Interest Rates
Advisory Centre

SECTION 44 OF THE BANKING ACT: ARE THE BANKS
OPERATING LEGALLY?

Any industry must be governed by rules otherwise we have anarchy. For the Banking
industry; the Banking Act and the Central Bank of Kenya Act regulate the
operation of borrower-lender contracts.

It is basic law that all contracts are made subject to the law and, if necessary, are
deemed to be modified to the extent necessary to comply with the legislation.
Consequently, all contractual documentations governing a facility are to be read
against The Banking Act and, where necessary, be deemed to be modified to the
extent necessary to comply with the legislation.

Section 44 of The Banking Act (Cap 488) provides: “No institution shall increase
its rate of banking or other charges except with the prior approval of the
Minister.”

By this provision, The Banking Act requires all banks, financial institutions and
mortgage finance companies to seek the prior approval of the Minister for Finance
before imposing new charges, fees and commissions, and before increasing new
charges, fees and commissions.

Section 44 is also clear that similarly, all banks, financial institutions and mortgage
finance companies are required to seek the prior approval of the Minister for Finance
before increasing interest rates (the ‘rate of banking’ referred to in the section).

It is a fact that for at least the last 15 years, no bank in Kenya bothered to
follow the simple, clear words of section 44 and to seek the prior approval of
the Minister for Finance before proceeding to increase interest rates and to
levy the plethora of fees, commissions and charges that Kenyans now live and
contend with on a daily basis.

What this means, of course, is that all bank charges, fees and commissions levied
since then are infected by initial illegality as they were introduced or increased without
the prior approval of the Minister for Finance. Any subsequent approvals are based
on this illegality and cannot therefore stand.
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It also means that the income and profits attributed to such illegal bank charges, fees
and commissions amount to nothing more than Unjust Enrichment by banks at the
expense of the banking public.

To the clear words and meaning of Section 44, there is no legal defence or
explanation that can save the banks from their deliberate, profiteering and illegal
actions.

An institution is expected to adhere to the limits set out in the law while introducing
its charges, fees and commissions in the contract as well as before increasing the
same otherwise they will be struck out as illegal and all the other parts of the contract
upheld.

To give section 44 its full effect, it must be read together with other sections in the
Act. Section 45(1) provides that the minister shall consult with the CBK to exercise
his functions under the Act. The procedure of seeking approval is provided for by
Section 45(2) where an application to increase bank charges should be submitted to
the minister through the Central Bank. Section 49 prescribes penalty fines for any
contravention of the Act as a maximum of Khs. 100,000 for a body corporate and a
maximum of Kshs.50,000 or a two year imprisonment or to both for every officer of
the institution who cannot justify the contravention.

Section 55 of the Act gives the minister power to prescribe penalties to be paid by
institutions which fail or refuse to comply with any directions by the Central Bank
under the Act.

However, anyone thinking that these provisions are followed is quite mistaken. Bank
charges and interest rates are always varied unilaterally by financial institutions.The
continued silence by the Central Bank and other stake holders in the Banking sector
on such blatant flouting of the regulations by the financial institutions is suspect.

Most institutions regard a clause in the contract document as enough mandate to
Impose any rate/charge regardless of the legal limit. Subsequent variation of these
rates is enabled by a variation clause in the same contract. Mere mention of the
intention to increase/vary the rates in their correspondence is deemed sufficient.
Though the borrower is put on notice, such an increase is illegal and is therefore void.
It follows that any calculations based on the illegal charges will also be faulty and will
not reflect the true state of accounts.

Where the justice of the matter is concerned, the situation is appalling. When a
borrower breaches her repayment contract with her lending bank, she is brutalised
with penalty interest and default charges, often leading to public auction. The
statutory power of sale has been the death knell to many aspiring businessmen, banks
have abused to their gain, yet precedent has it that it should be exercised cautiously.
Mbaluto J in Joram Wairegi —vs- HFCK Hccec No.149 of 1999 held  that parties
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only bind themselves by the terms contracted and executed. Hence, anything else
cannot make a default entitling a chargee to exercise its statutory power of sale.

Many are the Kenyans who have literally lost everything they have worked for over
many years, including homes and businesses, due to failure to keep up with sky-
rocketing interest rates, fees, commissions and charges. Nobody cries for them, and
they have nobody to listen to their tales of woe and destruction. There is no Financial
Services Authority, no Banking Ombudsman, no lobby or interest group that protects
the interests of consumers of banking services in the same way that the Kenya
Bankers Association protects the interests of banks.

If this is what happens to borrowers when they are unable to repay money borrowed
from banks, why should banks be treated any differently when they are caught,
brazenly and arrogantly flouting legal provisions for profit?

Fairness demands that banks should feel the full measure of pain caused by breaking
the law for profit. That will be good for them, as they will be careful in the future to
take legislation as seriously as others take it. This will also be good for account
holders who should get their misappropriated money back. God knows they need it!

The legislative trend has failed the banking public and the only respite lies in
aggrieved parties going to court to prosecute their claims. However, the minister’s
recent effort at enacting 7he Banking (Increase of Rate of Banking and other
charges) Regulations, 2006 Notice No.34 of 2006 dated May 12, 2006)
shows a more positive trend albeit belatedly. The notice requires Banks to fully comply
with Section 44 of the Banking Act. The question that lingers though is whether the
borrowers of the 1990’s whose securities were auctioned after banks disregarded S.44
provision are going to be refunded the increased bank charges and rates.

Recent cases are encouraging in this respect and form precedent to any aggrieved
borrower.

A case in point is Prof David Musyimi Ndetei —vs-Daima Bank Ltd Hccc
No.2198 of 2000 where the plaintiff sought among other prayers a declaration that
the defendant bank was not entitled to make certain irregular debits on his account
namely; excess fee, facility fee, arrangement fee e.t.c. Interest Rates Advisory Centre
(IRAC)’s expert testimony was that indeed the bank had levied extra charges which it
could not prove had prior approval from Central Bank of Kenya.

Mr. Nyaoma, an official from the CBK, testified that Charges not sanctioned by the
Central Bank of Kenya are illegal. He stated that under Section 44 of the Banking
Act, any licensed financial institution was required at the commencement of its
business to inform CBK the rates it was adopting as its charges; once that notification
Is given, that institution was prevented by Section 44 from changing that rate without
Central Bank’s approval. The Lady Justice Mary Kasango, while finding for the
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plaintiff stated that the defendant herein failed to discharge the evidential burden of
disproving that the charges were compliant to the requirements of Section 39 of the
Central Bank of Kenya Act Cap 491 when the restrictions were there and Section 44
of the Banking Act which require Central Bank’s prior approval to any increase in
bank charges.

The plaintiff got a judgment for a refund of Kshs.5.5 Million thereby setting
precedent for aggrieved borrowers.

In HECK -vs- Gilbert Kibe Njuguna Hcce No. 160 of 1999, Mwera J ruled that
courts shall not be the fora where parties indulging in varying terms of their
agreements get sanction to enforce the varied contracts. Though parties are at liberty
to negotiate and even vary the terms as they choose, they must do so with the
meeting of their minds. There has to be knowledge, consent or permit for such
variations.

Due notice to the borrower has been upheld to be a condition precedent to any
variation of interest charges by the bank. In the recent case of _National Bank of
Kenya -vs- Barrack Deya Okul Hcce No. 35 of 1994, the High Court in Nakuru
held that the borrower should have been given due notice prior to application of
interest variations. The court reduced the rate of interest from 40% per annum to the
agreed rate of 14% per annum as the borrower was not notified of further increase in
the rates.

These kind of actions by aggrieved customers are on the rise as the Kenyan borrower
has realized that he is not after all dealing with angels for his bankers but institutions
that are out to profit from his coffers by hook or crook. What more, if the stake
holders of the banking industry, the Minister for finance and parliament no longer
protect public interests by effectively regulating the banks, it is imperative that the
public takes up the matter by dealing with banks the court way. Kenyans should be
encouraged to prosecute errant banks and import of the provisions of the Banking
Act which is basically their lifeline in their dealings with banks.

Interest Rates Advisory Centre
(IRAC)

IRAC’s Legal Opinion on Section 44 of The Banking Act




