 The progressive phenomenon of integration among banks, securities and 

insurance institutions and markets makes it impossible to retain their traditional places 

hence poses a challenge to the approach.212 Sector based regulation may also affect the 

competition among different financial institutions conducting the same activities due to 

the variation in regulatory approaches.213  
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The other weakness of this model emanates from the regulation of different activities of 

the same institution by a single authority.214 The different activities of financial 

institutions may have different objectives and different approaches.215 When these 

functions are regulated by a single authority, conflict and domination of objectives may 

arise.216  

However, this model can still be used by countries where there still exist a clear cut 

distinction among banks, insurances, and securities and their respective markets. 

3.2.2. Objective-Based Regulation 

According to this system financial regulatory institutions should be structured according 

to their objectives. Due to the variation of the definition of regulatory objectives the 

proponents of objective based regulation reach divergent conclusion regarding the 

optimal institutional structure. The best known proposal for tailoring the institutional 

structure of financial regulation around the regulatory objectives is that of Michael 

Taylor, who put forward ‘twin peaks’ model.217 Taylor draws a sharp distinction between 

the ‘systemic protection’ and ‘consumer protection’ objective, linking them to the 

approaches and instruments of, respectively, prudential and conduct of business 

regulation.218 On these bases, he proposes the creation of only two cross sectoral 

agencies, a Financial Stability Commission which is responsible for the prudential 

regulation of almost all financial institutions, and a Consumer Protection Commission 

which is responsible for the conduct-of-business regulation of those institutions which 

engage in business with retail clients.219 

Another well known proposal for objective based regulation, promoted by a group of 

experts headed by Charles Goodhart, envisages the creation of at least five agencies; a 

‘systemic prudential regulation’ responsible  for banks and other deposit taking 

institutions, whose failure can lead to contagion or panics; a non-systemic-prudential 
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regulator, responsible for insurance companies, two conduct-of-business regulator, one 

for retail and one for whole sell securities business and a regulator of exchange.220  

Other still advocates a single regulatory agency with comprehensive powers, respectively 

for all regulatory objectives and jurisdictions over all regimes of financial Service 

industry.221 Proponents of this approach advance various arguments in support of the 

proposition that the creation of a financial megaregulator would entail significant gains in 

terms of regulatory efficiency and effectiveness.222 While the critics, on the other hand, 

maintain that, while it may prove practically impossible that to realize all potential 

benefits of a fully consolidated supervisory system, weaknesses and inefficiencies in a 

single regulatory organization and operation  could lead to failure of the institution.223   

3.2.3. Function- Based Regulation 

Under this system, all institutions regardless of description, which carries on financial 

activities (‘functions’) of a specified type, should be placed under the supervision of a 

common regulator.224 Functional regulation rests on the principle that like functions 

should be regulated alike, regardless of the type of entity performing the function. 

Functional regulation attempts to regulate each common activity or product by a single 

agency under a common set of rules irrespective of the types of institutions involved.  

Historically this system was adopted in 1980’s by SEC in USA, to extend its jurisdiction 

to include bank securities activities under the Federal Securities Laws, but that they 

should also be regulated by SEC as the agency primarily responsible for administering 

those laws.225 Four policy rationales supporting the use of functional regulation in the 

banking and securities industries are forwarded. First, (functional regulation) allocates to 

each regulatory agency jurisdiction over their economic functions it knows best.226 The 

principal concern of bank regulators is assuring the safety and soundness of the banking 
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system and their statutory mediate gives priority to the protection of banks and their 

depositors over protection of the investors. Thus their expertise in the protection of the 

investors is not as great as that of the SEC. It is sensible, therefore, to change the SEC 

with regulating securities activities and the banking agencies with regulating banking 

activities. 

Second, allocating regulatory jurisdiction by function permits the application of a 

consistent regulatory philosophy.227 A major thrust of the securities laws is full-

disclosure. By contrast, bank regulators are concerned about the need for public 

confidence in banks and therefore tend more toward confidentiality. The result is that the 

banking regulators approach to their responsibilities under the securities laws is different 

from the SEC’s. 

A third advantage of a functionally based system of regulation is that it minimizes the 

regulatory conflict, duplication and overlap.228 A regulatory system based in some 

respects on regulation by industry segment and in others on functional regulation creates 

confusion. Jurisdictional lines based on industry categories inevitably become blurred as 

the industries evolve and economic conditions change. 

Finally, functional regulations have the distinct advantage that it establishes the 

conditions for equal treatment of the competitors.229 For example, banking securities 

activities would have been subject to extra regulation than other securities firms engaged 

in the same activities if they were regulated by different entity.  

Hence it serves the public interest by reducing duplication among different government 

agencies and by promoting equal regulation of computing activities by different types of 

financial firms.230 By making regulation transparent as to the type of the firm involved, 

functional regulations helps promote the availability of the widest possible range of 

financial products for the public the lowest possible cost, with different firms prospering 
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or failing to the greatest  degree possible on their efficiency and merits rather than 

because of arbitrary differences in government institutions.231 

However this system of regulation isn’t without drawbacks. First, it is the requirements of 

various regulators to maintain separate staff and resources in order to exercise regulatory 

jurisdiction over distinct areas of financial institutions operations, potentially increases 

the costs of regulation.232 

Second, the tendency that the regulators with different regulatory focuses to examine 

different aspects of the same institutions in isolation from one another and without the 

regard for the overall operation and condition of the institution as an organic whole may 

end up in fragmentation of financial institutions regulations.233 

Third, this fragmented regulation form could also result in duplicative and potentially 

inconsistent regulatory requirements.234 Forth, complying with the requirements of 

multiple functional regulators could substantially increase costs for financial 

institutions.235 Finally, financial products may sometimes be not fit to any of the existing 

functional regulator. So, the merits of this base should be weighed against its weaknesses 

in order to establish regulatory institutions based up on this approach.  

Depending on these bases, different states establish their financial market regulator 

differently. A mix of approaches may also be used if it is deemed effective and efficient. 

The next sub section discuses the experience of other countries in order to get an insight 

regarding an optimal institutional structure of securities regulatory institutions. 

3.3. Government Regulation  
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The need to regulate securities market and the form that regulation should take, have 

been always controversial, as is the optimal institutional structure of the regulatory 

agency.236 Market failure is the usual justification of which requires regulatory 

intervention.237 The protection of investors and reduction of systemic risk are also the 

grounds for the government to intervene in the market. Regulation by the government 

requires the enactment of laws and establishment of agencies entrusted to regulate the 

market.238 The laws and agencies are normally backed by sanctions in case the subjects 

fail to comply with the laws and institutions. 

In the process, the government usually applies regulatory devices to regulate securities. 

These devices are mainly antifraud provisions, provisions requiring the registration or 

licensing of certain persons engaged in the securities business, and provisions requiring 

the registration or licensing of securities.239 These three devices are interdependent and 

supportive to each other. Public authorities are established to regulate and implement the 

securities market. 

 Each of the three regulatory devices represents somewhat different approach toward the 

same end of protecting the investing public and ensuring market efficiency. Antifraud 

provisions are intended to enable the administrator to issue public warnings, to 

investigate and suspend fraudulent activities, to take an injunctive or other step to stop 

the fraudulent activities, or as a last resort to punish the wrongdoers.240 Registration of 

brokers, dealers, agents, and investment advisors is intended to prevent fraudulent or 

unqualified persons from entering the securities business, to supervise their activities 

once registration has achieved, and to remove them from registration if they fail below 

the legal standards.241 Registration of securities is intended to allow the issuer to sell 
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securities after disclosing material information to the potential investors and to exclude 

other securities which don’t satisfy the statutory standards.242 

3.3.1. Institutional Structure 

Institutional structure refers to issues related to the number and structure of agencies 

responsible for the regulation and supervision of financial institutions and markets in 

general and securities regulation in particular.243 The optimal regulatory authority of 

securities markets should be seen in light with the regulation of banks and insurance 

companies. The institutional structure of securities regulator is not an independent organ 

from other financial institutions. In most countries, the traditional structure has been for 

there to be separate agencies and arrangements for regulating and supervising banks, 

insurance companies, and securities firms.244 This is largely because, traditionally in 

many countries, financial regulation and supervision, has been organized around 

specialist agencies that have distinct and separate responsibilities for banking, securities 

and insurance sectors.245  

However, the emergence of ‘financial conglomerates’246 and firms which provide the 

services of banks, insurance and securities firms with in one roof affects the traditional 

regulation and supervision of banks, insurance companies and securities firms  by  a 

separate public authority which is specialized in dealing with one financial sector.247 

Specially, the revolution in telecommunication and information technology increased the 

speed of transactions, eliminated geographical distances as a constraining factor, reduced 

the transaction costs, and provide an immense computational capacity in the field of 
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financial services.248 This fact blurred the classic distinctions applicable to financial 

institutions and services- distinctions between categories of firm (banks, securities firms, 

insurance companies, etc), between varieties of standard services (so- called financial 

products).249  

To a significant extent, the difference between banking and securities finance, but also 

between debt and equity instruments, has disappeared, as a result of the unbundling of 

long-established, standardized contractual arrangements and their repackaging in hybrid 

forms.250 For instance, the securitization of various types of direct credit provision 

(mortgage lending, credit-card receivables, consumer loans) has changed the bank’s 

function from principal creditor to fee-earning originator of the relevant securities 

issues.251 Derivative instruments, serving both hedging and risk-trading purposes, have 

become a pivotal part of the financial landscape; as well as the existing distribution 

channels are put to additional uses, while new ones are gaining ground rapidly.252 For 

instance, banks now use their branch networks to make forays in the distribution of 

insurance products and shares, in direct competition with insurance brokers and securities 

brokers.253 At the same time, however, their old territory is invaded by internet based 

providers of mainstream banking products, but also by large nonfinancial retailers, who 

discover that offering a limited range of retail banking services alongside their main line 

of business can be profitable, due to economic of scope.254 

So some countries regulate banks and insurers in a single organ and securities 

independently; others regulate securities and insurers together and still others establish a 

single regulatory organ to supervise all securities, banks and insurance companies. So to 

determine the optimal regulatory institution of securities market requires viewing the 

issues with in the broader context of financial regulation.  
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Before discussing the arguments in favor or against any models of securities regulation, 

given the wide diversity of institutional arrangements for financial regulation and 

supervision that exists in the world, it is evidently the case that there is no single model 

for optimal institutional structure.255  There are advantages and disadvantages of all forms 

of institutional structure including unified agencies which ultimately leads to the fact that 

no single model is exclusively better than the other. 

Nevertheless, the general trend in the structuring and reforming of financial regulation is 

towards consolidation, even establishing single unified agency to regulate all banking, 

insurance and securities firms.256 A review of international experience indicates a wide 

variety of institutional structures; some countries have created a single agency for 

‘prudential supervision’257 while others have opted for multiple agencies; some have also 

created unified agencies and there is considerable variety within the spectrum and even 

within the same basic model.258 National differences reflect a multitude of factors: 

historical evolution, the structure of the financial system, political structures and 

traditions, and the size of the country and financial sector.259 Although there is no 

universal common pattern, there is a general trend towards reducing the number of 

separate agencies, a move towards integrated prudential supervisory arrangements, 

reducing the role of the central bank in prudential oversight of financial institutions, 
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increasing emphasis to the central bank in its systemic stability role and, if a unified 

agency is created, for this not to be the central bank.260 

Even though the optimal institutional structure of securities regulation is different across 

different countries, the following criteria should be taken in to account in the process of 

organizing. The administrative and compliance costs of regulation, the objectives of 

regulation, the nature of the financial institutions and their services, the effectiveness and 

efficiency of the regulatory institutions should be taken in to account. 261  

While several countries have moved in the direction of an integrated agency for 

prudential regulation and supervision, the case for also integrating conduct-of-business 

and prudential regulation and supervision within the same agency is considerably less 

common.262 The following subsections deal with two models of financial regulatory 

institutions which the paper believes important to gain experience to establish securities 

regulatory agency in Ethiopia. The first is the single regulatory body which is responsible 

for banks, insurance companies and securities firms and their respective markets. The 

other is establishment of two institutions which the first is responsible for prudential 

regulation and the other is business conduct (consumer protection) regulation.  

3.3.1.1. Single Financial Regulator 

In May 1997, the United Kingdom reformed its institutional structure of financial 

regulation.   A single regulator, Financial Service Authority (FSA), is established which 

is responsible for both prudential and conduct of business regulation and supervision, and 

for all financial institutions and markets (banks, insurance companies and securities firms 

and their respective markets).263  For countries which establish such model, the important 

argument in favor of a unified regulator is that it matches their market, which is the 

emergence of financial super-markets and increased use of sophisticated techniques such 
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as securitization and derivates trading have broken down the traditional sectoral 

distinction among securities, banks and insurance.264  

The supporters of the consolidation of all three major financial services, i.e., banking, 

insurance and securities firms, within single financial institutions argue that the multiple 

regulation and supervision of financial conglomerates could lead to fragmentation of the 

supervisory responsibility, especially function based regulation, which might then lead to 

an inadequate assessment of the institution’s safety and soundness.  An independent 

assessment of the overall safety and soundness of banks, insurance companies and 

securities firms by each regulator could also lead to unnecessary costs.265 

Another main argument for a unitary regulator is that such a system will achieve 

significant economies of scale and scope.266 In particular, it would be able to rely on a 

single central administration, a uniform information-gathering system and a consolidated 

database, as well as a single enforcement mechanism.267 It could utilize resources and 

expertise efficiently, shift excess resources to areas of current need, increase employment 

specialization, but also take advantage of potential synergies amongst specialist 

functional supervisors, now operating under a single umbrella.268  

A unitary regulator eliminates confusions about the exact allocation of competencies by 

avoiding jurisdictional uncertainties which could have been existed in multiple financial 

regulators. It also allows consumers to have ease access by providing a one-stop point of 

contact with the regulatory regime.269 

A situation may arise where financial institutions offering similar services or products are 

supervised by different authorities. In this case, there is a strong likelihood that there will 
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be differences in their regulation and the associated costs of achieving compliance which 

may give certain institutions a competitive advantage for the same activity for different 

players.270 Unified supervision could thus help to achieve competitive neutrality by 

setting regulatory rules, which would ensure consistent treatment of similar issues across 

the various sectors.271 At the same time, the possibility would be left open for 

differentiated treatment, where this is deemed appropriate in view of the special 

characteristics of particular regulated institutions and their activities.272  

Besides, the unified system would also result in reduced problems of regulatory 

communication and coordination, since these can be resolved more efficiently and 

effectively within a single organization, with unified management, than between separate 

organizations.273 A unified model could also internalize the various regulatory objectives 

of banks, insurance and securities firms and to adopt the most efficient solutions, taking 

into consideration a broad range of factors.274  

On the other hand, counter arguments to the adoption of a mega-regulator are also 

forwarded. The first is that banking, securities and insurance undertakings, at least for 

some time, retain certain distinctive features and required differentiated policy 

orientation, regulatory treatment and specialized knowledge.275 So the “One-size-fits-all” 

approach to regulation may be inappropriate and even counterproductive.276 If, however, 

the complex and varied nature of the financial industry is recognized and, in response, the 

megaregulator is established to regulate the financial market, the appearance of 

regulatory simplicity may become little more than an illusion.277  
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Second, the elimination of regulatory competition and the concentration of power over 

the financial sector in the hands of a single agency can lead to inefficiencies and 

abuses.278 This is more likely to be the case where the megaregulator combines 

rulemaking powers and wide administrative discretion, enjoys high institutional prestige 

and is sheltered, for legal and practical reasons, from judicial and political control.279 

Third, the promised operational coherence mayn’t be easily achievable.280 Specialist units 

will exist even within a single regulatory agency, especially if the agency is large.281 The 

megaregulator may encounter problems of internal cooperation, information available to 

the organization may not be shared effectively between departments, and the latter may 

reach inconsistent decisions.282 In case the agency is very large and has diverse 

responsibilities, the creation of the megaregulator may lead to diseconomies and 

bureaucratization.283 Another argument against a megaregulator is the problem of moral 

hazard.284 In many situations a special scheme is in place to protect depositors in case 

banks fail or become illiquid. But such kind of compensation scheme is rarely found to 

protect investors of shares. So investors may presuppose that the protection available for 

depositors are also applicable to them and take excessive risk which may affect the 

interests of investors and integrity of the securities market.  

The existence of multiple different objectives among securities, bank and insurance 

regulation may lead to trade off against one another which decreases the perceived 

importance of transparency, simplicity and accountability meaningless.285 The 

                                                                                                                                                                             

delivered at the Centre for Financial Studies Seminar, Auditorium der Commersbank AG, Frankfurt (5 Dec. 
2001), para. 2(a), cited in, supra note at 243, p. 140 
278 Ibid 
279 Ibid 
280 Martin, C., Podpiera, R., “Is One Watchdog Better Than Three? International Experience with 
Integrated Financial Sector Supervision,” IMF Working Paper No. 06/57 (Washington: International 
Monetary Fund), (2006), p. 108 
281 Ibid 
282 Ibid 
283 Ibid 
284 Ibid 
285 Supra note at 243, p. 144. See also,  Kenneth, M., “Legal aspects of financial services regulation and the 
concept of a unified regulator”, Law, Justice, and Development Series, The World Bank, (2006), p. 3 



 
 

51

transitional risks and costs incurred during the transformation of the institution to a 

unified system should also be considered to weigh its merit. 286 

3.3.1.2. Twin Peaks Financial Regulator  

Australia capital market is based up on objective based regulation. The framework is 

designed to promote confidence that fair, orderly, and transparent processes govern the 

market.287 Within this framework the Australian Prudential Regulation Authority (APRA) 

has responsibility for ensuring capital adequacy, banking regulation and other financial 

industry.288 Market integrity issues, including continuous disclosure, the regulation of 

directorial conduct and fiduciary obligations imposed on intermediating professions, fall 

within the ambit of the Australian Securities and Investment Commission.289  

International experience shows that some countries are also inclined towards this model 

in addition to Australia. Netherland adopted fully-fledged alternatives of the Twin Peaks 

model.290 In Netherland the Central Bank, De Nederlandsche Bank (DNB), has retained 

responsibility for prudential regulation of all financial services, while the Authority for 

the Financial Markets (AFM) is responsible for conduct of business regulation in the 

Dutch financial markets.291   

in 2008 US Treasury “Blueprint for a Modernised Financial Regulatory Structure” 

presents a long-term optimal regulatory structure based on a separation between 
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prudential and conduct of business regulation for US is favored the Twin Peaks model.292 

France and Spain are also reported to be considering adoption of a Twin Peaks model.293  

The main reason to prefer this approach to a unified regulator is the existence of conflict 

of interest between prudential and conduct of business regulation regarding their 

regulatory objectives and regulatory style and culture of regulation.294 The remedial 

“doctor” approach of the prudential regulator is often contrasted with the enforcement-led 

“policeman” approach of the conduct of business regulator.295 If the two functions are 

combined within the same agency, this can lead to internal conflicts and possible 

misallocation of resources.296 

The other reasons to adopt Twin Peaks model than the single regulatory authority are the 

following.  The two agencies in the Twin Peaks model have dedicated objectives and 

clear mandates to which they are exclusively committed.297 Their accountability is clear 

because the objectives and mandates of the agencies are clearly defined.298 There is no 

danger that one or the other areas of regulation and supervision will come to dominate.299 

Unlike the unified model, there could be no problem of mixing the different cultures of 

the two areas of regulation and supervision.300 And finally, reputation and contamination 

risks between the two peaks are likely to be lower.301  

However, the model has its own flaws and weaknesses. For example, the respective 

responsibilities of the two regulators would need to be carefully defined to avoid overlap 

and duplication.302  Moreover, separation of prudential and conduct of business 

regulation does not eliminate the possibility of conflict between them, e.g. if the conduct 
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of business regulator wished to take action against a firm or group of firms for improper 

conduct which, in the judgment of the prudential regulator, might threaten their financial 

viability.303 Coordination problem between the two regulators is also another problem 

that may affect the entire financial stability.304 

Generally speaking the choice as to the proper approach in structuring financial 

regulation as a whole, and securities regulation specifically must be country specific 

which takes in to account the distinct features of that country. 

 

3.3.2. Central Bank and Securities Regulation 

Central Banks have always been given due attention in the process of determining the 

regulatory structure of securities regulation in particular, and financial regulation in 

general.305  In the vast majority of countries, the central bank has historically been 

responsible for both systemic stability and the prudential regulation and supervision of 

banks.306  There are several alternative models for the role of the central banks in the 

regulation of financial market in general and securities marker in particular. The role of 

the Central Bank in the financial regulation depends on its involvement in monitoring the 

payments system, the provision of emergency liquidity to the markets, the supervision of 

banks and insurance firms, the management of deposit insurance, and a safety-net/ crisis 

resolution role. 307 

When we look at the experiences of different countries, there is no single optimal role of 

the central bank in the arena of financial regulation in general; and securities regulation 

specifically.  There are countries where the central bank is responsible for the supervision 

of banks and only banks.  In other countries it is responsible for banking and insurance 

and/or securities trading. In some countries, responsibility for prudential supervision of 
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all financial institutions (including banks) has been withdrawn from the central bank.308 

Nevertheless, in most cases the central banks are allocated at least some role in 

maintaining systemic stability even if it is not involved in the prudential supervision of 

financial institutions that make up the system.309 

3.4. Self-Regulation 

3.4.1. Nature of Self Regulation 

Self regulation and self regulatory organizations have been an integral part of securities 

regulation in developed and developing countries.310 It is not uncommon to find the 

concept of self regulation in guiding and enforcing social behavior in a range of 

professions and social thought, including law, medicine, education, private business and 

institutions, accreditation bodies, consumer goods, ISO (International Organization for 

Standardization) classification standards.311 Besides, the concept of self regulation is not 

static even in a single profession.312 Over time it assumes different forms, different 

objectives, processes, and success across time and countries.313 As a result it is 

impossible to come up with a universally acceptable definition of self regulation.314   

The term self-regulation in the securities regulation may be used to refer to formal self-

regulatory organizations (SROs), to standards set by financial industry associations, and 

to the internal supervision and compliance functions within financial firms.315   

Self Regulatory Organizations (SRO), which are mainly private institutions that establish, 

monitor compliance with, and enforce rules applicable to securities markets and the 

conduct of market participants.316  These organizations perform industry, regulatory, or 
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public interest functions under the supervision of a securities regulatory authority.317  

Self-regulation, which typically involves a unique combination of private interests with 

government oversight, is deemed an effective and efficient form of regulation for the 

complex, dynamic and ever-changing financial services industry.318 As stated in IOSCO’s 

seminal report on Objectives and Principles of Securities Regulation, “self-regulatory 

organizations (“SROs”) can be a valuable component to the regulator in achieving the 

objectives of securities regulation.” 319 

The roles of self regulatory organizations are the protection of investors, market 

efficiency and integrity of the market. Self regulatory organizations have the following 

advantages to achieve their objectives.320  First, having the motivation to develop best 

practices and monitoring their markets out of economic, reputational and regulatory self-

interest, self regulatory organizations have been effective in many countries.321  

Regulation by the government alone would not be possible in practical terms due to 

restraints on resources, whether financial, personnel or expertise.322   

Second, self regulatory organizations are flexible.323 The rules can be quickly and easily 

adjusted to meet changing circumstances because self regulatory organizations are not 

subject to some of the other constraints of government, including budget and personnel 

controls. Their close relation with the market and market users enable self regulatory 

organizations to be flexible to adapt to regulatory requirements of a rapidly changing 

business environment.324  
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Third, self-regulation can result in substantial cost savings to the government, because 

those regulatory costs are largely shifted to the regulated industry.325  Finally, self 

regulatory organizations have the experience, resources and commitment to play a 

constructive role in assisting statutory regulators to examine issues and to arrive at 

creative and effective solutions which enhance the health of the securities markets and 

the protection of investors.326 

Self-regulation in securities markets takes a large variety of forms.  At an informal level, 

in some countries, almost all trade associations that represent firms active in the securities 

market develop codes of conduct and other forms of guidance for their members, 

although generally this guidance is not binding.327  At a formal or official level, almost all 

exchanges exercise some regulatory authority over their markets and member firms. 

SROs that regulate the vast majority of market participants have developed in several 

jurisdictions.328  In some cases, these SROs regulate markets as well as market 

participants, but do not own or operate an exchange or marketplace.329  In other cases, 

these SROs regulate markets and market participants and also own and/or operate an 

exchange or marketplace.330  Finally, in some countries, these SROs also function as 

trade associations and, in that capacity, advocate on behalf of the industry.331 Some self-

regulatory bodies are stronger and more effective than others.332 At the weakest end of 

the spectrum lies a voluntary industry code of conduct for which compliance is voluntary 

and the industry has little or no enforcement capability.333 

3.4.2. Self Regulatory Organization in Securities Regulation 
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The self regulatory institutions include the ‘exchanges’, industry or dealers associations 

and clearing and settlement associations. These organizations traditionally play important 

and effective regulatory functions in some jurisdictions. 

3.4.2.1. Stock Exchanges 

A  stock  exchange is defined as   any organization,  association,  or group  of persons  

which  constitutes,  maintains,  or provides  a market  place  or  facilities  for  bringing  

together  purchasers and sellers of  securities  or for otherwise  performing  with respect  

to securities  the functions  commonly  performed  by a stock  exchange  as that term  is 

generally  understood,  and  includes  the market  place  and  the market facilities 

maintained  by such  exchange.’334  

Stock exchanges play an important role in the regulation of initial public offering of 

shares through their listing and corporate standard requirements.335 The application of 

listing standards to prospective issuers in many jurisdictions is subject to the discretion of 

the stock exchanges.336 In practice, most exchanges treat listings as part of their self-

regulatory or at least their supervision functions.337 This regulatory function has 

traditionally been undertaken by setting listing rules in areas such as financial and 

business disclosure, protection of minority shareholders’ interests, and corporate 

governance standards for listed issuers.338 In some countries, exchanges had traditionally 

performed the job of approving prospectuses too (requirements for approval for public 

trading of a security), but this function has moved to regulators around the world.339 

However, the exchanges traditional regulatory role through their listing and corporate 

standard requirements within a specific countries legal framework is now being 
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questioned for different reasons. Demutualization and the subsequent self-listing, their 

for- profit activities, competition from other exchanges and the rise of alternative trading 

systems lead the states to question the regulatory role of exchanges free  from conflict of 

interest.340 So the general trend is to separate the regulatory authority of exchanges and 

give it to independent self regulatory organizations.341 Nevertheless, exchanges, as self 

regulatory organizations, are still playing important roles in the regulation of securities 

intermediaries and markets in several countries.342  

3.4.2.2.  Association of Securities Dealers and Brokers 

This SRO may take different forms ranging from voluntary to mandatory membership of 

securities dealers and brokers.343 For example, the US National Association of Securities 

Dealers (NASD) is the primary private-sector regulator of US securities industry.344 It 

licenses individuals and admits firms to the industry, writes rules to govern their 

behavior, examines them for regulatory compliance and disciplines who fail to comply.345 

In addition, the NASD oversees and regulates trading in equities, corporate bonds, 

securities futures and options.346 Brokers of securities must be registered with the NASD 

and where they do business.347 

3.4.2.3. Central Securities Clearing System 

Another important SRO is the Central Securities Clearing System that facilitates clearing 

and settlement of trade in securities. This system facilitates the exchange of stock and 

bond holdings as well as offers custodian services. As a clearing house, it facilitates the 

validation, delivery and settlement of securities transactions. This SRO regulates the 

members’ capital requirement and market in order the securities market becomes 

efficient.348  
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3.4.3. Government Oversight 

IOSCO emphasizes the need for effective oversight of an SRO by supervising regulators.  

IOSCO’s principle 7 states:  “SROs should be subject to oversight of the regulator and 

should observe standards of fairness and confidentiality when exercising powers and 

responsibilities”.349  

The supervising regulator is expected to approve SROs, including exchanges, in the field 

of securities regulation. Once an SRO is licensed, it is subject to ongoing supervision to 

ensure that it continues to meet the terms of license and its legal obligations.350   

The main reasons for the interference of the statutory regulator are the problems 

associated with self regulation. The first of these problems is self interest.351 Self 

regulation is intended to regulate the securities market and members to protect public 

interest.352 However, self regulatory organizations may neglect the public interest aspect 

and stand for their own self interest, and may abuse the system to avoid stringent direct 

regulation and may use the system as anti-competitive device by limiting entry or 

restricting competition among themselves. 353Self regulatory institutions may also favor 

certain group against the interest of the public and the market.354 In some jurisdictions, 

due to the immunity from charge and prosecution, self regulatory institutions may pursue 

the interests of those groups at the expense of their regulatory function and may neglect 

their regulatory role.355  

The existence of these potential dangers justifies the government oversight role of the 

SROs. Oversight includes processes such as periodic reviews or inspections of the SRO, 

reporting requirements, review of corporate governance arrangements, and review or 
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approval of SRO rules.356 The purpose of an oversight program is to ensure that an SRO 

is meeting its legal and regulatory responsibilities and is capable of performing its 

regulatory functions effectively.357 Supervision of an SRO by a public authority is needed 

to ensure the SRO is accountable and to ensure that conflicts of interest are managed 

appropriately. 358 

 

 

 

 

 

 

Chapter Four 

Regulation of Initial Public Offering of Shares in Ethiopia: Critical Issues and 

Challenges 

4.1. Significance of IPOs Regulation  for Ethiopia  

Some individuals view stock markets in developing countries as having little positive 

impact on economic growth.359  Some Ethiopian government officials also states that 

since the  government believes that regulation of securities market in the economy is not 

a policy priority, setting policy guidelines, enacting appropriate laws and establish the 

regulatory institutions of the securities market do not get the appropriate attention by the 

government.360 As a result the country fails to come up with a sound policy and 

regulatory frameworks of securities market so far. Without the right attitude to the 
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significance of the securities market, it is impossible to create conducive environment for 

the efficiency, effectiveness and development of the securities market. The purpose of 

this subsection is to briefly discuss the outcomes of different researches regarding the 

significance of the regulation of the securities market to the developing countries like 

Ethiopia.  The regulation of the securities market is aimed at gaining and ultimately 

achieving the following significances.  

The securities markets can give a big boost to economic development and is expected to 

accelerate economic growth for the following reasons.361 First securities market is 

recognized as an effective way of raising capital for commercial enterprises, and at the 

same time providing an investment opportunity for individuals and institutions. The 

activities of buying and selling securities in the securities markets are extremely 

important for the efficient allocation of capital within economies. The securities market is 

a requisite for the sound development of an economy because it not only provides stable 

long-term capital for companies and an effective savings vehicle for the public, but also 

functions as an efficient tool for resource allocation.  

Second, Securities markets contribute to mobilization of domestic savings by enhancing 

the set of financial investments available to savers to diversify their portfolios which 

provide an important source of investment capital at relatively low cost.362 For 

sustainable growth and development, funds must be effectively mobilized and allocated 

to enable businesses and the economy to effectively use their human, material, and 

management resources.363 When people draw their savings and invest in shares, it leads 

to a more rational allocation of resources because funds, which could have been 

consumed or kept idle, are mobilized and redirected to promote business activity which 

benefits several economic sectors.364  
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In relation to mobilization of savings, securities market could also increase remittances 

and facilitate their use.365 A well established securities market is a good mechanism to 

facilitate cost-effective transfers and savings of funds through remittances, which is 

rapidly emerging source of foreign currency in Ethiopia, which can be used for economic 

growth.366  

Third, well-functioning stock markets contribute to economic development by enhancing 

the liquidity of capital investments.367 Many profitable investments require a long-term 

commitment of capital, but investors might not want to tie up their savings for such long 

periods.368 A liquid equity market allows savers to sell shares easily if they so desire, 

thereby making shares relatively more attractive investments.369  

Securities markets help investors to cope with liquidity risk by allowing those who 

receive a liquidity shock to sell their stock to other investors.370 The result is that capital 

is not prematurely removed from firms to satisfy short-term liquidity needs. Securities 

market benefits savers to have liquid assets while firms have permanent use of the capital 

raised by issuing shares. Investors don’t lose access to their savings for the duration of 

the investment project because they can quickly, cheaply and confidently sell their share 

in the company. Thus, more liquid stock markets ease investment in long-run, potentially 

more profitable projects, thereby improving the allocation of capital and enhancing 

prospects for long term growth.371   

Fourth, stock markets help to redistribute wealth to achieve distributive justice.372 Stock 

markets gives a wide spectrum of people a chance to buy shares and therefore become 

part owners (shareholders) of profitable enterprises, the stock market helps to reduce 
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large income inequalities.373 Mass participation in country’s industrialization process is 

possible only through the efficient mechanism of securities markets as it promotes 

efficient collection of small and scattered savings from the investors and provides returns 

to them in the form of dividend.  

Fifth, stock markets enhance corporate governance.374 Due to the wide and varied scope 

of shareholders, companies are under pressure to satisfy the demands and expectations of 

the shareholders in the corporate governance aspect. Besides, the government and self-

regulatory organizations require public companies to comply with stringent rules of 

corporate governance to go public.  

Sixth, equity financing eases the burden of bank loan.375 As has been observed in the 

global financial crises which affected the developed, emerging and developing countries, 

banks aren’t infallible. Especially, at times when loan is limited to a selected group of 

companies and individual investor and loan caps which are imposed up on banks in 2010 

by the National Bank of Ethiopia, equity financing can play an important role in 

financing projects. So equity financing through public offering can ease the burden of 

excessive reliance on bank loan and its negative consequences.376  

So to reap the benefits of the securities market, due attention should be given to develop 

it. Securities markets cannot be developed without effective and efficient regulation.377 

Optimal regulation help the securities market to function properly by boosting investors’ 

confidence to participate in investment and ensuring market efficiency to allocate 

resources efficiently  which ultimately  enhance economic growth, wealth distribution 

and channel foreign direct investment and remittance. 

4.2.  Legal Regimes Governing Public Offering 

The existing legal regime of securities law in Ethiopia resembles the USA situation 

before 1933. Researches have shown that there was a bubble in the securities market 
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before the 1933 great depression of the USA.378 And Ethiopia could not be an exception 

to the crises and scandals of securities market prevalent in a situation where there are no 

legal and institutional infrastructures of securities regulation. Due to the existence of 

other kind of company in Ethiopia, i.e. Private Limited Company, it must be clear that all 

companies can’t issue freely transferable shares to the public. Share companies are the 

only business organization which can issue freely transferable shares outside the 

company to the public in Ethiopia.379  

The term ‘corporation’ is used in a legal system which adapts a single approach to 

companies which can issue shares and other securities to the public, like for example 

USA.380 In other jurisdictions companies which are allowed to issue share are called 

‘Marketable share companies’ while other kind of companies which are not allowed to 

issue shares and other securities are called Limited Liability Companies.381 The Ethiopian 

Commercial Code makes a distinction between share companies which can issue shares 

to the public and ‘private limited companies’ which cannot issue shares to the public.  

A share company is a company whose capital is fixed in advance and divided in to 

shares.382 Capital is the “original value of the elements put at the disposal of the 

undertaking by the owner or partners by way of contributions in cash or in kind”.383 

Capital doesn’t refer to the specific property contributed rather it’s the corresponding 

monetary values. Capital of the share company is divided in to shares.384 Shares of the 

company don’t represent the assets of the company because capital and asset are quite 

different. Asset constitutes the total monetary values of property at any point in time385 
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while capital refers to the original value of things and cash contributed by the share 

holders.386  

There is no specific securities law which is enacted to regulate and address the issues 

associated with the public offering process. Legal regimes governing public offering are 

inextricable from the process of share company formation.  The legal regimes governing 

share companies formation are the Commercial code of Ethiopia, Civil Code, Banking 

Business proclamation, Insurance Business proclamation, Micro finance business 

proclamation, Business Licensing and Registration Proclamation, and other specific 

government institutions which issue license under their specific jurisdictions.387 

Founders go through the following two steps to complete the formation or expansion of 

the share company through the public offering process. First, “before signing their 

memorandum and articles of association, founders or members of a business organization 

shall get the verification of the registering office that another business person has not 

occupied the name of the business organization”.388 The second step is, after the public 

offering is over, the company must be registered by fulfilling the legal requirements that 

must be complied with. The legal requirements of formation of share companies through 

public offering are provided by different proclamations which are applied to the kind of 

business in which the company aspires to engage in. A company whose purpose is to 

undertake banking, insurance business or to engage in micro financing activities has 

additional legal requirements which are stipulated in their respective business 

proclamation and directive in addition to the Commercial Code.389 Minimum number of 

members, minimum initial capital, full subscription of capital and payment of one-fourth 

of the par value of shares, submission and valuation of contribution in kind, prospectus, 
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adoption of memorandum and articles of association, registration and licensing are the 

legal requirements which must be fulfilled in order to get a license to engage in business.  

The traditional approach of enforcement of contract, bankruptcy law, extra-contractual 

liability law, property law and criminal liabilities are the  legal sources that can be used to 

redress damages and offenses  which arises in realm of public offering. The problems 

associated with this traditional approach are discussed later.  

These laws do not specifically address whether the shares offered to the public do in fact 

represent the actual value of the assets and future prospects of the company. The issuers 

of share have more information about the assets and future prospects of the company up 

on which the subscribers make a decision to subscribe/buy shares or not. Any particular 

offering of shares to the public does not necessarily reflect the actual value of the assets 

and prospects of the company. The actual value of the assets and future prospects of the 

company might not necessarily be equal to the capital of the company which is 

represented by the shares offered. Issuers may issue shares to the public to attract more 

capital which doesn’t fully match with the assets and prospects of that company. The 

regulation of market misconducts, issue of regulatory authority, and securities market 

infrastructure are not specifically addressed by the existing legal regimes. These issues 

will be discussed in the next sub titles in detail.  

 

 

4.3.  Approval Requirement 

Article 12(5) of the Commercial Registration and Business Licensing Proclamation 

contains a provision which is neither clear nor ostensibly has any purpose to achieve. The 

provision states that “the founders of Share Company to be established by public 

subscription as provided for under Article 317 to Art 322 of the Commercial Code, in 

order to start the formation of the company, shall in advance obtain the written 

permission of the registering office”.390  Since this article refers to the Commercial Code 
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provisions regarding Share Companies which are formed by public subscription, it is 

possible to discern that the purpose of the provision stems from the companies’ peculiar 

nature of being subscribed by the public. This sub article is deemed a response to the 

pressures from the public and media regarding the legal framework governing the public 

offering process and the protection of investors from manipulation and fraud.391 

However, the provision doesn’t make clear what are the standards to give permission to 

start the formation of a company through public offering.  

If we compare Art. 12(5) of the Commercial Registration and Business Licensing 

proclamation with other countries, two approaches might be discerned. The first is the 

issuers are required to disclose all material facts and register the prospectus and shares 

before offering them to the public.392 The concerned authority ensures the proper 

disclosure and registration is made. A good example is the U.S Federal Securities Act.393  

The Securities and Exchange Commission (SEC), the public body responsible to regulate 

and supervise the securities market, registers securities and prospectuses in order to 

ensure that the securities markets are fair and honest before the issuers makes a final 

offering of shares.394 Registration is intended to provide adequate and accurate disclosure 

of material facts concerning the company and the securities it proposes to sell. 

Registration doesn’t guarantee the accuracy of the facts represented in the registration 

statement and prospectus but requires that investors be provided with material 

information concerning securities for public sale and prevents misrepresentation, deceit, 

and other fraud in the sale of securities.   

In other countries the concerned authority goes beyond disclosure and registration and 

assesses whether the disclosed information is fair and doesn’t create damage to the 

public. Thailand here is a good example. Thailand rejected a liberal view of the USA 

Federal Securities Act and preferred to have registration and disclosure and adopt merit 
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approval as a requirement to offer shares to the public.395 The office, which is established 

to approve the public offering, approves the public offering after assessing the nature of 

business, the performance of the business, the financial and shareholding structure.396 If 

the draft prospectus is false, or incorrect or fails to disclose material facts that should 

have been stated there in, or may cause damage to the purchasers of securities, or there is 

an event which causes a material change in the information contained in the registration 

statement and the draft prospectus which may affect the investment decisions of the 

purchaser of securities, the office suspends the public offering process.397 To some extent 

the merit regulation is also in place in some states of the USA. State  securities  laws,  

commonly  known  as  blue  sky  laws, employ  a wide  variety of  standards which  

require examination of  the  substantive merits  of  prospective  offerings.398  Although 

collectively  the  substantive  standards  are  referred  to  as  "merit  requirements"  or  the 

"fair, just,  and  equitable"  registration  standards, their application among different states 

takes various forms.399 The most common substantive standards, whose absence or 

unfairness leads to denial of registration and offering,  among states are  underwriting  

commissions  and  offering expenses,  cheap  stock,  options  and  warrants,  offering  

price,  share-holder  voting  rights,  debt  and  interest  coverage,  and  promoters'  

investment.400  

Art 12(5) of the Proclamation No. 686/2010 empowers the Office of Commercial 

Registrar to give permission to the founders to start the formation of Share Company. 

The provision refers to Article 317-322 of the Commercial Code. These articles of the 

code discuss the content, form and offering of the prospectus. Hence the purpose of the 

provision seems to regulate the prospectus in order to protect the public from the 

manipulation of founders.  
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Art. 58 of the Proclamation No. 686/2010 gives power to the Ministry of Trade to issue 

public notices in order to carry out its powers and duties.401  One duty of the Ministry of 

Trade (under its Office of Commercial Register) is to give permission to the founders to 

establish share company through offering of shares to the public.402 Accordingly, the 

directorate for the Office of Commercial Register at the Ministry of Trade, on the one 

hand, mentioned that the detail regulation for the implementation of the approval is being 

undertaken to implement the provision. On the other hand, it isn’t clear how the Office of 

Commercial Register is going to enact further guidelines and directives due to the 

problem that the Proclamation doesn’t give any guideline or standard as to how to 

implement the provision.  

In practice the Office of Commercial Register has not yet implemented the provision due 

to lack of detail guidelines and standards to give permission.403 As a result the purpose of 

the provision has not yet been achieved and founders offer shares to the public without a 

prior permission by any public authority.  

4.4. Registration and Disclosure  Requirement 

4.4.1. Prospectus Regulation 

The Commercial Code states that an offer to potential subscribers, in forming public 

share companies, shall be made by a prospectus.404 Comparing with other countries scope 

of application of the requirement of prospectus to issue securities, the Commercial Code 

requires a prospectus to offer shares and debentures to the public.405 For example, the 

securities law of Hong Kong includes the prospectus requirement for the issuance of 

debentures in addition to the public offering of shares like the Ethiopian Commercial 

Code, while the US system applies the prospectus requirement to all kinds of 

securities.406  
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4.4.1.1. Regulation of Content and Form of a Prospectus 

Art 318(1) of the Commercial Code states that an offer to the public shall be made by a 

prospectus signed by all the founders and shall contain the draft memorandum of 

association; a summary of the principal provisions of the articles of association; a 

summary of the expert report according to Art. 315 of the Commercial Code, if any; the 

date until when the subscribers may be required  to discharge their  obligation; the price 

at which shares are to be issued; the amount to be paid up on the shares until the general 

meeting of the subscribers; and the place where applications and payments shall be made. 

Even though the article ostensibly makes clear what the prospectus shall contain, issues 

regarding the prospectus requirement in relation to its content and form remain to be 

addressed because the article neither define what prospectus is nor makes the purposes of 

the prospectus clear. 

 The first issue is whether the information required to be disclosed are sufficient enough 

to enable subscribers to make an informed decisions. In this regard the primary document 

which shall be included in the prospectus is the draft memorandum of association. 

Looking at the items that the memorandum of association should contain and considering 

the fact that a prospectus only requires a draft memorandum of association to offer shares 

to the public,  a memorandum of association seems a document which defines the scope 

of its activities and the relations of the company with the outside world, not primarily 

intended to ensure disclosure of material facts to protect investors from the manipulation 

of issuers and to ensure the integrity of the securities market. Art 313 of the Commercial 

Code list the items that the memorandum of association shall contain. The items are; the 

names, nationalities, and addresses of the members and the number of shares which they 

have subscribed; the name of the company; the business address; the business purpose;  

the paid up and subscribed capital of the company; the number, par value, the form and 

classes of shares; contributions in kind; the manner of distributing profits; the shares of 

profits allocated to founders; the number of directors and their powers;  the auditors;  the 

period of time for which the company is to be established and the manner in which the 

company will issue its reports. The amount of capital subscribed and paid up and the 

names and addresses of the members can’t be determined during the public offering 

process for it can’t be known during that time. So the draft items of the memorandum of 
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association cannot disclose all material information to the public and falls short to ensure 

the integrity of the securities market. 

The article of association, on the other hand, is intended to contain detailed rules 

regulating the detailed internal operation of the company. Art 314 of the commercial code 

states that the articles of association which govern the operation of the company shall be 

drawn up by the founders in accordance with the law407 and may follow the model 

supplied by the Ministry of Trade. And the model Article of Association supplied by the 

FDRE Ministry of Trade contains the rules and regulation on the following matters: right 

of shareholders; transfer of shares; joint holdings of shares; register of shareholders; 

substitution of lost shares; meeting of shareholders; powers and duties of the board of 

directors; appointment and removal of directors; register of shares of directors; 

remuneration of directors; meeting of directors; reserve funds; the manner of allocation of 

profits; and the dissolution and winding up of the company.408 

This information that the prospectus is required to contain may be important to make 

investment decisions; however, most of the items required are neither sufficient nor 

material to assess the prospect and value of the company. A prospectus should enable 

investors to make an informed assessment of the activities, assets and liabilities, financial 

position, management and prospects of the company and of its profits and losses and 

rights attaching to the securities being offered. As a result the Code should have made the 

following information mandatory to be included in the prospectus. The first is 

the potential legal, financial and business risks. In a business world there are always 

risks. Especially an investment in equity securities and a company under formation 

involves a high degree of risk. These risks may vary from case to case but the law should 

have made omitting these risk factors would bring legal liability. Information about the 

issuer and promoters, financial information which includes audited report and 

management’s discussion and analysis of financial condition and results of operations, 

outstanding litigations and government approvals, and any other information which is 

                                                           

407 Like for example Art. 352, 362(2), 457, 404, 418(2) and 420(2) of the Commercial Code 
408 Model of Articles of Association of Share Company supplied by FDRE Ministry of  Trade and Industry, 
cited in, Gobezie B. Founders of Share Company: Their Roles, Liabilities and Rights under Ethiopia Law, 
AAU, Law Faculty, unpublished (2006), P.16 
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deemed material to make an informed decision should have been part of the prospectus 

rule. However, Art 318 of the Commercial Code doesn’t make this information to be 

mandatorily disclosed to the public. 

The other issue regarding the prospectus requirement is whether the items mentioned 

under Art 318 of the Commercial Code are the minimum (illustrative) requirements or 

exhaustive lists. As per the discussion made with commission agent, soliciting the public 

to subscribe shares has been made through brochures, phone call, internet(mail), or/and 

oral communication.409 Advertisements by radio, television, board or any other means is 

also used in order to lure the public to subscribe to the shares offered.410 The question is: 

are all these means considered as part of the prospectus or not? 

The Commercial Code requires all founders to sign on the prospectus.411 The requirement 

of signature and the subsequent list of items to be included make a prospectus appear to 

be a document. Hence soliciting through phone call and oral communication seems 

excluded from the prospectus. This argument, however, does not exclude offering shares 

through email, posts, brochures and any other documents for it is possible to sign on 

them. So this provision does not make clear whether all documents are part of the scope a 

prospectus or not. 

Looking at the experiences of other countries, a prospectus has a broad concept. The US 

Securities Act defines a prospectus as ‘any prospectus, notice, circulars, advertisement 

letter, or communication, written or video or television, which offers any security for sale 

or confirms the sale of any security’.412 Similarly, the Hong Kong securities law defines 

prospectus as any notice, circular, brochure, advertisement, or other document, (a) 

offering any ‘shares or debentures of a company to the public for subscription or 

purchase for cash or other consideration, or (b) calculated to invite offers by the public to 

subscribe for or purchase for cash or other consideration any shares or debentures of a 

                                                           

409 A discussion made with a Commission Agent  
410 Ibid 
411 Art. 318(1) of Ethiopian Commercial Code of 1960 
412 USA Securities Act of 1933, Section 5( c ) 
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company’413. The Black’s Law Dictionary defines ‘prospectus as a document published 

by a company or corporation or persons acting as its agents or assignees, setting forth the 

nature and objects of an issue of shares, debentures corporation and inviting the public to 

subscribe to the issue…it is a document which is to contain all material facts concerning 

a company and its operations so that a prospective investor may make an informed 

decisions as to the merit of all investment’.414 

A document is an essential element of a prospectus in the Black’s Law Dictionary. 

However, a document may be a brochure, advertisement, email, letter or any other. So 

whether these documents are considered as prospectus or not isn’t made clear. Oral 

communication, phone call, radio and television advertisements are not considered as a 

prospectus. The Hong Kong and USA securities laws consider every means oral 

communication or document by which invitation is made to the public to subscribe is 

considered as a prospectus.  

The Commercial Code doesn’t make clear whether oral solicitation, phone call, radio and 

television advertisements, brochure, advertisement, email, letter or any other means used 

to offer a share to the public is part of the prospectus or not. Art 318 of the Commercial 

Code states that public offering of shares shall be made to the public through a prospectus 

and lists what the contents of the prospectus should be. And it seems the other means 

employed by issuers and founders to distribute prospectus are left out of the scope of the 

prospectus. 

On the other hand, Art 309(1) (c) of the Commercial Code states that the founders shall 

be jointly and severally liable to the company and third parties for any damage in 

connection with the accuracy of statements made to the public in respect of the formation 

of the company. Accordingly, one may argue here that the word ‘statements’ should be 

interpreted broadly to include all solicitations, including oral communication, phone call, 

radio and television advertisements, brochure, advertisement, email, letter or any other 

means,  which are made by the issuers and promoters. In addition, Art. 309 (1) (C) of the 

                                                           

413 Supra note at 393 
414 Black, Henry C., Black’s Law Dictionary, (6th ed), West Publishing Co. St. Paul, 1991) 
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Commercial Code talks about statements which are made to the ‘public’. Even if it is 

possible to broadly interpret this provision, there might be information which is disclosed 

to private persons through mail or phone or oral conversation. Are the founders still liable 

to the accuracy of statements made to the private individuals? And are the information 

disclosed to the private individuals through different means considered part of the 

prospectus? It is not made clear.   

Others writers may still challenge such broad interpretation of defining the article to 

include all information disclosed to the public through any means. The ‘statements’ 

which is stated in Article 309(1) (C) might be interpreted narrowly  to restrict its scope of 

application only to the items mentioned in Art 318 of the Commercial Code which 

requires the prospectus to contain a draft memorandum and articles of association, a 

summary of the expert report according to Art. 315 of the Commercial Code, if any; the 

date until when the subscribers may be required  to discharge their  obligation; the price 

at which shares are to be issued; the amount to be paid up on the shares until the general 

meeting of the subscribers; and the place where applications and payments shall be made. 

Such kind of interpretation excludes the possibility of including oral solicitation, phone 

call, radio and television advertisements, brochure, advertisement, email, letter or any 

other means used to offer a share to the public as part of the prospectus.  

The Commercial Code doesn’t satisfactorily answer the question of whether solicitations 

made through oral communication, phone call, radio and television advertisements, 

brochure, advertisement, email, letter or any other means be considered as a prospectus or 

not. The absence of special securities law and judicial interpretation of what constitutes a 

prospectus left the content of the prospectus to the discretion of the issuers, founders and 

promoters of the company.  

The paper argues that in the absence of clear legislative guide and judicial interpretation, 

the issue of the content and form of the prospectus should be defined in terms of the 

purpose of the prospectus and lessons should also be drawn from other countries. The 

purpose of the prospectus is to make available all information necessary to enable 

investors to make an informed assessment of the business. The fact that the commercial 

code only requires prospectus for public offering of shares indicates that the purpose of 
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the prospectus is to help investors get the necessary information to value the business 

offer.  

The principle is that a prospectus should give to the public a full, accurate and fair picture 

of the current position, as well as the future prospects of the company. It should therefore 

disclose every material fact and contract in relation to the company. Hence all 

information provided by the issuers to the public by a document, email, advertisement, 

brochure, oral communication, phone call or letters should be part of the prospectus.  

4.4.1.2.  Amendment of Prospectus 

The other issue regarding the regulation of prospectus is the issue of amendment. The 

public offering of shares may take time until the required capital is subscribed. Art 313(3) 

of the Commercial Code the time for the subscription to shares may take one year starting 

from the paid up capital is deposited in a bank. During the public offering perios, new 

developments which might substantially alter the profitability of the business may occur. 

These new developments should have to be included in the prospectus in order the 

company to be profitable and survive within such environment. On the one hand, there is 

a need to incorporate those new developments in the prospectus. If it isn’t totally possible 

to amend the prospectus for any reason once made public, the subsequent risks may be 

detrimental to the issuers, investors and the public at large. And the law should enable the 

issuers, founders and promoters to respond to the situation by amending the prospectus. 

On the other hand, due to the inadequate disclosure requirement of material facts from 

the beginning and absence of any regulatory authority, there is a fear that the founders, 

issuers and promoters may distort the securities public offering system and manipulate 

the investors under the pretext of amendment.   The issue here that needs to be addressed 

is, as per the relevant provisions of the law, at what point the issuers, founder and 

promoters can amend the prospectus after they commence the public offering process if 

new developments occur within or outside of the company.  

Different laws of the country do not clearly address the amendment process of a 

prospectus in a manner which ensures the investors are protected and maintains the 

integrity of the securities market. There are three scenarios to try to deal with the issue of 

amendment according to the Commercial Registration and Business Proclamation, 
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Commercial Code and finally the Civil Code. The first is the application of alteration or 

amendment after the company and its prospectus is registered in the commercial register. 

Art 16 of the Commercial Registration and Business Licensing Proclamation elucidates 

how alteration and amendment of commercial registration is made. If the application is 

accepted and alteration and amendment to the commercial register is effected, the 

registering office gives verification for the submission and acceptance of alteration and 

amendment of commercial registration and notifies the applicant and the concerned 

bodies in writing by citing the details of the date of acceptance and the entry of alteration 

or amendment of the commercial register. The scope of the Proclamation, however, 

doesn’t govern the amendment of a prospectus before the company and its prospectus is 

registered at the commercial register.  

The second approach is to prohibit the amendment of a prospectus until the subscribers 

meeting is called according to the Commercial Code.  Art 320 the Commercial Code 

states that when the time for making applications has expired, the founders call a meeting 

of the subscribers. The purpose of the meeting is to verify that the requirements relating 

to the formation of the company have been complied with; to draw up the final text of the 

memorandum and articles of association; to approve contributions in kind, if any, and the 

share in the profits allocated to the founders; and to make all appointments. Amendments 

regarding to the substance of the draft memorandum and articles of association require 

the approval of all the subscribers, while a majority vote is sufficient where the 

amendments relate to approval of contributions in kind or approval of shares allocated to 

the founders. From the perspective of this provision one may argue that the issuers can’t 

amend the draft memorandum and articles of association (prospectus) once it is offered to 

the public. However, a memorandum and articles of associations are not primarily a 

disclosure document to the subscribers; rather they are concerned with the constitution of 

the company and to determine the internal operation of the company, respectively.  But, a 

prospectus may also contain most important documents like ‘due diligence reports’ in 

addition to the draft memorandum and articles of association. Does it mean that issuers 

and founders can unilaterally amend these documents?  
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The dilemma whether it is possible to amend the prospectus or not before the time of the 

expiry of application, if a new event happens within or outside of a company, under 

formation or a company which is formed, which substantially affect the company and the 

interests of the subscribers, isn’t fully dealt with in the Commercial Code and the 

proclamation.  

The issue might also be tried to be addressed by the existing private laws, especially 

contract law, to be applicable in this regard. A share company is a business organization. 

A business organization is any association arising out of a partnership agreement.415 And 

partnership agreement is a contract where two or more persons who intend to join 

together contributions for the purpose of caring out activities of an economic nature and 

of participating in the profits and losses arising out there of, if any.416 A share company is 

formed out of a contract among shareholders to engage in a business. Hence, the public 

offering process is subject to the contract law and the obligation of the parties, who are 

founders and subscribers, may be determined based on the terms of their partnership 

agreement. Accordingly, the issue as to the amendment of the prospectus could be settled 

by a general contract law which proscribes unilateral amendment of the terms of the 

contract which is the prospectus in this case. 

Nevertheless, the question of when is a contract deemed formed in relation to public 

offering process isn’t made clear. A contract is deemed completed where the parties have 

expressed their agreement through offer and acceptance.417 When one contracting party 

offers and the other party accepts the offer, then a contract is deemed formed.  However, 

regarding the concept of an offer, in the strict sense of the contract law, and when the 

offer is considered accepted do not fit the concept of offer in the realm of public offering 

of shares.  

Art 318 states that an ‘offer’ to subscribers shall be made by a prospectus signed by all 

the founders. This provision considers a prospectus as an ‘offer’. Some writers argue that 

                                                           

415 Art. 210(1) of the Commercial Code 
416 Art. 211 of the Commercial Code 
417 Art 1680 of the Civil Code of The Empire of Ethiopia (hence forth civil code)  Proclamation No. 
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in relation to public offering of shares the term ‘offer’ stated under Art 318 of the 

Commercial Code should not be strictly interpreted according to the general contract 

law.418  The offering of a prospectus is an invitation, not an offering in the strict sense of 

the term.  In other jurisdictions, for example USA, the prospectus is an invitation not an 

offer and the application to shares is considered as an offer for the invitation made 

through the prospectus.419 The final acceptance of the offer is made during allotment of 

shares to the subscribers after the invitation to the public is over.420  Art 319 of the 

Commercial Code considers the act of the subscribers to the public offering as an 

‘application to the shares’’ not ‘acceptance’ to the offer. So the prospectus is not deemed 

an offer in the strict sense of the term rather it is an invitation to the public to subscribe to 

the shares. 

If the prospectus is considered as an invitation, not in the strict sense of the term offer 

which is  provided by the contract law, then does it mean that the issuers amend the 

prospectus until they made acceptance to the application (offer) made by the subscribers?  

This is because as far as the acceptance isn’t made by the founders or issuers, they don’t 

have contractual obligation for a contract is formed when both parties agreed. So in order 

to restrict the amendment of a prospectus according to the contract law, the issuers shall 

first accept the offer to shares. The problem is that it is not easy to determine when the 

application to shares by the subscribers is deemed accepted by the issuers.  Is it at the 

subscribers meeting? Art 321 of the Commercial Code doesn’t make acceptance of the 

application as the purpose of the subscribers meeting. It rather impliedly assumes the 

subscribers have already known and the purpose of the meeting is to verify that the 

requirements relating to the formation of the company have been complied with; to draw 

up the final text of the memorandum and articles of associations; to approve contributions 

in kind and the share in the profits allocated to the founders; and to make all 

appointments.  Hence, it becomes impossible to determine when the contractual 

                                                           

418 Birhanu Gobeze, Founders of Share Company: Their Roles, liabilities and Rights under the Commercial 
code of Ethiopia, AAU, Law Faculty, unpublished (2006), P.18 
 
419 Goldring, G., “Mandatory Disclosure of Corporate Projections and the Goals of Securities Regulation”, 
Columbia Law Review, Vol. 81, No. 7 (Nov., 1981), p. 1524 
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obligation of the parties is exactly completed.  Had the time of acceptance and offer 

(completion of the contract) known, it would have been easy to proscribe unilateral 

amendment of the terms of the agreement, in this case the prospectus. So the issue of 

amendment of prospectus during the public offering process is not determined in the 

proclamation, commercial code and civil code of Ethiopia.   

4.4.1.3. Withdrawal from Subscription  

The other problem regarding the regulation of a prospectus is the issue of withdrawal 

from application for shares by the subscribers. Had it been clear that application for 

shares is considered as an ‘offer’, then Art 1693 of the Civil Code would have solved the 

problem. Art 1693(1) of the Civil Code states that an offer shall be deemed not to have 

been made where the offeree knows that it is withdrawn before he knew or at the time 

when he knows of the offer. This provision also applies where acceptance is withdrawn. 

But due to the failure of the legal regime to determine ‘offer’ and ‘acceptance’ in relation 

to public offering, the issue of withdrawal from subscription remains unsolved. In other 

jurisdictions, for example USA, investors can withdraw from subscription before the 

allotment of shares and determination of price is made. 421 

In general, existing legal frameworks fails to address the issues raised in relation to the 

regulation of a prospectus. The absence of special securities law which specifically deals 

with specific issues, lack of judicial interpretation of the application of general contract 

law to public offering process and the ambiguity which surrounds the Commercial Code 

in relation to public offering process creates a vacuum for the founders, issuers and 

promoters to exploit innocent investors. The issue of content and form of a prospectus, 

amendment of prospectus, withdrawal from subscription, and allotment of shares remain 

unaddressed. These problems, I think, are like a time-bomb waiting to explode and affect 

the investors, the securities market and the economy as a whole unless appropriate 

measures are taken.   

4.4.2. Marketing and Distribution of Prospectus  

                                                           

421 Ellis, K., R. Michaely, and M. O'Hara, A Guide to the Initial Public Offering Process, Corporate  
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Commission agents widely participate in the delivery of prospectus. These commission 

agents which are participating in selling shares to the public include banks, stock brokers, 

Ethiopian Postal Service, Commercial Nominees and other business organizations.422 For 

example Habesha Brewery S.C sold shares through Buna International Bank, Wogagen 

Bank, and United Bank. Ayat Share Companies offers shares to the public through 

United Bank, Awash International Bank, Nib International Bank, Wogagen Bank, and 

Commercial Bank of Ethiopia. Raya Beer S.C is also inviting the public to subscribe 

through Anbessa Bank, Wogagen Bank and United Bank.423  

The banks involvement in securities activities as a stock broker, along with other 

commission agents, is appreciable and important to the development of capital market. 

Banks, through their branches, can easily reach the public across the country. For 

example, Commercial Bank of Ethiopia can serve and reach the majority of the public 

through its more than 300 branches scattered throughout the country.  

However, the involvement of banks and other commission agents in selling shares to the 

public have limitations that should be addressed. The first problem is that commission 

agents don’t provide the prospectus of the company to the public while they are soliciting 

and selling shares to the public.424 The Commercial Code requires the prospectus and the 

expert report to be made available to all persons who may wish to subscribe425 and the 

subscribers to declare that they read the prospectus and the expert report.426  In practice, 

almost all branch offices of the banks and other commission agents don’t have any 

document except brochures to make available for the investors.427 The subscribers can 

only get a brochure which doesn’t contain all material facts to assess the business and 

make an informed decision. These brochures contain information about unsubstantiated 

return and profit, unsubstantiated dreams in terms of technology input, return in capital, 

business location and quality. It is hardly possible to find facts stated in an objective 

manner which can lead to a rational decision.  

                                                           

422 Ato H/Eyesus Nigatu, Accountant at Nib International Bank, Bahir Dar Branch, September 12, 2010 
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The second problem, which emanates from issuers and commission agents practice to 

offer and solicit shares to the public through oral communication, is the problem of 

selective disclosure. Most agents don’t provide prospectus to the public. The nature of 

this kind of marketing opens a way for agents to be biased as to the kind of information 

disclosed to subscribers. The agents may reveal all material facts and risks to friends, 

relatives or any person whom they have a special relation but not to others. This 

information asymmetry may be reflected in the decision of investors to value the 

prospects of the business and may open a way for some advantaged persons to mislead 

and take advantage of investors. In addition, investors may lose confidence on the 

integrity of the market and refrain from investing their money, which ultimately affects 

the role that the securities market could play in the country.  

The third problem in relation to distribution and offer of securities is the moral hazard 

associated with banks’ involvement in the securities activities as a commission agent. 

National bank supervises the activities of banks regarding the health and soundness of the 

financial institutions and in case problems arise the public have legal as well as 

administrative remedies to redress the problem. On the other hand the national bank 

doesn’t regulate the content of the prospectus and securities activities of banks as 

commission agent.428 However, the involvement of banks as a share broker coupled with 

their relation with the National Bank creates an image that publicly offered shares by the 

banks, as a commission agent,   have equal protection and remedies like other activities 

of banks. This perception of the public may expose them to the ruthless exploitation and 

mischief of promoters and issuers. The perception that the public offering of shares by 

banks is regulated by the National Bank like other activities of banks may lead investors 

to rely on the National Bank and take excessive risk which ultimately affects their interest 

and the securities market. Banks which are deemed playing an important role in the 

economy may be caught intermediating the issuers to sell worthless and blue sky shares 

to the public.  
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The other problem in relation to the failure to regulate the selling and distribution of 

prospectus is conflicts of interest which ultimately affect the investors and the efficiency 

and integrity of the market. The first conflict of interest is created when banks sell shares 

to the public on behalf of the issuers. On the one hand banks need the public to deposit 

the money which can be used for loan, from which banks earn their lion share profit. On 

the other hand banks have to disclose all material information to the public in order to sell 

shares. Due to the absence of prospectus provided to the public and the disclosure is 

mainly made through oral communication, banks may mislead the public not to buy 

shares by exaggerating the risk factors and/or undermining the opportunities and benefits 

of the investment. As a result the securities market may be inefficient to value the price 

of the share and investors may systematically be deceived not to benefit from investment.  

The conflict of interest which emanates from the financing aspect of the commission 

agents may also lead to the misstatement of material facts. Agents derive their finance 

from issuers429 and they don’t have any obligation to conduct due diligence report like 

other countries. They may strive to use the prospectus as a selling tool rather than a 

disclosure document.  They may only select good news and omit risk factors against their 

fiduciary duty to disclose all material facts in order to sell shares to the public. The 

omission and misstatement of material facts affect the public to make an informed 

decision. The problem may distort the securities market and the public may lose 

confidence on the market to participate in investment.  

In general the lack of regulation of the distribution and delivery of prospectus to the 

public creates a favorable condition for the issuers, promoters and commission agents to 

exploit the public and distort the securities market for their own benefit. 

4.5.  Advertisement Regulation 

A prospectus serves both as a disclosure document and a selling document. A proper 

balance should be kept while the prospectus is communicated to the public. Founders of a 

share company advertize an offer of shares to the public through different channels 
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including radio, television, news paper, oral communication, internet and etc. 

Advertisements are announcements relating to a specific offer to the public to promote 

the potential subscription of shares. These promotion and marketing of securities through 

different advertisements are not regulated in the Commercial Code and Civil Code.  In 

some jurisdictions, for example, the US Securities Act of 1933 considers every notice, 

circulars, advertisement letter, or communication, written or video or television 

advertisement as part of the prospectus.430 Advertisements are subject to the requirement 

of prospectus. Hence, issuers are liable to the accuracy of the information disclosed in 

any means used to offer shares to the public.   

In Ethiopia, the Commercial Code doesn’t make clear whether oral solicitation, phone 

call, radio and television advertisements, brochure, email, letter or any other 

advertisements  are part of the prospectus or not. One may also try to apply the contract 

law provisions as per Art. 1677(1) of the Civil Code which states that ‘the relevant 

provisions of this title shall apply to obligations notwithstanding that they do not arise out 

of a contract’.431 According to Art. 1686 of the Civil Code, no person is deemed to make 

an offer where he declares his intention but does not make his intention known to the 

beneficiary of the declaration or he sends to another or posts up in a public place tariffs, 

price lists or catalogues or displays goods for sale to the public. Hence, advertisements 

published in view of a public offer of securities are a mere declaration of intention not an 

offer in the strict sense of the term. So, issuers may deceive the public through different 

advertisements due to the failure of the laws of the country to address the issue.   

4.6.  Business Misconduct 

4.6.1. Misrepresentation and Omission of Material Facts  

The public offering process faces challenges due to lack of sufficient regulation of 

securities market in Ethiopia. In principle, companies willing to go public are required to 

disclose to all potential investors information which is necessary to make informed 

investment decisions. The Commercial Code falls short to regulate prospectus as a 

mechanism to bridge the asymmetric information between the issuer and the investor. 
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The failure of the Ethiopian legal regime governing the form, content, and manner of 

disclosure to the public leaves a favorable ground for issuers, founders, promoters and 

stock brokers to misrepresent and omit material facts.  

The misleading statements and omissions observed from the market and prospectuses of 

companies impede investors to make informed decisions and distort the securities market 

to allocate resources efficiently.  Issuers, founders, promoters or stock dealers make a 

statement, promise or forecast which they know to be misleading, false or deceptive 

material information. This helps the issuers and others to sell shares to the public or lure 

the public to subscribe based on such misleading facts.  The extra-contractual law of 

Ethiopia incidentally prohibits providing false information and misrepresentation of facts 

to the public and inflicts damage. Since these provisions require prove of intention or 

negligence of the wrongdoer, it makes getting compensation difficult due to the nature of 

securities transaction and manner and standard of disclosure. And investors are not 

required to prove intention or negligence to claim compensation if the misconduct is done 

for the purpose of creating the impression and thereby inducing investors to subscribe or 

refrain from subscribing. The legal problems regarding liabilities will be discussed in the 

next sub section. 

Issuers, founders and promoters conceal material facts in connection with a statement, 

promise or forecast made or disclosed to the public.432 Some prospectuses don’t disclose 

all material risk factors which are associated with the projections made by the issuers.433 

Risks are the inherent nature of business; especially researches have shown that investing 

in an initial public offering is highly risky and volatile.434 So in order subscribers make an 

informed decision as to the value of the offer, issuers and founders should have to 

disclose the risks that they reasonably know.  

Some observers of the securities market mentioned that risk factors which are concealed 

from the public include, but not limited to, undisclosed related party transactions, 
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undisclosed previous or current brushes with civil and criminal law, undisclosed tax and 

land lease liabilities, undisclosed court and labor disputes, undisclosed dispute with 

municipalities and undisclosed conflicts of interest arising from the involvement of 

issuers and founders in other competing but not openly disclosed businesses.435 In some 

countries concealing such material facts to the public entails civil and criminal liability. 

The Ethiopian Commercial Code does not expressly require the issuers to disclose risk 

factors to the public and hence it seems that concealment of such risk factors does not 

entail civil and/or criminal liability.  

4.6.2. Selective Disclosure  

The other problem which does not fully regulated in Ethiopia which is associated with 

public offering of shares is selective disclosure. Selective disclosure is when issuers or 

founders/agents of public companies disclose material non-public information to certain 

individuals. Information is material if there is a substantial likelihood that a reasonable 

investor would consider it important in making a decision whether to buy or sell a share. 

Information is public if it has been disseminated in a manner reasonably designed to 

make it available to investors generally, otherwise it is non-public. Information is 

considered available to the public only when it has been released to the public through 

appropriate channels.  

The problem stems from the inadequacy of regulation of promotion, distribution and 

disclosure of prospectus. Stock brokers and commission agents undertake their activities 

including disclosing information to the potential investors mainly through oral 

communication and phone call. The investors mainly rely not on the prospectus but the 

information provided by the founders and agents through oral communication and 

informal discussion. Material information which is not included in the prospectus might 

be disclosed to specific stock brokers or individual investors like friends, families or 

relatives, while other investors may not have such access.  

The reason to regulate selective disclosure is to protect investors. Few investors who have 

access to material non-public information may take advantage at the expense of other 
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investors who have no such information. Selective disclosure could lead to a loss of 

confidence by individual investors in the integrity of the securities market due to the 

information advantage enjoyed by the privileged few. As a result, selective disclosure is 

regulated in other countries, for example, Regulation FD (which stands for Full 

Disclosure) in USA is designed to address such problem.436 It requires that when senior 

officials of public companies intentionally disclose material non-public information to 

market professionals or individual investors, they must simultaneously disclose the same 

information to the general public.  It further requires that when these senior officials 

unintentionally disclose material non-public information to market professionals and 

individual investors, they must promptly thereafter make the same information available 

to the general public. However, the Ethiopian commercial code does not regulate such 

business misconducts while the public offering process is favorable to selective 

disclosure.  

4.6.3. Insider Trading 

The existing legal, regulatory framework and practice might expose the process of public 

offering of shares to insider trading. The Ethiopian legal regime does not expressly 

prohibit insider trading. The inadequate disclosure of material information to the public 

and manner of marketing and distribution of prospectus seems the right environment for 

insiders to trade at the expense of the public. Trading on the inside information which is 

not disclosed to the public violates the principle of full, true and plain disclosure, as well 

as the principle that all investors must share equally in the risk and opportunity.  

Those who trade on insider information have a duty arising of trust or confidence.437 

Those who trade on inside information have a clear opportunity to obtain an economic 

advantage over other investors who do not have access to the same information. 

Legitimate investors will likely be unwilling to trade in a market where they perceive that 

other investors may have an advantage over them. So insiders may take advantage of 
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innocent investors and affect the integrity of the securities market due to the failure of the 

Ethiopian legal framework.  

4.7.  Liabilities for Business Misconduct in Public Offering          

4.7.1. Civil Liabilities  

This subsection examines the inadequacy and loopholes of the current civil liability 

provisions for the defects in public offering i.e. misstatement and omission of material 

facts in the prospectus, insider trading and selective disclosure. These sub sections do not 

talk about the liabilities of issuers and founders for their commitments made to third 

parties. Due to the early stage of the development of securities market in Ethiopia, it 

becomes impossible to gain experience from court and arbitration proceedings and 

judgments to study the adequacy of civil liabilities regimes. As an alternative, the paper 

examines the issue theoretically and references to the relevant laws of some countries 

will be made.  

Both the analysis of the efficient market hypothesis and the arguments of the information 

economists reinforce the pivotal role of the liability rules in establishing an appropriate 

disclosure regime.  Civil liability rules in this context are generally perceived to perform 

two functions.  First, in providing compensation for those who have suffered loss and, 

second, in acting as a deterrence device to encourage persons involved in the process to 

comply with the law .438 

Loss of investment is a common phenomenon in securities investment.  And any law 

does not intend to provide a guarantee of return to investors.  For example, in the United 

States the deterrence effect of the civil liability regime was considered to be of pivotal 

significance to the introduction of the securities laws.439 For a small investor the liability 

regime cannot provide a meaningful compensatory function because the cost of recovery 

of a claim would exceed the value of the loss suffered.440 The liability rules are well 
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placed to form a deterrence function to ensure the disclosure laws are observed or that 

there are no misstatements and omissions made during the offering process.441 

In Ethiopia, investors may invoke contracts and extra-contractual liability law to redress 

damages sustained in the process of public offering. Art. 1677 of the Civil Code states 

that ‘the relevant provisions of this title shall apply to obligations notwithstanding that 

they do not arise out of a contract’.  So provisions regarding the defects in the formation 

of the contract can be applied to invalidate the contract in case issuers engage in fraud 

and false statement as per Art. 1704 and Art. 1705. The next subtitle of this paper 

discuses contractual liability of the issuers in detail.  

The bases of extra contractual liability is fault liability. In fault liability the act or 

commission of wrongdoer may be intentional or based on negligence.  The meaning of 

intention varies according to the context in which it is used. Intention exists where a 

person desires to produce a result forbidden by law and where they foresee it and carry on 

regardless of the consequences; where the defendant desires the consequences or where 

the defendant may not desire but foreseen the result of the action and omission442. On the 

other hand, the defendant is deemed acted negligently if a person failed to act in a 

reasonable manner.443 Negligent exists where the defendant owed the plaintiff a duty, the 

defendant have breached that duty, the breach of that duty must be the actual as well as 

the “legal’” the plaintiffs injury, and that injury must be one that the law recognizes and 

for which money damages may be  recovered.444   

Generally, for a person to be liable under extra-contractual law principles, he must fail to 

fulfill a duty owed another.  Often this duty is expressed as a ‘standard of care’.  Not 

every unfortunate result or accident represents a failure by someone to meet the 

applicable standard of care. The most common standard of care is the so-called 

‘reasonable person’ or ‘reasonable man’, which is the general duty to take reasonable 

precautions to protect the interests of others from harm.  The reasonableness of 

                                                           

441 Ibid 
442 Michael A. Jones, Text book on Tort, (Oxford University Press,2002),p.9 
443 Ibid 
444 Ibid 



 
 

89

precautions is evaluated under all the circumstances, including the costs of the 

precautions, and the social utility of the conduct at issue. The standard set is an objective 

one. The court will apply the test of what a ‘reasonable man’ would have done in the 

defendant’s position. One effect of this test is that no account is taken of individual 

disabilities. 

The plaintiff must also show the casual link between the acts or omission of the 

defendant is the proximate cause of the damages sustained in order to succeed in fault 

liability.445 Causation is a link between the defendants conduct and the plaintiff’s 

damage. To determine the cause for damage ‘but for’ test can be applied. The principle is 

that the defendant wouldn’t have been injured but for the defendants conduct.446  

The paper finds that the Ethiopian laws governing civil liabilities for misconducts in 

public offering of shares are flawed in multifarious ways with weaknesses such as 

ambiguities and short comings in identifying potentially liable persons, high burden of 

proof, problems in enforcement and others. Such problems and weaknesses of liabilities 

create favorable conditions for the wrongdoers at the expense of the interests of investors 

who are exposed to the business misconducts and fraudulent activities of issuers and 

founders.  

4.7.1.1. Who is liable?  

Liabilities for business misconducts in public offering in any respect generally create 

deterrence for the wrong doers. Civil liabilities have been imposed on certain personal for 

their misconduct in public offering process. The objectives of civil liabilities are to 

facilitate compensation for the investors and to deter the persons involved in the 

preparation and distribution of prospectuses from infringing legal requirements.  

The effectiveness of civil liabilities depends on the legal regimes effectiveness in 

identifying liable persons involved in public offering. A public offering of shares 

involves several actors like founders, promoters, directors, lawyers, auditors and 
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investment advisors and stock brokers. Are all these persons liable to the business 

misconducts committed or omitted in the process of public offering? 

Art 309(1) (c) of the Commercial Code states that the founders shall be jointly and 

severally liable to the company and third parties for any damage in connection with the 

accuracy of statements made to the public in respect of the formation of the company. 

The provision mentions founders as the only persons liable to the statements made.. As 

per Art.307 of the Code, persons who sign the prospectus, bring in contributions in kind 

or are to be allocated a special share in the profits, as well as any person, even though 

outside of the company, who has initiated plans or facilitated the formation of the 

company shall have the status of a founder. However, the article fails to clearly mention 

the lists of persons who are considered as founders in the offering process.  

If ‘any person’ who has initiated plans or facilitated the formation of the company is 

considered as a founder, then should auditors, lawyers, investment advisors and stock 

brokers be responsible for wrongs committed or omitted in the process of public 

offering?  The law defines founders broadly and it is unclear whether or not these people, 

such as auditors, lawyers, investment advisers fall within the ambit of this liability. The 

absence of specific mention of their liabilities in the provision, lack of judicial 

interpretation and lack of statutory definition of what ‘who has initiated plan’ and 

‘facilitated’ mean leaves the dilemma unsolved. Some countries, like Malaysia, for 

example, impose liability an all persons involved in the preparation of a prospectus to 

compensate investors for damages resulting from false and misleading statements in the 

prospectus.447 It clearly identifies the liable persons and these persons are directors, 

promoters, principal advisers, underwriters, auditors and lawyers.448  

An idea may be raised that underwriters, if any, should be held liable for their 

participation in public offering process for the following reasons. The experts are in a 

position to evaluate and investigate the accuracy of   statements disclosed to the public.449 
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Investors may reasonably rely on the expert reports regarding the accuracy of the 

statements and the soundness of the offer.450 In addition the position of the experts to 

impose their will on the issuers in order to ensure the accuracy of disclosure in 

prospectuses is also raised as a ground to hold the experts liable.451 

Strong arguments may also be forwarded to include auditors to be liable for the accuracy 

of the statements made to the public in relation to the offering, if the prospectus contains 

a financial assessment and report about the company and issuers.452 Auditors assess the 

financial status of the issuers and companies and, hence, have great influence over the 

contents of the prospectus that may deceive investors.453 In addition studies have shown 

that liabilities imposed up on auditors increases their performance and become an 

incentive to work hard to verify the accuracy of the disclosure of material facts to the 

public.454 Due to an important role of auditors in the process of disclosure, some 

countries, like for example USA, has supported the view that auditors’ involvement or 

participation in a fraudulent disclosure is sufficient to impose liability upon auditors455.  

Due to the role that they played in the process of preparing and distribution of 

prospectuses, some writers support the view that civil liability should also be imposed up 

on lawyers.456 Lawyers play an important role in ensuring the legal requirements that 

prospectus should contain, pointing at the flaws and shortcomings of the statement and 

above all, by not abating the issuer not to issue defective statement. As a result a strong 

position is held by some countries, like Malaysia, to impose civil liability up on lawyers 

regarding business misconduct in public offering. 457 

To conclude this sub-title, the Ethiopian Commercial Code doesn’t make clear whether 

such persons are considered as a founder or not. However, some writers’ trend in 
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interpreting Art 307 of the Code incline towards excluding underwriters, lawyers, 

auditors and other professionals who participated in the disclosure of information to the 

public from being liable for misconducts in the public offering process.458 This trend of 

interpretation may induce such persons involved in the making of the statement to 

commit wrongs and restrict the subscribers from claiming compensation.  

4.7.1.2.  Contractual Liabilities of Founders  

The Commercial Code of Ethiopia makes the founders of a share company liable for 

commitments concluded with third parties regardless of whether the company is formed 

by public subscription or as between founders459. The precise scope of the interpretation 

of commitments should be seen in light with who founders are and case by case. As per 

Art 305(2) of the Commercial Code the company shall take over these commitments 

from the founders and refund the founders with all expenses where necessary for the 

formation of the company or approved by the general meeting of the subscribers. The 

right of approval or disapproval of the commitments entered in to by the founders is very 

important to safeguard the interests of the subscribers. This right of the subscribers to 

approve or otherwise of the contracts entered into by the founders is not contractual. It is 

rather a right which emanates from the Commercial Code.460  

The founders remains liable to the third parties in case the company is not formed. Since 

there is no company to take over the commitments made by the founders, the third parties 

can claim their contractual rights from the founder who are jointly and severally liable. 

Art 308(3) of the Commercial Code states that where the company is not established for 

whatever reason, the subscribers shall not be liable for the commitments or expenses 

made by founders.  

The kind of liability that should be imposed up on founders in relation to protection of 

investors from misrepresentation and omission of material facts which is based on the 

contractual relation between the investor and issuer is very difficult to establish. The 
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problem stems from the legal gap that exists as to the nature of the relationship between 

the founders and investors in the public offering process.  

It is discussed in the previous subsections that the contract law falls short to address the 

issue raised with regard to whether invitation to subscribe and application to shares is 

strictly a contractual relationship or not. If it is argued that it is a contract, the difficulties 

and ambiguities in determination of issues like when the contract is deemed formed, the 

terms of the agreement, the  issue of offer and acceptance with regard to public offering 

process and its repercussions up on amendment of the prospectus and withdrawal from 

subscription, and the resolution of the subscribers meeting and the interests of individual 

investors make to invoke contractual remedies, i.e. specific performance, cancellation and 

invalidation, almost impossible in the realm of public offering. 

However, as per Art. 1704 of the Civil Code the contract may be invalidated on the 

ground of fraud where the issuer resorts to deceitful practices so that investors would not 

have entered into the contract, had they not been deceived. In addition the contract may 

be also invalidated where the issuer in bad faith or by negligence made false statements 

as per Art 1705 of the Civil Code. The effect of invalidation is primarily extinction of a 

contract. Invalidation is also followed by compensation that puts the victim in his original 

position. Ethiopian law of contract pursuant to Article 1817 shows that the compensation 

shall be aimed at reinstating the party in his original position.  According to Art. 1815(1), 

the parties are required to be put in their original position before the formation of the 

contract.  

If the founder arranges special contract, which are criminally prohibited, in order to lure 

the subscribers to subscribe shares, that special contract can be the ground to invoke the 

contract made by the subscribers. The grounds of the contract should be illegal and 

manipulative practice. Based on this manipulative contract made between the founders 

and the subscribers, the subscribers can cancel the contract and claim compensation. 

Absent such grounds, the determination of contractual liability of issuers and founders in 

relation to misrepresentation and omission of material facts, false and defective 

disclosure is very complicated.  
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4.7.1.3.  Extra contractual liability  

Investors are entitled to recover their loss or damages, sustained by subscribing to an 

IPO, from founders and issuers. Art 309 of the Commercial Code makes the founders 

liable for any damage in connection with the accuracy of statements made to the public in 

the formation of the company. Due to the failure of the Commercial Code to regulate the 

scope of the prospectus coupled with what constitutes ‘statements made to the public’ is 

not made clear, it is difficult to enforce this provision. In addition, this provision doesn’t 

hold issuers and founders liable to the material statements they do not made except those 

that are required under Art. 318 of Commercial Code.   And Art. 318 of the Commercial 

Code does not require all material facts to be disclosed and Art. 309(1)(C) requires the 

accuracy of the statements made, not to the statements that is not made, to hold founders 

liable. Founders may infringe their responsibility to provide accurate information not 

only made in the prospectus as is defined in the Commercial Code but also in broadcast 

advertisement, notices, news papers or magazines or in some other manner which are left 

outside the scope of the regulation of prospectus. Hence, Art. 309(1) (C) of the 

Commercial Code seems inadequate to entitle investors who sustain loss due to 

misconducts of issuers and founders. So other provisions of the extra-contractual liability 

law may also be involved. 

The Civil Code contains provision which hold founders liable for their misconducts in the 

process of public offering.  Founders of Share Company may be liable to the false 

information provided as per Art 2059 of the Civil Code. The provision states that a 

person who, intentionally or by  negligence, supplies false information to another is held 

liable if he knows that the person to whom the information is supplied or another given 

person, will act up on the information and thereby suffer damage or he is bound by the 

rules of his profession to give correct information. The founders and issuers may also be 

liable for damage arising from infringement of the law according to Art 2035 and for the 

creation of false appearance as per Art 2058 of the Civil Code.  

Problems invade the traditional tort remedies effectiveness in addressing defects in public 

offering of shares. The first problem is the requirement of proof of causation by the 

plaintiff. The subscriber must demonstrate that he has acted in reliance on the false 
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information. The mere fact that the false information is disclosed at the time of 

subscription is not suffice to prove that the issuer is at wrong. The requirement for proof 

of causation creates a burden up on investors to establish the chain of causation between 

the false information and the damage suffered. So in order the investor to succeed in tort 

action, the investor must show to the court that he knows of the false information and that 

information is the cause to subscribe.  

Some countries abandon the requirement of cause in securities public offering cases. For 

example, Canada does not require the element of reliance (cause) on the defective 

disclosure for the purpose of claiming compensation.461 Instead, the law provides that a 

purchase of securities offered to the public through a prospectus containing false 

information (misrepresentation) shall be deemed to have relied on such misrepresentation 

if it was a misrepresentation at the time of subscription and the investor has a right of 

action for damages. The U.S Securities Act, which directly deals with the prospectus, has 

imposed the onus of proof of investors’ non-reliance on the disclosure up on the 

defendants.462 In accordance with the act, the issuers have to prove that the compensation 

claimed by the plaintiffs is not the result of the defect of the prospectus. Thus, the 

plaintiffs need not prove their reliance on the impugned prospectus for the recovery of 

their loss or damage resulting from their subscription to a share. 

Nevertheless the Ethiopian Civil Code still requires proof of cause to hold issuers 

tortuously liable which investors may fail to claim compensation. This is because in the 

first place it is the information asymmetry that exists between the issuers and investors 

that necessitate the intervention of the government to regulate the securities market. So 

requiring the investor to prove the existence of material information, which might even 

be in the hands of the issuer, and showing that the investor relies on that information is 

very costly and difficult.  As the practice shows, the tendency of investors to rely on the 

reputation of the promoters, name and fame of the persons involved in the issue, rather 

                                                           

461 Gillen, M., “The Role of Securities Regulation in Promoting a Competitive Capital Market”, 
Commissioned by the Task Force to Modernize Securities Legislation in Canada May 25, (2006), p. 61 
462 Supra note at 18, p. 168 



 
 

96

than on the quality of disclosures made in the prospectus coupled with limited disclosure 

made by the issuers renders proofing cause difficult.   

The other problems that challenges investors to claim compensation is the requirement of 

proof of the state of mind of issuers. In order to hold issuers liable based up on fault, the 

investor shall prove the ‘intention’ or ‘negligence’ of the issuer. For example, Art 2059 of 

the Civil Code states that a person who intentionally or negligently supplies false 

information is tortuously liable. The plaintiff has to proof the ‘intention’ or ‘negligence’ 

of the issuer in order to get compensation. However, in securities litigation, since it is 

difficult to prove intention and negligence, some countries like the U.S Securities Act of 

1933, does not require the plaintiffs to prove the state of the mind of the issuer.463 The 

traditional approach of the Ethiopian extra-contractual law is not sufficient to redress 

damages in relation to defects in the public offering of shares. Especially, the requirement 

to prove state of mind (‘intention’ or ‘negligence’) and causation impedes the success of 

the investors claim for compensation.464  

4.7.2. Criminal Liability of Business Misconduct 

The question of why do the market misconducts of founders and market intermediaries 

are subject to criminal liability should be answered. The argument has already been put 

that the criminal sanctions in relation to the public offering process or the prospectus is 

considered as primarily performing a deterrence function.465  The generally held view is 

that the imposition of criminal sanctions in relation to founders’ activities should be seen 

as advancing deterrence goals. To the extent that the criminal sanction for prospectus 

laws pursues a deterrence function, it is appropriate that the criminal remedy is imposed 

at a level to achieve appropriate deterrence. For the typical professional person subject to 

a criminal prosecution, the consequences of that prosecution being undertaken 

(irrespective of the outcome of the proceedings) are potentially devastating in terms of 
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career.466  As such, it can be expected that the threat of prosecution itself imposes a 

significant degree of deterrence on participants involved in the capital raising process. 

In some countries criminal liability is imposed upon persons violating the securities law. 

For example, the US Securities Act of 1933 Section 24 imposes criminal liability upon 

‘Any person who wilfully violates any of the provisions of this title, or the rules and 

regulations promulgated by the Commission under authority thereof, or any person who 

wilfully, in a registration statement filed under this title, makes any [misstatement] shall 

upon conviction be fined. The fine is US$10,000 or imprisonment for 5 years or both’.  

Breach of trust, fraudulent misrepresentation, omission of material facts and false 

information in the securities market is not only civil wrongs but also considered as 

offenses against the society. 

The Commercial Code does not impose any criminal liability up on founders and 

securities intermediaries in relation to market misconducts. However, the Ethiopian 

Criminal Law contains some provisions which might be applied on the conducts of 

founders and intermediaries in relation to their conduct in the securities market. Art 675 

and Art 676 of the Criminal Code punish founders if they abuse or misappropriate the 

subscribed capital of the company by breaching their fiduciary obligation. Disclosing 

false information to the public to enrich is also punishable according to Art 718 of the 

Criminal Code. However, the Criminal Code does not fully cover all market misconducts 

of issuers and securities intermediaries. It is not clear, for example, omission of risk 

factor in the prospectus is a crime or not.  

4.8.  Institutional structure of IPOs Regulation in Ethiopia 

4.8.1. Public Regulation  

Currently there is no public authority actively regulating the public offering process in 

Ethiopia to protect investors and ensures the integrity of securities market.467 For that 

matter, the agency which is responsible to regulate the public offering process in Ethiopia 

is not specifically identified. The current practice of public offering process enforcement 
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relies on the traditional approach of civil laws and remedies. These traditional remedies 

constitute the civil claims of private parties based on private laws including agency law, 

contract law, extra- contractual liability law, and enforcement of property law. There are 

predominantly two views regarding the public authority which should regulate the 

securities market. The first line of argument purports that it is the National Bank which 

should regulate the securities market and participants.468 Other individuals point at the 

Ministry of Trade under its Office of Commercial Register to take responsibility to 

regulate securities market and its participants.469  

4.8.1.1. National Bank 

The first line of argument supports the National Bank to be and is a responsible ‘Mega-

Regulator’ to regulate the securities market along with banks and insurance companies.470 

The integration of the regulation of securities market, banks and insurance companies 

under a unified megaregulator has its own advantages and disadvantages. The previous 

chapter of this paper theoretically discussed the arguments in favor and against the 

establishment of a unified megaregulator and reviewed the experience of FSA, which is 

outside of the National Bank.    

The holder of the view that it is the National Bank is the responsible organ to regulate the 

securities market raises the following reasons. First, historically, National Bank, as the 

then state Bank of Ethiopia pioneered the establishment of a share exchange department 

in 1960.471 A share dealing which was introduced in 1960 had the objectives to mobilize 

the equity capital from a broad range of sources and spreading ownership over wider 

variety of individual and institutions. In the subsequent years, due to other financial 

institutions joined the share brokerage and dealing business and the considerable 

expansion of the stock market, the National Bank of Ethiopia took the imitative to set up 

the share dealing group in February 1965. The National Bank played an important role as 

a chair man of the group and set the groups trading rule. So due to this historical role 
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some individuals insist that it is the responsibility of the National Bank to regulate the 

securities market in Ethiopia.  

The second reason which claims that it is the National Bank which has the duty to 

regulate the securities market mentions that the National Bank is, under its legal 

proclamation, the regulatory and supervisory authority for the country’s financial sector 

including securities offering and trading. Art 14 of the National Bank Establishment 

Proclamation No. 591/2008 states ‘the National Bank shall license and regulate banks, 

insurance companies and other financial institutions in accordance with the relevant laws 

of Ethiopia’.472 Other financial institutions include microfinance institution, postal 

saving, money transfer institutions and other similar financial institution’s established in 

accordance with the appropriate law of Ethiopia and as determined by the National 

Bank473. Since securities firms are traditionally considered as financial institutions, there 

is a strong position that National Bank should regulate them as well.  

Another argument in favor of National Bank to regulate the securities firms, 

intermediaries and market is provided in terms of its broad objective and role of financial 

sector development.474 The National Bank is charged by the Proclamation with the task of 

taking appropriate measures and reforms that are conducive to the progressive 

development of the financial sector475 and healthy financial system476. The financial 

system consists of the banking, insurance and securities markets and firms. As a result the 

National Bank, under its statutory authority, is expected to initiate and undertake the 

necessary measures to develop the securities market. 

However, there is a different view that the regulation of the securities market, especially 

the regulation of disclosure and distribution of prospectus in order to protect investors, 

isn’t the policy and responsibility of the National Bank. Some officials of the National 

Bank mentioned that protecting investors through disclosure of information, registration 
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and licensing of participants, establishing orderly market rules, etc is the mandate of the 

Ministry of Trade under its Office of Commercial Register.477 

4.8.1.2.  Ministry of Trade under Office of Commercial Register 

The other group of persons supports the idea that it is the Office of the Commercial 

Register which has a duty to regulate the securities market.478  This view rejected the first 

argument based on the objective of the National Bank to regulate banks; hence it seems 

the argument purports objective based regulation. On the one hand the National Bank has 

an interest in regulating banks to ensure their health and soundness of the operation in 

order to ensure the stability of financial system as a whole. On the other hand, 

Commercial banks are now participating in distribution of shares to the public due to 

their economy of scale in having different branches throughout the country. The banks 

participation in distribution of prospectuses and shares to the public as a commission 

agent subjects them to the securities regulation in order to protect investors and ensure 

the efficiency of securities market. As a result banks are required to comply with the rules 

and regulations of the securities law and to the supervision of securities market regulatory 

authority.  In the end banks become the subject of two regulatory authorities, i.e. the 

National Bank and the Securities Regulatory Authority, which have different regulatory 

objectives and different approaches to achieve their goals, which is discussed in chapter 

three of this paper.  

This argument supports the twin peaks model. The first peak, which is similar to 

prudential regulation authority, is to regulate the financial institutions to ensure their 

health and soundness by the National Bank. This is because protecting investors is not the 

objective of the National Bank.  The other peak of the regulatory authority is designed to 

protect investors through the necessary orderly market rules, like for example disclosure 

requirement. As a result, it is not the National Bank which has the duty to regulate 

prospectus but the Office of Commercial Register. So, according to the second line of 

argument, two authorities having different objectives should exist, i.e. the National Bank 

and Office of Commercial Register. 
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The reasons to hold the office of the Office Commercial Register as the body which is 

responsible to regulate the public offering process are the following. Art 323 of the 

Commercial Code states that the memorandum of association, the articles of association, 

the prospectus, the minutes of the subscribers’ meeting and all complementary documents 

shall be deposited in the commercial register. Hence it is the responsibility of the Office 

of Commercial Register to supervise whether the disclosure made is sufficient or not and 

to take the necessary measures to develop it. 

In addition, according to Art 12 of the Commercial Registration and Licensing 

Proclamation, the legislature empowers the Office of the Commercial Register to give 

permission to start the formation of share companies by offering shares to the public. The 

very purpose of this provision is to protect investors from fraudulent and dishonest 

founders and promoters. So, it seems that the legislature grant the responsibility to 

regulate public offering of shares to the Office of Commercial Register. However, the 

counter argument to this reasoning is forwarded by an official in the Ministry of Trade.479 

He mentioned that the insertion of the provision to give permission to start the formation 

of Share Company through public offering of shares is not made with appropriate 

research and it was the reaction of the government to the pressure of the people and the 

media. Even the Proclamation does not give any guideline how to implement this 

provision. So this sub article can’t fully settle the jurisdictional confusion of the 

regulation of the securities market and firms. 

4.8.2. Self Regulatory Institutions 

Self regulatory institutions play an important role in the regulation of securities market. 

In Ethiopia, even though, different professional and industry associations exist like for 

example national and regional Chamber of Commerce, Law Bar Associations, 

Accounting Professional Associations, and Industry Associations, they don’t regulate 

their members in relation to their members’ involvement in securities market. The self 

regulatory organizations are usually tasked with one or more areas of administration over 

which they will exercise a degree of oversight under the framework of regulations of the 

                                                           

479 Anonymous 
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securities industry. The SRO is separate and distinct from the government regulator 

although the regulator will exercise an oversight and authorization function. Exchange 

SROs, securities dealers and brokers associations, and Central securities depositories and 

clearing agencies associations are the main SROs in the securities market. SROs Provide 

guidance, best practices, or set other standards for members.   

Even if, the most common form of formal SRO in the securities markets arena still is a 

securities exchange, it is not yet established in Ethiopia. The  most  important  role  that  

Exchanges could play in  the regulation of securities market  are through  listing 

standards  to regulate  the quality  of listed companies,  the disclosure provided by these 

companies,  and the  corporate governance  practices  that  listed companies  follow. The 

regulation of broker-dealers and regulation of trading are also important functions that an 

Exchange could play. Self regulatory institutions are not playing their part in the 

development of securities market in Ethiopia.  

In general there is no public authority which is currently regulating the public offering 

process and the market conducts of the participants. The participation of trade and 

professional associations in the regulation of their members in the securities market is 

also nonexistent. This problem poses a great danger to the securities market whereby the 

founders and issuers may not withhold themselves to sell a building which exists in the 

blue sky through public offering of shares.  
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Chapter Five 

Conclusion and Recommendations 

5.1. Conclusion 

Securities market in Ethiopia is characterized by the absence of professional promoters, 

underwriting agencies, market intermediaries, organized market, regulatory bodies, and 

rules and regulations. Initial public offering is when a company or a company under 

formation offer common shares to the public for the first time. Companies going public 

can be promising start-ups or old, established corporations engaged in restructuring 

programs requiring new capital injection. Regulation of IPOs refers to the set of rules, 

controls and processes, established by public authorities, with the aim to prohibit certain 

behavior, decision making and transactions in the public offering process, and to ensure 

that the securities market to be fair, transparent, efficient and effective and free from 

manipulation and fraud. 

The ultimate significance of the regulation is to make the securities market play a vital 

role in the economic growth, development and strength of free market. Securities market 

is recognized as an effective way of raising capital for commercial enterprises, and at the 

same time providing an investment opportunity for individuals and institutions; 

contribute to mobilization of domestic savings and remittances by enhancing the set of 

financial investments available to savers to diversify their portfolios and doing so, they 

provide an important source of investment capital at relatively low cost; contribute to 

economic development by enhancing the liquidity of capital investments; to redistribute 

wealth to achieve distributive justice; enhance corporate governance; and eases the 

burden of and excessive reliance on  bank loan. 

In order to get this benefits the securities market should insure that investors are protected 

and the securities markets should be efficient.  Otherwise, investors may be unwilling to 

participate in investment and the market may fail to discharge its resource allocation 

function. So the goals of the securities regulation are to protect investors and ensure the 

securities market is efficient. The securities laws of different countries prescribe rules and 
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regulations and establish institutions to enforce securities law and regulate the public 

offering process.  

Compared to other jurisdictions, in Ethiopia there is no ‘securities law’ as such enacted to 

regulate and establish a body which supervises the securities market. Different classes of 

laws which traditionally regulate private activities of individuals are the primary source 

of laws to regulate the public offering process. The Commercial Code, the Civil Code, 

Commercial Registration and Licensing Proclamation, Fair Trade Practice Proclamation, 

and other private laws are the legal sources to address issues in the public offering 

process. These laws which are supposed to regulate the securities market and participants 

are unclear and inadequate. This loophole in the legal and regulatory aspects of the public 

offering process may become a favorable ground to the founders, promoters and issuers 

and marker intermediaries to distort the market and manipulate investors.  

The first problem to this regard is the failure of the government to give due attention to 

develop and regulate the securities market. Securities market can’t develop without the 

proper legal and institutional infrastructure. The government does not consider the 

securities market as a policy priority to establish a policy framework, legal and 

institutional infrastructures. Despite the failure of the government, the practice shows that 

primary market is growing in importance as it provides a good source for corporate 

financing, an alternative to the private and bank financing. The provision  of funds  

through public offering to  finance  domestic  capital  formation  is increasingly  being  

recognized  as  a key  factor  bearing  upon  the  prospects for  long-term  economic  

growth  in  the country. Faced  with  the reality  of  a much  reduced  supply  of  bank 

loans due to loan ceiling  from  previous  sources (such  as  commercial  banks),  

companies  in  the country  are giving  increased  attention  to  equity financing through 

public offering of shares   as  a way  of improving  domestic  resource  mobilization,  

enhancing  the  supply  of long-term  capital  and  encouraging  the  efficient  use  of  

existing  assets. And it is witnessed that there is sharp increase in companies which offer 

shares to the public to subscribe in order to finance huge projects. Ethiopia being one of 

the least developed countries in the world has to make every possible endeavor to 

efficiently mobilize the available capital. Nevertheless, the failure of the government to 
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come up with sound legal and institutional infrastructures to boost investors’ confidence 

through appropriate standards and to ensure the integrity of the market deters the 

investors to actively participate in the primary markets.  

The law is inadequate to protect investors from misleading, manipulative or fraudulent 

practices by dishonest promoters, worthless securities, insider trading, market 

manipulation which includes front running or treading a head of and the   misuse of client 

assets; as well as to ensure the securities market is fair and free. The existing legal and 

institutional infrastructure of the country neither prescribes rules of conduct for issuers 

and intermediaries nor establishes an institution to regulate the market. The provisions 

which are supposed to regulate the market fall short to address the issues in public 

offering process.  

The first problem is the inapplicability of approval requirement designed to give 

permission to start the formation of a share company through public offering. Art 12(5) 

Proclamation No. 686/2010 empowers the Commercial Register to give permission for 

the founders to start the formation of share companies through public offering of shares. 

This provision, however, neither set the standards to give permission nor expressly 

delegate power to the Office of Commercial Register to enact further guidelines and 

directives. As a result the provision has not yet implemented and the public offering 

process is being undertaken without any approval and registration of prospectuses and 

shares and without approving the integrity and capability of founders and promoters. This 

problem deters the public to actively and widely participate in investment and affects the 

integrity of the public offering process. 

Poor disclosure and prospectus regulation is one of the main problems associated with 

public offering of shares. A good disclosure practice is essential to bring transparency in 

the securities market. Inadequate disclosure practices and poor transparency discourage 

potential investors from investing in the securities market. In order to secure investors' 

confidence and commitments, a flow of information is a must as investors can make 

informed decisions in securities market only with adequate information.  
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The main instrument to implement the issuers to disclose information to the public is 

prospectus. The regulation of prospectus has legal as well as practical problems. First, the 

Commercial Code does not fully regulate the content and form of the prospectuses. The 

Commercial Code does not fully require the disclosure of all material facts to the 

investing public in order to make an informed decision.  The 

 potential legal, financial and business risks, information about the issuer and promoters, 

financial information which includes audited report and management’s discussion and 

analysis of financial condition and results of operations, outstanding litigations and 

government approvals, and any other information which is deemed material to make an 

informed decision should have been part of the prospectus rule. In addition the Code 

doesn’t  make clear whether oral solicitation, phone call, radio and television 

advertisements, brochure, advertisement, email, letter or any other means used to offer a 

share to the public is part of the prospectus or not. 

The issue of amendment to the documents offered to the public in case a new 

development occurs which are detrimental to the issuers, investors and the public at large 

is not regulated. The law doesn’t set rules which, in the one hand, enable the amendment 

of the prospectus to include the new development, and on the other hand, ensure the 

issuers not to exploit the public under the pretext of amendment.   The issue of when and 

how the subscribers can withdraw from subscription isn’t addressed in the legal 

frameworks.  

The research also finds out problems in the process of promotion and distribution of 

shares to the public. The provisions that require the offer to public subscription to be 

made in prospectus and the issuers’ and commission agents’ duty to deliver the copy of 

the prospectus to the public are not respected. The commission agents which sell share to 

the public do not provide prospectus to the public and they primarily rely on the oral 

communication and advertisements made through radio, TV and rumors. The practice of 

promotion and distribution of prospectuses and the invitation to the public has also 

witnessed the problem of selective disclosure, the moral hazard associated with banks’ 

involvement in the securities activities as a commission agent, the conflicts of interest 

between the interests of the issuers and the interests of banks which are participating as a 
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commission agent on behalf of the issuers, and also the problem of  conflict of interest  

which emanates from the financing aspect of the commission agents and their fiduciary 

duty to the public to disclose all material facts.  

Misrepresentation and omission of material facts is also another issue which doesn’t fully 

addressed by the relevant law. The practice shows that  issuers, founders, promoters or 

stock dealers make a statement, promise or forecast which they know to be misleading, 

false or deceptive material information and conceal any material facts in connection with 

related party transactions,  previous or current brushes with civil and criminal law,  tax 

and land lease liabilities, court and labor disputes, dispute with municipalities and the  

conflicts of interest arising from the involvement of issuers and founders in other 

competing but not openly disclosed businesses. The law also fails to regulate the issue of 

insider trading and selective disclosure. This business misconducts affect investors and 

erodes the integrity and development of the securities market.  

The existing legal framework available to redress the wrongs committed in the public 

offering process falls short to compensate the victims and deter unnecessary market 

conducts. The paper finds out that the Ethiopian laws governing civil liabilities for 

misconducts in public offering of shares are defective in multifarious ways with 

weaknesses such as ambiguities and short comings in identifying the relevant laws, in 

identifying potentially liable persons, high burden of proof, and problems in enforcement. 

Such problems and weaknesses of liabilities create favorable conditions in favor of the 

wrongdoers at the expense of the interests of investors who are exposed to the business 

misconducts and fraudulent activities of issuers and founders. 

Currently no agency is responsible to regulate the public offering process in Ethiopia. 

The securities market has no specific authority designed to regulate it. The current 

practice of public offering process enforcement relies on the traditional approach of civil 

laws and remedies. These traditional remedies constitute the civil claims of private 

parties based on private laws including agency law, contract law, extra- contractual 

liability law, and enforcement of property law. There are different arguments with regard 

to the responsible organ regarding the regulation. 
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5.2.  Recommendations 

5.2.1. General 

Ethiopia is now registering impressive economic growth for the last decades. With in the 

realm of free market economy, the government considers the private sector as the main 

actors of economic growth, which necessitates adequate availability of investment 

capital. However, the shallow and under developed nature of the financial sector is 

deemed a hindrance to raising long-term finance. So the government, in order to sustain 

such development, has to mobilize every capital to fuel such economic growth. The 

flourishing capital market can provide alternate means of raising long term finance.  

Therefore, the government should encourage the development of the capital markets 

industry as a way of generating long-term capital and broaden the availability of funds for 

investment purposes to sustain such economic growth. The government should be 

cognizant of and double its effort to reap the benefits of capital market.  

Capital markets help mobilize domestic savings, hence facilitating the reallocation of 

financial resources from dormant to more productive activities. Capital markets provide 

an avenue for the distribution of wealth to the public through encouraging the public to 

participate in the ownership of these companies. The privatization process can be made in 

a way that helps to broaden the asset base by providing a means through which ordinary 

citizens can acquire a share in the privatized companies.   Companies may have the 

opportunity to raise long-term finance through equity and debt financing (issuing shares 

and debentures respectively). The capital raised through the issue of shares, bonds or 

other instruments, can be invested by the company to expand production, invest in more 

efficient productive processes and improve competitiveness.  This increased investment 

by companies will lead to employment expansion, income generation, and with a larger 

percentage of the population earning incomes, savings and consumption will increase 

resulting in a cycle of increased investment, increased production, enhanced economic 

growth and wealth creation. The full disclosure and merit requirements, companies are 

encouraged to observe better accounting and management practices, may lead to good 

corporate governance.    
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So the government should take necessary policy and legal measures in order to develop 

the capital market. The policy measures play a key role in the development of the capital 

markets.  Investors require confidence, protection and information to participate in the 

market. In addition, fiscal incentives like tax incentives, reduction in import duties, and 

reduction in licensing fees, and other policy measures encourages companies to go public 

which enable the saving public get access to participate in a wide variety of investment.  

The government should exert its effort to develop the capital market through building 

capital market infrastructures.  The market infrastructure may take three forms. First, the 

government should work for the development of the institutional infrastructure.  These 

institutional infrastructures provide the operational basis for the market and include 

intermediaries that provide trading, investment management and financial advisory 

services; market and market-related service providers for stock exchanges, over-the-

counter markets, market information services, transaction clearance and settlement 

systems, and securities transfer, registration and custody; and providers of ancillary 

services such as accounting and auditing, legal advice, and financial valuation and debt 

rating services. 

The second part of the market infrastructure is to establish the regulatory authorities. The 

regulatory bodies may constitute the government body that has the power and 

responsibility to supervise the market, and self-regulatory organizations such as stock 

exchanges, accounting standards boards, and accounting and auditing professional 

associations and similar organizations.  It also includes their rules and regulations, 

procedures, and facilities such as stock exchange listing and trading rules or accounting 

and auditing standards, plus the monitoring and enforcement of these rules.  

The last one is to enact appropriate laws which provide the basis for the operational and 

regulatory framework. The securities and other laws should be enacted to provide for 

property rights, contractual relationships, process of incorporation, and rights and 

responsibilities of participants in the market.  The securities law should also establish and 

specify the powers and responsibilities of the government supervisory authority and self-

regulatory organizations. 
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In general for the healthy and sound operation of the capital markets, the government 

should take policy measures and enact laws to ensure the existence of  a sound fiscal and 

monetary policy, effective legal and regulatory framework, secure and efficient 

settlement and custodial system, effective information disclosure system, a diversified 

investor base, and favorable tax and other policies.  

5.2.2. Strengthening Regulation and  Supervision: Securities Markets Authority 

Until now there is no any public authority responsible to regulate the securities market. 

The securities law should establish a public authority to regulate the securities market. 

The objectives of the authority should be to create an appropriate investment 

environment, boost confidence, and reinforce an organized, fair, transparent securities 

market, set disclosure standards to public companies, and ensuring the protection of 

investors from market misconducts. To achieve these objectives and others, the authority 

should have granted sufficient power and resource. It should issue the required rules and 

regulations for the implementation of the provisions of Securities Market Law.  The 

functions of this government authority should be; 

� to  regulate and develop the capital market, and to seek to develop and improve 

the practices of entities involved in securities trading;   

� to protect investors in securities from unfair and unsound practices, or acts 

involving fraud, deceit, cheating, manipulation or insider trading; maintain 

fairness, efficiency and transparency in securities transactions;  

� to regulate and monitor the issuance of and trading in securities;  examines 

applications for  authorization  to conduct securities business,  including dealing, 

managing, arranging, advising and custodial services, as well as to license and 

supervise the trading activities of stock exchanges, brokers and other 

intermediaries and professionals;  

� to regulate and monitor the full disclosure of information pertaining to securities 

and their issuers, the dealings of informed persons and investors, and specify and 

provide the information that should be disclosed by participants in the market to 

the general public.  
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� In addition the authority should have to review applications for the issuance and 

offering of shares to the public to ensure their compliance with the appropriate 

securities law and its implementing Regulations, as well as to review listing of 

securities and to ensure the compliance of listed companies with the initial 

disclosure requirements, if a stock exchange is established. 

The authority should also have an enforcement power to investigate and prosecute 

violations of the securities law and it’s implementing Regulations, to settles disputes that 

may arise among participants in the securities market, and to investigate investors’ 

complaints and follow up on their settlement.  

I think this institution should be accountable to the National Bank of Ethiopian for the 

following reasons. First, if securities firms and banks are regulated by a different 

authority, due to fragmented supervision there might be group-wide risks that may not be 

adequately addressed by specialist regulators. Financial and price stability couldn’t be 

ensured without taking in to consideration the activities and risks of the securities 

markets and industry.   Second,  National Bank could help generate  economies  of  scale  

as  a  larger  organization permits finer specialization of labour and a more intensive 

utilization of inputs like cost  savings  on  the  basis  of  shared  infrastructure, 

administration, and support systems. Third, this authority could also  get access to the 

acquisition of information  technologies developed by the National Bank,  which  become  

cost-effective   only  beyond  a  certain scale  of  operations. Finally, it can also avoid 

wasteful duplication of regulation and research and information-gathering efforts 

conducted by the National Bank and Securities market regulator for their own purposes. 

Being the securities regulatory institution accountable to the National Bank increases 

coordination and communication and allows them to avoid duplication of regulation and 

research and information-gathering efforts. 

5.2.3. Approval of Public Offering 

The securities authority should have the authority to review and approve the prospectus 

of companies engaging in a public offering. No offering should go forward until the 

authority has completed its review and given the company the authority to proceed. The 
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power of the authority should be to review whether the prospectus satisfies disclosure and 

complies with merit requirements. Since in Ethiopia companies go forward without a 

sponsoring underwriter, issuers have the full right to prepare a prospectus and make a 

public offering of their securities in the way they like. So the adoption of merit review 

could help develop a degree of public confidence in the offering process. If the public 

was aware that the agency was screening offerings not only on the basis of disclosure but 

also in terms of economic viability, there might be more willingness to invest in new 

offerings. The authority should bar an offering by a company that is too high risk to be 

viable, or by a company with inexperienced management, which could affect public 

confidence in the entire market. Detail regulations should be passed by the regulatory 

authority.  

5.2.4. Disclosure Regulation 

The existing legal framework doesn’t sufficiently regulate the disclosure of material facts 

relevant to make an informed decision by investors. Public disclosure of relevant 

information about securities is important for both pricing efficiency and market 

confidence. If investors are to make sound judgments about the value of securities, they 

must be fully informed of relevant facts. The Securities Law and subsequent regulations 

enacted by the regulatory authority should mandatorily require the following information 

to be disclosed to the public.  First, the prospectus should disclose all risk factors 

associated with the investment. Investors should be given notice of speculative risks and 

those relating to the company's financial condition, its business operations, its reliance on 

management and the terms of the offering. Each risk factor should be stated in a concise 

paragraph and relate to a specific problem faced by the issuer or arising on account of the 

offering. Second, the prospectus should disclose all information about the company like 

the address of the principal office of the company and any significant subsidiaries; the 

general nature of the company's business; when it started operations; where it was 

organized; the location of its principal plants or offices, if any; and other information 

necessary to describe the material aspects of the company. Third, the prospectus should 

disclose the financial history and condition of the company. The information should 

include the company's assets, liabilities and cash flow and whether it has had any 

earnings. In addition, reasonably current financial statements of the company prepared in 
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accordance with generally accepted accounting principles should be provided. In 

addition, any pending litigation or municipal investigation as well as the manner and term 

of offering should also be made disclosed to the public.  

5.2.5. Publication and Advertisements 

A law should be enacted to regulate the publication of the prospectus and advertisements 

of a public offering. The prospectus shall be published before the opening of the offering 

procedure in a daily newspaper of nationwide circulation, or on the website of the issuer, 

or of the broker/dealer. It helps the general public to easily get access to the information 

disclosed. The prospectus shall be made available to the investors up on their request 

before the offering process is begun. The text and format of the prospectus published and 

made available to the public must at all times conform to the original approved 

prospectus, if the public authority approves prospectus before distribution. It shall be 

distributed free of charge at all sales locations, offices of commission of agents, at the 

issuer’s registered office or in any designated areas.  

The law should also address how advertisement should be made in public offering of 

shares. The information contained in an advertisement shall not be inaccurate, or 

misleading. This information shall also be consistent with the information contained in 

the prospectus, if already published, or with the information required to be in the 

prospectus, if the prospectus is published afterwards. And the advertisement must be 

clearly recognizable as such. In any case, all information concerning the offer to the 

public disclosed in an oral or written form must be consistent with that contained in the 

prospectus. 

A law should be enacted to regulate the publication of the prospectus and advertisements 

of a public offering. The prospectus shall be published before the opening of the offering 

procedure in a daily newspaper of nationwide circulation, or on the website of the issuer, 

or of the broker/dealer. It helps the general public to easily get access to the information 

disclosed. The prospectus shall be made available to the investors up on their request 

before the offering process is begun. The text and format of the prospectus published and 

made available to the public must at all times conform to the original approved 

prospectus, if the public authority approves prospectus before distribution. It shall be 
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distributed free of charge at all sales locations, offices of commission of agents, at the 

issuer’s registered office or in any designated areas.  

The law should also address how advertisement should be made in public offering of 

shares. The information contained in an advertisement shall not be inaccurate, or 

misleading. This information shall also be consistent with the information contained in 

the prospectus, if already published, or with the information required to be in the 

prospectus, if the prospectus is published afterwards. And the advertisement must be 

clearly recognizable as such. In any case, all information concerning the offer to the 

public disclosed in an oral or written form must be consistent with that contained in the 

prospectus. 

5.2.6. Self Regulation 

 Since trade and professions associations are not playing their part in the development of 

an efficient and effective securities market, the government should encourage them to 

involve in the regulation of their members and activities in relation to securities market.  

A stock exchange should also be established for it provides liquidity and information to 

the investors in addition to its role in regulation of public companies through its listing 

and disclosure requirements and corporate governance standards. In addition, a proper 

policy and legal framework shall be devised by the government in collaboration with 

industry and professional associations. The associations should also take the initiative to 

establish rules and regulations governing the conduct of member firms and persons 

participated in securities market; supervise members and markets to monitor compliance 

with the rules and enforce compliance with the rules by investigating potential violations 

and disciplining individuals and firms that violate them. 

5.2.7. Promoting and Regulation of Intermediaries 

The capital market can’t fully develop and efficiently operate without strong 

intermediaries. In a well developed capital market intermediaries include stockbrokers, 

subbrokers, share transfer agents, bankers to an issue, registrars to an issue, merchant 

bankers, underwriters, portfolio managers, investment advisers, depositories, custodians 

of securities,  credit rating agencies and other such intermediaries who may be associated 

with the securities market in any manner. These intermediaries play an important role for 
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the functioning of the securities market. So the government should undertake measures to 

develop them and enact laws to regulate them. Registration requirements, qualification 

tests and capital adequacy requirements could be in place as an instrument of regulation.  

5.2.8. Accounting and Auditing Standards 

The issuers of securities may disclose the various types of financial statements and 

reports in a manner which are not clear and understandable to the ordinary investor. The 

failure to have a standardized financial statements and reports may open a way to the 

issuers to conceal material facts.  To alleviate this problem a regulation and standardized 

form should be prepared for accountants and auditors to prepare financial statements and 

reports that present objective, unambiguous and complete economic facts of the existence 

and operations of the company. In order to minimize the dangers of bias, 

misinterpretation, inexactness and ambiguity, accountants and auditors should be made to 

adopt generally accepted accounting and auditing principles or standards while disclosing 

information to the public.  

5.2.9. Delivery and Settlement of Shares 

Investors in securities have expressed concern about purchasing securities but not 

receiving either their certificates or their dividends. Appropriate legal and infrastructure 

should be in place to address poor shares transfer, registration and custody. 

5.2.10. Mass Education 

Appropriate securities law should be enacted to grant power to the public regulatory 

authority to enhance public education and create public awareness about the securities, 

securities market and the participants.  Mass education of the public, regarding such 

matters as the nature of stock, the rights of shareholders, the payment of dividends, how 

stock appreciates, how the market works, and how securities are traded , is one of the 

most effective regulatory tools. So the authority should have the responsibility to educate 

the public. As a result the public has clear picture of the nature of the investment and the 

risks that are involved in public offering. Otherwise, the public may be reluctant to 

engage in securities purchases or trading because of a fundamental lack of understanding 

of the investment or the process.   
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5.2.11. Promotion of Institutional Investors 

Currently, it is the private individuals who are actively participating in subscribing to 

public offerings. Institutional investors like pension and retirements plans, social 

institutions, universities and any other institutions should be promoted to participate in 

public offering. So, appropriate legal and policy measures should be taken to encourage 

these institutional investors to contribute their part for the development of securities 

market.  

5.2.12. Addressing Market Misconducts 

All information which is material to enable a reasonable person to make an informed 

investment decision must be disclosed. Market misconducts like omission and 

misstatement of material facts, deceit, selective disclosure, insider trading, and market 

manipulation should be prohibited and appropriate laws and regulations should be 

enacted to address such problems. The Securities Law should provide for criminal and 

civil penalties for failing to disclose material facts or making untrue statements of 

material facts or if the issuers and intermediaries engage in market manipulation. 

Investors who purchase a security from a company which fails to disclose a material fact 

or made an untrue statement of material fact in connection with the sale of that security 

will be able to sue the for the issuers for compensation. Additional remedies like criminal 

prosecution including fine and imprisonment and administrative measures like barring 

public offering and fine should also be imposed up on the issuers who violate the law. In 

relation to this, the law should abandon the requirement of e proof of causation and intent 

by the plaintiff in extra-contractual law litigation to facilitate compensation to the 

investors.  

Over the last few years, there have been substantial activities in public offering. Primary 

market is becoming an important source for long term investment. But there are still 

many issues to be addressed to make it more efficient in mobilizing and allocating 

capital. Investor confidence in the securities market is very low. This must be regained in 

order to encourage capital mobilization through primary market issues. Further 

strengthening of investor protection, and improvements in transparency, corporate 

governance, and monitoring will be necessary. The capital market infrastructure, such as 
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accounting standards and legal mechanisms, should be improved to develop the market. 

In addition appropriate policy and legal measure should be taken to encourage corporate 

firms to go public and mobilize savings and allocate resources. 
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