



































































































































































































































undertaking banking business, for loans or investment in a manner

acceptable by the National bank;

c) the buying and selling of gold and silver bullion and foreign exchange;

d) the transfer of funds to other local and foreign persons on behalf of the
banks themselves or their customers;

e) the discounting and negotiation of promissory notes, drafts, bills of
exchange and other evidence of debt;

f) any other activity recognized as customary banking business, which a
bank engaged in the activities described from (a) to (e) of this sub-article
may be authorized to undertake by the National Bank.

This definition of scope of banking activities in Ethiopia is narrow as it
mentioned limited and common activities that banks carryout. Interestingly, it
seems by way of admitting the limitation in this listing, it paves the way for
necessary accommodation by granting power to the NBE to authorize other
activities. At the same time it warns the NBE to adhere to customary activities
of banks and once again vesting NBE substantial discretion to avail the less
clear phrase ‘customary banking businesses’.

Again another lee way is opened in Art. 22 of the banking business
proclamation whereby the NBE is empowered to determine the conditions and
limitations on investments of banks, and a loan, advance or other credit
facility, financial guarantee or any other commitment or contracts given by a
bank, directly or indirectly to a person. Following that a directive?!! has been
issued and the power of banks in investment has been determined.

The directive supplements the proclamation by setting forth that a bank
may not directly engage in insurance business or other non-banking
businesses such as agriculture, industry, and commerce.?12 By way of
exception, some level of direct engagement in non-banking business may be

carried out but only in two specified sectors: 213 in the sphere of real estate

' National Bank of Ethiopia Licensing and Supervision of Banking Business: Limitation on Investment of Banks,
Directive No. SBB/12 /1996. (Hereinafter Directive No.sbb/12/96).

2 Directive No. SBB/12 /1996, Arts 1 And 2.

*5 Directive No. SBB/12/1996 Arts. 5&6.
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acquisition and development; and securities. The NBE has determined that a
bank enjoys the liberty to invest up to 20% of its net worth in the sphere of real
estate acquisition and development, excluding investment for own business
premises. And in the securities sector, a bank may invest up to a maximum of
10% of its net worth, excluding investment by way of equity participation in
securities firms.

Apart from these two exceptions (in real estate and securities), direct
engagement in non-banking business would be violation of the regulatory
regime. In line with the accepted principle that banks and commerce should be
kept apart, banks in Ethiopia are not allowed to engage in trading or
manufacturing or other typical areas of commerce featuring separation of
banking and commerce in Ethiopian context. However, some venting room has
also been created for banks to engage in indirectly in the sphere of commerce-

by way of equity participation of banks in non-banking entities.

4.4. Limitation on Equity Participation of Banks

Involvement of banks in commerce by way of equity participation has
been recognized and applied more flexibly than direct engagement though with
varying scope in different countries. Unlike the sector specific permissions as
stated above, banks could purchase shares of any company but only up to a
certain limit.

But still sector differentiation is maintained by the level of investment
permitted. In the area of insurance business, a bank may acquire up to 20% of
the shares of that insurance company but the total investment in that
insurance company could not exceed 10% of the investing bank’s equity
capital.?!% In securities firms, a bank may hold only shares amounting up to

10% of its equity capital.215

2M Directive No. SBB/12/1996 , Art. 1.
213 Directive No. SBB/12/1996 , Art.1.
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In other companies engaged in any other business, the equity
participation of a bank may go up to 20% of the company’s shares without
exceeding 10% of the bank’s net worth.2?16 In any manner, the aggregate sum of
all investments at any one time (excluding investment in government sureties)
may not exceed 50% of the bank’s net worth.217 However, this rigidity may be
relaxed with prior approval of NBE.2!8[nvestment in government security is
excluded in calculating this aggregate possibly due to the conventional
creditworthiness of the government such investment carry little or no risk at
all.

Ethiopian law on the level of restrictions on investment of banks takes a
moderate position. For instance, the regulatory regime in Indonesia tends to be
stricter: equity participation by banks works only in financial companies;?219
equity participation is saddled with numerous preconditions;?20 the total equity
participation portfolio shall not exceed 25% of Bank capital.?22! On the other
hand, the law in the republic of Moldova permits relaxed equity participation of
banks; while investment in real estate might account up to 50% of bank’s
capital, the aggregate equity participation may go up to 100% of bank’s
capital.???2 Also, in Albania,??3 a bank may acquire 10% of capital of a
commercial company without any precondition and up to 50% on approval,
provided that each investment in companies does not exceed 15% of capital of
investing bank without approval and up to 25 of its capital up on approval. The
aggregate is bound at 60% of capital of the bank. Equity participation by a
bank in another bank or any non-bank financial institution is absolutely free

from any restriction.

*1° Directive No. SBB/12/1996, Art 3.

" Directive No. SBB/12/1996 , Art 6

*"" Directive No. SBB/12/1996.

' The Governor Of Bank Of Indonesia, Bank Of Indonesia Regulation No 5/10/Pbi/2003, Concerning Prudential
Principles In Equity Participation, The Elucidation Part On The Said Equation, Available At
Hitp.//Www.Bigo.1d/Biweb/Utama/Peraturan/Pbi 51003 eng.Pdf (Hereinaster Bank of Indonesia Regulation)

*20 Bank Of Indonesia Regulation Art.3

2! Bank Of Indonesia Regulation Art.5(20).

2 National Bank Of Modoua, Minutes No. 384, December 23, 1999, Regulation On Investment
Of Bank In Real Estate, Arts 4 And 5.

3 Qee generally the Supervisory Council of the Bank of Albania, Decision No.42/2001, Regulation on the Banks

Investments in the Equity of Commercial Companies.
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CHPTER FIVE

CONCLUSION AND RECOMMENDATION

This research has provided a fair exposition of theoretical discourses, the
experience of some countries and the Ethiopian legal regime as they pertain to
1ssues of investment limitations in and by banks. The discussion on FDI in the
banking sector displays that scholars differ in their views as to the impact of
FDI in a country’s banking system and its overall economy. Thus, it is no
wonder that theories on FDI have generally been contradictory even in other
sectors of the economy that country let alone in a sensitive sector such as

banking.

From the point of view of the experience of countries, the investment
policy of almost all of them showed that the banking sector is among the most
sensitive sectors next to electricity, transport and telecommunication sectors in
which nations put a cap on the level of equity to be held by foreigners or even
prohibit any foreign ownership. Moreover, not only policies on FDI are widely at
variance but also changed from time to time in a given nation. However, the
trend generally showed that at early stage of development, even developed

countries used to be restrictive in this sector.

The current trend is that developing nations in different corners of the
globe are showing progressive and faster rate of liberalization, partly due to the
change at the international regime specially the WTO that calls for time and
again for liberalization of any sector. So far, the experience of developing
countries supports that liberalization of banking so as to allow FDI in the
sector may not present the risks advanced at theoretical level by opponents of
FDI in the sector. This fact helped the continuity of progressive openness in

banking sector that began in the past decade.

Regardless of these trends and political pressures, the Ethiopian

Government has insisted on absolute exclusion of foreigners. Let alone FDI by
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foreign banks in their own stand, no foreigner or an entity in which a foreigner
has equity interest, regardless of whether that entity is incorporated in
Ethiopian law can participate in the banking business. The recurrent
formulations and amendments of investment policy and laws left the banking
sector and some others unaffected. It is very doubtful how long the
government will cope with and endure political pressures and developments at
international legal regime while the country is in the eve of accession to the

WTO.

Apart from this external factor, there appears to be a reason to make
some adjustments. The critical issue in FDI constitutes adverse implications of
competition from foreign banks that can easily wipe out infant domestic banks.
In order to avail perceived benefits of transfer of skill and infusion of capital
from FDI, it seems unreasonable to exclude any investor with foreign element
from having any equity interest in banking. Competition concerns crop up only
where foreign banks engage independently delivering banking services via
branch or subsidiary. Should foreign banks be allowed to take this option in
the future, their competition power may be controlled by adopting different
treatment between foreign and domestic banks. Hence, the beginning of

transition period seems to be somehow a bit late.

The exposition on equity investment limitations in the banking business
showed that there is a strong justification for controlling investors having
controlling interest (ownership shareholding) in business. Banking i1s a
business peculiarly susceptible to insider abuse and embezzlement. Theoretical
discussions admit and testify that the need to control investors with controlling
iﬁterest in this vulnerable sector is valid. However, the experiences of nations
are widely at variance. Germany and some other countries do not put any
formal limit on the equity control of investors in banks; Canada sets the
maximum limit at 10% of a bank's capital; in the US, an investor having more
than 25% of a bank’s voting shares is subject to the strict rules on bank

holding companies and on a case by case determination the rules on bank
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holding companies apply to an investor owning at least 5% of a bank's capital if

accompanied by other mechanisms that vests the investor control over a bank.

The Ethiopian law with regard to banking business, by setting the initial
at 2% and limiting the maximum 5%, well represents to be as one of the
strictest legal regimes. Legal regimes like the Ethiopian law hinder the banks'
capital mobilization opportunity and affect their efficiency. At any rate, the
current limitation of a maximum on the holdings of an investor of a bank’s
capital at such a lower level of 5% might have clinching effect on investment in
the banking sector particularly in view of the fact that investment in banking is
totally reserved to nationals of Ethiopia alone.

Moreover, though the writer may not claim to be in a better position to
propose different arithmetic figure, it seems that fixing the maximum share at
five percent and prohibiting an influential shareholder not to invest in another
bank might raise issues of undue limitation against constitutional right of
individuals to acquire property. As propounded by advocates of greater
economic freedom, governments’ regulatory power should be subject not only
to the traditionally conceived procedural due process (deprivation will occur by
means that are regularly applied, not arbitrarily) but also to substantive due
process- a theory that seeks to restrain government from enacting policies that
regulate the economy in so far as it affects the interest of individuals.??4 This
might suggest the extreme case. But it provides the basis to question the
content of the law itself. Thus, the content of the above rules restricting

investment in banking sector may, constitutionally be challenged.

The restrictions could also be challenged from the public interest aspect
itself. Coupled with the fact that investment in banking is reserved for
Ethiopians alone, it would stifle investment in banking sector beyond the
concern for individuals’ right to acquire property. The threat of influential
sharcholders is taken to a hypothetical degree and idealized that the regulation

in this regard may backfire against the public’s interest for expanded banking

24 Ibid, p.514.
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sector which 1s the basis of each and every economic activity in the country. It
might lead to what Googhart & Others stated as the dangers of overregulation

that the “end result is worse than the unregulated starting point.”225

Furthermore, in addressing control, Ethiopian law simply sticks to
ownership of a bank's equity while other persons like a pledgee and
usufructory left uncontrolled. On the other hand, Ethiopian law does not
differentiate voting and non-voting shares. In view of all these facts, it seems,
therefore, appropriate to open a window for capital mobilization at least by
recognizing ownership of nonvoting shares. Even the limit on voting shares is
the stringent one when compared to the survey of countries assessed in this
regard and thus requires reconsideration.

In relation to the scope of banking powers, the scope of banking business
has become broad even in countries like the US that have been expanding and
shrinking the scope in their historical roots. Countries like Germany are
known for their universal banking system in history. Wide banking powers
improves efficiency of banks via economies of scope while banks in countries
with narrow banking powers may be defeated at global competition. Ethiopian
law lists limited banking powers but with important clause for expansion. All
said and discussed in this regard, the law is not limitative but it actually tries
to protect them lest most banking services are not yet developed in Ethiopia

and thus deprives them of economies of scope.

With respect to equity investment of banks in other firms, both theory
and practice (experience) put a cap on the interdependence between a bank
and other firms. In Canada, a bank can own up to 10% of a commercial {irm's
equity capital with aggregate holdings not to exceed 70% of the bank's capital.
Even European countries that set no limit on single investor in a bank admit a
limit the percentage of a bank's capital that can be invested in non-financial

firms as stipulated in EC second Banking Directive.

25 Goodhart, Supra note 1, p.2
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In Indonesia, a bank can participate only in equity of financial firms and
aggregate investment should not exceed 25% of banks capital. In Albania a
banks can acquire 10% of a firm's capital and with approval up to 50% and

aggregate equity investment is bound at 60% of a capital of the investing bank.

In this regard, there arises a concern in limiting risks inherent in
investment on the one hand. And investment augments revenue of banks on
the other hand. In the face of so much divergence in other countries, therefore,
Ethiopian law that allows 20% equity holding without exceeding 10% of banks
capital in, and equity investment in different firms up to the aggregate 50% of
banks capital can be said a moderate one. No tangible reason can be
forwarded for a change in either direction. Flexible mixing reduces information

costs of leading banks but affects its function as an impartial source of credits.

All in all, strict regulation including in the area of investment in and by
banks puts banks at disadvantage while loose regulations offer competitive
advantage. This has been confirmed and exemplified by the case of the US
whereby in the 1980s US banks tied with rules on separation of banking and
commerce were over-whelmed by German banks that enjoyed universal
banking in their home country. On the other hand, risks associated with loose
regulation and implications in this very essential and sensitive sector are
commending. In sum, the country’s policy should be reviewed so as to
minimize restrictions and address adverse concerns by scaling up its

regulatory capacity.
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