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Abstract 

In Ethiopia, Private limited companies have increased in number, size and complexity and they 

require more complex organizational structures and a more diverse workforce possessing var ious 

leve ls and areas of expertise. In light of internationally recognized best practices and principles of 

corporate governance and based on the available data and literature, this paper attempts to show the 

deficiency of the Commercia l Code in addressing current issues in corporate governance of private 

limited companies related to absence board of directors in the governance structure, conditional 

ordinance of shareho lders meeting and auditors appointing, the minimum two person mandatory 

requirement for the format ion of such compan ies and issues regarding contlict of interest. The 

sketchy nature of the provisions of the Commercial Code that govern private limited companies and 

lack of reference to sha re companies' provisions worsen those problems. 

According ly, the paper provides crucial recommendations based on internationally recognized 

principles and practices of co rporate governance of private limited companies as they are expected 

to address the basic governance problems of Eth iopian private limited companies. The wr iter 

recommends that it is essentia l to formulate the contemporary corporate governance rules to the 

private limited companies in Ethiopia particularly making board of directors compulsory to the 

governance of such companies. Making private limited companies to have a governance board that 

should have an appropriate mix of knowledge, skills and experience is very vita l to make private 

limited companies effective and value add to the country's growth. 
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Introduction to the study 

The 1960 Commerc ia l Code of Ethiopia / hereinafter the Commerc ia l Code/ incorporates provisions 

pertinent to the governance of private li mited companies. However, such provisions are inadeq uate 

to address specific issues in co rporate governance re lated to board of directors, shareholders 

meet ing, audito rs and the mandatory requirement of two shareho lders fo r the format ion of private 

limited co mpanies /hereinafter PLCs/ . T hi s study examines the law perti nent to the governance of 

private limited co mpanies in Ethiopia wit h specific reference to the necess ity of board of directors 

to such compan ies, shareho lders meet ing and appo intment of auditors' base on the number o f 

shareho Id ers, the issue 0 f conflict of interest and the mandatory requirement of two shareho lders for 

the fo rmatio n and existence of pr ivate limited companies. 

To add ress these problems the study is divided into five chapters. The first chapter is a ll abo ut the 

proposa l of the stud y in which it discuss about the background, quest ion, literature rev iew and 

sco pe and sign ificance of the study. Chapter two discusses on the corporate governance in general. 

In this chapter the study addresses the concept of corporation, definition of corporate governance, 

princip les and facto rs that shape corpo rate governance, the concept of boards of directors and 

co rporate governance and the ro le that board of directors' play in company governance. 

Chapter three is all about the concept of corporate governance in private limited compan ies. In thi s 

chapter the writer disc uses on the nature of private limited company, the rat ionale beh ind studying 

governance of PLCs, what seems corporate governance and ro le o f board of directors of PLCs in 

common and civ il law lega l system. Plus to these, fo r comparative ana lys is, the wr iter se lects the 

PLC governance and boards of directors' laws and tradit ion of UK, Germany, France, china and 

India. 

Chapter fo ur is the ma in body of study that the writer tries to see and analyses the .corporate 

governance journey o f Ethiopia: the governance system and structure of partnership, governance 

system and structure of share and private limited company. In thi s chapter the writer tries to address 

the lega l and practica l corporate governance problems of private limited company with particular 

emphas is on the absence of board of directo rs in the governance of such companies. The last part is 

a ll about the conclusion and recommendation. The writer summarises po ints discussed in all 

chapters and puts the possib le so lutions for the corporate governance problems of private limited 

compan ies. 
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CHAPATEONE 

1.1. BACKGROUND OF THE STUDY 

There is no definitive historica l treatment of corporate governance; however it has been with us s ince 

the use of the co rporate form created the poss ibility of conflict between investors and managers '. This 

is for the reaso n that in governance of co rporations the owners and managers are different persons i.e. 

there is a sepa rat ion of ownership and contro l. The history of corpo rate governance correspondingly 

extends back at the 16th and 17th centuries.' A series of events (such as high profi le scandals, financial 

crises andlor inst itut iona l failures) over the last two decades have placed co rporate governance issues 

as a top concern for the internat io nal bus iness community.3 In today's globa lized econo my, compan ies 

and countries with weak co rporate governance systems are likely to suffer serious consequences above 

and beyond financia l sca ndals and crises' How corporations are governed commonly referred to as 

corporate governance largely determines the fate of individual companies and entire economies in the 

age of global ization. 5 

To ta lk about corporate go vernance means to reminisce companies which are art ific ia l perso ns created 

by law that o ften have a life beyo nd that of their members. The best definition ofco rporate governance 

is probably the system by which companies are directed and controlled and that definition app lies to 

a ll companies and not only just to the large co rporations with dispersed shareholders. In determining 

corporate structure, the company's size and activity should be taken into account. A too heavy 

corporate structure may so metimes prove ineffic ient and impede the company's deve lop ment. Thus, 

corporate governance structure and system of share (public) co mpanies and private limited co mpanies 

could not be same due to their difference in size and activity what they perfo rm. 

According to the GEeD, improved corporate governance amongst unlisted co mpanies has the 

potential to significant ly boost productivity, growth and job creation. 6 However, in the past, despite 

their large numbers and eco nomic importance, the governance of unlisted companies was most of the 

time neglected area of corporate governance studies and recommendations'; or what of corporate 

governance in the context of private companies, which until relative ly recent ly has received litt le or no 

attent ion from governance expelts and po licy makers. However, in present-day larger private limited 

I Brian R. Cheffins, The History of Corporate Governance, University of Cambridge· Faculty of Law, January 2012, p 1. 
(avai lable al: htlp:lIssrn.com/abslraCI- 1975404) 
' Ibid 
lClPE, Institut ing Corporate Governance in Developing. Emerging and Transi tional Econom ies. A Handbook, March 
2002, pp 1-5. (Available al: http://www.sourceoecd.org/emergingeconomiesl9264035737) 
4 Ibid 
, Ibid 
6 Bea trix Dekoster (cd.), Corporate Governance arNon-listed Companies in Emerging Markets, DECO 2006, p. 93 
7 Ibid 
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companies are regarded as the backbone of a robust economy, po licymakers have become more and 

more aware that neg lecting the governance needs ofthese firms w ill stunt productivity, growth and job 

creation. 

In governance of corporat ions the owners and managers are different persons i.e. there is a clear 

separation of ownersh ip and control. The most commo n statutory bodies that are key acto rs in 

co rporate governance of the co mpany are the share ho lders, board of directors, managers and audito rs. 

Among these corporate governance actors the board of directors are the most impOltant and forefront 

and bra in of the company governance. Because when we see the co rporate governance pract ice around 

the g lobe, hav ing a board provides overs ight, leadership and strategic vis ion and value to the business 

than a corporation s imp ly run by a manager8 

Stephen Bainbridge9 in his article asking why corporate law calls for a board, rather than just a chief 

executive officer, to be at the apex of the corporation's manage ment. He po ints to behavioral 

psychology st udies which suggest that groups, such as corporate boards, often produce better decisions 

than ca n single individual when it co mes to matters of judgment. ' O A board often includes persons 

with spec ialized expertise o r profess iona ls who can bring valuab le outs ider perspectives to the table. " 

Dec is ion making by groups w ill genera lly be preferab le to decision mak ing by an individual autocrat 

when it comes to the sort of critical evaluative judgments boards are asked to make. 12 

In Eth iopia, the modern co ncept of co rporation and principle of corporate governance is new and at its 

in fant stage even if the Commercial Code that governs co mpanies enacted in 1960. The lega l 

framework of the corporate system is principa lly set out by two basic codes: the 1960s Commercial 

Code and the Civ il Code . Even though, the Co mmerc ia l Code together w ith subsequent leg islatio ns 

are there to govern the operation and or performance of co mpanies in Ethiopia, still there are so many 

gaps and the very updated principles of corporate governance are not included in the code and other 

subsequent leg islations; espec ially private limited compan ies. 

We can say that better co rporate governance atmosphere (or principles and rules) are legis lated in 

co mpanies that operate in the financia l sector. Il The governance structlire and system in finan cia l 

8 The International Finance Corporation(Worid Bank Group), Who's Running the Company?: A guide to reporting on 
corporate governance, Washington: 20 12, p 15 
9 Stephen M. Bainbridge, "Why A Board? Grollp Decision Making In Corporate Governance," Vanderb ilt Law Review, 
vol. 55 No. I, (2002) 
10 Ibid 
II Ibid 
12 Ibid 
13 Banking Business Proclamation. Proclamation No. 59212008 , Federal Negaret Gazeta No. 57 and microfin ance Business 
proclamations, proclamations No. 626/2009 arc equipped \·vith bett er corporate governance rules. 
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compan ies is under st rict supervision and control of the National Bank of Ethiop ia. 14 The statutory 

governance bodies, espec ia lly the board of directors, in the ba nking, insurance compa nies or 

microfina nce institutions are e lected according to the criteria put o r fo rmu lated by the National Bank.l s 

Co mpa nies that operate in the non financia l sector, spec ia lly pr ivate li mited compa nies governance, 

law and practice is very weak and the Co mmercial Code rules are not in line with the modern private 

lim ited companies law rules. In Ethio pia, the number of private li mited companies formed or under 

the process of format ion is increasing. In this preva lent s ituation, multitudes of co mplex corporate 

governance issues are emerg ing with respect to private limited compa nies. 

The corpo rate governance reg ime of private limited co mpany in Ethiop ia has many legal and practica l 

prob lems such as problem in relation to absence of board of directors, the appo intment of auditors and 

shareho lders meeting based up on the numbers of shareho lders and the mini mum requ irement of 

number of shareho lders for the format ion of private limited company etc are so me. Above a ll , the 

abse nce o f boa rd of di rectors in the governance of private limited co mpanies in Ethiop ia is a big 

problem the writer has tried to address. The 1960 co mmerc ial code w ith subseq uent legis lat ions and 

the Revised Draft Co mmercial Code do not address these issues based on the internat ional 

experiences. 

These are the main issues or tr icky s ituations that made the writer to carry out th is research on the 

corporate governance of PLCs in Ethiop ia under the title '"Assessing Corporale Governance of 

Ethiopian private limited companies: with Particular emphasis On making Board of Directors 

Compulsory 10 such companies ". This paper deals with the deficienc ies in the exist ing relevant laws 

in addressi ng issues in corpo rate governance and what type of lega l change, if any, needs to be made 

to address the new ly emerging co rporate governance issues in the Ethiopian private limited 

companies. Thus, in this study the writer an attempt is made identi fy problems and put poss ib le 

reco mmendat io ns to the governance prob lems of private limited companies in Eth io pia. 

1.2. STATEMENT OF THE PROBLEM AND RESEARCH QUESTIONS 

Co mpanies cannot operate successfiilly w ithout adequate rules of governance and the inst itutions that 

support them, or w ithout the acceptance o fa culture ofco rporate governance among managers, owners 

and other stakeho lders. Co rporate governance/CGI is directly re lated to financ ing and investments. Fo r 

a country in trans it ion CG is doubly impOitant ; the scarc ity of domest ic savings demands that capita l 

be di rected towards the most profitable co mpanies, which is poss ible only if princ iples of corporate 

gove rnance are given public ity, transparency and monitoring. 

14 Ibid 
I S Banking Business Proclamation, Proclamation No. 592/2008, Federal Negaret Gazeta No. 57, Article 14 
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The corporate governance reg ime in Ethiopia n companies as a whole is not fe rtile or poor when we see 

it in light of d ifferent countr ies and internat ional corporate governance rules o r princip les. Private 

lim it ed co mpanies corporate governance law and practices in Ethiopia is surrou nded wit h many lega l 

and pract ica l pro blems. The absence of up to date co rporate governance princ iples and law in Ethiopia 

makes private limited compan ies poorly operated even if they cover mass ive part of the country's 

eco nomy. Most of Ethiopian private limited co mpanies are importers and/o r do not participate in the 

manu facturing and export industry due to the abse nce of well acqu itted co rporate governance law and 

principles that govern them. Among the many problems the following are so me ; 

~ the absence ofstrategic corporate body/board of directors; /mak ing pr ivate limited company to 

be run by managers than by both ma nagers board of directors/ makes them not to be 

strategically, flourishing, values add to the co untry's econo mic growth like ot her countries; 

~ the making of shareho lders meeting based up the nu mbers of shareho lders of companies make 

corporate governance regime in the private limited companies incomplete; 

~ the mak ing of auditors, one of the statutory corporate body and e lement of boards of directors 

of private limited company in other co untries, being based up on the number o f shareholders of 

companies; 

~ the requ irement of a mtllimum of two shareholders for the format ion of pr ivate limited 

co mpan ies and the disso lution of the co mpany when the number of members fa ll be low two 

than allow ing fo rmation of the company by one man and make board of d irectors mandatory to 

the governa nce of the company like other cou ntries practices. This makes most private limited 

companies in Ethiopia nominal share ho lders and not tak ing part/participate in their governance 

of the companies; 

~ Abse nce of rules concern tllg the management of conflict of interest prob lem til between 

shareho lders and the companies, managers and the compan ies 

In addressing the prob letlls and searching the poss ible so lutions to the lega l and pract ica l problems of 

governance of Ethiopian private limited companies, the writer made an attempt and addresses the 

fo llow ing questions a ll the way through the research; 

I. What are the co rporate go vernance characterist ics of private limited co mpanies? 

2. Why corporation laws around the wo rld, genera lly call for corporate governance by or under a 

board of directors? 

3. Why is th is fo rm of governance em ployed versus other alternatives? Why aren't corporat ions run 

using "direct democracy? Or why not run by "abso lute corporate monarchy i.e. a llow in g 

manage ment to make a ll the decisions w ithout overs ight"? 
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4. What are the dri ving fo rces for improv ing co rporate governance practices of private limited 

company in Ethiopia? 

5. What is the ro le of a public po licy fTa mework in support ing good corporate governance of private 

lim ited co mpa nies? 

6. Is it a necess ity to have board of directors fo r Ethiopia Private Limited Co mpanies? Or is it a 

necess ity to have board of d irecto rs system of governance to Ethio pian Private Limited 

Co mpanies? Why/why not? 

7. Does having board centered mode of governance system a vo id/ at least minimize the problematic 

behav ior o f Ethiopian Private Limited Co mpanies? 

1.3 . LITERATURE REVIEW 

The concept of co rpo rate governance is a new notion in Ethiopia. Eve n if the company law/ 

Commercial Code has enacted in 1960, it has acquired little attention from the po licy makers, bus iness 

co mmu nity and academic ians. There is no fer tile ground fo r the format ion and operat ion of companies 

in Ethiopia due to lack of better or updated lega l framework co ncerning governance of private limited 

companies in Ethiopia. The Co mmercia l Code, particularly Book II tit le II of the Code that dea ls with 

Private Limited Companies, suffers fi'o m lega l and practical problem that makes PLCs in Ethiopia less 

effective and ineffi cient compared to other co untries. In address ing the corporate governance problems 

in Ethiopia, diffe rent researches have been co nducted and the writer is go ing to use so me of those 

works and shows the po int with which this study departs /i'om tho se studies. 

Husse in Ahmed Tura 16 addresses the issues re lated to the separat ion of supervision and management 

respons ibilities, and on the co mposit ion, independence and remuneration of board of directors in share 

co mpanies. Husse in in his artic le his artic le exa mines Ethiopia's co mpany law with reference to the 

powers, co mpos it ion and remuneration of board of directors in light of internationally recognized best 

pract ices and princ iples of corporate governance. He argues that there is a need to distinguish between 

corporate governance and corpo rate management in Ethiopian company law and the remuneration of 

board of directo rs sho uld emanate from the law not /i'om the shareho lders meeting or articles of 

assoc iat ions. Husse in in his artic le a lso discusses the ro le, co mpos ition and remuneration of boards of 

d irectors in share companies not about private limi ted co mpanies. 

Getahun Se ifu l7 on the other hand, in his artic le titled Rev is it ing company law w ith the advent of 

Ethiopia co mmodity exc hange (ECX), exam ines the features o f co mpany law and argues a broader 

understanding of the concept of companies in Ethio pia. Getahun Se ifi.1 examined the main features of 

16 Hussein Ahmed Tura, "Overvi ew of Corporate Governance in Ethiopia: TIle Role, Composition and Remuneration of 
Boards of Directors in Share Companies", Mizan Law Review. Vol. 6 No. 1, (20 12) 
17 Getahun SciCu, "Revisiting company law with the advent of Ethiopia commodity exchange (ECXY', Mizan Law 
Review, Vol. 4 No. t , (20 t O) 
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private lim ited companies, share co mpan ies, pub lic enterprises and the Eth iop ia n Commod ity 

Exchange) ECX. The 1960 Co mmerc ial Code of Ethiop ia limits the sco pe of the law of co mpanies 

on ly to private limited companies and share companies, save the partnerships included in the Code. 

Getahun Seifu argues that the advent of the ECX has challenged the frontiers of the existing legal 

fi'amework of Ethiopian law of co mpanies i. e. argues that ECX is a unique "hybrid-model" which can 

neither be categorized as a reg istered company nor as a public enterpr ise (statutory company) and 

exp la ins the need for a wider co nception of co mpany law in Ethiopia. Getahun Seifu, however, does 

not dea l in his article with corporate governance issues or the lega l and practical problems in the 

governance of private limited companies. 

N igusie Tadessel8 in his LLM thesis on the title Major problems associated with private limited 

compan ies in Eth iopia : points out the legal and practica l problems related w ith: fully paid up cap ita l, 

the mandatory lega l requ irement of the two members in the formation of such company, restrictions 

of share transfer outside the company, and the limited liability o f members who manage a private 

limited co mpany (p ierc ing the corporate vei l issue). In his research, N igusie does not address the 

corporate governance problems ofPLCs what this study go ing to address. Converse ly, this study has 

discussed mainly on the introduction of board of directors for the private limited companies of 

Eth iopia as a compulsory requirement. In this research, the writer addresses different lega l and 

practical corporate governance problems of private lim ited companies and re lates these problems with 

the absence of board of directors to such companies. In addition to this the writer raises the necess ity 

of having board of directors to Ethiop ian private limited companies to avo id such lega l and practical 

governance problems. 

1.4. OBJECTIVES OF THE STUDY 
A pr ivate limited co mpany is a company whose registered capita l is made up of its members' 

co ntributio ns and members are not liable for the company's obligations. It is a very popular lega l 

form for small and medium-sized businesses in Ethiopia. The establishment of an effective governance 

framework that defines the co mpany 's approach is of equal importance to pub lic and private limited 

companies . Good governance can also playa crucial role in gaining the respect of key externa l 

stakeholders such as actua l and potent ial financiers, employees, customers, and loca l communit ies. In 

Ethiopian business life today, by fa r the most important corporate forms are the Share Compan ies and 

private limited companies. Among the companies those incorporated in Ethiopia, 97% of companies 

are inco rporated as private limited compan ies and wh ile 3% are organized as share co mpan ies. 19 Even 

!8 Nigusic Tadesse , Major problems associated with private limited companies in Ethiopia. [Unpublished] Masers thesis, 
Faculty of Law, AAU, (2009) 
19 Data obtained from Ministry ol'Trade and Industry, Data Base Department, October 20 J 3 
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if the majority of companies in Eth iopia are private limited companies, the corporate governance lega l 

framewo rk of such companies is suffered fi·ommany lega l and practical governa nce problems. 

Corporate governance guid elines for private limited companies may need to be encouraged: proper 

and effic ient governance is va luab le a lso for such companies, especially taking into account the 

eco nomic importance of certain very large private limited companies. Thus, it has a paramount 

imp0l1ance to create a superb corporate governance atmosphere for private limited compa nies since 

they cover and play s ignificant role in the country's economic development. The objectives of the 

study inter alia are; 

>- To sho w the legal and practical corporate governance problems of private limited 

companies and suggest the poss ible so lutions or recommendations to such problems; 

>- To show the problems of private limited companies that derive from the absence of 

board of directors in the governance of such companies and demonstrate the possible 

benefits that private limited companies could obtain if BoDs are made compu lsory 

instead of making them run only by managers ; 

>- To demonstrate how the lack of auditors for private limited compan ies for those 

companies whose members are below twenty affects the corporate governance regime 

of such companies and recommend the possible solution 

>- To show the problem of two shareho Iders mandatory requirement for the formation of 

PLCs; i.e. to recommend for making the two or more shareho lders optional 

requirement to allow a company to be formed or continue even if the number of 

shareholders reduced below two by making BoD co mpulso ry to such companies 

>- To show the problems those derive from the making o f share ho lders meeting base up 

on the numbers of shareholders to the PLC and show the benefits of making 

sharehold ers meeting and to recommend shareho lders meeting not only be base of the 

shareho lders; 

1.5. SIGNIFICANCE OF THE STUDY 

The research shade light on the legal and practical problems in the governance of private limited 

companies in Eth iopia and then recommends the possible solutions to those problems. The study 

addresses co rporate governance problems in relation with the minimum numbers of sha reholders 

requirement to the formation of PLC, the problem of making share ho lders meeting and appointment 

auditors' base on the numbers of shareholders and the making of private limited companies to be run 

by managers than directors in light of different countries co rporate governa nce law and exper ience and 

internat ional co rporate governance principles. The study comes with a very new concept of 

introducing board of directors to the Ethiopian private limited companies and making BoD as a 

compulso ry corporate governance body to such companies. PLCs are prob lematic bus iness 
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organ ization in Ethiopia. In add ition to the inadequacy of the provis ions of the Co mmercia l Code 

applicab le to such companies in Ethiopia, the governance issue has proven to be of crucial importance 

over the years. The study is signi fica nt in that it will take governance issue in the majority of business 

o rgan ization in the co untry w ith em phas is on making BoD co mpu lso ry to such compa nies. It will a lso 

have certa in contributions for the co ncerned body such as the academ ic ians' for further research, 

leg is lators, lawyers and investors of private li mited co mpan ies, in creat ing awareness on the area. 

1.6. SCOPE OF THE STUDY 

The study is concerned with assess in g corporate governance problems of Ethiopian private limited 

co mpanies particu larly the lega l and practica l prob lem of the absence of board centred governance in 

such companies. In doing that, the study dea ls with the legal and practical governance prob lems of 

private limited companies; not include SOEs (state-owned enterprises) . The governance system and 

structure of partnerships and companies as a who le and sim ilarit ies and distinctions of governance 

system and structure of private limited company and Share Co mpany of Ethiopia is a lso part o f the 

study. 

In do ing the research, the corpo rate governance system and stru cture of private limited co mpanies of 

so me countries have bee n dealt with the purpose of compar iso ns. According ly, the principles or rules 

of corpo rate governance of private limited company incorpo rated in the OHADA, the law of France, 

Germany, China, UK and India are made part of the study. The geographica l limit of the study is 

based on the information co llected from the Federal Ministry of T rade and Industry, the Addis Ababa 

chambers of commerce and private limited co mpan ies found in Add is Ababa. 

1.7. METHODOLOGY OF THE STUDY 

The method used in the study of the legal and practical problems in the governance of private lim ited 

co mpa nies and making co mpulsory BoD to such companies' in Ethiopia base on the 1960 Commerc ial 

Code of Ethio pia both the qualitative and qual itative methods. The study has employed qualitative 

method in that it devotes on the rationa les and or logical argume nts for corpo rate governance 

esse ntiality to pr ivate li mited companies in ge neral and board of d irecto rs inev itability in particular. 

The study is quantitative because it depends on data and information co llected from Ministry of Trade 

and Industry, co mpanies and interviews. Data was collected fi'o m pr imary and seco ndary sources. 

Pri mary data were gathered mainly through interviews, inspect ion of memorandum and art ic le of 

assoc iat ions of private limited co mpanies and company webs ites. The seco ndary sources are foreign 

and domest ic legis lations, domestic and forei gn lite ralures related with the study. 
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The co rporate governance system and structure of private limited company shows us there is a s light 

difference between countries in the g lobe. For the sake of co mparative analyses in assessing co rporate 

governance of PLC particularly in making board of directors co mpu lso ry, the wr iter has co nsulted 

what seems the co rporate governan ce system and board of director's ro le and status of private limited 

co mpany in the co mmon law and c iv il law countries as a who le and in OHADA uni for m act, France, 

chin a and India. The writer has se lected these co untries based on different rationale. The reason that 

makes the writer opt for to discuss the co rporate governance system and structure of private limited 

company under the OI-lADA uni form act is since it is seen as a mode l in the trade and co mmerc ia l law 

harmonizatio n in between African states even if it is observed ma inly in the western Africa of for mer 

French co lony states to create one eco nomic comm unity. 'o 

The rationa les that make me prefer to see and disc uses the corporate governance system and structure 

of private limited co mpany in France is that the French law in genera l and co mpany law part icular is 

the parent o r the so urces of Ethiop ian Co mmercia l law2
'; Company law for that matter. We can say 

that the Eth iopian C ivi l Code and Co mmercia l Code are highly in fluenced by the French C ivil and 

Commercia l Codes respective ly. Therefore, it is necessary to deal on the French corporate governance 

structu re and directors ro le of pr ivate limited company. 

Whereas, the rationa le that made me dea l with the co rporate governance structure and ro le of board o f 

directors of Chinese is that China is currently building and be ing owner of the wo rld 's huge part of the 

economy.22 In addition to th is, Chinese econo my is growing dramatica lly at the time when most of the 

world 's eco nomy has go ne down to negative due to economic depress ion.2l Among the causes of the 

depress io n absence of good and effective corporate governance scheme was one and in fact the major 

reason." This shows us, even ifthere are still other fac to rs compared to that of the rest of the world , 

Chinese corporate governance structure is better at least at this time when world econo my is sufferi ng 

from depressio n. This made me opt for corporate governance and the ro le and status of directors in the 

Chinese's private limited co mpanies. The same justification rams me to dea l co rporate governance and 

the role o fboard of d irectors of pr ivate limited company of India. 

20 At present, OI-lADA has 16 members: Benin, Burkina Faso, Cameroon, the Central African Republic, Chad, the Federal 
Islamic Republic or the Comoros, Congo, Cote d'!voire, Equatorial Guinea, Gabon, Guinea, Guinea-Bissau, Mali, Niger, 
Senegal and Togo. 
21 Winshi p, Pcter(Ed), Background Documents of the Ethiopian Commercial Code of 1960, Faculty of Law AA.U., 
( 1974), P 6 1-7 1 , See also PAUL BRITZYE, "PRIVATE LA W IN ETHIOPIA", J.A.L., Vol.i8 No.2, ( 1974), P 150 
(Available at: www.abssvnialmv.com). Franklin F. Russell , The New Ethiopian Civil Code, Brooklyn Law Review, 
Commentary, (N.D), P 237. (Available at: www.abssvnialaw.com). 
22S tijn Claessens and Burcin Yurtoglu , Corporate Governance and Development-An Update, Washington: world bank, 
The Intemalional Finance Corporat ion, (20 12), p. 18 
" Ibid 
24 David H. Erkens et ai, Corporate Governance in the 2007·2008 Financial Crisis: Evidence from Financial Institutions 
Worldwide, California: Los Angeles, (20 12), p. 19 
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CHAPTER TWO 

CORPORATE GOVERNANCE 

2.1. TI-IE CONCEPT OF A CORPORATION 

A business enterprise may be owned by one perso n or a group of persons. When it is owned by one 

person, it is known as so le proprietorship" . Except this a ll other forms of bus iness organizations come 

under the category of group ownership or jo int ownership.'6 When we beho ld the development of 

bus iness, the classica l bus iness unit o r enterprise is owned and contro lled by the same person or 

persons 27 That is there is no the concept of separate existence of the business enterprise and the 

perso n who owns it. T his classica l business can be e ither a so le proprietorship or a partnership. 

Nowadays, these two fo rms of eco nomic o rganization no lo nger playa dom inant role in eco nomic 

transactions. Even though they may be still noteworthy in num ber, they no longer account for the bulk 

of eco nomic act iv it ies. 28 Nowadays, most economic act ivities are carried out by large corporations 

that own large percentage of assets. 

A busi ness that runs under the exclus ive ownership and control of an individual is ca lled so le 

proprietorship or s ingle person entrepreneurs hip. Such business start through the initiative of an 

individual and is run with the capita l supplied by the proprietor from his resources or through 

borrowing. The proprietor manages the bus iness himse lf, bears a ll risks a lone and gets all profits by 

the mere fact of his so le proprietorship. He has almost unlimited freedom of action to run his 

business. It is the simp lest and the o ldest form of business organization. However, so le proprietorship 

suffers from limited capital, limited managerial skill, unlimited liability, uncertainty of continuity, 

inability to avail of spec ializat ion and hasty dec is ion. 29 The limitations and deficiencies of so le 

proprietorship and family bus iness in respect of limited financi a l reso urces, limited managerial ability 

and sk ills conce ntrated risk and other shortcomin gs led to the emergence o f partners hip as a form of 

business organization. JO A partnership is an assoc iat ion o f two or more persons who carryon bus iness 

together for the purpose of earning profit s. J I 

Unt il the beginn ing 0 f the 17th century, the partnership was the dominant form for organizing jointl y 

owned business firms. J2 Pal1nership type of business is where two or more perso ns who intend to 

" Carlton OW & Perl off J.M. , Modern Industrial Organ isation, USA: (Scott Forssmann & Co. 1990), p.23. See also Berle 
AA and Means Ge, The Modern Corporation and Private Property, New York: MacMillan, ( 1963), p 300. 
26 Ibid 
21 Jennifer Reuting, Limited liabilitv companies ror Dummies. (Wiley Publishing, 2008), p 200. 
" Carlton OW & Perl off JM , Supra note 23, p 24 
29 Ibid 
)0 Jonathan Berk and Peter Demarzo, Corporate Finance, (3 rd Ed.), (pearson Education Inc., 2011), p. 37 
)1 Intern at ional Corporate Governance Network, www. lcgn.Org, (accessed on 818120 13) 
J2 Uda C. Braend le and Alexander N. Kostyuk , Developments in Corporate Governance, (N. D.), p, 3 
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jo in together make co ntributions (might be in the form of either cas h, in kind or skill) for the purpose 

of carry ing out act ivit ies of an economic nature and of partic ipating in the profits and losses arising out 

thereof)), if any. Partners bo re unlimited perso nal liab ility for the contractual obligations of the firm . 

Business o rganizations were very small, quas i-governmental institutions chartered by the state o r 

• ' fi ~ government .or a speci IC purpose. 

The so le proprietorship and partnership forms o f organizations have fai led to meet the grow ing needs 

of modern industry and com merce due to the limit ations like limited resources, unlimited liability and 

fear o f disco ntinuity]S To get over these limitations, company forms of bus iness o rganizat ions came 

into ex istence. Now it is the most widely used form of bus iness o rganization not only in the pr ivate 

sector but also in the pub lic sector or state owned bus iness enterprises)6. Company form of 

o rgan ization has proved to be very suitable fo r large sca le enterprises. It is also equally good for 

undertakings on a small scale bus iness because of eas ier access to fin anc ia l reso urces, limited liability 

and co ntinued existence. )? The start of the industrial ization changed th is picture heav ily. )8 

Industrialization was co nnected w ith the huge capital demand of new giant firms. The doctrine of 

limited liability, a llowing co rporate owners and managers to avoid respons ibility fo r harm and losses 

caused by the corporation, made this business form even more interesting. The growing 

industria lizat ion in the 19th ce ntury also meant that more citizens left the countrys ide to look for jobs 

in the cities]' A wave o f immigration created a new class of soc iety which was depended on factory 

jobs to earn a living4U 

Between 1895 and 1904, the corporation was transformed from state-contro lled organizations to 

unlimited private organizations w ith limited responsibility and limited accountab ility." As share 

trading became easie r, the shareho ld ers as capital prov iders increas ing ly re lied on the ex it opt ion to 

express the ir pleasure or displeasure with the ir managers ' decis ions.42 Thus, considerab le authority 

was granted to manage ment') Co ntrol via voice shifted to the boards of directors, which in turn were 

)J Mary O'Sullivan, Contests for Corporate Control: Corporate Governance and Econom ic Performance in the United 
States and GClmany. Oxford: (Ox rord University Press, 2000), P. 4 and 
commercia l code of Eth iopia, 1960, Negaret Gazeta. No. 3, article 211 
J4 Ibid 
35 Ibid 
36 Chcfllns, Brian R., History and the Global Corporale Governance Revolution: The UK Perspective, Business History, 
(Del. 200), p. 87. 
}1 Ibid 
l8 Ibid 
39 J. Corey Pierce, Business start up: Where to Begin & How to Grow, (2004), p. 14. Available at: 
(httpj/www.businessfinancc.com/). Accessed on 12/8/2013 
40 Ibid 
41 Mary O'Su lli van, supra note 33, P. 5 
42 Turnbull and Sharm, Evolution of Business and the Corporate Structure, Corporate Directors, Australia: University of 
New England, (1997), p. I I 
43 Ibid 
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dominated by managers.44 In other words, at the end of the 19th ce ntury and beginning ofthe 20th 

century, control of co rporations shifted more and more into the hands of the managers and therefore 

ownership and co ntro l separated. 45 

The term Co rporate Governance developed from an analogy between the government of nations or 

states and the governance of co rporations46
. According to James Wolfensohn (June I 995-may 2005), 

fo rmer president of the World Bank, the gove rnance of co rporations is now as imperative in the world 

eco nomy as the government ofcountries. 47 Co rporate governance in the acade mic literature seems to 

have been fir st used by Richard Ee lls (1960) to denote "the structure and functioning of the corporate 

polity".48 Nevertheless, how to manage companies and the query for the best structure to attain an 

opt imal allotment of reso urces is as o ld as the history ofcompanies49 

The presence of an effective corporate governance system, within an individua l company or group and 

across an eco nomy as a who le, he lps to provide a degree of confidence that is necessary for the proper 

functioning of a market economy.'o In defining a good corporate governa nce system, the constitutive 

rudiments are spec ific assets to invest in co mpany, separation between ownership and control and 

incentives for controlling agents for the efficient allocation of co ntrol. 51 The original need for 

co rporate governance stems from the separation of ownership and contro l in public ly he ld 

companies." This separat ion of ownership and control is often referred to as the "principal-agent 

problem.')" The princ ipals are the investo rs w"o supply the capital, while the managers are the agents 

of the investors who run the company. To achieve these object ives adequate institutional framework 

composed of company law, securit ies law, competit ion law, bankruptcy law, propelty right regime 

base up on free market principle and enforcement structure (public and private) are compulsory. 54 

The four defin ing characteristics of the modern corporation are 55 separate lega l personality, separation 

of owner sh ip and management, limited liability and transferability of shares. To talk abo ut the concept 

of co rporation and corporate governance one may be obliged to consider the fo llow ing features or the 

most essent ia l rudiments. 

44 Ibid 
45 Mary O 'Sullivan, supra note 41, P. I 
46 Jd P 6 
47 K:10~vn as the "renaissance Banker"; Pushed through reforms that have made the bank more inclusive, with renewed 
foclis on poverty reduction. 
48 Mary O'Sullivan, supra note 45 
49 Ibid 
50 Ibid 
51 Ibid 
52 U. S. Chamber or Commerce. Instituting Corporate Governance in Developing, Emerging and Transitional Economies, 
I-land Book. (2002), P. 9 
53 Ibid 
5J Ibid 
" RC Clark, Corporate Law, ( 1986), P. 2 
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.:. Separate Legal Personality: - mea ning co mpany is a legal person in its own right; and it is 

separate from those who own or run it , and has 'limited liability' (unless its owners choose to 

have unlim ited liability).'6 A company has its own lega l persona lity. Consequently it can be a 

party to co ntracts and the subject o f rights and liabilities. A co mpany is an incorporated 

vo luntary assoc iation of persons in business hav in g jo int capita l divid ed into transferable 

shares of a fi xed value, a long w ith the features of limited liability, co mmon seal and perpetua l 

succession. Furthermore, the existence o f a corporation may continue fo r an indefinite per iod 

unless and until it is liquidated. Co mpanies are formed to create a legal identity separate ITo m 

the individua ls who make up the membership of the company . 

• :. Separation of Management from Ownership: - There is a formal separation of the 

company's management (under the board of directors) fi·om the shareho lders. The latter are 

sometimes termed as " the owners" of the company. They share the co mpany's profits. As they 

are communally unconstrained to sign up and take out directo rs ITom the board, they exercise 

ultimate co ntro l over management. Ordinarily, the number o f shareho lders, who are the owners 

of the co mpany, is fairly large and hence all o f them or most o f them cannot partic ipate in the 

day-to-day manageme nt of the company. 57 The law there fo re provides for the board o f 

directors, e lected by members (owners) in the ge neral body meeting of the co mpany, to govern 

the affairs o f the co mpany. 58 

.:. Limited Liability: The Starting point for this feature is the company 's responsibility for its 

own de bts and liabili t ies. In other wo rds, the shareho lders share the company's profits, but they 

are not respo nsible fo r its losses. They are only liable to the company to pay up their share 

capital and have no further liability. 59 So limited liability actua lly shifts the risk of business 

failure from the company's shareholders to its creditors60 This seems to g ive the company's 

owners and managers too much o f an incentive to take risks and can lead to an ineffi cient use 

of resources even if there are many c ircumstances in w hich the directors and shareholders 

become liable fo r losses to third parties. 

Limited liabilit y g ives the owners of the co mpany (its shareho lders) protection if the co mpany 

fail s:! This mea ns that if a co mpany is put into liquidat ion, the peo ple who own the co mpany 

will only be required to pay wh at they have a lread y paid or agreed to pay towards se ttling its 

debt s - usually what they have paid or agreed to pay for the ir shares. Because debts of company 

56 Le Talbot. Critical company law. London: Routledge Cavendish, (2008), p 23 
H Stephen G. Marks, The Separation of Ownership and Con trol , USA, Boston University School of Law, (1999), p.3 
58 Ibid 
59 John Amlour, el al. The Essential Elements of Co roo rate Law: What Is Corporate Law? John M. Olin Centre for Law, 
Economics and Business, (2009), p. 12. available at: The Harvard John M. Ol in Discussion Paper Series: 
(http://ww,,v.law.harvard.edu/programslal in center/) 
60 Ibid 
61 Ibid 
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are the debts of the a rtific ia l lega l perso n and not of the peo ple running the company or owning 

shares in it 6' Persona l property of the shareholders cannot be attached for the recovery o f 

corporate debts. Incorporation g ives the privi lege of limited liabi lity to its members up to a 

maximum of the ir investment or share in the entity or undertaken by them in the eve nt of 

winding Up."3 Nevertheless, this does not mean that shareho ld ers could not be liable at all and 

the issue o f piercing the corpo rate vei l can come into picture. 

Liability of the members of a limited liability company is limited to the value of the shares 

subscribed to or the amount of guarantee given by them."4 Members cannot be asked to pay 

anything mo re than what is due or unpaid on the shares o f the company held by them eve n 

though the assets of the company are not suffici ent to satisfY fu lly the claims ofcreditors of the 

co mpany in the event of its winding up. However, this does not mean that the members could 

not be liable in abso lute sense. For example, the sharehold ers might be liab le for interest that 

derives ITo m the nonpayment o f the subscribed shares and liability to meet ca lls'"' Thu s, by 

virtue of this characteristic the perso nal property o f a shareho lder ca nnot be attached for the 

debts of the co mpany ifhe/she hold s a fu lly paid up share . 

• :. Transferabi lity: A share in a company carries rights aga inst the company to rece ive 

dividends and (usua lly) to vote at shareho lders meetings."6 A share can be transferred to a new 

ho lder and this transfer comprises rights and liabilit ies. Shares in a public company are usually 

traded on a stock exchange, facilitating transfer and making shareho lding a more fl exible kind 

of in vestment.67 Members of a public limited co mpany are fi'ee to transfer the shares he ld by 

them to anyone e lse while the members of private limited co mpany are not fi'ee to transfer 

shares like public o r share co mpanies . 68 

.:. Delegated management with a board structure: 

In partnerships type bus iness organization, each partner has an equal say in the management of the 

partnership '"' It would be difficult , if not log ica lly imposs ible, to find co nsensus among dispersed 

individual shareho lders o n issues co ncerning the day-to-day affa irs of the corporation. In a 

62 Ibid 
6} Ibid 
64 Ibid 
65 Commercial Code of Ethiopia, 1960, , Ncgaret Gazcta, eXIra ordinary issue, No. 3, articl e 342 
66 John Armour, el ai , The essential elements of comorate law: what is corporate Jaw?, New work: (Oxford University 
Press, 2009), p. t t 2 
67 Ibid 
68 Ibid 
69 Ibid 
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co rporat ion, shareho lders de legate responsibilities to the board of directors and manage rs. Delegat ion 

of respons ibi lity works in the fo llowing scheme: 7o 

./ The power to determine the company' s overa ll direction is g ive n to the board of d irectors; 

./ The power to contro l the company's day-to-day operat io n is given to the managers; 

./ In order to a llow the company to operate with maxi mum efficiency, the shareho lders g ive up 

the right to make dec isions on a ll but the most genera l issues facing the company; 

Co rporate law typ ica lly vests principa l authority over co rporate affa irs in a board of di rectors or 

s imilar committee o rgan that is periodically e lected, exc lus ive ly o r primari ly, by the finn's 

shareho lders. 71 Business corporat ions are dis tinguished by a governance structure in which all but the 

most fundamenta l dec is io ns are de legated to a board of directo rs. Though largely o r entire ly chosen by 

the fi rm 's shareholders, the board is fo rma lly d ist inct fi·om them. This separation economizes on the 

costs of dec is io n-maki ng by avoiding the need to in form the fi rm 's ultimate owners and obtain the ir 

conse nt for a ll but the most fundamenta l dec isions regarding the fir m.72 It a lso permits the board to 

serve as a mec hanism for protecting the interests of minor ity shareho lders and ot her corporate 

constituenc ies. 73 

2.1.1. DEFINITIONS OF CORPORATE GOVERNANCE 

A co rpo rat ion may accurate ly be ca lled a company"; however, a company shou ld not necessarily be 

ca lled a corpo rat ion" , which has dist inct characterist ics. Acco rding to Black 's law dictionary a 

co mpany means a corporat ion - or, less co mmon ly, an association, partnersh ip or un ion - that 

carries on industr ia l enterprise. However, "corporatio n" is a w ider concept than "company" in which 

the later can be a type of the fo rmer. 

A decade ago, the te rm corpo rate governance was hardly known7
" However, today, like c limate 

change and other se nsitive issues that ca ll fo r the attent io n of g loba l society, co rporate governance is a 

staple of everyday bus iness language and cap it a l markets are better for itn The phrase corpo rate 

governance is nowadays a very fas hionab le phrase. But very often there is a lot of d ifferent defin itio n 

assoc iated with it. Different de fin it io ns are re lated both to the concept of corpo rations and to the 

concept of governance. Even though, there are many d iffe rent de finit ions of co rpo rate governance they 

70 Id, p. 13 
71 Id, p. 14 
72 Id, p. 15 
73 Ibid 
74 Corporate governance, https://\v\v\v.law.upcnn,cdu/ journatsljil/articles/volume2/issue2/. (Accessed on 23/8/20 13) 
7S Ibid 
76 Paul L. Davies QC, et aI, Princi pl es of Modern Company La"'l, (8th Edition), London : (Sweet & Maxwell , 2008), p. 97. 
77 Ibid 
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all invariably add ress the following centra l theme. "Corporate governance is the fi'amework of laws, 

rules, and proced ures that regulate the interactions and relationships betwee n the providers of capital 

(owners), the governing body (the board or boards in the two-tier system), se nio rs managers and other 

parties that take part to varying degrees in the decision making process and are impacted by the 

company's dispositions and business activities."n 

Corporate governa nce is de fin ed as the system by which bus iness co rporations are d irected and 

contro lled.'9 Indeed, the corporate governance structure spec ifies the distribution of rights and 

responsibilities among different participants in the co mpany, such as the board, managers, 

shareho ld ers, and ot her stakeho lders, and spells out the rules and procedures for making and 

monitoring decis io ns on corporate affairs so By doing this, corpo rate governance also provides the 

structure through wh ich the co mpany objectives and strategy are set, and the means of attain ing those 

objectives and monitoring performance. The term Corporate Governance is suscept ible to both narrow 

and broad definitions". It therefore, revolves around the debate on "whether management should run 

the corporation so lely in the interests of shareho lders (shareholder perspective) or whether it shou ld 

take account of ot her constituenc ies (stakeho lder perspective)" 82 

Narrowly defined corporate governance concerns the relationships between corporate managers, board 

of directors and shareholders. 8J But it might as we ll encompass the relationship of the corporation to 

stakeho lders and society. More broad ly defined, co rporate governance can enco mpass the permutation 

of laws, regu lat ions, listing rules and voluntary private sector practices that enable the co rporation to 

attract cap ita l, perform effic iently, generate profit, and meet both, legal obl igations and general 

societal expectations. 84 Co rporate Governance refe rs to that blend of law, regulation, and appropriate 

vo luntary private sector practices" which enables the co rporation to attract financial and human 

capital , perform effic iently, and thereby perpetuate itself by generating long-term eco nomic value for 

its shareho lders, while respecting the interests of stakeho lders and soc iety as a who le'6 

Corporate governance is, "the fi'amework of rules, relationships, systems and processes within and by 

which authority is exerc ised and co nt rolled in corpo rations."s7 The OECD88 principles defin e 

78 lntemalionai Corporate Governance Network - www.icgn.org. (retrieve on 12/8120 13) 
19 Corporate governance definition, www.corpgov.nct, (retrieve on 12/812013) 
80 OECD Principles of Corporate Governance, (2nd Edition), 2004, p. 11 
81 International Corporate Governance Network , Supra note 78 
82 Ibid 
83 Ibid 
84 Ibid 
8S Holly 1. Gregory, Comparative Matr ix OrCoroorate Governance Codes Relevant to the European Union and Its Member 
States, (2002), P. I 
86 Ibid 
87 Australian Security Exchange Corporate Governance Council, Corporate Governance Principles and Recommendations 
.. ,\lith 20 10 Amendments. (2ndEdition, 20 10), P.I . Available at: 
corp_governance-IJrinciples_recommcndations_2nd_edi tion.pdf.(http://www.asx.com.auisllpervision/pdfl) 
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corporate governance as involving "a set of re lationships between a company's management, its board, 

its shareho lders, and other stakeholders" . It enco mpasses the mechanisms by which compa nies, and 

those in co ntro l, are he ld to account. Corporate Governance shows how the objectives of the co mpany 

are laid down and achieved how risk is observed and appra ised, and how performance is optim ized. 

Different nation 's corporate governance systems articulate the primary object ive of the corporation in 

di ffe rent ways. Some nat ions - predominately in Continental Europe and As ia center on the need to 

satisfy soc ietal expectations" These are the interests of stakeholders' such as employees, suppliers, 

creditors, tax authorities and the communities in wh ich corporations operate. Other nations - (typically 

the Ang lo-Saxo n) are co untries that emphas is on the primacy of ownership and property rights and 

foc us on returning a profit to shareho lders over the long term.'o The corporate focus is on shareho lder 

value. 91 Under this view, employees, suppl iers and other creditors have contractual claims on the 

company. As owners with property rights, shareholders have a claim to whatever is left after all 

contractual claimants have been paid. 

2.1.2 CORPORATE GOVERNANCE VS. MANAGEMENT 

Governance and ma nagement are words that hold s ignificance in terms of running an organization in a 

smooth and efficie nt manner." While there are governing bodies and managers both serv ing in side an 

organ izat io n, their roles and respo ns ibilit ies should c learly be spe lt out. Literally, when we see 

co rpo rate governance vs. management , there seems to be no difference between the two concepts w ith 

bot h being concerned w ith contro lling an organization for the purpose of running it to achieve the 

goa ls that have been set fo rth.93 In fact, there are many who use the words interchangeably. However, 

there are subtle differences that will be highlighted througho ut this paper. Governance can be said to 

be represent ing the owners, or the interest group of peop le, who represent a firm, company or any 

institution. " Governance represents the wi ll of these interest g roups who manage the co mpany. 

Governance cons ists of a governing body, which d irects the management on all aspects of a 

company.'5 It is the governing body that oversees the overa ll function o f an organ ization. 

88 The GECD Principles o/Corporate Governance were endorsed by DECO Ministers in 1999 and have since become an 
international benchmark for policy makers, investors, corporations and other stakeholders \vorldwide. They have advanced 
the corporate govcmunce agenda and provided spedne guidance for legislative and regulatory initiatives in both DECO 
and non DECO countries. 
89 ci l Fligstein and Jennifer Choo, Law and Corporate Governance, California: University of California, (2005), P. 14 
90 Id, p.I S 
9J Ibid 
92 h tI p:1 1m an agem en th el p, org/b logs/board s-o f-d i reet ors/20 I 0/08/2 7/t h e-chan gi n g -ro I e-o f- boards-an d-manae.em en t -as­
eompanics-grow/#sthash,UbOV Hili,dpuf, (retr ieve on 911 /2013) 
9J Ibid 
94 Ibid 
95 Ibid 
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The governing body, o n the other hand, appo ints manage ment perso nne l, who m are g iven the power to 

adm inister the organizat ion% Manage ment comes on ly seco nd to the governing body, and they are 

bound to strive as per the wis hes of the govern ing body. Governance can be sa id to set the right policy 

and procedures for ensuring that things are done in a proper way.97 On the contrary, management is a ll 

about do ing things in the proper way as to the direction o f board o f directo rs most of the time.98 The 

responsibi lities between governance and management a lso diffe r. The respons ib ilities of gove rnance 

include c hoosing top executives, eva luating their performance, authoriz ing plans/co mmitments and 

evaluat ing the organ izat io n's performa nce9
• On the other hand, management has the responsib il ity for 

managing and enhancing the overa ll performance of the o rganization. loo Management has the 

respons ibility to implement the systems of governance. It is the day to day executive organ or body in 

corporate governance. 101 

Whi le governance pertains to the vis ion of an o rganization and trans lation of the vis ion into po licy, 

management is a ll about making dec is io ns fo r imple menting the po lic ies. lol In corporate governance, 

while board o f directors for m the nuc leus o f governance, managers and executives form part of the 

manage ment core. lO) Governance relates to providing the right dire ctio n and leadership. Management 

re lates to managing the o perat ions of an organization. The gove rnin g body has on ly the ro le to oversee 

the fi.lIl ction ing of t he manage ment, and it has no role in management. 104 

2. 1.2.1 CORPORATE GOVERNANCE 

Governance means thinking about strategic issues, rather than the o perat ional day-to-day running of 

the bus iness. lOl This is especia lly true when fin anc ia l expectations from organizations have increased 

manifold and governing bodies in a co mpany are no longer names on a letterhead and equally 

responsib le for generating pro fits as are the managers in the co mpany. l06 However, governance is 

broadly see n as an errand that is concerned w ith sett ing goa ls fo r an organization, direction to be taken 

to ach ieve these goa ls, and ro les and responsib ili ties of fun ctionaries in the organization. Loo king 

object ive ly, governance is a term that dea ls with what an organization is as the word comes from 

government, and we all know what a government does. What an organ izat io n mll st do and what it 

should beco me in the future is pr imarily the concern of governance. Governance is ensuring 

'l6 Ibid 
91 Ibid 
98 Ibid 
99 Ibid 
100 Ibid 
101 Ibid 
102 Difference between Corporate governance and management, 
http://wvo/w.d ifferencebctwecn.netlmisccllaneous/di ffcrence-between-guidel incandpolicy, (retrieve on 91 1/20 \3 ) 
103 Ibid 
104 Ibid 

l OS hnp:llww\\',iod.org.nzJFirstBoardsFirstDireClOrs/FirSlBoards.aspx, « retrieve on 91 1/20 13) 
106 Ibid 
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compliance with the ru les and regu lations and making necessary changes in policies to avoid conflicts 

inside the organization. 

2.1.2.2 CORPORATE MANAGEMENT 

Manage ment is a more common term used in organizatio ns these days. It is seen as a task that con fin es 

itse lf to resource allocation and look ing after operations of the organization on a day to day basis. IO
? 

The ro le of management seems to be to look after smooth running of the organizatio n in the direct ion 

that has been chosen by the governi ng body that happens to be the board of directors in most instances 

these days. Management works at various levels at the same t ime and represents the face of the 

co mpany to not just the shareho lders but also to the stakeholders. Hirin g and firin g of employees, 

boo kkeeping, check writing, securing o rders, arranging raw material and look ing after production are 

a ll jobs that make up manage ment. 108 Genera lly: 

I . Governance can be sa id to be representing the owners, or the interest group o f peop le, who 

represent a fU'ln , company or any inst itution. The governing body, on the other hand, appo ints 
management personnel. 109 

2. While governance pertains to the v is ion o f an organizat ion, and translation of the vision into policy, 
management is a ll about making decisions for implementing the policies. 110 

3. Management comes only seco nd to the go verning body, and they are bound to strive as per the 
wis hes of the governing body. III 

2.1.2 . OWNERSHIP STRUCTURE OF CORPORATIONS 

The ownership structure of an econo my is an impoltant factor in corporate governance and shapes the 

agency relationships within the firms.l12 Corporate structures depend in part on the structures a 

co untry had in ear lier times, in particular the structures with w hich the eco nomy started. 113 The 

openness of econom ies, the distribution of wealth within national economies, the distribution of 

political power within countries and the political system shaped the political econo my of corporate 

governance systems. l14 In conducting this research, I have discovered that the starting point of 

discuss ion for lega l scho lars, in stitutional eco nomists and political sc ientists, who study corporate 

governance systems, is that they acknow ledge that there exist multiple systems of corporate 

governance arou nd the world . Scholars have tended to cluster corporate governance mode ls around 

101 Ibid 
108 Ibid 
109 Ibid 
110 Ibid 
111 Ibid 
112 Carsten Barhop, corporate governance, (20 12), p. 7. 
113 Pascal Gantenbein and Christophe Volante, Does Culture Arleet Corporate Governance? (20 12), p. 4. 
114 Petri Mantysaari, Comparative Corporate Govcl11ance: Share Holders As A Rule Maker. Berlin: (Springer Berl in , 2 
March 2005), p. 389. 
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four paradigms while acknow ledging that nat ional and regional c haracterist ics a re a lso apparent; the 

U.S. mode l, the German mode l, government ownership of firms and family owned business mode l " ' . 

The U.S. model (what has bee n ca lled the model of "shareho lder capitalism) contains dispersed 

shareholders who provide the bulk of the fina ncing to large, publ ic firms 116 . These co mpanies are 

directed by management teams that are co nstrained by boards of directo rs. Workers have few rights 

and no representat ion o n boards. l17 In the U.S., o utside directors, private watchd og entities and 

I .. I I ' k . . I k 118 government aut lont les p ay a ro e III eeplllg managers III c lec . Incentive compensation fo r 

managers, and takeovers and proxy fi g hts a lso prov ide co mpetitive market mechan isms des igned to 

a lign management interests more c lose ly w ith those of the shareho lders." 9 The US mode l do minates 

across the commo n law nat ions. 

The German model has large stock shareho lders, ofte n comprised of founding fam ilies, banks, 

insurance companies or other financial institutions who own the bulk of the shares. 120 This c losed 

ownersh ip structure enab les large shareho lders to internally monitor the day-to-day operat ion of the 

firm. Cross-shareho lding among insiders is co mmo n and information now is contro lled and murky. 12 1 

Stakeholders such as organized labor playa substantially greater role in the governance of co rporate 

firms under the German model. 122 Norms of shareholder capitalis m do not automatically prevai l over 

the c laims of other corporate stakeho lders in countries that exhibit the co ncentrated ownership mode l. 

The Germa n model do minates across c iv il law countries. 123 

A third mode l is government ownership of fi rms. Here, large firms and the financial sector are owned 

and operated by the government. In Many deve loped and developing soc ieties still there is su bstant ial 

government ownership of firm s. 124 This is particularly true in secto rs lik e banking, natural reso urces, 

utilities, and transportatio n. 12l S ince employees are govern ment employees, they tend to have careers 

guided by bureaucratic rules and fi xed benefits. 

115Neil Fligstein and Jennifer Choo, Supra note 91, P. 18 
"' ld, p. IS 
117 Ibid 
118 Ibid 
"' Id, p. 16 
12°Prof. Dr. Jean J. du Plessis, et aI, German Corporate Governance in Intemational and European Context. Berlin: 
(Springer- Verlag Berlin Heidelberg, 2007), p. 11 9 
12 1 Ibid 
122 Neil Fligstcin and Jenni fer Choo, supra notc l iS, p. 18) 
123 Vitols S. , Varieti es of corporate governance: com paring Germany and the UK. In Varieties of Capi talism: The 
Institutional Foundations of Comparative Advantage, new work: (Oxford Univ. Press, 2001), p. 60. 
124 Ibid, and Wade R. Governin g the Market: Economic Theory and the Role of Government in East Asian 
Industriali zation. (Princeton Univ. Press, 1990), p. 81. 
(China, India, Ethiopia are the prominent actors of this model ) 
m Strange S. The Retreat of the State: The Diffusion of Power in the World Economv, New York: (Cambridge Uni v. 
Press, 1996), p. 101. 

Page I 20 



A fina l mode l that dominates most of the deve loping wor ld is the mode l of fa mily owned bus iness." 6 

Here, owners are managers. Finns are private and eq uity and debt markets tend to play minor ro les in 

the provis ion o f capital. Wo rkers genera lly have less power. 127 We can still c lass ify corporate 

ownershi p structure fi·om other perspectives. For examp le, we can c lass ify in to two genera l types of 

corporate ownersh ip stru ctures: concentrated and dispersed. 12' In concentrated ownership structures, 

ownership andlor contro l is concentrated in the hands of a small num ber of indiv idu a ls, fa milies, 

managers, directo rs, hold ing companies ."9 Because these indiv idua ls or groups o ften manage, co ntro l 

o r stro ng ly in flu ence the way that a co mpany is run, they are called insiders. 130 Hence, conce ntrated 

ownership structures are referred to as insider systems. 131 Most countries, especia lly those following 

the civil law system have concentrated ownersh ip structures. 132 

Insiders exercise contro l over co mpanies in severa l ways. A co mmon scenario is where ins iders own 

the major ity of the co mpany shares and voting rights. 133 Other times, ins iders own so me shares, but 

enjoy the majority of the voting rights. 134 Th is happens when there are mu ltiple c lasses of shares and 

some shares enjoy more vot ing rights than others. 135 It a lso occurs if t here are proxy votes and voting 

trusts. 136 If a few owners own shares with s ignificant vot ing rights, they can effect ive ly co ntro l a 

company even though they did not provide the majority o f the capital. 137 

Dispersed ownership is the other type of ownershi p structure. In this scenar io, a large number of 
owners eac h ho ld a sma ll number of company shares. 13' Sma ll shareho lders have little incentive to 

c losely monito r a co mpany's activ ities and tend not to be invo lved in manage ment decis ions or 

po lic ies. 139 Hence, they are ca lled o utsiders, 140 and dispersed ownership structu res are referred to as 
outsider systems .141 Co mmo n law countries such as the UK and the US tend to have dispersed 

h· 142 owners Ip strllctures. 

2.l.3 . FACTORS THAT SHAPE CORPORATE GOVERNANCE 

126 Neil Ftigstcin and Jennifer Choo, Supra nOle 122, p. 20 
12? Ibid 
128 Centre for International Private Enterprise, Supra note 3, p 7. 
129 Markus Berndt, Global Di fferences in Corporate Governance Systems: Theorv and Implications for Reforms, (2000), p. 
25. (available a1: hnp://\-vww.Jaw.harvard.cdu/programs/ol in center/) 
no Ibid 
131 Gary Herrige l (Ed), A New Wave in the History of Corporate Governance, New work: ( Oxford University Press, 
2007), p. 5 
!32 Ibid 
133 Ibid 
114 I bid 
iJ5 Markus BCl11dl, Supra note 129, p. 26 
1361 bid 
137 Ibid 
138 Coffee, J.e. , ''The ri se of dispersed ownership: The roles of law and the state in the separation of ownership and 
conll"o\'· , Yate Law JournaL voL I I t No. t, (200 t), p. 82. 
119 Gary Herr igel , Corporate Governance: History Without Historian s, Oxford: (Oxford Uni versity Press. 2006), p. 20. 
140 Ibid 
14 1 Coffee, .I.e ,supra note ! 38 
142 Ibid 
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Co rpo rate governance does not occur in a vacuum. It reflects the econo mic, historical, cu ltura l and 

lega l characterist ics o f a country, its business history and corporate landscape. " 3 It is also shaped by 

the ownership structures and patterns of that eco no my and by the fi nancing o ptions ava ilable to 

bus inesses. "4 Differences in these areas acco unt for so me of the notable differences in the governance 

mode ls fo und on either side of the At lantic. l45 The fo llowing are so me o f the underly ing factors that 

shape the co rporate governance structure. 

2.1.3 .1 IMPACT OF OWNERSIDP AND CONTROL STRUCTURES 
AND PATTERNS ON CORPORATE GOVERNANCE 

Co rpo rate governance is inextricably linked to the ownership, contro l structures and patterns preva lent 

in an eco no my.l46 Dist ingu ishing between ownership and contro l and explain ing the agency factor, i.e. 

the owners o f the co mpany hire directo rs! managers (agents) who contro l and manage the assets o f the 

co mpany is an intrinsic feat ure of the corporation and one that is centra l to any corporate governance 

mode l. 

2. 1.3.2 INFLUENCE OF THE ECONOMIC MODEL ON CORPORATE 
GOVERNANCE 

The econo mic model in use is another facto r that shapes and in fl uences co rpo rate governance. The 

re lat ionships and interact ions between the economic actors that prevail in all t:cu nurn y shap~ corporale 

governance. "7 Fo r example, the US mode l is o ften characterized as market oriented with mo re 

e mphasis on unres trained co mpetit io n i.e. the "winner take a ll'' c rite ria. 148 The government provides 

the regu latory rramework and lets market forces and actors fight it o ut. Whi le other cou ntr ies (exam ple 

German and France and other c iv il law co untries) p lace greate r emphas is on cooperation and 

co nsensus between the di ffe rent econo mic and market acto rs. 149 These two models and the many 

variatio ns that ex ist in d ifferent countr ies do in turn have ins inuat io ns and upshots on the co rporate 

governa nce mode l. 150 

141 Licht, A. N., et aI , "Culture, Law, and Corporate Governance," International Review of Law and Economics, vol. 25 
No 2.( 2005), p. 229 
1<14 Ibid 
14$ Ibid 
146 Kurt A. Desender, The relationshio between the ownershi p structure and the rote of the board, (2009), p. 12. 
(A vai table at: hnp:l!www.business. illinoi s.edu/ Working Paperslpapersl09-0 I 05.pd f!) 
147 Miguel A. Mendez. Corporate Governance, a US/EU Comparison, Washington: Uni versi ty of Washington, (2004), p. 7. 
148 Ibid and Frydman R, et ai , \-Vhen does privatization work?: the impact of private ownership on corporate performance 
in the transition economics, ( 1999), P. 91. 
149 Ibid Lamoreaux N, Rosenthal 1. , Legal regim e and busi ness's organizational choice: a comparison of France and the 
United States during the mid - nineteenth century, (2004), p. 45. 
,so [bid 
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2.1.3 .3 INFLUENCE OF LEGAL SYSTEMS ON CORPORATE 
GOVERNANCE 

A large majority of states in the common law lega l system co unt ries (d ispersed ownership structure) 

stipu lates the primacy of the shareho lders over other stakeholders. 151 In the c ivil law nat ions, the law 

and/o r the various governance codes, in the majority of countries stipulate the primacy of the 

co mpany's interest i.e. the co mbined int erest of the various stakeho lders. 152 This is a funda mental 

d ifference with broad implications. 153 The common law reasoning goes so mewhat as fo llows; if 

d irectors look out for the long term interest of shareho lders they wi ll a lso be deemed to have taken 

ca re of the corporat ion 's other stakeho lders 154 whi le civi l law reasoning for the mo st part stresses on 

the interest of the company as a separate entity fi'om its shareholders and as a convergence of different 

interest that must be ba lanced. 155 Directors are expected to look after the interest of the company. 156 

Actually in many civ il law lega l system countries a shareho lder cannot bring lega l action against a 

d irector on ly the compa ny can take such action. 

2.l.4. IMPORTANCE OF CORPORATE GOVERNANCE 

The governance of the co rpo ratio n is now as impol1ant in the wo rld economy as the governme nt of 

countr ies. 157 Corporate governance is the new international language of bus iness, and often forms the 

bas is for dialogue between companies, lenders, and in vestors. 158 It does not matter where a company 

is located. Corporate governance p lays an impo rtant ro le in transforming bus iness and state re lations, 

growth and economic susta inability.1 59 However, to play the above ro le, the principles/values of 

fair ness, transparency, and efficie ncy should apply/ be observed in the governance of a company. 

The lack of transparency in bus iness-state in teractions often leads to preferentia l legal and regulatory 

treatme nt, asset stripping, wast ing resources, and corruption that undermine the co mpetitiveness of 

national econo mies while benefiting a few insiders. 16o Corporate governance helps to address these 

. . d f: . . 161 C prob lems and is an effective so lu t io n to corporatism, cronYism, an avou 1'1tlsm. orporate 

governance, as a set of mechanisms that dea ls w ith institutiona l reform and not just company- level 

131 Licht, A. N., et ai, supra note 143 
m Ibid 
15) Ibid 
154 Mahoney PG, The common law and economic growth, J. Legal Study, (2001), P 25. 
15S Ibid 
156 Ibid 
m James D. Wolfensohn, A Battle for Corporate Honesty, ( 1999), p 38. 
158 Ibid 
159 Barnali Choudhury, "Servi ng Two Masters: Incorporating Social Responsibility into the Corporate Paradigm", 
University of Pennsylvania, loumal of Business Law VoL I, No.3, (2009), p. 648. 
160 Ibid 
16lEI'ic Hontz And Aleksandra Shkolnikov, USAID the Center for International Private Enterprise(CIPE), Corporate 
Governance, The Intersection of Public and Private Reform, (2009), P. 30. 
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changes, suggests that it is one of the integra l components of successful develo pment strategies. 

Co rporate governance is growing as one of the more important aspects of business conduct and 

deve lopment. The concept he lps to exp lain proper bus iness management and governance practices and 

offers recommendations on the best path towards success with in any company's business cu lture. 

The pream ble to the guidelines (OECD 1999) offered the fo llow ing theme on the importance of 

co rporate governance: 162 "The degree to which corporations observe basic principles of good 

corporate governance is an increasingly important factor for investment decisions. Of particular 

relevance is the relation between corporate governance practices and the increasingly international 

character of investment. International flows of capital enable companies to access finanCing from a 

much larger pool of investors. 

Corporate governance has a crucial role to play not only in ready ing companies for privat ization, but 

in preventing the potential market mayhem that can occur when companies are privatized without 

effective internal contro ls, repOIting mechanisms, and shareholder protections. 163 Effect ive corporate 

governance: 

~ Promotes the efficient use of reso urces both w ithin the company and the larger economy.164 

Debt and eq uity capital should flow to tho se corporat ions capable of investing it in the most 

efficient manner for the production of goods and serv ices most in demand, and w ith the highest 

rate of return. 16' In this regard, effective governance helps to protect and grow scarce 

reso urces, therefore he lping to ensure that societal needs are met. In addition, effective 

governance cou ld make it more likely that managers who do not put scarce resources to 

efficient use, or who are incompetent or (at the extreme) COITUpt, are rep laced. 166 

~ Assists companies (and economies) in attracting lower cost investment cap ita l by improv ing 

both domestic and international investor confidence that assets w ill be used as agreed (whethe r 

that investment is in the form of debt or equity) . 167 

~ Ass ists in making sure that the co mpany is in compliance with the laws, regulations and 

expectations of soc iety. 16S Effective governance invo lves the board of directors ensur ing lega l 

comp liance and making judgments abo ut activities that, wh ile technically lawful in the 

! 62 The OECD Principles of Corporate Governance (Principe's de gouvernement d'entreprise de ]'OCDE), 1999) 
163 David Finegold , et aI, "Corporate Boards and Company Performance: review of research in light of recent reforms", 
Vol.15 No. 5. (September 2007), p. 870. 
164 Ibid 
165 Ibid 
166 Ibid 
167 Ibid 
168 Ibid 
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countries in which the company operates, may ra ise polit ical, soc ia l o r public re lations 

concerns. 169 

Briefly, co rporate governance brings stability to markets, st rengthens competitiveness (companies and 

eco no mies), st rengthens institutions, improves risk mitigat ion, pro motes investment, lowers cost of 

cap ita l, weake ns corrupt io n, strengthens lending, promotes refo rm of state-owned 

enterprises(promotes successfiti privat ization), builds transparent re lationships betwee n business and 

state and he lps to combat poverty. 

2.2. PRINCIPLES OF CORPORATE GOVERNANCE 

Corporate gove rnance is a dynamic force that keeps evo lving. Co rporate governance practice evo lves 

in the context of deve lop ments of a country, " in the light of the chang ing c ircumstances of a company 

and is customized to meet those c ircumstances" 170 .That is there is no s ingle model of good corporate 

governa nce. There is no typical organization and no s ing le read ily identifiable model fo r corpo rate 

governance because at different times and stages in a co mpany ' s li fe, so me governance structures may 

be better for the generation of wea lth for investors than others. 

Principlel - AGENCY PRINCIPLE 

Fundame ntal to any corporate governance structure is establ ishin g the roles of the board and senior 

executives. 171 The principle dictates all about that co rporate governance laws and companies ' code of 

co nducts should estab li sh and d isc lose the respective roles and responsibilities of board and 

management or set co ncrete fou nd ations fo r management and oversight. Agency theory depicts the 

centra l ro le o f corporate governance as rest raining executives' self-serving inc linations (i.e. their 

attitude to behave in opportunistic ways) I". This is do ne by engender ing compliance through activit ies 

such as monitoring the ir conduct, providing ince ntives that encourage agents to act in the principal's 

best interests, and if necessary, threatening lega l sanct ions. 

Principle 2 - STRUCTURE THE BOARD TO ADD VALUE 

The co rporate governance fi·amewo rk should ensure the strategic guidance of the co mpany, the 

effective monitor ing of manage ment by the board, and the board ' s acco untability to the co mpany and 

the share ho Iders. 173 Compan ies sho u Id have a board of an effective co mposition, size and comm itment 

to adequate ly discharge its respons ibilities and dut ies w ith a balance of sk ills, experience and 

169 Ibid 
160 Paul L. Davies QC, e l ai, supra note 76, p. 101 
171 Neil Fligstein and Jennifer Chao, Supra no. 127, P.5 
!72 Daniel Badulescu and Alina BfldulesclI , Theoretical Background of Co roo rate Governance. (2008), p. 3. 
173 ASX Corporate Governance Council, supra note 88, p. 16. 
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independence o n the board appropriate to the nature and extent o f company operatio ns. The board 

sho u ld function reviewin g and guiding corporate strategy, major plans o f action, risk po licy, annua l 

budgets and business plans; setting performance obj ectives; monito ring imp lementatio n and corpo rate 

perfo rmance; and overseeing majo r capita l expenditures, acquisit io ns and d ivestitures. 174 structuring 

the boa rd to add valu e he lps mo nitoring and manag ing potentia l co nflicts o f interest of manage ment, 

board members and share ho lders, inc luding misuse of co rporate assets and abuse in re lated party 

transactio ns.175 The company ' s fram ework should be des igned to enable the board to prov ide strategic 

guidance for the co mpany and e ffective oversight of management , c lari fy the respective ro les and 

respons ibilities o f board members and se nio r executives in o rde r to fac ilitate board and senio r 

executives ' accountability to both the company and its shareholders and ensure a balance of autho rity 

so that no s ing le individua l has unfettered powers. 

Principle 3 - STAKEHOLDERS APPROACH 

There is a cruc ia l need for integrity amo ng those who can influence a co mpany 's strategy and fin anc ia l 

performance, together w ith responsible and principled dec is io n-making which takes into account not 

only lega l obligat ions but also the interests o f stakeholders. 176 The co rporate governance fram ework 

should recogni ze the rights of stakeholders established by law or thro ugh mutual agreements and 

enco urage act ive co-operat io n betw een co rporations and stakeho lders in creat ing wealth, jo bs, and the 

susta inab il ity of fin ancially so und enterpriscs. 177 Acco rd ing to stakeho lder theory or princip le, 

co mpan ies should des ign the ir co rpo rate strateg ies co ns id ering the interest o f their stakeho lders 178 i.e. 

groups and indiv iduals who can affect o r are affected by the o rganization' s purpose. The 2004 OECD 

princ iple recognizes that there are other stakeho ld ers in co mpanies in additio n to shareho ld ers. Banks, 

bondho ld ers and employees for example are impol1ant stakeho lders in the way in which co mpanies 

perform and make dec is io ns. The OECD guidelines lay out severa l general provisio ns for protecting 

stakeho lder interests. 

Principle 4-SAFEGUARD INTEGRITY IN FINANCIAL REPORTING 

Present ing a co mpany's finan cial and nonfinanc ial pos ition requires processes that mainta in, both 

interna lly and externa lly, the integrity o f company repo rting. 17
' Meeting the in fo rmation needs o f a 

modern in vestment community is a lso paramo unt in terms o f accountabi lity and attracting capita l. 180 

174 Ibid 
I1S Ibid 
176 Si lvia Ayuso and Antonio Argandona, Responsible Corporate Governance: Tovrords Stakeholder Board of Directors? , 
University orNavarra, (2007), P. 4 
177 OECD Princi ples ofCorporatc Governance, Supra note 89, p. 21 
178 Ibid 
179 ASX Corporate Governance Council, Supra note 175, P.26 
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Principle 5- MAKE TIMELY AND BALANCED DISCLOSURE 

Provide a time ly and ba lanced picture of a ll materia l matters is one of the basic principles in the 

governance of co mpany. The corporate governance framework should ensure that timely and accurate 

disc losure is made on a ll materia l matters regarding the corpo ration, inc luding the financial situation, 

perfo rmance, ownership, and governance of the co mpany.!81 

Principle 6- SHAREHOLDERS APPROACH 

The co rporate governance framewo rk should protect and fa cilitate the exercise of share holders' 

rights. i82The rights of company owners, that is, shareholders, need to be clearly recognized and 

uphe ld. Observing shareholder rights is necessary for a company to function and grow. All 

shareho lders should have the opportunity to obta in effective redress for vio lation of their rights, 

inc Iud ing a mechanism for the reso lut ion of disputes. The Rights of Shareholders inc ludes 183 a set of 

rights inclu ding secure ownership of the ir shares, the right to full disclosure of information, voting 

rights, palticipation in decis ions on sa le o r modification of corporate assets inc luding mergers and ne w 

share issues. The guidelin es go on to spec ify a host o f other iss ues co nnected to the basic co ncern of 

protecting the va lue of the co rporation. 184 

Principle 7- RECOGNIZE AND MANAGE RISK 

Every business dec ision has an e lement of uncertainty and carries a risk that can be managed through 

effective overs ight and internal contro l. 185 All companies, whatever their spec ific field s of operations, 

face a w ide variety of external or internal risks. According to their specific ities (field of activ ity, size, 

internat iona l exposure, complex ity) they should deve lop an adequate risk culture and arrangements to 

manage them effect ive ly. 

Principle 8-REMUNERATE FAIRLY AND RESPONSIBLY 

Rewards are also needed to attract the skills required to achieve the performance expected by 

shareho ld ers. The corporate governance constitutions of a company should be des igned in ways that 

ensure fair and responsible/reaso nable rem uneration and co mpensat ion to the managers and board of 

180 Ibid 
181 Id, p. 29 and OEeD Principles of Corporate Governance ,Supra note 177, p.22 
182 Michael H. Lubatkin, et aL Origins of Corporate Governance in the USA. Sweden and france, SAGE Publications, 
(2005), p. 5 (available at: www.egosncLorgJosD 
183 Ibid 
184 Ibid 
185 ASX Corporate Governance Council , Supra notc 180, p. 33 
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d irectors. IS6 Th is system makes the corporate bodies to employ their know ledge, skills and potent ia l to 

the best interest of shareho lders and the co mpany. 

2.3. CORPORATE GOVERNANCE AND THE BOARD OF DIRECTORS 

2.3. 1. THE HISTORICAL AND POLITICAL ORIGINS OF THE CORPORATE 

BOARD OF DIRECTORS 

The histo ry of corporate go vernance arrangements, understood as the co nstitutive processes shaping 

the re lat ionship between ownership and management of enterprises, is a relative ly new fi e ld of inquiry 

fo r bus iness historians. 187 The deve lopment of corporate boards is consistent with the notion that the 

use of representat ives (representat ive democracy) arise out of problems with d irect governance by 

groups that have large numbers o f members (in oher words, the central management rat ionale). 188 

In a li tera l and narrow manner, to say that a corporation shall be managed by or under the d irect ion o f 

a board of d irector's doesn' t say yet much. After a ll , so meone must manage a co rporation. The 

substance of board mode l of corporate governance co mes from three underlying concepts. These 

concepts invo lve the re lat ionship of the directo rs to the shareho lders, the re lat ionship of the directors 

to each other, and the relat ionship of the directors to the corporation's executives . l 89 The term 

'director ' was first used generally at the end of the seventeenth century. It was used by the Bank of 

Eng land and Bank of Sco tland. 190 

The fi rst underlying co nce pt o f the board-centered mode l of corporate governance is that shareho lde rs 

elect (normally annually) the d irecto rs. 191 Under the partnership law default rule, the owners of the 

fi rm (the partners), s imply by virtue of being owners, manage the partnership. A nother extremely 

common governance mode l in partnerships, and in other non-co rporate forms of bus iness, is fo r an 

agreement among the owners to spec ify who sha ll be the managers of the bus iness. The trad it iona l 

li mited partnership encompasses this approach as part of its bas ic governance model. In this mode l, 

some owners (genera l partners) manage and face unlimited liability, while other owners (l imited 

partners) agree to rel inquish a ro le in manage ment in exchange for limited liabi lity. 192 Vet another 

sc heme wo uld be ma nage ment by a self-perpetuat ing o ligarchy o f managers. The co rporate scheme of 

periodic elect ions is obviously d ifferent, in theo ry if not in fact, fro m co ntractually des ignated o r se lf-

186 Id, p.36 
187 Gary Hcrrigcl, supra note 139, P. 2. 
188 Franklin A. Gevunz, "The European Origins and the Spread of the Corporate Board of Di rectors", Stetson Law Review, 
(2004), p. 93. Avai lable at: hup:lljustice. law,stetson,edullawrev!abstracls/PDF/33 ·3GevuI1z,odfl 
'" Id, p. 94 
190 Formoy RR, The Historica l Foundations afCompany Law, London: Sweet and Maxwell , (1923), p 21 . 
191 Frankl in A. Gcvurtz, 'T he Hi storical and Political Origins of the Corporate Board of Directors", Hofstra Law Review, 
vol. Vol. 33 No. 89, (2004), p. 93 . 
192 Ibid 
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perpetuating managers. By co ntrast, the corpo rat ion's owne rs (t he shareho lders), by virtue of being 

shareho lders, have no right to manage the corporation. '9) Their right is to elect directors through 

genera l meeting, and to vote on matters the d irec tors subm it (either under compuls ion of statute or 

vo luntarily) fo r shareho lders app roval. 

The seco nd concept underlying the board -centered model of corpo rate governance is that a group 

composed of peers acting together makes the decisions. '94 Again, the sign ifica nce of this co ncept 

becomes clear if o ne co mpares it to other governance schemes. Many businesses have one person who 

s ing le-handedly makes at least the ultimate dec is ions. As businesses or other organizations grow, 

g roup decision-making commo nly replaces the so litary dec ision-maker. By co ntrast, the corporate 

board norm is that a ll directors have equa l' vote, and majority rule prevai ls in the eve nt of 

differences.'" The longstand ing corporate law rule is that directo rs lack any authority to act as 

indiv idual directo rs; rather, the directors only have authority when they act as a group through board 
. 196 

meetmgs. 

The third concept embedded in the board-centered mode l of corporate governa nce is that the board has 

the ult imate responsib ili ty for se lect ing and supervising the corporat ion's se nior executives (especially 

its chief executive officer). '97 Actually, corporation statutes often allow, and a rare corporat ion's 

bylaws might provide, for shareho lder e lection of the corporation' s president o r other senior officers. 

Neverthe less, the overwhel ming practice around the g lobe is for the board to appo int the ch ief 

execut ive officer and other sen ior co rpo rate officia ls. 198 

2.3.2. THE RATIONALE FOR THE BOARD-CENTERED MODEL OF 
CORPORATE GOVERNANCE 

The critical question one can w inch up here is that, why do compan ies have boards of directors? Why 

aren't corporatio ns run using "direct democracy i.e. putting all major corporate dec is ions to 

shareho lders vote"? Or why aren't corporations run by usin g "absolute co rporate monarchy I. e. 

allowi ng managers to make all the decis ions witho ut oversight"? Or why not a management team? 

Having a board provides overs ight, leadersh ip and strategic vis ion to the bus iness and va lue is the 

main priori ty. 199 Nobe l laureate economist Kenneth Arrow's semina l work on organizational decision 

making identified two basic dec ision-making structures: "consenslIs" and "authority," Consenslis is 

193 Ibid 
'" Id, p. 94 
195 Ibid 
196 Ibid 
197 1d 95 
198 Ibid 
199 why have a board?, https://www.iod.org.nz/. (Retrieve on 12/81201 3) 
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utilized where each member o f the organization has identical information and interests and will 

therefore se lect the course ofaction preferred by a ll the other team members. 2oo In co ntrast, author ity­

based decis ion-making structures arise where team members have different interests and amounts o f 

informatio n201 They are character ized by the existence of a ce ntra l agency to wh ich a ll re levant 

information is transmitted and which is empowered to make decis ions binding on the who le. 

It is very hard to imag ine a modern co rporation that co uld be effective ly run us in g conse nsus-based 

dec is ion-mak ing mechan isms202 At the most bas ic level, the mechanica l difficulties o f achieving 

co nsensus amongst shareho lders impede direct democracy203 Even if those collective act ion prob lems 

co uld be overco me, however, active share ho lder partic ipat io n in corporate decis ion making still wou ld 

be precluded by the shareho lders' w ide ly d ivergent interests and distinctly different leve ls of 

info rmation. As to the former, while neoclass ical eco no mics assumes that shareho lders come to the 

co rporat ion with wealth maximization as their goal, and most presumably do so, once uncertainty is 

introduced it wou ld be su rpris ing if shareholder opinions did not differ on which co urse will maximize 

share va lue. As to the latter, shareho lders lack incentives to gather the info rmat ion necessary to 

active ly partic ipate in decision making and thus a re rat iona lly apathetic. 

Co nsequently, it is hardly surpris ing that , among co mpanies, corporate governance precise ly fit s 

Arrow's mode l o f an authority-based decis ion-making system204 Shareholders lack the information 

and the in ce ntives necessary to make sO llnd decisions on either operational or policy questions. Under 

these conditio ns, Arrow predicts, it is "cheaper and more effic ient to transm it all the pieces of 

info rmat ion to a central place,, 205 and to have the centra l office "make the co llect ive choice and 

transm it it rather than retransm it a ll the information o n whic h the decis ion is based,,, 206 whic h is 

prec ise ly what a board-centred system of co rporate govern ance does. 

When we co me to the seco nd question (issue), i.e. why not a monarchy? Or why a board tha n an 

indiv idual autocrat? In theo ry, corporate governance has always been board-centred. As the 

De laware General Co rporation Law, for example, has lo ng put it: the corporatio n's "business and 

affa irs shal l be managed by or under the direction of the board of directors." 207 We can see this /Tom 

the fo llowing Cad bury' s definition of corporate governance. Cadbury's Report define corporate 

200 Ibid 
201 Ibid 
202 Ricardo Molano-Lc6n, The roles of the board or directors: The unresolved riddle, (20 11 ), p. 548. 
20) Ibid 
204 Franklin A. Gcvurtz, Supra note 198 
205 Ibid 
2" Ibid 
207Cadbury's report, European corporate governance institute, www,ccgi.orelcodcsldocumentslcadbury, (retrieve on 
1411 0/20 13) 
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governance as208 "Corporate governance is the system by which companies are directed and 

controlled The boards of directors are responsible for the governance of their companies. The 

shareholder's role in governance is to appoint the directors and the auditors to satisfY themselves 

that an appropriate governance structure is in place. 

The Cadbury's mode l/definitio n of co rporate governance thus co ntemplates not a sing le hierarch, but 

rather a multi-member body that typ ically w ill act by consensus. 209 In pract ice, however, corporations 

are de facto run by a CEO, or a team of se nior managers, with litt le or no interference fi'om other 

stakeho lders 2 1o Shareholders are essentially powerless and typically quiescent. Boards of directors 

are little more than rubber stamps.'l1 In recent years, several trends coa lesced to encourage more 

active and effecti ve board overs ight than a monarchy. One can notice this ITom the following; 

I. Effective board processes and overs ight are essential if board decisions are to rece ive the 

deference traditionally accorded to them under the bus iness judgment rule, espec ia lly inso far as 

structural dec isions are concerned. 2
!2 

2. Directors ' co nduct is constrained by an active market fo r corporate contro l, ever-rising rates of 

activ ist shareho lders.") As a result , modern boards of directors typica lly are smaller than their 

antecedents, meet more often, are more independent from management, own more stock, and 

have better access to in fo rmat ion.'14 

3. The eco nomic advantages assoc iated w ith board primacy vis-a-vIs CEO primacy co me into 

play when we cons ider the three majo r fu nctions of the board ofd irectors:215 (I) prov id ing an 

in-house set of spec ialists and access to a network of outside reso urces; (2) broad policy 

making; and (3) monito ring and d isc iplining top management. 

Along w ith the above reasons, the fo llowing can place as a just ification for board centred model of 

corporate governance than other types of governance. 

1. GROUP DECISION-MAKING 

Stephen Bainbridge in his artic le216 ask ing why corporate law ca lls for a board, rather than just a chief 

executive officer, to be at the apex of the corporat ion 's management. Stephen Bainbridge points to 

208 Ibid 

209 RenEeB.Adams, et aI , "Role of the Govel11ance: A Conceptual Corporate in D irectors Boards of Survey, and 
Frame work" , Joul11al aCEconomic Li terature, vol.48 No. I , (20 10), p. 58 . 
(A vailable at: hnp:w\vw.aeaweb.orglarticles.php?doi= 1 O. 1257/jeI.48. 1.58) 
2 10 Cadbury's report, supra note 208 
21 1 Lynne L. Dallas, ;'The Multiple Roles of Corporate Boards ofDireclOrs", San Diego Law Review. (2003), p. 781. 
212 Bay singer, et aI, 'Corporate Governance and the Board of Directors: Performance Effects of Changes in Board 
Composition" , Journal of Lan', Economics. and Organization, ( 1985), p. 10 1. 
213 Lynne L. Dall as, supra nole 211 , p. 782 
214 Ibid 
215 Ibid 

216 Stephen M. Bainbridge, "Why a Board? Group Decision making in Corporate Governance", Vanderbilt Law Review, 
Vol. 55, No. 1, (2002), p. 12. 
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behavio ra l psycho logy studies which suggest that groups, such as co rpo rate boards, often produce 

better dec is io ns than ca n s ing le individuals when it comes to matters of judgment . The notion that 

groups might reac h better dec is io ns than indi v idua ls is hardly new to co rporate law scholarship. 217 

Networking is the eas iest context in which to make the case for groups, of co urse. Unlike a s ingle 

CEO, who o ften ca me up thro ugh the ranks, spec ial iz ing in a particular area of the firm's business, a 

diverse board comprised mainly o f o utsiders links the firm to a netwo rk of other companies who may 

be use ful suppliers or customers.>18 Likew ise, such a board often includes perso ns with spec ia lized 

expertise o r professio nals, such as lawyers or bankers, who ca n bring valuable outs ider perspect ives to 

the table.m Dec is io n maki ng by gro ups w ill ge nerally be preferable to decis io n mak ing by an 

indiv idua l autocrat when it comes to the sort of critica l eva luative judgments boards are asked to 

make. 22o Why, because, group decision making ensures individual overconfidence by prov id ing 

c ritica l assessment and a lternative viewpo ints.
221 

2. REPRESENTATION OF CORPORATE CONSTITUENTS AND MEDIATING 

CLAIMS TO DISTRIBUTIONS 

The other e lucidatio n fo r the use of co rporate boards focuses on the need to mediate the compet ing 

clai ms of those who have an inte rest in distr ibutio ns tro m the corpo ration222 This derives from the 

rat io nale that a d irec tor Ithe boardl is expected to be independent and representative of the company 

and not of the shareho Id ers, espec ia lly in the c ivil law countr ies. 22J This sort of rationa le asserts that 

boards ex ist to mediate c la ims not just amo ng shareho lders, but a lso between shareho ld ers and other 

corporate co nstituencies, suc h as managers, other employees, cred itors, and perhaps even the 

. I 224 
com muillty at arge. 

3 . MONITORING OF MANAGEMENT 

This rationale is that boards e lected by shareho lders exist as a necessary too l to mon ito r corporate 

management,221 Typ ica lly, this view starts with the assumptio n that corporate hierarchy exists to ga in 

the advantage of team production, while minimizi ng agency costs (shirking and d isloyalty) by having 

(A vailable at: hl/o://law. vanderbilf.edulpublicQtionsivanderbilt-law-reviewlarchivelvolume-5 5-l1umber- J -january-

2002lindex.aspx.l ) 
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higher level agents monitor lower-leve l agents."6 The co rporate board, elected by the shareholders, 

prov ides a so lu tio n to the practical d iffic ulty of shareho lders monitoring on the ir own behalf.'27 The 

assumption is that shareholders, who are too numerous and disengaged to monitor management on 

the ir own be half, will become suffic iently engaged and o rganized to se lect vigi lant directors to 

perform the mo nitoring for the shareho lders. 228 

4. THE NEED FOR CENTRAL MANAGEMENT 

A s imple-minded rationale often expressed for the board-centered model of corporate governa nce is 

that businesses with numero us owners need "central management. ,,229 The basic notion is that it is 

impractica l to have numerous owners espec ially if they own free ly tradable interests co nstantly meet 

together to make decisions for the firm. ' " Companies are fash ioned to boast a legal identity separate 

fi'om the individuals who make up the membership of the co mpany.231 A company is the predominant 

form of legal creatu re for cond ucting business in the world today. The Law recognizes a company, as a 

" lega l person232
" which in its own rights, is capable of owning property, making contracts, conduct ing 

litigat ions and a lso respons ib le for doing wro ngs. When we look at these matters [rom practical ang le, 

and at the way in wh ich this artific ia l person functions ; its corporate will is manifested, its dec isions 

taken and its acts performed, we see that a co mpany cannot do anything at a ll except tluough the 

human be ings; the bus iness of a company is run and managed by its board of directors.'33 

When compan ies are nuared and public issues are brought, big advertisements are issued g iving big 

names as directors and promoters of the company.'34 These names are the names of successful CEOs, 

or directors who have ach ieved success in other fields. Due to these names at the very incept ion and 

formation of company, when there is no wea lth or propelty of the co mpany, the share of the co mpany 

is so ld at a premium prom ising big business and success.235 Once money is mopped up from the 

pub lic, in all those cases where the companies were created on ly for the purpose of w ipe up hard 

earned money of pub lic o r to befool them,'36 it is fou nd that those big names disappear and in almost 

every litigation those directors who formed part of the co re of the company and gave promises that the 

226 Ricardo Molano-Le6n, Supra note 225, p. 550 
227 Ibid 
:m Ibid 
229 RC Clark, Supra note. 55, P. 16 
"'Stephen M. Bainbridge, Supra note 219, p. 1 06 
231 Paul L. Davies, Introduction to Company Law, New York: (Oxford University Press, 2002), p. 112. 
232 Ibid 
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co mpany wou ld do roaring business quietly disappear fro m the scene or take plea that they were not 

respons ible for bus iness of the company.'37 

Company is a legal personal and BoD acts as its body and mind . BoD is the governing body of a 

corporat ion, elected by the shareholders to estab lish corporate policy, appoint executive officers, and 

make major bus iness and financ ia l decisions. 238 A Director is a perso n charged with the conduct and 

management of the co mpany's activities. The directors (as a body, the "Board of Directors" or the 

" Board ,,239), act as a team, under the aut hority of a meeting that is properly conve ned and is duly 

quartet, without improper exc lus io n of any of the directors. The Board, then, as a team, conducts and 

regu lates the affairs of the company. The board does all such activities as the company law of a 

cou ntry authorizes it to exercise, unless any law or the constitutional documents of the company 

requires the exerc ise of the power, o r the doing of any act or thing, to be by the company in general 

meet ing. The supreme authority in the contro l of a company and its affairs resides by delegat ion 111 

ind iv idua l known as directors who are co llective ly designated the board of d irectors.'4o 

2.3 .3. TYPES OF BOARD OF DIRECTORS AND BOARD SYSTEM 

Diversified expertise is considered the key to effic ient board work. A variety of professiona l 

backgrounds is needed to ensure that the board as a who le understands, for example, the complexities 

of g loba l markets, the company's financia l objectives and the im pact of the bus iness on different 

stakeho lders including employees. Accurate assessment of skills and expert ise is the s ingle most 

important facto r in selecting board members. Therefore, recruitment po licies which identify the 

precise ski lls needed by the board co uld he lp increase its abi lity to mon itor the company effective ly. 

There are di ffere nt types of directors or board of directors . Their differe nce lies on the ir mea ns of 

acqu iring the status and power or ro le that they have played in the governa nce of co mpanies. Most 

directors can be classified as ins ide directo rs or outside directors. Inside directors are employees or 

fonne r employees of the firm.'41 They ge nera lly are not tho ught to be independent of the CEO, s ince 

the success of their careers is often tied to the CEO's success. Outs ide directors are not employees of 

the fi rm and usua lly do not have any business ties to the firm aside fro m the ir directorship. 242 Outside 

d irectors are typically CEOs fro m other fir ms o r promine nt individua ls in other fi elds . The follow ing 

are so me of the types of directors. 

237 Ibid 
238 Bryan A. Garner (Editor in Chief), Black's Lmv Dictionary, 91h Edition, USA: (West Publi shing Co., 2004), p. 196. 
239 Stephen G. Marks, The Separation of Ownership and Control, (1999, p. 693. 
240 Ibid 
241 Deakins, et ai, The Role and Influence of External Directors in Small. Entrepreneurial Companies: Some Evidence on 
VC and Non-Vc Appointed External Directors, (2000), p. Ill. 
242 Ibid 
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Shadow directors : - In addition to those who are formally appo inted as directo rs, any person, other 

than a profess io nal adv isor, with whose instructions the directors of the company no rma lly comply is a 

shadow d irector. 243 In other words, where a person who is not a d irector exerts such an influence over 

the company's directors that those d irectors are accustomed to acting in accordance with th at person's 

instructions, that person is a shadow directo r.'44 The s ignifica nce of being a shadow director is that a 

shadow director has many of the lega l respons ibilities ofa director. 

De facto directors : directors are defined in law acco rding to what they do , rather than their actual job 

title. Eve n a perso n not formally appo inted to the board might be deemed a director if his role cou ld be 

cons idered eq uiva lent to that o f a director, or if he has acted as a director.245 This is known as a de 

facto directo r.246 A de facto director is a person who has not been va lid ly appointed or who is 

disquali fied but whom in effect occupies the position of, and acts as if he were, a director. In addition 

to the legal categories of director as set out above, other terms are used in business to describe 

d · 247 I . . h . 
company Irectors. n practice co mpany directors are generally catego rized as elt er bemg 

executive directors or non-executive d irectors .'48 However, it is important to note that these are not 

lega l c lass ificat ions but rather are d istinctio ns drawn under corporate governance best practice. 

Executive directors: Executive directors /a lso ca lled se nior-most executives or 'ins ide directors,249/ 

direc tors of the compa ny who are involved in the day to day management of the company. As these 

ind iv idua ls are invo lved in the management of the company Ihey may, in practice, have spec ific tit les 

with in Ihe co mpany, fo r example, managing director, marketing director, fin ance director etc. 

Execut ive directors perform operationa l and strateg ic bus iness fu nct ions suc h as, managing peop le, 

looking after assets, hiring and fir ing and entering into cont racts. 250 

Non- Executive directors: no n executive directo r (a lso called as experts o r respected perso ns chosen 

ITom the wider community, independent directors or outside directors25I) are not invo lved in the day to 

day manage ment of the company and are appointed ITom outside the company. 252 The rationale behind 

appo inting non-executive directors is that, as they are not in vo lved in the day to day ma nage ment of 

243 Ibid 
244 ford , R. 1-1 ., Outside Directors and the Pri vately-Owned Firm: Are They Necessarv? Entrepreneurship: Theory & 

Praclice. ( 1988), pp. 49-57. 
245 Ibid 
246 Ibid 
247 I bid 
248 Why every board needs /l'csh eyes, hnp:/lwww.larryputterman.comll#sthash.t7Mpzd I6.dpuf. (accessed on 23 /9/2013) 

249 Thomas Ritch ie, Independent Directors: Magic Bullet or Band-Aid?, (2007), p. 7 
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2S\ http: //epublications.bond.cdu.au/cgejThc International Finance Corporation(World Bank Group), Who's Running the 

Company?: A guide to reponing on corporate governance, Washington: 2012, p. 17 
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the company, they can bring an indepe ndent vo ice and perspective to the board ."3 For example, a 

"sc ientific adviso ry board" wou ld be useful in providing technica l guidance to a firm whereas a 

"bus iness adviso ry board" would be helpful in advising o n matters ofa fin anc ial o r marketing nature. 

Nominee directors : No rmally, banks or other financial institutions g ive huge loans to co mpanies and 

in order to protect their interests, they nom inate the ir directors on the board of Companies.'54 These 

directors are called nom in ee directors and the fu nction of these directors is to safeguard the fin ancia l 

in terest of the institution and to ens ure that no decis ion is taken by BoD which goes against the 

financ ial institution. Such directors are not considered respo nsible for the business of the company'" 

'BOARD STRUCTURE' 

'Board structure' refers to whether a board is a sing le-tier board or two-tier board, and 'board 

composit ion' refers to the make-up of the board in te rms of execut ive and no n-executive directors, 

independent and affil iated directors, and shareholder-e lected and employee-e lected directors.'56 The 

one-tier board system is the practice of common law co untries. A sing le-tiered board is a s ing le body 

of directors who s it together in board meet ings and pass board reso lutio ns.'" The two-tier board 

syste m has or ig inated in German law. A two-tiered board is where there are two separate bodies o f 

directo rs /superviso ry board and a manageme nt board/ operat ing separate ly but in teracting with each 

other. It was introduced w ith the intent ion of enhan cing the mon itoring of management.'58 The 

supervisory board has the right of appo inting and rep lac ing members o f the managing board and the 

obligation of superv is ing the manage ment of the cOlnpany. ' 59 

2.3.4. THE ROLE OF BOARDS OF DIRECTORS IN CORPORATE GOVERNANCE 

2.3.4. 1. KEY CORPORATE ACTORS 

There a re two fu ndamental elements in the rights, priv ileges and powers etc. of a shareho lder: the 

power to playa part in the governance of the co mpany, and the right to a share in its pro fits.'60 C losed 

co mpanies, with few o wners, f'i-equently offer good o pportun it ies for shareho lders to monito r - and 

253 Za ieck i, Paull-I. , The Corporate Governan ce Roles orlhe Inside and Outside Directors, University of Toledo Law 
Review (1993), p. 24 
254 Ibid 
255 Ibid 
256 Professor David F. Larcker, Board of Directors: Structure and 
consequences Corporate Governance Research Program , Stanford Graduate 
School of Business, (20 II), p. I I 
257 Hopt KJ, The German Two-Tier Board (Aufsichlsratl A German View on Corporate Governance in HopI KJ and 
Wymeersch E (cd), Comparative Corporate Governance, Essays and Materials , New York: Walter de Gruyter, (1997), p 
6. 
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259 Ibid 

260 Per Samuelsson , Boards or Limited Companies: Internal Governance Structures, Stockholm Institute for Scandinavian 
Law, (2009), p. 260 
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perhaps take active part in the administration of the co mpany's affa irs. 261 Once a co mpany' s 

ownership grows beyond a certain size, re lations between shareholders change262 Practical reaso ns 

make it im possible for a ll of them to be invo lved in company adm inistratio n. As a resu lt, sharehold ers 

who do not pal1ic ipate active ly in the administrat io n of the company are exposed to a risk: the 

financial gain fi'om their investment may turn out to be less than expected in consequence of the act ive 

gro ups who have secured benefits for themse lves at the other shareho ld ers' expe nse. 263 Here we 

perce ive one of the class ic problems with limited companies, and one of the hardest to so lve; how can 

we minimize the unfavorable effects which arise when shareholding is separated fi'om participation in 

corporate governance? 

To begin with the lega l technica lities of the issue, corporate law distributes influence over 

ad ministration by means of a hierarchic structure of o rgans. From a principal point of view, the 

shareho lders' general meeting is the superior o rgan, usually appointing the board of directors.'64 The 

board is a co llegiate organ, respo ns ible fo r the o rganization of the company and the administration of 

its affairs .'65 The board may, in its turn, appo int a managing d irector whose job it is to run the 

company 's day-to-day business in accordance with guidel ines and direct io ns issued by the board .'66 

Mainly, there are three groups of peo ple playing important roles in manag ing and mo nitoring a 

corporation. 267 An effective governance framewo rk establishes stable and accepted relationships 

between shareholders, the board, manage ment, and other stakeholders268 In effect, it defines an agreed 

distribution of power between the main players invo lved with the firm. This is an essentia l prerequisite 

for the effect ive operation of an ente rpr ise. 

Share holders are the rea l company owners because they invest the ir money. They indirectly contro l the 

co mpany by appointing the board of directors as the ir representatives to superv ise the company fo r 

their best in terest. 269 Shareholders c lutch the ultimate right to decide imperative matters. They also 

have the right to get returns from their in vestment in the company. The shareholders own the 

company and they appoint the directors who in turn appoint the managers .'70 When compan ies raise 

261 Ibid 
262 Kiel, el ai , "Evaluating Boards and Directors: Corporate Governance": An International Review, vol. 13 No.5, (2005), 
pp. 6t 3-631. 
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capita l by attracting new investors, these new shareho lders w ill, with the current shareholders, want to 

make sure that the ir interests are served by a competent board ofdirectors. 271 

The manage ment team, appointed by the board, impleme nts the po lic ies assigned by the board. 272 The 

last group, the board of directors oversees the company by sett ing polic ies, monito ring management 

performance, and protecting assets of the company."3 The board is a co llegiate o rgan, responsible for 

the organ izat ion of the company and the administration of its affairs. 274 The board may, in its turn, 

appo int a managing director whose job it is to run the company's day-to-day business in accordance 

with guide lines and directions issued by the board. 

Effective corpo rate governance requires a clear understanding of the respect ive ro les of the board, 

management and share ho lders, their re lations hips with eac h other, and their re lat ionships with others 

that have an interest in the corporation and its well-being. 275 The re lat ionships of the board and 

management with s hareho lders shou ld be characterized by transpare ncy and appropriate engagement; 

the ir relationships with emp loyees shou ld be characterized by fairness; 276their re lat ionships with the 

commun it ies in w hich they operate should be characterized by good cit izenship; and the ir relationships 

with government shou ld be characterized by a commitment to co mpliance. 277 

The board of directors has the impOitant role of oversee ing management performance on behalf of 

shareholders. 278 Its primary duties are to select and oversee a we ll-qualified and eth ical chief execut ive 

officer who, with other management, runs the corporation on a dai ly bas is, and to monitor 

management's performance and adherence to corporate and ethica l standards."9 Effect ive corporate 

directors are dil igent mon it ors, but not managers, of business operat ions2 8o 

Management, led by the CEO, is responsible for running the day-to day operations of the corporation 

and properly informing the board of the status of these operatio ns. 281 Shareho lders invest in a 

corporation by buying its stock! shares and receive eco nom ic benefits in return. Shareholders are not 

involved in the day-to- day management of corporate operations, but they have the right to elect 

representatives (directors) to look out for their interests and to rece ive the information they need to 

271 Ibid 
"' ld , p.41 
213 Id , p. 42 
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make investment and voting dec is ions.'82 Shareholders a lso should expect that a corporation will be 

respo ns ive to issues and concerns that are of widespread and long-term shareholders interest. 283 

Effect ive corpo rate governance requires a proactive, focused state of mind on the part of directors, the 

CEO and se nior management, all of w hom must be co mmitted to bus iness success through the 

maintenance of the highest standards of respons ibility and ethics.'84 Although there are a number of 

legal and regu latory requirement s that must be met, good governance is far more than a "check the 

box" list of minimum board and ma nagement policies and dut ies"'. In add it ion, even the most 

thoughtful and we ll-drafted policies and procedures are dest ined to fa il if directors and manage ment 

are not comm itted to enfo rcing them in practice. A successful corporate governance structure for any 

co rporation is a working system for principled goa l setting, effective decis io n making, and ap propriate 

mo nitor ing of co mpl iance and performance.'86 Through this vibrant and responsive structure, the 

board of directors, CEO and sen ior management can interact effectively and respond quickly and 

appropriately to changing circumstances, within a framewo rk of so lid corporate values, to provide 

long-term va lue to shareholders. 

The separation of ownership and control whic h is inherent in the modern corporate fo rm of 

o rganizat ion causes the agency problem between shareho lders (the princ ipa ls) and management (the 

agent) .'87 This is due to the nature of the company i. e. separation of ownersh ip and manage ment o r 

separate legal perso nality o f company and the ow nership structure of a co mpany is high ly dispersed, 

and shareho lders genera lly hold more than one k ind of security to divers ify their risks, 288 therefo re, no 

individ ual share holder has enough incent ives and reso urces to ensure that ma nagement is acting for 

the shareho lders' interest. To co ntro l this age ncy pro blem, corporate governance "encompasses the set 

of institutional and market mec han isms that induce se lf-interested boards and or managers to 

max imize the value of the res idual cash flows of the finn on beha lfof its shareho lders.,, 289 Among the 

set of corporate governa nce mec hanisms, the board of directors is often considered the primary 

interna l contro l mechanism to monitor top manage ment, and protect the shareho lder interest.'9o Board 
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of directors is a "market-induced inst itution, the ultimate in terna l mon ito r of the set of contracts called 

a firm , whose most important role is to scrutini ze the highest decis ion makers within the firm".'91 

Earn ings manage ment ca n be seen as a potentia l agency cost since managers man ipulate earnings to 

mislead shareho lders and ful fi l their own interests.'92 Therefo re the board of d irectors whic h is in 

charge of so lving the agency co nfl icts betwee n mangers and shareholders should playa ro le 111 

restraini ng the leve l of ea rnings manage ment. It is genera lly be lieved that a more act ive board is better 

for shareho lders' interest, because directors have to spend more time and energy on the co mpa ny 

affa irs in an active board. '93 

Most organizations are governed by a board of d irectors. In fact , having a board is one of the lega l (o r 

at least by defau lt) req uirements fo r incorporation aro und the world. ' 94 Many non incorporated entit ies 

also have a govern ing board of so me kind s, such as a state univers ity's boa rd ofrege nts. 295 G iven the 

inn umerable boards in place today, it is reaso nable to ask, why do they ex ist at all? What do they do? 

These quest ions are at the heart of corporate governa nce. A lthough a co mpany is a separate legal 

ent ity, it can only make decisions and change its bus iness through the perso ns authorized for that 

purpose, usually the directors, who in turn are accountable to the me mbers296There are many opinio ns 

on the ro le and respons ibi lity of directorslboard of d irectors in a Company. In Private Lim ited 

co mpan ies or the publ ic co mpanies, the ro le and responsib il ity of the d irectors or the board of directors 

depend upo n the regulations in the artic les of the company and the provis ions of co mpany law of a 

co untry in whic h the co mpa ny acquires its lega l pe rsona lity.'9' 

Good co rporate governance ex ists on ly if a corporat ion has a perfect, model or idea l board .'9' An idea l 

board is one which works c lose ly with the Chief Execut ive Office r (the "CEO") of the company to 

g ive not only support and direct ion to him or her, but one which also cha llenges the CEO to make sure 

that slhe leads the company in accordance with the company's plans."9 The board should be the pi llar 

whic h holds the compa ny Up. 300 The board is respons ible for the success o r fa ilure of the co mpany. 

Furthermore, it is the soul and consc ience of the enterprise. If the management of a co mpany is not 

doing its career: that is because the board is not doing its job in the firs t instance. It is we ll sett led that 

d irecto rs, while exercis ing their powers, do not act as agents for the majority or even a ll the members 

and so the me mbers cannot by a resolution passed by a majority or eve n unanimous ly, supersede the 

291 Kiel , el ai , Supra notes no. 262, P. 30 
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directors' powe r and in struct them how they sha ll exerc ise the ir power i.e. a board se rves the co mpany 

not spec ific shareholders o r groups301 

Typica lly, a director is (or should be) a shareholde r in the co mpany. Directo rs are appo inted, i. e. voted 

in to office, by the shareholders ofa co mpany at a properly co nvened meeting ofshareho iders3 02 The 

number o f directors of a co mpany is determined by corporate law and a spec ial reso lution of 

shareho lders, which number can be changed only by a shareholder vote303 The ro le of the board of 

d irectors is great as it is the highest authority of any co mpany between shareho lders' meetings and 

managers. 304 The board, acting e ither as a who le or tlu'ough its co mm ittees, is responsible, among 

other things, for establishing, and helping the company ach ieve bus iness and o rganizat ional objectives 

through overs ight, rev iew and co unse l305 

The board of directors is the supreme governing body of the co mpany, except for those matters which 

by law or as provided by the art icles of incorporation must be decided by the general shareholders 

meeting306 The effective supervisio n of a ll corporate act ivities is vested in the board. The board 

exercise its n.lnctions in the best interests of the company, in terms of viability and maximiz ing the 

lo ng-term va lue of the compa ny in leg itimate in terests involved, either of a pub lic or private nature, 

and in particu lar tak ing into account other interest groups of the co mpany: emp loyees, customers, 

bus iness partners a nd society in genera l "" The board represents the interests of the membership, 

prov ides strateg ic direction expressed in broad po lic ies, offers a clear, future -oriented leadership, 

outward vis ion and a broad range of viewpo ints. 

2.3.4 .1. DIFFERENCES BETWEEN DIRECTORS AND MANAGERS 

There are many n.lndamental differences between being a director and a manager. The difference is not 

s imply a trifli ng matter of getting a new job, title and a bigger office. The differences are cop ious, 

substant ia l and quite onerous. The table below out lines the major differences between directing and 

managing. 
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Role Directors Managers 

Leader It is the board of directors who must provide the intrins ic It is the role of managers to 

ship leadersh ip and direction at the top of the organizat ion; carry tl-lfough the strategy on 

establish and maintain its vision, miss ion and values. It is behalfofthe d irectors. 

the responsib ility of the board of directors to provide central 

leaders hip and direction in formulating company strategy. 

Decis i are requ ired to determine the future of the organization, its Managers are concerned with 

on strategy and structure and protect its assets and reputatio n implement ing the dec isions 

mak in and take into account how the ir decisions re late to and policies made by the 

g stakeho lders and the regu latory framework. Directors have board, or are not responsib le 

control o f the company's assets and must determine the for makin g strategic decisions 

future 0 f the organ ization. for the company. 

Duties Directors, not managers, have the u ltimate responsibility for Managers have far fewer lega I 

and the long-term prosper ity of the company. Directors are responsibi lities. 

respo n required in law to apply skill and care in exerc ising their 

s ibiliti duty to the company and are subject to fiduciary duties. If 

es they are in breach of their duties o r act impro perly, directors 

may be made persona lly liable in both c ivil and crimina l 

law. On occas ion, directors can be held respons ible for acts 

o f the company. 

Relatio Directors are accountab le to the shareho Iders and other Managers are usua lly 

nship stakeho Iders for the company's performance and can be appointed and d ismissed by 

with removed ITom office by them or the shareho lders can pass a directors o r management and 

shareh special reso lut io n req lllrmg the directors to ac t m a do not have any legal 

olders particlI lar way. Directors act as "fiduciaries" of the requirement to be he ld to 

shareho lders and should act 111 the best inte rests of the account. 

compa ny (as a separate lega l entity). 

Source: Chris Pierce, "The Effective Director," London: Kogan Page, 2003 As cited in The Internationa l 

Finance Corporation(World Bank Group), Who's Running the Company?: A guide to reporting on corporate 

governance, Washington: 2012, 19 
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CHAPTER THREE 

CORPORATE GOVERNANCE AND BOARD OF DIRECTORS IN PRIVATE 

LIMITED COMPNIES: THE PRACTICES SOME COUNTRIES 

3. 1. NATURE OF PRIVATE LIMITED COMPANIES 

Private limited co mpanies are inco rporated bus inesses - which means they are set up as legal ent it ies 

in the ir own right and ex ist quite separately fro m their owners. The owners of private limited 

co mpanies are ca lled shareho lders, because they own a part, or a share, o f the company. For the reaso n 

that a co mpany is a separate lega l entity, shareho lders owe limited liability for the debts o f the 

business. A private lim ited co mpany can own property and equ ipment employ peo ple and borrow 

mo ney. If also pays co rporation tax (an inco me tax o n co mpan ies) fro m the pro fits o f the co mpany as 

we ll as the dividends' to be paid to the indiv idua l shareho lders i. e. econo mic double taxation. 

A private limited co mpany is a very diffe rent fo rm of bus iness enterprise from a sole trader or a 

partnershi p in that a private limited co mpany is a separate legal entity ITo m its members. This means 

that a company can ra ise fin ance in its own right and any debt which is ru n up belo ng to the company 

and not the owners. Private Limited co mpanies are owned by shareho ld ers who have limited liability 

under law. What this means is that if a private co mpany runs up huge debts the individual shareholders 

will not have to se ll the ir private possess io ns to cover the debts, they will simply lose the money they 

have invested in the bus iness. Limited liabil ity com panies are inco rporated businesses that exist quite 

separate ly fro m the ir owners. Private limited compan ies are not a llowed to se ll the ir shares to the 

general pub lic. A private co mpany is a separate legal entity fo rmed by persons entering into an 

agreement ca lled a memo rand um of assoc iation ( Memo randu m). 

The major di ffe rence between a publ ic and private co mpany is 111 re lation to the leve l and 

marketability of its share capital. 308 Public companies are also subject to a number o f statutory 

requirements which do not apply to private companies309 Most co mpanies in the bus iness wo rld are 

private co mpanies limited by shares whose members are known as shareho lders. 3lo The Co mpany 's 

constitutio nal documents comprise the memorandum, its a ltic les of association (Articles) and any 

reso lut ions which a ffect the Artic les.311 PLC is one of the fou ndations of the world 's business 

community."' Its creation, growth and lo ngevity are crit ical to the success of the g lo ba l econo my.313 

308 Two difTerences bel\veen Private limited and publ ic limited companies, hltp:/lanswcl"vahoo.com/guC'stionfindcx? 
(retrieve on 23/ 10/20 t3) 
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Although faci ng many of the same day to-day management issues as public ly-owned co mpan ies, they 

must a lso manage many issues spec ific to the ir status,)14 

A pri vate limited company is a lega l entity or a type of incorporated fir m which (like a publi c 

compa ny) offers limited liabi lity to its shareholders but which (unlike a pu bl ic company) places 

certa in restrict ions on its ownership3!S These restr ictions are spe lled out in the fi nn's artic les of 

assoc iation or by laws and are mea nt to preve nt any hostile takeover attempt, The majo r restrictions 

are: /shareholders/ can not se ll or transfer the ir shares without getting co nse nt of majority shareho lders 

and offering them fi rst to the other stockho lders for purchase, shareho lders cannot offer their shares or 

debentu res to the ge nera l public over a stock exchange and number of shareholders cannot exceed a 

fi xed fi gure ] 16 

There d iffe rent types of private lim ited co mpany around the wo rld , We can mention fo r example, 

private li mited co mpany by s hare, private limited by guarantee and unlimited private lim ited company 

/type of private limited co mpa ny whose liabi lity is un li mited/ ,lI7 A private company limited by shares 

means the members' /shareho lders/ liability is limited to the origina l va lue of the shares issued but not 

paid fo r
3 18 

A company is limited by shares when the liabilities of its owners /shareho lders/ bear do 

not exceed the mo netary value of the shares they ho ld, )l9 

Companies limited by guarantee are compa nies formed on the princ iple of having the liabil ity of its 

members limited to the res pective amo unts that the members guarantee to co ntribute to the prope!ty of 

the compa ny if it is wo und up, )20 This type o f co mpany does not have a share cap ital and its members 

are guarantors rather than shareho lders, A private co mpany lim ited by guarantee means the company 

members fi na ncia lly back the co mpa ny up to a speci fi c amount if things go wrong32 ! There are no 

shareholders in a co mpany li mited by guarantee instead anyone who jo ins the company is known as a 

member. 122 The members are effective ly the owners of the co mpany and a ll members must guarantee 

to pay a nominal if the compa ny is in debt o r on w inding up, 12l Co mpanies limited by guarantee 

cannot raise fin ance by issuing! se lling shares and there fo re do not have a share capita l. )24 

J13 Ibid 
Jl4 Ibid 
315 Ibid 
316 Ibid 
311 Types of Business - Private Limited Companies, hltu://lOols.wmflabs.org/ li l/cgi -hinlfll? (Retrieve on 27110/2013 ) 
318 Ibid 
119 Ibid 
120 Ibid 
321 Ibid 
)22 Ibid 
J2J Ibid 
324 Ibid 
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31 1. GOVERNANCE OF PRIVATE LIMITED COMPANIES 

The primary purpose ofa corporate governance structure should always be the efficient management 

of the company. '" Therefore, in determining such corporate structure, the company's size and activity 

sho uld be taken into account. A too heavy co rporate structure may so met imes prove inefficient and 

impede the company's development. "6 Thus, co rpo rate governance structure and syste m of share 

(pub lic) company and pri vate limited company could not be sa me due to their difference in size and 

.. I I C 327 activity w lat t ley perlorm. 

Kenneth Arrow 's work on organizat ional decis ion-making, who identified two basic dec isio n-making 

mechanisms: "consensus" and "authority. ,,328 Consensus is utilized where each member of the 

organization has identica l information and interests, which facilitate s collective decis ion -mak ing. In 

contrast, authority-based dec isio n-making structures arise where team members have different 

interests and amounts of informat io n. Authority-based structures are characterized by the ex istence of 

a central agency to which a ll re levant informat ion is transmitted and wh ich is empowered to make 

decis ions binding on the who le because co llect ive dec ision-making is impract icable in such settings. J29 

Decisio n-making systems in small business fir ms such as private limited companies and other family 

businesses typ ica lly rese mble Arrow 's conse nsus model. As fi rms grow in s ize Ithis growth might be 

in number or cap itall, however, consensus-based dec ision-making systems become impractica l s ince 

human wa nt and interest is unlimited and divergent. In most countries corporate governance practices 

show that there are mainly three bodies that p lay in the governance of private limited companies. 

These are share holders Ithro ugh appointment of directors, conducting general meetingsl, board of 

directors and managers. 

One may think that board of directors is reserved for large corporations to oversee shareholders' 

investments and strategic decisions to be made. The truth is that many small businesses can benefit 

from having a board of d irectors. Not all small businesses have the skills th ey need to operate 

effective ly especia lly if they've experienced rapid growth. A board of directors can he lp by adding to 

and comp lementing skills and industry expertise that you might not have in- ho use. A board can also 

help ensure you have the right processes in place to manage growth, focus your strategy, and prepare 

to raise cap ita l. Effective and networked boards can also help bring in new talent both at the board 

and management level-and help with success ion planning Ian impo rtant aspect o f running a famil y 

325 I bid 
326 Ibid 
327 I bid 
328 Kenneth J. An"ow, the Limits orOrganization. ( 1974), pp. 68-70. 
l29 td, p.69 
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business/. Mo re than anythin g, a board of directors is there to he lp the company effectiveness . llO A 

board can g ive pri vate limited co mpanies the opportunity to step back trom the tang led ha irball o f day­

to-day tactical business operations and foc us strateg ically and objective ly on business at large]] I 

3.1.2. WI-IY CORPORATE GOVERNANCE MATTERS TO PRIVATE LIMITED 

COMPANIES 

Acco rding to the OECD, a corporate go vernance fi'amewo rk co ns ists of three main elements ll2
: 

v' A set o f re lationships between a company' s management, its board, its sharehold ers and 

other stakeho lders. 

v' A structure throu gh which the o bjectives o f the co mpany are set and the means o f 

attaining those objectives and monitoring performance are determined. 

v' Proper incentives for the board and management to pursue objectives those are in the 

interests of the co mpany and its shareho ld ers. 

The establishment o f an effective governance fi'amework that defin es the firm 's approach to each of 

these iss ues is o f equal impo rtance to public and private limited companies.333 However, there are a 

number of reasons why private limited co mpanies sho uld specifically concern themselves with 

corporate governance. Among these the following are some; 

i) Performance and Internal Efficiency 
Co rporate governance is ultimate ly concerned with the decision-making processes, procedures, and 

attitudes that ass ist the co mpany in achieving its objectives .334 It is the fram ework within which 

decis ions are made and power exercised.ll5 Consequently, as the firm seeks to improve the 

profess io nalis m and sustainability o f its activ ities, it needs to give greater thought to issues of 

governance. This is a particular need if the company wishes to shift away fro m dependence on the 

unique contributio n of the founding entrepreneur. Altho ugh the ability and dynamism of one 

individual may have been instrumental in establishing the enterprise, this is unlikely to be sustainable 

in the longer term ]]6 As the company grows in size and maturity or outlives the interest or working 

JJO InstilLlte of Directors, Corporate Governance Guidance and Principles fo r Unlisted Companies in the UK, UK: (20 10), 
p. II (( Available at: ww\V.iod.com , (accessed at 21/10/20 13)) 
33 \ Ibid 
332 OEeD Principles of Corpora Ie Govemance , Supra note 176 
333 Supra note 330, p. II 
JH I d, p. I 0 .-----------
335 Ibid 
336 Ibid 
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life of the founder, governance processes must be estab lished to ensure continuity and success beyo nd 

the efforts of one perso n.337 

Undeniably, the development of effective governance processes may lift a s ignificant burden from the 

founder, fac ilitate a swift succession and allow access to a wider pool of expertise and know-how.338 

The result may be improved leadership, decision-making and strateg ic vis ion. Improved governance 

may also make it easier to monitor and manage the vario us risks to which the co mpany is exposed, 

particularly as it grows in size and co mplexity. 

Governance wi ll a lso become an increasing issue for private limited companies as they develop new 

so urces of financeD9 Initially, the primary so urce o f fllnds is likely to be retained earnings or 

financ ing from interna l networks, e.g. fam ilies or associated co rporate groups. However, private 

limited co mpan ies may also turn to banks, venture capitalists, and private equity investors in o rder to 

finance the ir expans ion and growth. A greater re liance on such external sources of finance will 

necess itate the imp lementation of a more explicit governance fram ework, as externa l financiers seek 

assurance that the ir investments will be wel l managed ] 40 In p3l1icular, the involvement of additional 

owners in the co mpany, even if the fou nder retains a controlling stake, will require governance 

mechanis ms to reso lve differences between shareho lders w ith potentially diverg ing agendas. A 

governance structure that sustains the co nfidence of internal and external sources of finance such as 

sharehold ers, banks and other creditors will contribute to the long-term success of the firm by securing 

the commitment of patie nt capita l partners]4l The reward to the co mpany of such a governance 

structure will be more stable financing at lower cost than wo uld otherwise be ava ilable. 3
' 2 

ii) Managing Patient Capital and llliquidity Risk 

Shareho lders in pr ivate limited co mpan ies are typ ica lly restricted in terms of their ability to se ll their 

ownership shares or stakesJ 43 By definition, the shares of private limited companies are not quoted or 

traded on pub lic equity markets. Furthermore, company law restricts the sa le or marketing of shares in 

private limited co mpanies to the genera l public (o r even to any persons without a prior connect ion 

with the co mpany or its ex isting shareho lders).344 Restrictions on the transfer o f shares may a lso be 

introdu ced by the shareho lders themse lves (e.g. through the company 's articles of assoc iation or 

shareho lder agreements). As a result, the shareho lders of private limited companies may find 

3)7 I bid 
338 I bid 
1l9Id, p. 11 
340 Ibid 
)41 Ibid 
)42 Ibid 
'<J Id , p. 12 
344 Ibid 
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themse lves in the uneasy position of be ing "captive,,345 owners of a company. This lack of liquidity 

presents s hareholders w ith a significant investme nt risk.346 Investors are forced to commit themse lves 

to the company for the medium to longer term performan ce of the company. In contrast to the owners 

of publ ic compa nies, shareho lders private lim ited co mpany do not have the opt ion of easi ly se lling 

their shares when they are in disagreement w ith the co mpany 's strategy or if they be lieve the 

company' s activities become too risky. 

An effective corporate governance fTamework provides a way of mitigating this risk. It provides 

shareho lders in private li mited co mpan ies with so me reassu rance that, a lthough there is no easy exit 

from the ir ownership stake, their interests wi ll cont inue to be respected and safeguarded by the board 

and company management.'47 Moreover the governance framework may a lso induce reflection on a 

poss ible exit strategy for those shareho lders that fee l the necess ity to ex it the company's share capital 

partly or co mplete ly.348 Consequent ly, shareho lders are more likely to invest in the co mpany in the 

fir st place. Furthermore, they will be more comfortable in their role as patient capital partners, and be 

a so urce o f support for the compa ny over the longer term. 

iii) Building Corporate Reputation in Line With Societa l Expectations 

Private limited companies have to operate within a social context in which there exists growing pub li c 

scrutiny of corporate be hav ior. The governance of companies is an issue of increasing in terest for 

outsiders such as the med ia and c ivi l soc iety."9 Furthermore, the public demand for improved 

corporate accountability and transparency has grown in the wake of the recent fi nancia l crisis. 35o 

Existing corporate governance codes for private limited co mpanies are also raising the profi le of 

co rpo rate governa nce. In particu lar, g loba l corporate governance principles (e.g. t he OECD) Corporate 

Governa nce Code is shaping soc ieta l norms of appropriate co rporate structures, procedures and 

behavior. In assessin g whether compan ies are governing themse lves appropriate ly or not public 

orinio n pay much regard to nuance. Indeed, private limited compan ies may even be viewed with 

greater suspic ion by externa l observers due to their lower levels of transparency in comparison with 

publ icly held enterprises. 351 

Good governance can playa crucial ro le in ga ining the respect of key external stakeho lders such as 

actual and potentia l fUlanci ers, employees, customers, and loca l co mmunities. 352 Good governance 

145 Ibid 
346 Ibid 
341 1d, p. 13 
348 Ibid 
349 Ibid 
no Ibid 
351 Beatrix Dekostcr (cd.), supra nOie 6. p. 10 

352 Ibid 
Page 148 



effective ly prov id es a " lice nse to operate", since it offers externa l stake ho lders assurance that the 

co mpany is be ing run in an appropriate and respo ns ible manner, w ith due regard fo r the interests of 

"non-in siders,,35] When co mpany behavio r does not fu lfill the expectat ions of soc iety, the co mpany 

may suffer significant co nsequences35' Even if the firm is not break ing any formal laws, it may be 

operat ionally affected by the negat ive perception of emp loyees and co nsumers.J55 The impleme ntation 

of a robust governance ll-amework is the main means by which such significant reputational risks ca n 

be mitigated. 

The corporate governance system and structure of private limited company shows as there is a s light 

d ifference between countries in the globe. For the sake of comparative ana lyses in assessing corporate 

governance of PLCs in Ethiopia particularly in making board of directors compulsory, the writer 

d iscuss what seems the corporate governance system and board of director ' s ro le and status of private 

limited co mpany in the co mmon law and civil law countries as a whole and in OHADA uniform act, 

France, china and India. 

3 .2. CORPORATE GOVERNANCE AND BOARD OF DIRECTORS OF PRIVATE 

LIMITED COMP ANIES IN COMMON LAW VS. CIVIL LAW LEGAL SYSTEM 

In most o f common law co untries, private limited co mpany and co mpanies limited by guarantee may 

be registered w ith only one mem ber356 The shareho lders, as owners of the company, are entitled to 

delegate management to the directors3 57 English law takes a share ho lder-centered view of the 

companies, as de monstrated for example, in the UK Co rporate Governance Code which sets out 

principles of co rpo rate governance in the interests of shareho lders. Directors are seen as stewards of 

the s hareho lders.]l8 Private li mited Companies are formed by shareho lders and managed by directors 

for the benefit of shareho lders and this purpose is achieved through fiduciary obligations and a duty of 

care and sk ill , w ith remedies ava ilable for a breach .'" One of the bas ic principles o f corporate 

governance of private limited companies in UK is to have directors360 Every company shou ld strive to 

estab lish an effective board, which is co llective ly responsible fo r the lo ng-term success of the 

co mpany, includ ing the definition of the corporate strategy. 361 

JSJ Ibid 
) 54 Ibid 
)55 Ibid 
)56 supra nOie 350, p 6 
)51 Ibid 
358 Ibid 
J~9 Ibid 
360 Ibid 
361 Ibid 
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One of the main shareho lder rights is to nominate the directors and define the powers the board of 

d irectors is entrusted with . As such, the shareholders ultimately defin e the overa ll contours of the 

gove rnance framewo rk. Accord ing to the 2006 UK co mpany law, the board of directors is envisaged 

as the primary decis io n-making body of the company. It is co llect ively res pons ible fo r a ll aspects of 

t he co mpany's activities. Notw ithstanding the poss ibility for shareholders to limit the power of the 

board, its broad respons ibilities are to estab lish and maintain the co mpany's vision, miss ion, and 

va lues, to establish its structure, strategy, and risk profile, to delegate autho rity to manage ment, and to 

monitor and eva luate its implementation of policies, strategies, and operationa l plans and to be 

respons ible to shareholders and other stakeho lders]6' 

Sect io n 154 of the 2006 Co mpan ies Act requires that every public company to have at least two 

d irectors whilst every private co mpany should have at least o ne director (although the Secretary has to 

be a different perso n)]63 In a public company, if there is o nly one director, this director cannot act 

except to appoint a sufficie nt number of d irectors, which is prescribed in the Model Artic les for Public 

Co mpanies]64 The shareho ld ers, as owners of the company, are entitled to de legate management to 

the directors. Even co urts do not seek, and are not entitled (other than in certa in limited except ions) to 

overturn the exerc ise of this de legated power by the directo rs365 The share ho lders are ab le to vote out 

directors on a majority vote at a meeting ca lled on spec ial notice ]66 Any exerc ise of this right cannot 

be expressly curtailed by private agreement o r in the Artic les. It is not a statutory requ irement that a 

director own shares in the company but a requirement can,367 however, be inserted in the Articles of 

Association. Any appointment ofa director at a vote of members in genera l meeting shall be voted on, 

on an individual bas is. 368 

Under the UK 2006 Company act every co mpany is required to appo int an auditor o r auditors369 and 

audito rs must be appo inted at a general meeting of members. However, it is possible for a private 

company to e lect not to appoint auditors annually J70 The auditors are also entitled to receive not ice of 

and attend general meetings and be heard at any meetings where matters re levant to them as auditors 

are to be discussed. 371 

In Germany, mai nly there are two commonly known compal1les, namely, the L imited Liability 

Company (Gese llsc haft Mit Besc hrankter Haftu ng or GMBH) and the Stock Corporat ion 

362 Ibid 
363 Company act 2006, section 82 
]64 Statutory [nstrumel11 2008/329, article 11 
)65 Institute or Directors, Supra note 30 1, p 8 
366 Supra note 302, section 303 
367 Ibid. section 287(3) 
368 Ibid, section 287(3) 
)69 Ibid, sect ion 384 
370 Ibid, section 386 
371 Ibid, section 390 
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(Aktie ngese llsc haft or AG).372 In Germany, there are four differe nt ways to appoint a d irector in 

private limited compan ies: the alticles of assoc iation may provide for the appo intment of the 

directors)73, in case the art ic les of assoc iat io n do not prov ide fo r the appointme nt of the directors and 

the company does not have a supervisory board, the directors are appo inted by the members, )74 the 

artic les of assoc iatio ns may provide that a d ifferent body has autho rity to appo int the d irecto rs37
'. This 

body does not have to be constituted by members o f the company]?6 Even authorit ies, cred ito rs, 

parent co mpa nies o r other third parties may be granted such a co mpetence.)77 The superviso ry board in 

pr ivate Li mited Compa nies is optional. 378 

When we see the co rporate governance system of private li mited compa nies in the common law and 

c ivi l law legal system, there is no uniformity o n the governance system and structure of PLCs. 

However, the majority of the commo n and civ il law co untries regulate private lim ited co mpanies to 

have di recto rs. For example, Czech Republic, England, Esto nia, France, Ireland, Wa les, Norway and 

Switzerland, Germany, Au stra lia, Fin land etc make private li m ited co mpanies to have directors/board 

of d irectors. J79 

3.3 . CORPORATE GOVERNANCE AND BOARD OF DIRECTORS OF 
PRIV ATE LIMITED COMPANIES IN OHADA 

What Is OHADA? - OHADA is a regional organization that is created by a treaty s igned in POlt­

Lo uis (Maur itius) by 14 Govern ments fro m Frenc h-speak ing Afr ican States.380 The acronym 

' OHADA' stands for 'Organisat io n pour I'Harmonisat ion en Afi'ique du Dro it des Affa ires ' 

(Organ ization for the Harmonization of Bus iness Law in Afr ica, occas iona lly referred to in Engl ish as 

'OI-IB LA'). The O l-! ADA Uni form Acts prov ide an overa ll lega l fi'amework which is in ge neral based 

on civ il law and has to a certain extent borrowed from modern French bus iness law.38 1 Eight Un ifo rm 

Acts have now entered into force. These are genera l commercial law, commerc ial companies and 

372 The Reform of German Private Limited Compan y: Is the GmbH Ready for 21s\ Century? http: //www­
~ermanlawjournal.com/article.php/ (retrieve on 22 10/20 \ 3). 

7J Gesclz betrefTend die Gesellsch aflen mit beschrankter Haftung (Limited Liability Company Act), section 6(3), sentence 
2, 6(4) Gese llschaft mil beschrfinkler Haftung (GmbI-lG) 
374 Ibid, sections 6(3), sentence 2, 46 no. 5 GmbHG 
m Ibid, section 45(2) Gmbl-lG 
376 Carsten Gerner et al , Infra note 403 p 328 
)17 Ibid 
378 Supra nOle 375, Section 52 
379 Frank Dornseifer(Ed), Comorate busi ness forms in Europe .A compendium of public and private limited company in 
Europe, European lalV publi sher, Munchen: (Sta:mpfli Publishers Ltd. Berne, 2005), pp. 11-169 
380 Boris Martor, et aI, Business law in AIl·ica. Ol-IADA and the harmonization process. (second edition, 2007), p. I 
381 Ibid, P 16 
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econom ic interest groups, securities, simplified recovery procedures and enforcement measures, 

co llective inso lve ncy proceedings, arbitrat ion, accounting law and carriage of goods by road .'8' 

The OHADA leg islation relating to co mmercia l companies takes much o f its inspiration from modern 

French co mpany lawl83 and is mu ch better su ited than the o ld law to contemporary co mmercia l 

practices. The Uniform Commcrcial Act, defines a co mmercia l company as a co ntract between two or 

more perso ns who agree to make cash or other cont ributio ns to an activity for the purpose of sharing 

the result ing profit s or sav ings and to contribute towards losses.384 The Uni fo rm Act has c reated 

var io us types of co mpanies with e ither limited liability or unlimited liability. l85 There are two types of 

Limited Liability Co mpany: the SAl Societe Anonyme/ and the SARLISociete Ii I'esponsabilite 

Limitee/. In bo th types o f companies , the liability of each shareholder for the debts of the company is 

lim ited to the amo unt o f h is shareho Id ing. 

3.3. 1. GOVERNANCE STRUCTURE OF PRIVATE LIMITED COMPANIES 

UNDER THE OHADA 

The Uniform Act provides for two alternative methods o f manage ment for an SAl Societe Anonyme/, 

one of wh ich mu st be chosen in the artic les ofassociation;l86 a so le managing director act ing as chief 

executive officer, ass isted if required by one or more deputy man ag ing directors o r a board of 

directors. In fact, therefo re, there is a cho ice between a board of directors and a managing d irector on ly 

where the co mpany has either two or three shareho lders. When an SAl Societe Anonyme/ has mo re 

than three shareho lders, it cannot be managed by a so le managing director but must have a board of 

directors.' 8? On the other hand, ifan SAl Soc iete Anonyme/ is who lly owned by a s ing le shareho lder, 

it cannot have a board ofd irectors but must have a managing di rector.'88 

The O HADA Uniform Act, eve n if it is trans lated fi'om the French co mpany law, it has prov is io ns that 

are not familiar with the Frenc h co rporate governance princ iple and even to the major ity of countries 

what the writer has co nsulted in do ing this research. The O I-iADA Un iform Act dictates public 

co mpany /SA/Societe Anonyme/ is required to have board of di rectors if it has more than three 

shareho lders. The minimum shareho lder requirement ofa public company in majo rity of the countries 

is five / seven and above. Plus to this the SA/Societe Anonyme/ co rporate governance as to the 

OHADA Un iform Act provides company to be run by a managing director where the company has 

382 Id , P 59 
38) Id, page 74 
384 OI-lADA, The commercial un iform act of 1998, art icle 4 
385 Ibid, articl e 5 
386 Ibid Article 414 
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either two or three shareho lders. It seems that the unifo rm act determines the necess ity of board of 

directors of SA be base up on the nu mber of shareho lders. 

Under Frenc h law, a public limited co mpa ny (Soc iete Anonyme: SA) is a co mpany whose (min imum) 

capita l is d iv ided into shares (actions) and is fo rmed by shareho lders who only bear any losses up to 

the amo unt of the ir co ntri but io ns. 389 A SA must have at least seven shareho lders. A SA is ge nerally 

managed by a board of directors ("conseil d 'administration" or "direcloire") . However, both the SAS 

and the SARL may be formed with o nly one shareho lder. ]90 

Under the O HADA un ifo rm act, SA RLISociete a re'ponsabilite limitee/ is the other type of 

commercia l company in wh ich the shareho lders are liable for the company's debts only up to the 

amo unt of their respect ive contri but ions. SARLs/Societe a responsabilite limitee/ are dea lt with in 

Art icles 309-3 84 o f the Uniform Act . Shareho lders may conduct collect ive dec is io n o r general and 

o rd inary meetings. Co llect ive dec is ions are genera lly taken at genera l meetings. Co llective dec is io ns 

are requ ired for the approva l of the annu al accounts, appo intment of managers, appointment o f 

aud ito rs' and Amend ments to the articles of assoc iation 

The co rpo rate governance structure of SARL/Sociere a responsabilite lim itee/ devo lves on 

shareho ld ers meeting and managers. An SAR LISociete a I'esponsabilile limitee/ is managed by one o r 

more managers. 391 A manager must be an ind ivid ua l, and may be either a shareho ld er or a non­

shareho lder. He is appointed in the articles of assoc iat ion o r, during the li fe of the company, by the 

major ity of the shareho lders ho ld ing mo re tha n one-half of the reg istered cap ita l. ]92 As to relations 

w ith t he shareho lders a re co ncerned, managers may perfo rm any acts o f management in the interests 

of the co mpany unless the artic les o f associat io n restrict the ir powers. However, the French co mpany 

law makes private limited co mpanies to be governed by directors instead o f managers. Therefore, the 

OHADA uni fo rm act seems mod ify the French corporate governance practice of private limited 

companies i. e. to run by board o f directo rs than managers. 

3.4 . CORPORATE GOVERNANCE AND BOARD OF DIRECTORS OF PRIVATE 

LIMITED COMPANIES OF FRANCE 

3.4. 1. INCORPORATION CONDITIONS OF PRIVATE LIMITED COMPANIES 

There are three main types of compa nies w ith lim ited liabi lity in France. Co mmerc ia l co mpanies are 

o rd inarily inco rporated in Fra nce und er the fo rm of French SA ("Societ e Anonyme" or Share 

389 French corporate law and finance, Infi"a note 393 
390 Ibid 
) 9 ) supra note 388, Anide 323 
J92 Ibid .Articl e 323 
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Co mpa ny), a French SAS ("Sochiui par actions Simp/if;'!e") wh ich is a flexib le for m of Share 

Co mpany or a French SARL ("Societe a responsabilite limitee" or private limited company)). 393 The 

Soc iete' par act io ns simplifie 'e (SAS) is very s imilar to the SA but operates under simp lified ru les. 

The cho ice of SA or SARL genera lly depends on how big the business in France is expected to be. 

When incorporating a French co mpa ny, its lega l fo rm (i.e. SAS, SARL or SA) is determined, by 

tak ing into cons ideration, inter alia: the amount of share capita l o f the co mpany, the nu mber of 

shareho ld ers of the co mpany and mea ns of fin ancing394 

A SARL must have at least one di rector ("geranl ,,).395 Two d irectors ("co-geranls") , each of who m 

wil l have the r ight to represent the company, may a lso be appo inted. 396 A SAR L may a lso be managed 

by a pane l of d irectors ("college de geranls,,). 397 The reg istration of a SA RL is made by the 

commercia l co urt havin g jurisdict io n over the company's registered o ffi ce. To register a SARL proof 

of abse nce of criminal reco rd of the d irectors is one of the mandatory precondit ions. Depe nd ing on the 

co mpany form, the nillctions of the co mpany directo rs may be supervised and controlled by a 

superviso ry board or other corporate bodies having s im ilar funct ions. The exerc ise, by the d irectors, of 

the ir dut ies is ultimate ly co ntro lled by the shareho lders, who have the autho rity to revoke the directors 

and are ca lled upon to reso lve on certa in materia l dec is ions Isuch as, approva l o f finan cial statements, 

sa le of materia l assets I"fonds de commerce"l, share cap ita l increases and reductions.!39' 

While certa in Fre nch compa ny fo rms, such as SAS, a llow fo r great fl ex ibility in determining the rights 

and ob ligations of the shareho lders in the by laws, other co mpany forms Isuch as SARL or SAl are 

regulated by more stringe nt prov is ions of French law, which are mandatory and may not be exc luded 

fi'om the bylaws. Most commerc ial co mpanies are incorpo rated in the fo rm ofa French SAS or SARL. 

A SARL is a company norma lly formed of at least two shareho lders,39' created fo r a commerc ia l 

purpose. However, a SARL may be created by, and may continue to ex ist with, only one shareho lder. 

A SARL w ith only one shareho lder is known as an enterprise un ipersonne lle a ' responsab il ite . lim ite 

'e (EURL).'oo A EURL is co nsid ered to be a spec ial type of SARL and is subject to the regulations 

applied to SA RL unless spec ifica lly indicated otherwise by the law4 01 

39) French corporate law and finance, wW\\'.lj'ench busin esslaw,colll. (Retrieve on 21/9/20 13) 
394 I bid 
395 Ibid and Julie Cannesan (Ed. ), infra note 405, p 15 
396 Ibid 
397 Ibid 
398 Ibid 
399 Ibid 
400 Ibid 
401 Ibid 
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3.4.2. CORPORATE GOVERNANCE STRUCTURE OF SARL 

A co rporate governa nce structure is the mechanism put in place to determine the distr ibution of 

management and co ntrol powers and duties within a company. While the day-to-day management of a 

compa ny always vests with its directors (Pres ident, CEO, director general), the exercise of their 

powers and duties should be subject to contro l. Such contro l may be exercised by a supervisory board, 

whose members are genera lly appointed by the shareholders, or directly by such shareholders, who 

w ill be ca lled to reso lve upon certain important decis ions to be taken by the directors. The primary 

purpose of a corporate governance structure should always be the efficient management of the 

company. Therefore, in determining such corporate structure, the company's size and activity shou ld 

be taken into account. A too heavy corporate structure may sometimes prove inefficient and obstruct 

the company's deve lopment. French law has provided two methods of organizing a corporation 

(societe Anonyme), one w ith a board of directors and the other with a management board and 

supervisory board 4o, The corporate governance structure of French SARL as follows. 

3.4.2. I. COMPANY DIRECTORS 

In France, even though the regulation of the company's organization and operation may differ 

depending on whether the company is a public or private limited company and its shares are admitted 

to trading on a regu lated market, the rules concerning directo rs' duties and liability apply to both 

private and public companies with on ly minor adjustments.'OJ Under French corporate governance 

practice, a SARL must have at least one director ("gerant"). Two directors (" co-geronts") , each of 

whom wi ll have the right to represent the company, may also be appointed. A SARL may also be 

managed by a panel of directors ("college de geronts,,)404 

The directors are in charge of the governa nce of the company and are genera lly the on ly persons 

autho rized to act on the company's behalf.'os "The board of directors sets the direction for company 

operations and oversees the implementation of strategy; it may deal with all issues re levant to the 

satisfactory running of the company and deliberates and decides upon all matters related thereto'06 " 

"[The Board] defines the company's strategy, appoints the corporate officers responsible for managin g 

the company and implementing this strategy, oversees management and ensures the quality of 

402 Ibid 

403 Carsten GCl11er et ai, Study On Directors' Duties and Liabilitv. Prepared for The European Commission DG Market, 
London: (Department of Law, The London School of Economics and Politica l Science), (No date), P 294 and Frank 
Dornseifer(Ed), supra note 387, p 292. 
404 Ibid 
405 Julie Cannesan (Ed.), Doing Business in France: setting up Business in France successfully. 20 12 Edition, (Updated 
October 2012), p. 15 available at : (v/ww.investinfi'ance.org 
406 Article L 225~35 or the French Commercial Code 
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information provided to shareho lders and to financial markets thro ugh the finan cial statements or at 

the time 0 f very important o perations. ,,407 

3.4.2.2. AUDITORS 

In France, a ll compan ies have to publish their statutory fin ancia l statements, their conso lidated 

financial statements and the ir management report408 The statements have to be public ly available after 

each annual general sharehold er's meeting409 The accounts have to be avai lab le to anybody who 

requires them and who asks for them at a specific "desk" of the commercial court4 10 Whether a 

company has to have an externa l auditor depends o n the legal for m of the ente rpr ise and its size. 

Enterprises with the lega l I"o rm SA (Societe Anonyme), SeA (Societe en Commandite par Actions) and 

SAS (Societe par Actions Simplijiee) must have a statutory audi to r, regardless of their s ize 4ll 

Enterpr ises with the legal fo rm SARL (Societe it Responsabilite Limitee) o nly need a statutory audit if 

the ir numbers (d uring t he two preceding years) are higher than a tota l balance sheet ofl.55 million 

Euros, a turnover of3. 1 millio n Euros, and 50 people. 4l l All these enterprise forms ca n be private or 

public companies. A SARL must appoint an auditor if it exceeds, at the c lose of a fina ncial year, two 

of the three fo llowing thresho Id s: € 1.550.000 of total assets, €3. 1 00.000 of turnover, 50 emp loyees. 4i3 

3.4.2. 3. OVERSIGHT COMMITTEES 

Larger corpo ratio ns may implement, in addition to a board, various controll ing o r oversight 

co mmittees to ass ist the directors of the co mpany andlo r the board in the exerc ise of their duties4l4 

Such committees may be a committee on co mpensation, an audit co mmittee, a sc ienti fic cOlTImittee.415 

3.4.2.4. SHAREHOLDERS MEETING 

The shareho lders o f a co mpany genera lly exerc ise the u lt imate contro l over its manage ment by 

appointing and dismiss ing the company directors and board members. In addition, they alo ne are 

authorized to reso lve on certa in material dec isions, such as, issuance of securities, approval of annua l 

financ ial statements, and d isso lution of the co mpany4l6 The exerc ise, by the d irectors, of the ir duties 

is u ltimately contro lled by the shareho lders, who have the authority to remove the directors and are 

called upo n to reso lve on certain mater ial decisio ns (s uch as, approva l of financial stateme nts, sa le o f 

407 Julie Cannesan (Ed.), Supra nOle 405 
408 Ibid 
409 Ibid 
410 Ibid 
411 Ibid 
412 French corporate law and fin ance, Supra nole 402 
<Ill Ibid 
414 Ibid 
4)5 Julie Cannesan (Ed.) , Supra nOle 407 
416 Ibid 
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material assets ("fonds de commerce"), share capital increases and reductions, etc.).417 The mo st 

impo.tant dec is ions ca n on ly be taken by the shareholders by way of ge nera l meet ing. 418 However, the 

Art ic les may spec ify that, w ith the exception of the decisions approv ing annual accounts, all or certain 

dec isions may be taken by consultat ion by excha nge o f letters of the members or may result ITom the 

co nsent of al l the members expressed in a deed. Each share ent itles the holder to one vote at 
. 419 

meetlllgs. 

3.5. CORPORATE GOVERNANCE AND BOARD OF DIRECTORS OF PRIVATE 
LIMITED COMPANIES CHINA 

3.5.1. INCORPORATION OF PRIVATE LIMITED COMPANY IN CHINA 

Chinese company law and Chinese c ivi l law generally rese mbles the approach to law of continental 

Euro pean lega l systems, i.e . to codity lega l norms and not acknowledging case law as a source of 

law
420 

The law that govern the co rporate governance of company in china is the 2005 company law. 

The co mpany law dictates the rationale behind the enactment as " is enacted for the purposes of 

regulating the organizat ion and operat ion of companies, protecting the leg itimate rights and interests 

of co mpanies, shareho lders and creditors, maintai nin g the soc ia list eco nomic order, and promoting the 

deve lopment of the soc ialist market economy.,,42 . 

A limited liab ility company established acco rd ing to this Law shall inc lude the words "limited liability 

company" o r "limited company" in its name. 422 A limited liability company shall be established by no 

more than 50 shareholders that make capita l contributio ns. 421 A pr ivate limited co mpany in china can 

be run by a sing le indiv idual (s ing le perso n company) and the state (who lly state-owned limited 

liabi lity co mpanies) . The limited liabi lity co mpany shares many features with the jo int stock 

co mpanies. The main di ffe rence to the jo int stock companies is that the limited liab ility co mpanies 

must not be incorporated by more than 50 shareho lders contributing to the cap ital. T here are also some 

restrict ions as to the transfer of shares of a limited liability co mpany''' but these provisions are not 

mandatory as t hey can be amended by the artic les of assoc iat ion. 425 

3.5.2. GOVERNANCE OF PRIVATE LIMITED COMPANIES IN CHINA 

417 Ibid 
418 ibid 
4 19 Ibid 
420 Ll U JunhailKnut Benjamin Pi bier, Corporate Governance of Business Organizations in the 
People's Republic orChina, (2010), p. 4 
421 Company Lav.,' of the People's Republic orCh ina, 2005, Article I 
422 Ibid, Art. 4 
423 Ibid, article24 
424 Ibid, Art. 72 
425Jbid, Art. 72 Para 4 
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3.5.2.1. THE BOARDS 

The Co mpany Law o f the People's Republic o f China prescribes fo r a two tier board not o nly in jo int 

stock co mpanies but a lso for limited liability companies . The legal structures o f the jo int stock 

compa nies has three mandatory o rgans; the board of directors, the superv iso ry board and the general 

meet ing. Bes ides these o rgans o f a jo int stock co mpanies the Co mpa ny Law prov ides for a mandatory 

manager'26 The limited liabi li ty co mpany is a lso composed o f three mand atory orga ns: a boa rd o f 

d irectors, a superv iso ry board and a board ofshareho lde rs (o r genera l meeting).'" 

One difference between the limited liability company and the joint stock companies is that the 

"manager" is not mandato ry for the li mited liability co mpany. 42'There are spec ial prov is io ns in the 

company law o n o ne-perso n limited liability company and who lly state-owned limited liabi li ty 

co mpany. One-person limited liability co mpanies are not required to establish a board o f shareho lders. 

429 In a who lly state-owned limited liabi lity co mpanies which have not established a board o f 

shareho lders the state-owned asset superv is io n and admin istration authorities exerc ise the duties and 

powers o f the board of shareho lders. 430 

T he board of directo rs' o f limited liability co mpanies must ge nera lly compr ise 3 to 13 members'3 l 

whereas jo int stock li m ited co mpany sha ll set up a board o f directors, w hich sha ll be co mposed o f 5-

19 perso ns'12 However, limited liability co mpani es with re lative ly fewer shareholders or o f a 

re lative ly sma lle r sca le may appo int an executive director instead of establishing a board o f 

d irectors'33 An executive directo r may ho ld the post o f the co mpany manager concurrent ly'3' The 

board o f directo rs of a li mited liability co mpany inco rporated by two or more State-owned enterprises 

o r two or more othe r State-owned investment entities must comprise emp loyees' representatives.'35 A 

so le ly state-owned compa ny shall establish a board o f di rectors'36 and the board of directors of other 

limited liability co mpanies may comprise employees ' representatives'37 

A limited liabi lity co mpany may set up a board o f superviso rs, which shall be composed of at least 3 

perso ns.'J8 For a limited liab il ity co mpany in which the re is a re lative ly small number ofshareho lders 

'" Ibid, Art. 11 4 
427 Ibid 
'" Ibid, Art. 50 
429 Ibid , Art. 58 10 64 
4JO Ibid, Art. 67 clause I 
4Jl Ibid, Art. 45 Para 1 
m Ibid An 109 
4)] Ibid: Art: 51 Para I clause t 

434 Ibid, Art. 5 J Para! clause 2 
435 Ibid, Art. 45 Para 2 clause I 
436 Ibid, Art. 68 
4}7 Ibid 
43S Ibid, article 52 
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or which is relative ly small in sca le, it may have I or 2 su perviso rs and does not have to establish a 

board of superviso rs. 4J
' The boards of supervisors include shareho lders represe ntatives and 

represe ntatives of the emp loyees' of the company. The supervisors may attend the meetings of the 

board of directors as no n-voting attendees, and may ra ise questions or suggestions about the matters to 

be dec ided by the board of directors.44o 

3.5.2.2 . AUDITORS 

All companies a re required to prepare financial accounting reports at the end of each acco unting year, 

which sha ll be aud ited by an accounting firm.441 Acco rding to Art icle 165 Company Law (2005) 

preparat ion of fi nancia l accounting reports mu st comply with the provis ions of the laws and 

administrative regulations and the rules of the finance authorities of the State Counci l. It is unclear, 

however, whether this provision requires a mandato ry auditing by externa l audi tors. 442 The task of the 

auditors is to examine the fin ancial accounting reports and to issue an aud it report. In this, the aud itors 

have to verify whether the financial accounting reports were compiled in accordance w ith the 

appl icable account ing standa rds, whether the report reflects the financial situation, the business resu lts 

and the cas h flow of the audited co mpany in all materia l aspects. 44 3 The Chinese company law prefers 

company finance to be audited by an acco unt ing firm than to appo int interna l auditor444 like ot her 

co untries such as French and India and even Ethiopia leven if it is cond itional!. 

3.5 .2.3. THE SHAREHOLDERS MEETING 

The s harehold ers of a com pany sha ll be entitled to enjoy the capita l proceeds, participate in making 

important dec is ions choose managers and enjoy other rights.
445 

The shareho lde rs' meeting ofa limited 

liab il ity company is composed of all the shareho lders. 44
• The shareho lders ' meetings sha ll be convened 

by the board of directors and presided over by the cha irman of the board of directors. Shareho lders 

may needed and pass reso lut ion at a shareho lders' meeting on revising the artic les of assoc iation, 

increas ing or reducing the registered capita l, merger, sp lit-up, dissolution o r change of the compa ny 

fo rm.44 7 

The china company law contains spec ial law on genera l meeting of shareholders. Different writers on 

company law of chi na, prefers to use the word "board of shareho lders than shareholders meetings" in 

439 Ibid 
440 Ibid. article 55 
"' Ibid. Art. 165 and 63 
442 Ibid 
443 Ibid 
444 Ibid 
445 Ibid, article 4 
446 Ibid 
447 Ibid, arti cle 44 
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private limited company governance which has equivalent status w ith shareholders meeting of private 

limited co mpany in other co untries. 448 The shareholders general meet ing of joint stock limited 

company and of limited liability companies is the "organ of highest authority449The shareholders' 

meetings sha ll be class ified into regular meetings and interim meetings450 The regular meetings shall 

be timely held in accordance with the artic les of assoc iat ion. 

3.6. CORPORATE GOVERNANCE AND BOARD OF DIRECTORS OF 

PRIV ATE LIMITED COMPANIES IN INDIA 

3.6.1 . INCORPORATION OF PRIVATE LIMITED COMPANIES IN 

INDIA 

A co mpany in Ind ia can pu rsuant to the Co mpanies Act of 1956 lega lly organize itse lf as pr ivate 

company o r a public company45l Whether the co mpany is private or pub lic, it can be organized with 

limited liability (by shares or by guarantee) or with unlimited liabi lity.'" In case ofa public company, 

it ca n choose either to list its shares on a recognized Indian stock exchange or to be an unlisted public 

company45] A private limited company is a vo luntary assoc iation of not less than two and not more 

than fifty members, whose liability is limited, the trans fer of w hose shares is limited to its members 

and who is not a llowed to invite the genera l public to subscribe to its shares or debentures.'" 

Pri vate limited companies cannot ra ise money from public whether as capita l or as loan.455 A private 

company can be incorpo rated by a minimum of two (2) members whereas the maxim um number of 

members of a private company ca nnot exceed fifty (50). 456 ' One perso n company' has been recogn ized 

under the 2013 co mpany act. In a pr ivate company, the directors can refuse to register the transfer of 

shares at their abso lute discretion457 The CG structure of PLCs in India loo ks as fo llows; 

3.6.2. COMPANY DIRECTORS 

As per the Indian Co mpanies Act of 1956 every PLC inco rporated in Ind ia is requ ired to have at least 

two d irectors on board45'. The shareho lders own the compa ny but they do not manage the affai rs of the 

448 Ll U Junhai/Knut Benjamin Pibler, Supra note 382 
449 Supra nole 447, Art . 37 and 99 
450 Ibid Art 40 
451 Indi~n c~mpany act, 1956, Pal1 II , Section 3( 1), Gazette of India, Extraordinary Act No. 1 
452 Ibid 
4S] Ibid 
454 I bid 
455 Id, section 2A -subsection 2(iii ) 
456 Ibid 
451 Ibid 
4S8 Section 2 ( \3) orlhe 1956 Indian Companies Act 
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company.'" It is the directors who run the company as per the prov isio ns of memorandum and articles 

ofassociation. '6o Shareholders decide who will be the director by passing a reso lution in the AGM 46 1 

A private company is required to have at least two directors while a public company should have a 

minimum of three directors 462 This shows us that there is a clear separation of ownersh ip and control 

in the Indian private limited company. Thus, a person who has been validly appo inted o r e lected to the 

board of directors of the co mpany and on whose behalf the re levant form has been filed with the 

concerned authorities is considered to occupy the position of a director, irrespective of any title that 

may have been agreed to between the company and such person. Section 2 (13) of the 1956 Indian 

Companies Act, defines director as any person, occupying the position ofa director, by whatever name 

ca lled. At times articles of association may provide guidelines for appointing a director but generally it 

is shareho lders who decide that who will be able to run the business on their behalf successfully 463 

The board, then, as a team, conducts and regulates the affairs of the company46' The 1956 Company 

Act empowers the board to do a ll such activities as the company is authorized to exerc ise, unless any 

law or the constitutional documents of the company requires the exercise of the power, or the doing of 

any act or thing, to be by the company in general meet ing46' Indian law does not prescribe any 

qualifications for be ing appointed as a directo r. However it does lay down certain restrictions on the 

appointment of the directors. Persons who are unsound mind and an undischarged inso lvent cannot be 

appointed as directors ofa private limited company'66 

In Indian CG practice, a director plays a dual role ' 67, as an agent of the company; and as a person with 

a fiduciary duty to the company, while discharging his duties. A director rarely has powers to 

discharge his dut ies as an individual director. It is the board that has the power and authority to carry 

on the activities of the company and to meet the business objectives of the company as a team. 468 

Directors have the power to run the company. Since With power comes the responsibility, they need to 

ensure that company fulfils all its obligations under the law as well as ensure that the decis ions they 

make are in the best interest of the company. 469 Unlike the 1956 Act, the 2013 Act prescribes specific 

duties for directors which, amongst others, requires a director to exercise his duties with due and 

reasonab le care, sk ill and diligence and not be involved in a situation to have any direct/ indirect 

co nflict of interest with the interest of the company. Further, directors are now required to "act in good 

459 I bid 
460 Ibid 
461 Ibid 
462 Ibid 
463 Ibid 
464 Ibid 
465 Ibid 
466 Corporate law in India, (http: //www.PrivateLimited Company in India!), (retrieve on 2717/2013) 
467 Ibid 
468 Ibid 
469 Ibid 
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faith in order to promote t he o bjects of the compa ny for the benefits of its members as a who le, and in 

the best interests of the company, its emp loyees, shareholders, community and for protection of 

environment. ,,470 

3.6.3 . AUDITORS 

Every compa ny shall, at eac h annua l ge nera l meeting, appo int an auditor or auditors to hold office 

from the conc lus ion of that meeting until the co nc lu sion of the next annual genera l meeting 471 and 

shall , within seve n days of the appointment, g ive intimation thereof to every auditor so appo inted. 

Provided that befo re any appo intment o r re-appoi ntment of audito r o r auditors is made by any 

company at any annual general meeting, a written certificate shall be obtained by the company from 

the auditor or auditors proposed to be so appo inted 472 Where at an annual genera l meet ing no aud itors 

are appointed or re-appointed, the central government may appoint a person to fill the vacancy. 473 All 

not ices of, and other communications relating to, any genera l meet ing of a company which any 

member of the company is entit led to have sent to him shall also be forwarded to the aud ito r of the 

company4"; and the auditor sha ll be entitled to attend any general meeting and to be heard at any 

general meeting which he attends on any part of the bus iness which concerns hi m as auditor. 475 

3.6.3. SHAREHOLDERS MEETING 

The 195GCompanies Act contains severa l provisions regarding meetings. For a meet ing, there must be 

at least 2 persons attending the meet ing.476 One member cannot constitute a co mpany meeting even if 

he ho lds proxies for other members. Kinds of company meet ings in a company can be shareholders 

meet ing, board of directors meeting and other meetings477 Meetings of members are meetings where 

the members / shareho lders of the co mpany meet and d iscuss various matters. 47
' Member 's meetings 

are of the following types:-

Annual General Meeting: Must is he ld by every type of company, public o r private, limited by 

shares or by guarantee, with or without share cap ita l or unlim ited company, once a year479 However, a 

company may hold its first annua l general meeting wit hin 18 mo nths fi'o m the date of its 

incorporation. 480 In such a case, it need not ho ld any annual general meet ing in the yea r of its 

470 Indian company act, 2013, Clause 166 
471 Supra note 465, Section 224 (1) 
'" Ibid, paragraph 2 
473 Ibid 
474 Ibid 
4 75 Ibid 
416 Ibid 
477 Ibid 
478 Ibid 
479 Ibid, sect ion t65 (I) 
480 Ibid, section 166 ( I ), paragraph one 
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inco rporation as well as in the fo llow ing year only. "1 In the case there is any difficulty in ho lding any 

annual ge neral meeting (except the first annual meeting), the reg istrar may, for any spec ial reaso ns 

shown, grant an extens ion of time fo r ho lding the meeting by a period not exceeding 3 months;'82 

provided the app licat ion fo r the purpose is made before the due date of the annua l general meetin g. 

Co mpanies having share cap ita l should a lso state in the notice that a member is entitled to attend and 

vote at the meeting and is also entit led to appo int proxies in his absence. 483 A proxy need not be a 

member of that compa ny48' In case of de fault in ho ld ing an annual general meeting any member of 

the company may apply to the co mpany law board."5 The company law board may ca ll, or direct the 

ca lling of the meeting, and give such ancillary or consequential d irections as it may cons ider expedient 

in re lation to the ca ll ing, holding and conducting of the meeting. ' 86 At every AGM, matters to be 

d iscussed and dec ided can be e ither as o rdinary bus iness o r specia l bus iness.'87 Matters co nstitute 

o rdinary business at an AGM are co nsideration of annual acco unts, directo r's report and the audit or's 

report, dec larat ion of d ividend, appo intment of directors in th e place of those retiring and appointment 

of and the fixing of the remuneration of the statu tory auditors.'88 

Extraordinary General Meeting: Every ge nera l meeting ( i.e. meet ing of members of the company) 

other than the statutory meet ing and the annual general meeting or any adjournment thereo f, is an 

extraord inary general meet ing.489 Such meet ing is usua lly ca lled by the board of directors for some 

urgent bus iness which cannot wait to be decided till the next AGM4 90 Every bus iness transacted at 

such a meeting is spec ia l business.'91 An exp lanatory statement of the spec ial bus iness must also 

acco mpany the notice ca lling the meeting. The notice shou ld a lso g ive the nature and extent of the 

interest of the directors o r manager in the spec ia l business, as a lso the extent of the shareho lding 

interest in the company of every such person. The artic les of associat ion of a co mpany may conta in 

provisio ns for co nvening an extraordinary ge nera lmeet ing. 492 

Class Meeting: C lass meetings are meet ings which are he ld by ho lders of a particular c lass of 

shares' 9J , e.g. , preference shareho lders. Such meetin gs are norma lly ca lled when it is proposed to vary 

481 Ibid 
482 Ibid 
'" Ibid, section t76 (I) 
484 Ibid 
", Ibid, sect ion t67 ( I) 
486 Ibid 
487 Ibid 
488 Ibid 
'" Ibid , sect ion 173 ( t )(a) 
"0 tbid, section 169 ( t ) 

'" Ibid, secti on 173 (2) 
492 Ibid 
49) Ibid, section 394 
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the r ights of t hat part icu lar class ofshares494 At such meetings, these members discuses the pros and 

cons of the proposa l and vote accordingly.495 Class meet ings are held to pass reso lut ion wh ic h wi ll 

b ind on ly the members o f the class concerned, and on ly members of that c lass can attend and vote.496 

A ll provisions pertaining to ca ll ing ofa ge nera l meeting and its cond uct app ly to class meet ings in li ke 

manner as they apply wit h respect to genera l meeti ngs of the company.'97 

4 94 Ibid 
495 Ibid 
496 Ibid 
497 Ibid 
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CHAPTER FOUR 

CORPORATE GOVERNANCE IN ETHIOPIA 

4.1 . ETHIOPIA'S CORPORATE GOVERNANCE JOURNEY 

4.1.1. 1960-1974 SEPARATION OF GOVERNANCE AND ENTERPRISE 

Ethio pia, w ith a po pulation of about 80 mi llio n is the seco nd most populous co untry in Afri ca. It is the 

only co untry in Africa th at has never bee n co lo nized. The country started modern governance and 

adm inistrat ion system after the end of Zemene Mesafmt, espec ia lly with the com ing into power of 

emperor Mini lik II. The last emperor, empero r H/se lass ie I, who ca me into power after the death 

empero r Minilik 11 , was forcefully abdicated by a pub lic uprising in 1974. From the 1974-199 1, the 

co untry was ruled by the mi lit ary dictato rship of the Derg. The prese nt government is contro lled by a 

group that took power from the military reg ime after a lo ng c iv il war. 

The ro le of the private sector in the Ethio pian eco no mic development has evo lved w ith change in the 

governing systems of the aforementioned governments. The econo mic environment in these 

government systems may be c lass ified into three different types: m ixed eco nomy, co mma nd econo my 

and free market economy4'8 The first phase covers the period befo re 1974 revo lutio n. The period is 

character ized as a feudo-capital ist system in which land ownership was used as sources o f inco me. 

This per io d marks the beg inning of modern izatio n of the country and private sector partic ipat ion in the 

eco no mic deve lopment. 

During the last five years of the imperia l era the ratio o f public and pr ivate sector part ic ipat ion in the 

eco no mic deve lopment of the co untry was 4 1 :59 respect ively4" That is 41 perce nt of the eco nomic 

activity was run by the public sector while 59 percent o f the eco no mic activ ity had run by the private 

sector. The then government issued severa l proc lamatio ns to encourage private (do mestic and fore ign) 

investment in the eco no my deve lo pment o f the country.'oo The lega l fi'a mework o f the corporate 

system is principally set o ut by two bas ic codes: the 1960 Co mmerc ial Code and the C iv il Code ofthe 

empire. Of course co rpo rate law is also affected by a number of spec ia l lega l rules, such as the Act on 

Trade Lice nses, co nsumer protect ion law etc. 

4. 1.2. 1974-1 99 1 DOMINANCE OF STATE-OWNED ENTERPRISES 

498 Mulu Gebreeyesus, Industrial Policy and Development in Ethiopia: Evolution and Cun"ent Performance. Helsinki, 
Finl and, 20 13, 
499 Alcmayehu Geda and Befekadu Degefe, Explaining African Economic Growth Performance: -me Case or Ethiopia. 
Prepared as a compon ent orthe AERC Collaborati ve Research Project, Explaining Afi"ica 's Growth Performance, _A frican 
Economic Research Cons0J1ium, Kenya: Nairobi, May 2005, p 6 
'00 Ibid 
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The second phase started in 1974 with the declarat ion of central ly p lanned economy i.e. co mmand 

economy. The soc ialist o riented military government 's first order on the economic system of the 

country was to natio nalize all of the industr ies and assume ownership and control of a ll eco no mic 

act iv ities. 50 1 The private secto r was marginalized and the market oriented eco no mic system ceased to 

ex ist.'02 After 1974 there was co llect ivism under a planned econo my, sing le type of ownership, with 

no separation between management and ownersh ip. 503 

The SOEs (state-owned enterprises) were directly run by the government. As to what to produce, how 

much to produce and how to produce, this was a ll decided by orders issued by government agencies.'04 

The c haracterist ics of enterprise governance were as follows: sing le type of ownership, with no 

separat ion between management and ownership; the direct invo lvement of severa l government 

departments, acting as owners in the operation process, such as in production decis ion-making; 

appointment, removal, employment and salary of staff; finance and funds ; etc. 505 The factory 

director's contro l over the enterprise was limited to o rganiz ing the production process under the 

limitation of certa in kinds of resources, and enterprises lacked both flex ibility in the market (weak 

co mpet itiveness in the market) and se lf-determination (weak incentives).'06 

4.1.3. 199 1 ONWARD: CAPITALISM AND PRIVATIZATION 

The third phase has stal1ed s ince 1991 and it sti ll continues. By th is time the economic and politica I 

landscape around the world was changed. 507 With the breakdown of the communism camp and the 

eme rgence of globa l eco nomy, a ll nat io ns around the g lobe had moving towards a market based 

economy.'08 It had become c lear that the market oriented economy fa red better than the eco nom ic 

system that guided by the soc ia list ideology. 509Market-based economic systems (dominated by 

voluntary private sector activity) have replaced command and contro l-based economic syste ms in the 

. . f . 510 vast majority 0 natIons. 

50 1 Government Ownership and Control of the Means of Production Proclamation No.26/1975, 1975, NEGARIT 
GAZETA, 34th Year, No. 22 
502 Alcmaychu Geda and Bcfekadu Ocgc fc, supra note 499, p 19 
SOl I-Iailcgabricl G. Fcyissa, European Influence On Eth iopian Anti trust Regime: A Comparative And Functional 
Analys is Of Some Problems, Mizan Law Review, Vol. 3 No.2, ) September 2009), p 27 1 
504 Alcmayehu Gcda, The Political Economy afEconomic Grov.1h in Africa, 1960-2000, Cambridge University Press, 
2007, p 7 
505 Ibid 
506 Minga Negash. "Corporate governance and ownership structure: The case of Ethiopia", University of the 
Witwatersrand, Ethiopian e-JoLllllals. VoL5 , No 1, 2008, p. 7. 
507 Qian, Y. , "Enterprise reform in China: agency problems and political control, Economi cs ol'Transition," Vol. 4, No. 2 
( 2007), p. 427 
508 Ibid 
509 Ibid 
51 0 Ibid 
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A more formalized corporate law in Ethiopia has a tradition starting fro m the 1960 Co mmercial Code. 

Fo 1I0w ing the fall of the co mmunist regime in 1991 , the re levant business law has been substantially 

reworked and changed, follow ing democratic princ iples and supporting the spirit of free enterpr ise. In 

this process of transformation, Eth iopian law returned to its origina l roots, which were severed after 

the communist ic coup in 1974. 

At the late decades of 20 th
, Governments of the wo rld were relinquishing to the private sector of the ir 

ownership interests in firms. This is most apparent in the countries that have emerged from the fonner 

soc ialist states/ Soviet bloc, but it is also happening (although less dramat ically) in Ethiopia. In 

Ethiopia, the new government tries transforms the economy fi-om the centrally planned economic 

system to a market oriented system. The government's main emphasis was the liberalization of both 

the market and liberalizat ion and commercialization of a ll state owned enterprises. As a result the 

government enacts investment proc lamations so as to stimulate the private sector participation in the 

eco nom ic system of the country. Even if the government takes di fferent measures, still there are many 

problems in the Ethiopia private business env ironment starting from the absence of a separate 

corporate governance law to the mono polization of the business in environment by few companies or 

individuals and disgusting government or pal1y owned companies' governance system and structure. 

The Ethiop ian econo my is at a stage of transformation. Reforms during the last couple of decades 

brought market economy, privatisation of state owned enterprises and openings in the financial 

system. Deve lopments of the latest few years indicate a new phase of eco nomic progress. There is a 

noticeab le increase of expo rts. Investments and joint ventures w ith foreign investors are mak ing 

progress. There is an emerg ing trend in the financial system from the purely collateral based lending to 

performance based financing of businesses. Over the past co uple of years, investors are seen rais ing 

cap ital from the publ ic through offers of shares in new bus iness ventures. All these indicate the 

emergence of new types of re lations betwee n and among businesses, investors, suppliers, and 

customers. 

These new trends and changes in the Ethiopian economy and bus iness enviro nment would need to be 

fo 1I0wed up by majo r changes in the way of conducting bus iness in the country. Good corporate 

gove rnance in its broad sense will be essential. Without it, necessary new re lations between 

businesses, investors, financi ers and fore ign customers wou ld not take place and economic 

development will be s lower. 

Co rporate Governance as a conceptual framewo rk for appropriate management and co ntrol o f a 

co mpany which includes rules for re latio ns between owners, boards, management and not least the 

stakeho lders suc h as employees, suppliers, customers and the public at large would benefit Ethio pian 
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business in severa l ways. It would facilitate access to capital thro ugh the banking syste m and other 

financ ia l inst itutions by making co mpany perfo rmance vis ible and re liab le. Tlu'ough increased 

transparency and better co nduct of businesses, application of good standards to company's affa irs 

improves the control of the bus iness transact ions and increases effic iency. In other words: good 

corporate governance leads to good business. 

Introduct ion and deve lopment of Corporate Governance in Ethiopian co mpany law is therefore a 

necessary and a lso revo lutionary change in the ownership philosophies, manage ment and operat ions of 

Eth iopia n co mpanies. Introduc ing the concept of good corporate governa nce is vital fo r the cont inuity 

and Sl.stainabil ity of the private companies that suppo.t economic growth in Eth iop ia. It wou ld help to 

dissolve fi nancia l and market access blockages but at the same time place far reaching requirements 

fo r rev is ion o f bus iness pract ices by co mpa nies aiming at growth and prosper ity fo r thei r owners and 

stakeho lders. Current ly, the Add is Ababa and Ethiopia Cham bers of Co mmerce and Sectoral 

Associat ions, in co nsultation w ith the Government of Ethiopia, and thro ugh support ITom the Swed ish 

Internat iona l Development Agency (SIDA), launched an ambit ious pr ivate sector led init iative to 

institutiona lize corporate governance in Ethiopia. The Project a ims to create awareness and mot ivate 

applicat ion of the princ iples of good Co rporate Governance among Ethiopian bus inesses. 

4.2. GOVERNANCE OF PARTNERSHIP TYPE BUSINESS 
ORGANIZA nONS 

What the phrase "bus iness organizatio ns" brings to mind is usua lly an entity concerned with 

market ing and co llect ing payments fo r products and serv ices which they have offered. "Bus iness is a 

vo luntary co ntract between two or more competent persons to place their mo ney, labour and skill or 

so me o r a ll of them, in lawful commerce or business, with the understanding that there shall be a 

propo rtional sharing of the profits and losses between them.,,51· 

A Bus iness o rganizat ion is any assoc iations arising out of a partnershi p agreement. 512 The 1960 

Commerc ia l Code of the Empire defines the phrase as "Partners hip agreement is a co ntract whereby 

two o r more persons who intend to jo in together and to coo perate undertake to br ing together 

contributio ns fo r the pu rpose of carry ing out activities of an eco nomic nature and of participat ing in 

the profits and losses aris ing out thereof if any." lilA pa.tnership is a bus in ess organizat ion in which at 

least two persons carryon bus iness act iv ity under a common commerc ial name and bear joint and 

several liabi lities fo r the ob ligations (debts) of the partnership with a ll the ir property.'14 Business 

511 Henry CampbeJt Black, Black's Law Dic.ionarv, (6" Ed.). London: (West Publishing Co. SI. Pau l, t 99 1), P. 1120 
512 Commercial code o f Ethiopia, 1960, article 211, Negaret Gazcta, No.3, article 210 
5!J Ibid, m1iclc 211 
514 Ibid 
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organizations, from a lega l po int of view, are undertak ings with more tha n one member, having assets 

separate fro m the personal assets of the members and a formal scheme of management , which mayor 

may not compr ise members of the organ izat ion. 

Ethiopian law recognizes six different kinds of business entities. These are ord inary Partnership, 

general partners hips, limited partnerships, share compan ies, private limited compan ies, and jo int 

ventures. 515 Therefore, in Ethiop ia bus iness can be carried out in o ne of the above s ix different kinds 

of bus iness forms. But for the sake of construing governance of bus iness organ izatio n we can 

categorize into two; partnership and company type business organization .'16 In genera l, lega l forms for 

corporations in the Ethiopia may be distinguished between those, which a re limited by shares and 

those made up of individual partners. 

Co mpanies with a capital ground are based on a firmly stated registered cap ita l. The typic a l 

represe ntat ives of this form of companies are the public (share) company and the private limited 

liability company which are divided into a certain number of shares. The businesses with a personal 

g rou nd depend o n the individua ls, which are firmly connected with the existence of the entity. The 

respective corporate forms are the general partnership and the limited partnership. 

Partnership type of business organization is the collection of individuals whereas company IS an 

aggregate or co llection of shares or capital. As a result, capital importance is legal personality of the 

company. Thus, the company may own property, make contracts, and sue and be sued by its name. 

Also, it is entirely d ist inct from its members. The company has perpetual success ion since the concept 

of incorporatio n is there in case of company. As a result , death or inso lvency of a shareho lder does 

not affect its ex istence. Thus, in a partnership , paramount importance is personality of the individual 

partner. I.e. incapacity, death, or serious disagreement between partners may result in disso lution of 

the partnership firm. 51 7 Therefore, the life of existence of the partnership firm comes to an end when a 

partner dies or becomes inso lvent un less contrary agreement is there. I-I ence, the life of ex istence of 

the partnership finn is genera lly cons id ered as contin gent upon the personality ofpartners. 

Since partnership type of business organization is the collection of individual partners, each partner is 

co ns idered as agent of the other518 and of the bus iness organization. I. e. they are jointly and severally 

liable for the acts of each other and the liab il ity of each partner to third parties is unlimited, 519 (if the 

asse ts o f the partnership co uld not cover the claim of creditors)52o although they are liable to 

515 Ibid article 212 
'16 Ibid:: Arlicie 10 and 2 I 2 
117 Ibid" arliele 258 ( I) and 260 
518 Ibi d. Article 241 
519 Ibid, Article 255 sub-articles 2 and 3 
520 lbid, Article 255 sub-article I and 2 
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contribute to each other's liab ility and entit led to cla im to an indemnity from the partner at fault. 521 In 

partnership type of business organ ization the system and structure of governance lay on to the partners 

as a who le i.e. co llect ive decisio n ofpartners and managers.'" 

4. 2.I.GENERAL MEETING (COLLECTIVE DECISION) OF PARTNERS 

In partnership type of business organization the system and structure of governance lay on to the 

partners as a who le i.e. co llective dec is ion ofpartners and managers. All partners shall have a right to 

act as managers, unless the partnership agreement or decis ion of the partnership has appointed one or 

more of the partners or a third party as a manager. m From this we can see that partnership may be 

managed by one or more managers. The managers may also be partners o r outsiders, who may be 

named in the partnershi p agreement or appointed at subsequent meetings. What 's more, if a 

partnership agreement is silent as to the perso ns manag ing the partnership, and if there is no 

subseque nt appointment, a ll the partners are co nsidered as managers. 524 

Despite the fact that different provis ions govern management of ordinary partnership, ge neral and 

limited partnerships, there is no conceptua l difference between the Articles 236,275, 287 and 300; all 

partners ha ve the status of managers unless otherwise prov ided. Co ncerning the governance of joint 

venture, even if it has its own unique feature s that makes it different fi'o m other partnership type of 

bus iness o rganizat io n, where no manager is appointed, a ll the partners shall have the status of 

managers and every partner' can dea l with third parties in as it is c learly dictated under article 275(2) 

and article 276 (5) of the Commercial Code of the empire. As to alt ic le 287, governance of ge neral 

partnership , the partnership shall be run by one or more managers who mayor may not be partners. 

However, where no manager is appointed, each partner shall be considered as a manager. 

In a limited partnership, however, only the ge nera l partners or perso ns w ho are not partners may be 

appointed as managers. In this regard, Art.300 of the Code states that: "The general partners in a 

limited partnership shall have the same rights and obligations as partners in a general partnership 

and only they may be appointed as managers ". This comes ITom the rational that limited partnership 

is a firm in wh ich one o r more partners are liab le for the partnership's ob ligations up to the amount of 

his unpa id contribution (limited partner) and one o r more partners are liable for the partnership's debts 

with their e ntire property (general partner) if the partnership 's asset unable to cover the claim of 

cred itors. 

S21 Ibid, Ani c lc 243 sub·an icles 2 and 24 J sub article 3 
522 

523 Ibid" Anicle 236, 
'" Ibid, Arlicle 287 (2) 
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The limited partnership is a comb ined form of a commercial partnership and a private limited liab ility 

co mpany. It is typical for suc h finn that one or more partners secure the ob ligations of the partnership 

by all the ir personal assets (so-called genera l partners) and one or more of the partners secure the 

obligations of the partnership up to the amount of its non-paid investment co ntribution (so- ca lled 

limited partners) .'25 Other issues co ncernin g the company are decided both by the genera l and limited 

partners by majority of votes, unless stipulated otherw ise in the partnership agreement. 

Limited partners ofa limited partnership cannot be appointed as managers of the firm since, at least in 

principle, only genera l partners of a limited partnership may be appointed as managers. Nevertheless, 

if limited partners, by whatever raison d'etre, 526 represent the limited partnership, they may be jointly 

and severa lly held liab le as general partners for all effects of the representation they have acted upon. 

The limited partner is on ly liable to the extent of his contribution i. e. not personally liable for the debt 

of the firm not unlike shareholders of co mpanies. The limited partnership firm cou ld create a good 

opportun ity for a business man who has unable to take part in co mpany membership by whatever 

reason since it allows limited liability or liability to the extent of the partner's contribution. Article 301 

orthe 1960 Commercial Code declares Limited partners may not act as managers eve n under a power 

of attorney. A limited partner who contravenes this rule shall be fu lly jointly and severally liable for 

any liabilities aris ing out of his act ivities like the genera l partners. Where appropriate, he may be 

declared jointly and severa lly liable in respect of so me or all the firm 's undertakings. General meeting 

o r co llect ive decis ion of the partners is required for: 

I. Variation of the partnership agreement of the partnership 

2. Variation of particular provis ions or clause ofthe partnership agreement 

3. For the appointment of attorney or for the carrying out of any act which goes beyond the 

partnership practice. 

Conse nt of majority of the partners is required to pass a dec is ion of vary ing the partnership agreement 

as a whole or palticular provision of the partnership agreement. When we say majority of partners the 

law presumes major ity of individua l partners to the paltnership unless the partners agree in the 

partnership agreement that majority mean majority in the holding of the partnership . 

4.2.2. MANAGERS 

525 Article 296 
526 However, as we see fi'om article 30 1(4) A limited partner shall not be deemed to act as manager when he/she: consult 
with other partners, deals with the finn , investigates managerial acts, gives advice and counsel to the firm and gives 
permission to do acts outside the manager 's powers. 
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Under the partnership law default rule, the owners of the finn Ithe partners/, sim ply by virtue of being 

owners, manage the partnership. The partners are presumed as managers of the partnership unless 

otherwise prov ided in law and agreements o f the partners. Another extreme ly commo n governance 

mode l in partnerships, and in other non-corporate forms of bus iness, is fo r an agree ment among the 

owners to spec ify who shall be the managers of the business. The tradit iona l limited partnership 

enco mpasses this approach as part of its basic governance model. In this model, so me owners Igeneral 

partnersl manage and face unlimited liability, while other owners I limited partnersl agree to re linquish 

a role in ma nagement in exc hange for limited liability. 

In a partnership type business relation ownership and management is in the same hands. All partners 

being owners are entitled to participate in management. Every partner has an implied authority to bind 

the firm by his act. However, partners may agree to delegate daily management responsibil ities to 

management committee made up of one o r more of the paltners or to third party non member 

managers527 All partners shall have a right to act as managers, unless the partnership agreement or 

decision of the partnership has appointed one or more of the partners or a third party as a manager 

pursuant to Artic les 236, 275, 287 , 297(3) and 300 of the Ethiopian Co mmercial Code. From these 

provisions, one can observe that partnership may be managed by one or more managers. The 

managers may a lso be partners or outsiders, who may be named in the partnership agreement o r 

appointed at subsequent meetings.528 Partnership managers may act for and bind the fir m529 

4.3. GOVERNANCE SYSTEM AND STRUCTURE OF COMPANY IN ETHIOPIA 

One of the key reasons for fo rming a co rporation is the limited liability protection provided to its 

owners. Because a corporation is considered a separate lega l entity, the sharehold ers have limited 

liabi lity for the corporation's debts. The personal assets of shareho lders are not at risk for satisfy ing 

corporate debts or liabi lit ies except the just ification that cause for piercing the corporate veils. 

Co rporations have a set management structure. The owners of a co rporation are shareholders, who 

e lect a board of directors, wh ich then e lects the officers. T he board o f directors is respo nsible for 

managing and exercis in g the rights and respons ibil it ies o f the co mpany. The board sets corporate 

policy and the strategy for the corporat ion, and e lects officers - usually a CEO, vice pres ident and 

secretary l unless the shareho ld ers meeting elect! 530_ to fo llow the po licies set by the board, and 

manage the corporation on a day-to-day basis. In a sma ll corporat ion, the line between the 

shareholders and officers tends to blur because the sa me peop le may be serving in a ll capac ities. 

527 Supra note 526, article 236 and 237 
328 Ibid 
"'Ibid , Art 289( I) 
"0 Ibid, Article 348( 1) 
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In Ethiopian sma ll businesses, most of the t imes are fam ily bus inesses, even if inco rporated in the 

form of private limited co mpa ny the manager and officers and shareholders might be same perso ns. 

Th is makes the co ncept of corporate governance of pr ivate limited co mpany /separation of ownership 

and control! questionab le because the share hold ers and the managers are one and the same perso ns. A 

company under Ethiop ian law may be described as a capital based co mpany with a certain reg istered 

cap ital, which is d iv ided into a certain number of shares. The basic guiding princ iples of a compa ny 

Eth iopia are the followi ng: 

>- The obligat ion of the company to have a certain registered capital; 

>- The ob ligation of the shareholders to make a co ntribution to the reg istered capital o f the 

company; 

>- The participation in the management of the company by the shareho lders so le ly through certai n 

bodies of the company; 

>- Directors ofa share co mpany must be members, or shareho lders, of the compa ny/Article 347/; 

>- No liabi lity of the s hareho lders for the ob ligat ions of the compa ny unless they act as a director 

of the company; 

>- Any loss of the company is bas ica lly not allocated among the shareho lders 

The governance system and structure of Share Co mpanies in Eth iopia is characterized by a strict 

div ision between the enterpr ise part of the company and the capital part of the company. This princ ip le 

is reflected in the basic structure of the co mpany, which co nsists of three statutory bodies; General 

meeting o f shareho lders, board of directo rs and managers. The enterprise of the co mpany is managed 

by the board of directors,53 l which represe nts the co mpany vis-a-v is third parties. In co ntrast, the 

infl uence of the shareho lders in the governance of the co mpany, who represent the capital part of the 

co mpany, is limited to the ir participation in the meeting of the shareho lders.' l2 The activities of the 

third statutory body of the company, managers, run the company o n dai ly basis as to the strategic plan 

of di rectors, are overseen by the board of directors.'l3 

Both, rights and obligations of the shareho lders of a public compa ny, main ly in re lation to the 

governance o f the co mpany, under Ethiopian law are rather limited compared to those of the 

shareho ld ers in a co mpany w ith limited liability i. e. PLCs or even more significant compared to the 

partners in a commerc ial partnership. Share co mpany shareho lders only partic ipate in the cap ital part 

of the company. The enterprise part o f the company is managed by the board of directors. 

Co nsequent ly, the influ ence of the shareho lders on the operation of the co mpany is bas ica lly limited to 

their part ic ipation in the shareho lders meeting of the co mpany. 

'" Ibid, Arliele 347 and 362 
m Ibid, Arlicl e 388 
'" Ibid, Arliele 348(3) and (4) 
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As a ge neral rule, the right of the shareholders to participate in the management of the company and 

their corres ponding right to information on the company is limited to their right to palticipate in the 

general meeti ng. Each shareho lder is entitled to vote and to make proposal s and counter proposals at 

the genera l meeting and to require information and explanations regarding the management and 

bus iness activities of the compa ny. 

The general meeting of the shareholders is the supreme body of a company. Al l major dec is ions, 

which affect the rights of the shareholders and the compa ny, are to be taken in the general meeting. 

The right of the shareho lder to attend the genera l meeting is one of the most important rights of the 

shareho Id er. The shareho IdeI' may attend the general meeting in person or provide someone with a 

power of proxy to do so in his name. 534 There are annual genera l meetings and extrao rdinary general 

meetings of the co mpany. 53' The annual genera l meeting has to take place at least once a year as often 

and in such time as stated in the articles of assoc iation of the company. 

In any case, the annual general meeting mu st take place at least six months after the end of the 

accounting year of the co mpany.536 The general meeting must be summoned by the board of directors 

of the company. The corporate governance law and regulation of Share Company in Ethiopia might be 

differing as to the company objective. Meaning if a certain share company is incorporated in Ethiopia 

with the objective of carry out banking, insurance and microfinance business there is great regulation 

and supervision Ii-o m the government-commercia l bank of Ethiopia. 

4.4. GOVERNANCE SYSTEM AND STRUCTURE OF PRIVATE 

LIMITED COMP ANIES 

Private li mited liability Co mpanies under Ethiopian law may be de~cribed as capita l based compan ies 

with a certain registered capita l'37, which is made up of the contributions of the shareholders. A 

limited liability compa ny is a company whose registered capital is made up of its members ' 

contributions and whose members are not liable for the company's obl igations beyond the extent of 

their co ntribution and it is a very popular lega l form for small and medium-s ized businesses in 

Ethiopia. In Ethiop ia there is one type of company i. e. company limited by shares. A company lim ited 

by shares in Eth iopia can be either a public/Share Company 01' a private limited company. There are 

many differences in the corpo rate governance of private limited and share/public companies in 

Ethiopia. The fo llowing are so me of the basic governance differences ; 

I. Formation: 

'" Ibid, Articles 398 and 402 
5J5 Ibid, Arlicles 388, 417 and 426 
536 Ibid, Articles 417 and 418 
537 Ibid, Article 512 
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For the formation o f Share Co mpan ies a ll capital must be subscribed and 25% of the cash shares must 

be paid-up before reg istration while Private Limited Company is reg istered when the memorandum of 

assoc iation shows statements that the cap ital full y pa id .5J8 A minimum of two and fi ve shareho lders is 

mandatory for the fo rmat ion of private limited and Share Co mpany in Ethiopia respect ively. 539 

Founders are mandatory for the formation of public compan ies in Ethiop ia s ince there is a subscription 

of shares/even ifnot always/ to the general public but not fo r PLC. 

2. Board of directors: 

One great adva ntage of company form o f organization is the separation of ownership and contro l. The 

overa ll performance of a company and the pro fitabil ity of the bus iness a re highly affected by the 

corporate governance bodies. To achieve the targeted rates of growth and expansion of a co mpany, 

competent and profess ional governance bod ies /mainly board of directors and managers/ of the 

company is much important as the accessibil ity of adequate finance. The go vernance of the compa ny 

can be left to a group of professionals (boards of directors and managers) who, with their competence, 

spec ia lized know ledge o r skills, qualifications of training, can bring better co rporate performance and 

success. Governance of the public company is carried on by the shareho ld ers ' meeting, board of 

directors and ge neral ma nage rs. However, in Ethiopia, private li mited compa nies' lack the corporate 

body i.e. board of directors. A private lim ited com pany is managed by one or more managers while 

Share Co mpany is managed by one or more managers and directors whose minimulll number shall be 

three. Unlike a share co mpany, a private limited company does not have a board of directors o r 

managers chosen by the board . A private limited company is managed by its shareho lders or 

so me o f them, like a partnership. 

3. Shareholders meeting: 

Governance o f the companies is carried on by the shareholders' meeting and board of directors' 

audito rs and managers. The co rporate governa nce princ iples and tradition around the world tells us 

that shareholders meeting is one of the main governance body in governa nce of a company. 

Shareho Iders ' meetings may be genera l or special based on the issue or agenda that the shareho Iders 

are going to d iscuses. In Ethiopian private limited company shareho lders meeting is based on the 

nu mbers of shareholders to the company. The Co mmerc ia l Code under article 525 and 532 dictates 

that shareholders' meeting is not necessary when the shareho lders are below twenty and reso lutions o r 

decisions can be made by managers except change of nationality and mod ificat ion of articles of 

association of the co mpany. However, at this point what we have to bear in mind is that the 

Commercial Code does not c learly require it for shareholders ' meeting to change nationa lity of the 

jJ8 Ibid. arti cles 3 12 an d SI7(g) 
'" Ibid, articles, 307( I) and 510(2) 
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company and modificat ion articles of associat io n rather majority conse nt is necessary and this can be 

made by ma nagers as we can notice it 1T0m article 533 of the 1960 commerc ia l code. More over even 

if the Commercia l Code makes shareho lders meet ing as one governing body when members are above 

twenty, t he type of meet ing leither genera l or spec ial meeting/ is not clearly set. 

4. Appointment of auditors: 

Corporate governance is the process o n which o rgan izations are managed and contro lled. It recognizes 

the inhere nt con fli ct in objectives between ownerlshareho lders and managers and thus establishes 

institutions, po licies, and procedures to protect shareho lders' interests. Aud iting is one of the four 

co rnerstones of corporate governance bodies (shareho lders, managers board of directors and auditors), 

and the aud it ing function of auditors has an important role in assisting the governing o rgan to mon itor 

the effect iveness of its governance . Auditors are appo inted by shareholders and are entrusted with the 

inte rnal contro l of the company. By help ing the governing organ in this way, audit beco mes an 

essent ial e lement of the corpo rate governance process. The 1960 Commercial Code of Ethiopia makes 

audito rs o ne of the mandatory statutory governance bodies in the co rporate governance structure and 

system of Share Companies. However, when we co me to private limited co mpan ies, the Commerc ial 

Code puts auditors one of the mandatory governance body when the number of shareho lders is not 

below twenty. When the number of shareho lders that form the private limited company is more than 

twenty the co mpany is obliged to have or appo int at least three auditorsl art ic le 538/1 II. 

5. Liability 

Share ho lders of a share company confront unlim ited liabil ity on ly in their role as d irectors simp ly 

because directors must be shareholders. Shareholders of a private li mited may have un limited 

liab ility in their capac ity as shareholders. Article 519 deals with the consequences ofa contribution 

in kind to a private li mited company. Unl ike the e labo rate procedures set forth in Article 3 15 for 

determining the value of a co ntribution in kind to a share company, Article 519 requires the 

members ofa private limited company to determine the method of valuation and the value of 

the co ntribution. Artic le 519(3) imposes joint and several liability to third persons for the 

valuatio n fi xed in accordance w ith the method determined by the shareho lders. Article 519(4) 

imposes joint and several liability upon a ll members for any overva luat ion of the co ntribution, 

even if they were unaware of the overva luation . 

Another s ituation the law govern ing private limited co mpanies creates unlimited liab ility to private 

limited compan ies shareho lders is art icle 531. T his provisio n makes with the shareho lder-managers 

liabil it y when the private li mited company is in bankruptcy proceedings and the assets are 

insufficient to pay the creditors. The bankruptcy cou rt may order the managers or the 

shareho lders or some of them to pay a ll or palt of the debts of the private li mited company(Artic le 
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531 (I )). Sub-article (I) permits a bankruptcy COUlt to order members, as we ll as managers, to pay 

the company's debts whi le Sub-artic le (2) says that such an order may not be entered aga inst 

members who have not acted as managers, no r where the managers and members show that 

they have acted w ith due care and diligence. The extent to which a shareho lder who is not a 

manager may escape from unlimited liab ility is not c lear. Because the first clause of Article 

531 (2) says that an o rder to pay the co mpany's debts w ill not be made in respect of members 

who did not act as managers. Whereas the second c lause says that such an o rder will not be made 

against members who show that they acted with due care and diligence. However the difficult 

question that creates vague ness here is "Why are members mentioned at a ll in e ither sub-artic le of 

Article 53 1 if only managers may be required to pay?" Generally, in Ethiopia, members of 

private lim ited company don ' t enjoy the priv ilege of limited liability when we compare it w ith those 

who fo rm a share company. 

In Ethiopian busin ess life today, by far the most impOltant corporate forms are Share Co mpanies and 

private limited companies . In Ethiopia 97% of companies are organized as private limited companies 

and while 3% are organized as share compan ies 54o There are certain unique features of Ethiopian 

PLCs that make it d ifferent from public/share co mpanies and other co untries private limited 

companies. The bas ic characteristics of Ethiopian private limited companies are the following: 

~ the ob ligation of the compa ny to have a certain reg istered capita l and the o bligat ion o f the 

shareho ld ers to make a co ntribution to the registered capital of the co mpany; 

~ the participation in the management of the co mpany by the shareholders is not perfo rmed 

so le ly tlU'ough certa in bodies of the company/shareholders meetings/, often the shareho lders 

themse lves manage the company; 

~ The shareho lders are more vulnerab le for liability than shareholders of share compa ny to 

company debts. 

~ The minimum obligatory numbers of shareholders to PLCs is two if less, the fate of the 

company is disso lut io n 

~ The company is not ob liged to observe so me of the principles o f corporate governan ce like 

share compan ies. i. e. no board of d irecto rs 

~ The company is not obliged to have auditor and conduct shareho lders meeting unless the 

number of share holders is not greater than twenty. 

540 As to the data orthe ministry of trade up to July 13/ 2013, there are 22,878 PLC and 464 share companies. One private 
limited company has found registered many limes with different business objective. For example ADAGO MIDROC 
TRADING PLC has registered 84 times, ORLANDO MAROLI FAMILY PLC 40 times, ADDIS ABABA H1LLTON P L 
C 82 limes, GUNA TRADING HOUSE PLC 34 times, IN OUT BUSINESS EXCHANGE P L C 36 times, GREEN 
LAND PLC 34 times, G K A ENTERPRISE PLC 44 limes ele ... of differenl business objeelive. 
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In order to have a proper understanding of how corporate governance works in Ethiopian private 
limited co mpanies, it is essential to become fa mili ar w ith the in stitutional framewo rk. There are many 
acto rs that play an imp0l1ant ro le in shaping co mpanies' behaviours in Ethiopia. They can be roughl y 
d ivided into two main groups: those operating ins id e the co mpany, and those operating outside the 
co mpany. The outer c ircle/o utside actors are composed of regulators, mainly Ministry o f Trade, 
Ethiopian Invest ment Agency, the Legal System, the Judicia l System, Co mpetition or Market, the 
Audi t ing System (externa l auditors) . These externa l actors have a significa nt impact on a co mpany's 
corporate governance, but they ma inly influence through regulations, codes of conducts, certification 
of finan c ia l reports, legal enfo rce ment, etc . Bes ides these institutiona I pillars, there are other age nts 
that may also affect co rporate governance o f PLCs, for example, co nsumers, suppliers, employees, 
media, etc ... respective of the bus iness objective of the private limited company. Although statuto ry 
bodies"l constitute an important internal mechanism fo r ho lding manage ment accountable for the use 
of company assets, effective co rporate governance of PLC is depende nt on the market for corporate 
co ntro l, co mpa ny law, accou nting, and audit ing standards, bankruptcy laws, and j udic ial enforce ment. 

The in ner circle/ in ternal actors co nsists of the shareho lders' genera l meeting/conditional!, board of 
d irectors (not ex isting in Ethiopian private limited co mpany govern ance structure), 
audito rs/cond it ional! and management. In countries that we have see n above /France, China and India! 
a ll fo ur i.e. board of d irectors, shareho lders, auditors and managers are engaged in the 
opcration/governallce ufthe company and are directly responsible fo r co mpany governance. 

4.4. 1. SHAREHOLDERS' GENERAL MEETING 

Needless to say, the importance of meetings cannot be under-emphas ized in case o f private limit ed 
co mpanies. Eve n if fo r the fo rmat ion of co mpany capital play paramount impo rtance, it is an 
assoc iation of perso ns. Various matters have to be discussed and dec ided upon the view of the 
majority. The shareho lder meeting is the supreme organ of the co mpany. It has an exceptiona l 
signi fica nce s ince a) shareho ld er r ights are exerc ised in shareho lder meet ings / i.e. fund amenta l 
dec is ions /measures must be dec ided at the shareho lder meeting/, and b) managers are bo und by 
decisio ns of shareho lders' meetings. A cata logue of fundamental dec is ions /measures reserved fo r the 
shareho lder meeting is fo rmulated cattery starting from artic le 511 of the Co mmercial Code. In 
Ethiop ia the necess ity of co nducting share ho lders meet ing, even if not clearly put by the co mmerc ia l 
code as either genera l o r spec ial meet ing, is conditioned up on the num ber of shareho lders of the 
private limited company. 

541 Shareholders meeting and auditors (when the number of share holders are not below twenty), board ofdireclors (not a statuto!'Y corporate body in Ethiopian PLC) some PLC's make board of directors to playa role in the governance of the com pany. 
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The proper fu nct ion ing o f any co mpany, large or sma ll , requires that the members of the co mpany 

come together from time to time to discuss matters of co mmon interest and to take dec isio ns by 

common consent o r by a major ity as may be poss ible. 54
' The co rporate governance principles and 

trad ition around the world te lls us that shareholders meeting is one of the main governance body in 

governance of a co mpany.'4J Shareho lders meeting can be ge neral or specia l meeting base on the 

iss ues or agendas that the shareho lders go ing to discus. 

In Ethiopia n private limited co mpany shareho lders meeting see ms to be base on the numbers of 

shareho ld ers to the co mpany. The Co mmercial Code under article 525 and 532 dictates that 

shareho lders ' meeting is not necessary when the shareho lders are be low twenty and resolutions o r 

dec is ions may be passed by managers except change of nationa lity and mod ification of articles of 

assoc iation of the company. However, at this point what we have to bear in mind is that the 

Co mmercia l code does not clearly put it shareho lders meeting is mandato ry to change nationa lity of 

the company and modification articles of assoc iatio n rather majority consent is necessary and th is can 

be made by managers as we can not ice it from artic le 533 ofthe 1960 Commercia l Code . 

Share ho lders meeting in the Ethiopian private limited co mpanies governance is set as a mandatory 

statutory body only when the num ber of shareholders is more than twenty.544 In other cases 

shareho lders ' meeting is not mandato ry as we can see it from artic le 533 of the Com mercial Cod. The 

commerc ial code under art icle 533 states that "Where the holding 0/ a meeting is not required by the 

law or by the articles 0/ association, the managers shall send to each member the text a/resolutions or 

decisions to be taken and ask/or the members' written vote thereon ". This wou ld enco urage Ethiop ian 

private limited compan ies owners to continue with the ir kiosk menta lity think ing in the bus iness 

trad it ion that highly affect the bus iness env ironment in Ethiop ia. The Eth iopian soc iety as a whole and 

business com munity in the sa me fas hion has a traditio n of eat ing together while working and doing 

business is almost such a common occurrence. The bus iness trad it ion of Ethiop ians is not doing in 

cooperation or association rather individua lity prevails. 

4.4.2. MANAGERS 

Contrary to other co untries''', corporate governance system and structure, the Eth iopian private 

limited co mpany is typica lly characterized by two bodies of governance. The bus iness act ivit ies of the 

company are managed by managers 546 who represent the company in front of th ird parties. The 

S42 Renee Adams. et ai , Supra note 265 
54J I bid 
544 Supra note 539, Article 525 (2) and 532 
W France, India, china, Czech Republic, etc .. all al lows and make board of directors mandatory in the governance 
structure of private limited company 
'" Supra note 476, Art icle 525(1) and 528 
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shareholders perfo rm their r ights in the share ho ld ers' meeting S47 of the company main ly shareho lders 

are not be low twenty. In Ethiop ia, private limited co mpanies are made to run by a manage r/ managers; 

board of d irecto rs is not recognized as one of a corpo rate governance body. Managers, ot her than 

members, may be appointed by the members o r by the memorandum or a,tic les of assoc iat io n. 548 This 

provisio n of the Co mmercial Code seems controversia l because the art icle see ms to send message that 

shareho lders of the private limited compa ny are co nsidered as managers of the compa ny by default 

like partnership type business organizations. 

T he Co mmerc ial Code stipulates concerning the manner of appointment of members of the company 

as a manager. Fro m art ic le 527 (1) of the Commercia l Code we ca n infer that shareholders of the 

private limited co mpany can be appointed as a manger in the memo randum of associat ion. The 

practice ofappointment of managers of private limited compan ies in Ethiopia shows us that there is no 

non member manager and that a ll the appointed managers are shareho lder managers appo inted in the 

memorandum of association. The Commercial Code gives full power to the managers of private 

lim ited compan ies w ithin the limits of the objects of the company. Provis ions in the art ic les of 

association restricting the powers of the managers co uld have binding effect on ly as between members 

and managers. The restricting of the powers of the managers in the art ic les of associat ion may not bind 

third part ies, even if properly pub lished. The managers are fully and persona lly liable to third parties 

for any breach of their duties under Commercia l Code or the articles of associat ion and or when the 

. b nk 549 company,s at a ruptcy. 

4.5. LEGAL AND PRACTICAL PROBLEMS IN THE GOVERNANCE 
OFPLC 

4.5.1. NUMBER OF SHAREHOLDERS 

In ge neral, lega l forms for corporatio ns in Ethiopia may be distinguished between those, which are 

limited by shares and those made up of individual partners. The corpo rat ions with a perso nal ground 

depend on the individuals, wh ich are firm ly connected with the ex istence of the business o rganization. 

Compa nies w ith a cap ital ground are based on a firmly stated registered capital. The typica l 

representatives of th is form of companies are the publ ic (share) company and the limited liabi lity 

company. Even if cap ita l has a paramount importance in the format ion ofa company, members or the 

perso na lit y of share ho lders playa significance role in the formation and operation of compa ny. 

Due to this fact, company laws o f different countr ies try to determine the minimum and maximum 

number of s hareholders. Especia lly these co untries put the minimum number of share ho lders as 

'" Ibid, Article 525(2) and 532 
S48lbid. Article 526 
549 Ibid, articles 530 and 53 1 
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astringent preco nd it io n for the fo rmation and operat ion ofa co mpa ny. For the fo rmatio n and operation 

ofa private limited company the minimum number of sharehold ers in most cou ntries is two. However 

the reduction o f the number of members below two does not cause for the disso lut ion o f the company. 

Rather it changes its form and name and becomes a s ingle member or one man company. 550 

Fo r example a limited liabi lity company in Czech Republ ic may be fo unded by a sing le shareho lder, 

e ither a natura l person or a lega l ent ity.551 However, a private limited compa ny with a sa le shareho lder 

cannot be a sing le founder or s ing le shareho lder of another limited liability co mpany. 552 Further, one 

perso n may become a s ing le shareho lder ofa maxim um of three Private limited compan ies. To make 

the corporate governance reg ime more efficient and effective the Czech Republic corporate law makes 

private limited co mpany to be governed by three statutory bod ies. S53 In Czech Republic, a private 

limited co mpany is typ ically characterized by three bodies. The business act iv it ies of the compa ny are 

managed by the managing d irector(s}, who represents the company with third parties.ss< The 

shareho lders perfo rm the ir rig ht s in the shareho lders' meeting o f the company and the control 

authorizatio n perta in s to the superviso ry board. s55 In contrast to the joint stock co mpany the 

establ ishment of the superviso ry board is not mandato ry. 556 

As we see in chapter three, under French corporate governance law and practice, SAR.L is a required 

to be formed by at least two shareholders, created for a commercia l purpose. However, a SARL may 

be created by, and may cont inue to exist with, o nly one shareholder. S57 A SARL with only o ne 

shareholder is known as an enterprise unipersonnelle a ' responsabilite ' limite 'e (EURL}, 558 A EURL 

is cons idered to be a special type of SARL and is subject to the regulations applied to SARL unless 

specifically ind icated otherwise by the law, What are required to have is directors to run the company 

and the reduction o f shareho lders be low two does not cause fo r the disso lution of the company, 559 

Under the C hinese 2005 compa ny law, the law puts the maximum number of share ho lders and does 

not determine the minimum requirement. A limited liabilit y co mpany established according to 2005 

co mpany law sha ll inc lude the words "limited liab ility company" or "limit ed company" in its name,S60 

A limit ed liability company can be established by no mo re than 50 shareholders that make capita l 

550 For exam ple France, Chinese, Indian, Germany, Czech Republi c etc company laws make PLC to exist as a single 
member com pany when the members reduce below two 
551 Frank Dornscifer (Ed.), supra note 360, p. 39 
552 Ibid 
SB Ibid 
554 Ibid 
55) Ibid 
SS6 Ibid 
"' I 'd,p I97 
S58 Ibid 
559 Ibid 
560 Supra note 450, Art. 72 
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contributions561 A private limited company in china can be run by a single individual (single person 

co mpany) and the state (who lly state-owned limited liability companies)562 That is the reduct ion of 

the mem bers of the private limited company below two does not cause for the disso lution of the 

company, 

What is put as a mandatory requirement for the format ion of private limited co mpany in China is to 

have statutory corporate body fo r governance of the company, The lega l structures of the jo int stock 

companies has three mandatory organs ; the board of directors, the superviso ry board and the genera l 

meeting56} The private limited liability co mpany is also composed of three mandatory organs: a board 

of d irectors, a supervisory board and a board of shareho lders (or general meet ing)564 In the private 

limited liability compa ny the "manager" is not mandatory for the limited liability company like join 

sto ck company and One-person limited liab ility companies are not requ ired to estab lish a board of 

shareho lders (general meeting),565 

Whereas, As to the 1956 co mpany act of India, private limited co mpany is a voluntary associat ion of 

not less than two and not more than fifty members, whose liab il ity is limited, the transfer of whose 

shares is limited to its members and who is not a llowed to invite the general public to subscribe to its 

shares or debentu res .'66 A private company can be incorporated by a minimum o f two (2) members 

whereas the maximum number of members of a private company cannot exceed fifty (50), 567 In the 

Indian company act the reduction of shareholders below two does not be a good cause for the 

disso lution of private limited company rather it recognizes one person co mpany56. 'One person 

co mpany' has been recognized under the 2013 company act. 569 

The Co mmerc ia l Code Ethiopia requires a minim um of two and a maximum of fifty shareho lders to 

the forma tion and operation of private limited co mpany, Co ntrary to other countries co rporate law, the 

ultimate fate of the private limited company if the shareho lders reduced below two is dissolution of the 

co mpany, This makes the business soc iety in Ethiopia to search for other means/room to escape fr om 

this mandatory requirement, In collect ing data I;'om the ministry of trade, I have consult 300(three 

561 Ibid 
562 Ibid 
561 Ibid Art 11 4 
564 Ibid ' . 
565 Ibid 
566 Supra note 454 
567 Supra note 455 
568 Supra note 456 
569 Indian company act, 2013, Clause 166 
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hundred) pr ivate limited companies' data from the registration documents."o Among these 90% are 

fami ly base bus inesses w ith on ly two shareho lders. 571 

What is worse here is that the share of one of the shareholders (most are wives and ch ildren) are 

no mina l shareho lders. In the shares of the shareho lde rs I have found that the ratio of99 to l , 99 t03, 

3998 to 2, 990 to 10, etc .... of shares. 57' No mina l shareholders are surprisingly minors and the block 

shareholders are parents .'73 So one ca n ask the sources/shares fo r the capita l of these minors; most 

probab ly the parents are the so urces for the capital/shares of the minors. They make this so as to pass 

the stringent requireme nt of a minim um of two shareholders for the format ion of private limited 

company. The co rporate governance pract ice of other countries show us that a private limit ed 

company cou ld be fo rmed by one member/shareho lder, however what is required to have is the 

mandatory statutory bodies fo r the governance of the co mpany i.e. d irectors, auditors, shareho lders ' 

meet ings and managers. Therefore, th is is a big legal and practical prob lem in the corporate 

governance of private limited co mpan ies which encourages the kiosk mentalit y thinking of Ethiop ian 

business commun ity. 

4.5.2. MANAGERS VS. DIRECTORS 

One of the defining characteristics of modern corporations IS that the separate lega l 

perso na lity/existence of co mpany from its fo unders/owners. Where co mpany has it s own legal 

perso na li ty im pl ies that it can be the subject of rights and liabilit ies. There is a formal separation of the 

company's management fi'o m the shareho lders. The primary purpose o f a corporate governance 

structure should always be the efficient management of the co mpany. S ince a company is a separate 

legal entity, it can only make dec isions and change its bus iness through the persons authorized fo r that 

purpose who in turn are accou ntab le to the members,.'74. 

Distinguishing between ownership and contro l and explaining the agency factor, i.e. the owners of the 

company hire directors/ managers (agents) who co ntro l and manage the assets of the company is an 

intrins ic feature of the company and one that is ce ntra l to any corporate governance model. 57l The key 

acto rs in co rporate governance are share ho lders, board of directors' managers and auditors. These 

co rporate governance bodies have their own fundamental s ignifica nce in the governance ofa co mpany 

570 Ministry of Trade, supra note 19, Business Registration documents of200 1, 20003 , 2004, and 2005. 
S71 Ibid 
572 data from the registration documents or2003 , registration no. 1243, 3477,2314 and 1064 respectively 
m Ibid 
574 Supra note 233 
575 Supra notc 146 
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in which one cannot substitute the ro le of the other. l76 Or it is di fficult to make the ro le played by one 

governance body to be run by o ther body s ince they have their own spec ific and natural ro le as to their 

establishment s in ce they have the ir own natural fun ct ion. For exa mple managers cannot perfo rm the 

ro les of a di recto rs or share ho lders at the sa me lega l status. This is the distinct behav iour of a 

co mpa ny. 

One po ints what we have to recall here is that the difference between directors and managers of 

co rporate go vernance and co rpo rate management. There are many fu ndame ntal differences betwee n 

being a director and a manager as we see in the previo us chapters. It is the board of directo rs who must 

provide the intrins ic leadership and direction at the top of the organization; establish and maintain its 

vis io n, miss ion and va lues. l77 In corporate governance principle and practices, it is the respo nsibility 

of the board o f directors to prov ide central leadership and direction in formulating company strategy 

whereas managers carry through the strategy on beha lf ofthe directors. Directors, not managers, have 

the ultimate respons ibility fo r the long-term prosperity of the co mpany while managers are not 

respo ns ible for making strategic dec isions fo r the company and hence are on ly concerned with 

implement ing the dec isio ns made by the board of directors. 578 

By g iving due recognit io n o f this fact di ffe rent countries co mpany law make private limited co mpany 

to be run by a certain statutory body. Most o f the co untr ies around the wor ld make private lim ited 

co mpany to run by dir~clurs/buard of directo rs. '7' The co untries wllat we have seen above (French, 

India and china) make the ir private limited co mpany to be run by directors than managers. Und er 

French corporate governance pract ice, a SARL mu st have at least o ne director (" geranl"). Two 

d irectors l"eo-gerants"l, and a pane l of directors I"eollege de gerants"l each of whom wi ll have the 

right to represent the company may a lso be appo inted. 58o 

The Company Law of the Peo ple' s Republic of China prescr ibes for a two tier board not only in joint 

stock companies but a lso for limited liabi lity co mpanies. The limited liability company is a lso 

composed o f three mandatory organs: a board o f directors, a supervisory board and a board of 

shareho lders (or general meet ing). One difference between the limited liability company and the joint 

stock co mpanies is that the "ma nager" is not mandatory for the limited liability company. The board of 

d irecto rs of limited liability co mpanies mu st genera lly comprise 3 to 13 members whereas jo int stock 

limited co mpany sha ll set up a boa rd of directors, which s hall be composed o f 5-19 perso ns. 

576 Chris Pierce, The Effective Director, London: Kogan Page, 2003 As cited in Th e International Finance 
Corporation(World Bank Group), Who's Running the Company?: A guide to reporting on corporate governance, 
Washington: (20 12), p 19 
577 Ibid 
573 Ibid 
579 Supra notc 545 
580 Supra nOlc 397 
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However, as to the Company Law of the Peop le 's Republic of China, limited liability companies wit h 

re lati ve ly fewe r shareho lders or ofa re latively smaller sca le may ap point an executive director instead 

of establishing a board of directors. 581 An execut ive d irector may ho ld the post of the company 

manager concurrently. A limited liability company may set up a board of supervisors, which sha ll be 

composed of at least 3 perso ns.'82 For a limited liab ility company in which there is a relative ly sma ll 

number of shareholders or which is re lative ly sma ll in scale, it may have I or 2 superv isors and does 

not have to establish a board ofsuperviso rs.'8J 

Under the Indian company law, the shareholders own the Company but they do not manage the affa irs 

of the Compa ny. As per the Ind ian Companies Act of 1956 every Private Limited Co mpa ny 

inco rporated in India is required to have at least two directors on board .'84 A private company is 

required to have at least two directors while a public company should have a minimum of three 

directors. This shows us that there is a c lear separat ion of owners hip and contro l in the Indian private 

limited co mpany. It is the d irectors who run the Company as per the provisions of Memorand um and 

Articles of Associatio n. Shareholders decide who w ill be the d irector by pass ing a reso lution in the 

Annual Ge neral Meeting.'85 

Contrary to othe r countries corporate governance tradition, the Ethiop ian compa ny law dictates private 

limited co mpany to be run only by managers than recognizing managers and directors as a statutory 

governance bodies. Un lik~ a share company, a private limited co mpany does not have a board 

of directors o r ma nagers chosen by the board. A private lim ited company is managed by its 

shareho lders or some of them, like a partnership. The 1960 Commerc ia l Code of Ethiop ia under 

Artic le 525(1) stipulates that "a private limited company shall be managed by one or more 

managers .'. Moreover, article 526 says that Managers, other than members, may be appointed by the 

members or by the memorandum or articles of association for sllch period as is considered desirable. 

These te ll us that shareholders of a private limited company are by default cons ider as managers of the 

company like partnership type of businesses that partners are co nsid ered as managers by default by the 

mere fact of being a partner to the partnership. This is one of the bas ic nature or characteristics of 

private li mited company in Ethiopia. 

In private li mited companies/sma ll bus iness, it is im portant to recognize that the company is not an 

extens ion of the personal property of the owner.'86 The process of in co rporation invo lves two 

581 Supra note 433 
582 Supra note 434 
583 Supra note 439 
584 Supra note 462 
585 Supra note 46 1 
586 Serl e AA and Means GC, The Modem Corporation and Pri vate Propertv, New York: MacMi llan, ( 1963), p 
31 I. 
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processes of separation in relation to ownership . One is that the corpo rat ion itself is separate fi'om its 

investors. The other process is the separation of the right of ownership itse lf. In the classic sense, the 

right of ownership is an abso lute right which cons ists of a bundle of rights including residua l claimant 

rights, the right of disposit ion, the right of contro l, the right to interest . 58? This means that the owner of 

the propelty has a comp lete and abso lute right over the propelty. While shareholders have the res idual 

c laimant rights over the propelty, the right of disposing and us ing property is exercised by the sa laried 

manager(s).588 In fact, in a corporation, the bundle of rights attaching to ownership is separately 

owned and exercised by different people as participants including shareho lders, managerial staff, 

employees, cred ito rs and in so me cases, government inst itut ions. 589 Hence, it is appropriate to say that 

a corporat ion is a coa lition of different groups with different interests. 59D This is the essentia l 

difference between the internal structure of the corporation and of the class ic enterprises. Thus having 

effect ive governance ITamework that defines the ro les, responsibilities and an agreed distribution of 

power amo ngst share ho Iders, the board, manage ment and other stakeho Iders is necessary to the 

Ethiop ian PLCs. 

However, this does not mean that the shareho ld ers/owners of the co mpany do not invo lve in the 

management of the co mpany. Shareholders cou ld be participating in the governance of the company 

e ither in director's status, manager's status or shareho lder status. Neverthe less what we have to bear in 

mind is that the shareho lders participate in the governance of the company not on ly as an owner status 

rather as a director or manager who run the company by tak ing the interest of the company and 

stakeho lders as a centra l or focal point of governance. 

When we see Share Companies and private limited companies there is a poss ibility that both of the m 

co uld be fo rmed w ith same numbers of shareholders and same cap ital amount. For example, both may 

have ten o r twenty members/shareho lders with five million registered cap itals. However, as to the 

1960 Commerc ial Code the share company is obliged to be run by directors and managers whereas the 

private limited co mpany run s by managers. I ra ise this by taking under considerat ion that being a 

director/board of directo rs and manger/team of managers has different legal and practical status. At 

this juncture, one can ask "what the rationale behind this distinction is" as far as both have same 

pos itive and negative externality respect ive of the bus iness objective of the company. Thus it is a big 

governance lacu na for the private limited company in Ethiopia that requires deliberat ion ITom the 

business com nllillity, the government. 

587 Ibid 
588 Ibid 
589 Id, P 8-9 
590 Rosser M, Microeconomics: The Finn and the Market Economy, London: MacM illan Education, {I 988), p 
118. 
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4,5,3, SHAREHOLDERS MEETING 

Mainly, there are fo ur gro ups of corporate actors play ing important roles in manag ing and monito ring 

a corporation; shareholders, the board, managers and auditors , Effect ive corporate governance requires 

a clear understanding of the respective roles of the board, managers and s hareho lders, their 

relationships with each other, and their re lationships with others that have an interest in the 

corporation and its we ll-being.''' Shareho Iders are the rea l company owners because they invest their 

money, The modern developme nt of co rporate governance is a movement fi'o m the shareholders' 

meeting to the board of directors, as a result of the division of ownership and co ntro l. 592 One of the 

fundamental e lements in the rights, privileges and powers of a shareholder is the power to playa part 

in the governance of the company,59J They indirectly contro l the company by appointing the board of 

di rectors as the ir representatives to superv ise the co mpany for their best interest. Shareho lders clutch 

the ultimate right to decide imperat ive matters, 

The shareho Iders' meeting is the supreme body of any company, All major dec isions that affect the 

rights of the shareholders and the company are to be taken in the shareholders' meeting, The 

shareholders ' meet ing of a limited liabi lity company may be composed of all the shareho ld ers, 

Meetings of members are meetings where the members / shareho lders of the company meet and 

discuss various matters. As mentioned eariier, all decisions, which may have a substantia l impact on 

the structure of the company or the framewo rk of its business, are to be taken by the shareho lders' 

meeting. Kinds of Co mpany meetings in a company can be shareho ld ers meeting, board of directors 

meeting and other meetings. 

Share holders meeting are most of the time annual genera l meeting and extraordinary general meeting, 

Under the Indian co rporate governa nce law, every type of co mpany, public or private, limited by 

shares or by guarantee, with or without share capital or unlimited company, are ob liged to conduct 

shareho lders' meeting once a year. 594 Every co mpany must in each year hold an annual genera l 

meet ing. Not more than 15 months must e lapse between two arulllal general meetings, 595 As to the 

1956 company act of India, Every ge neral meeting (i.e, meeting of members of the company) other 

than the statutory meet ing and the annual ge nera l meeting or any adjournment thereof, is an 

59l Business Roundtable , Supra note 275 
592 Dine J, 'Private Property and Corporate Governance Part Il: Content or Directors' Duties and Remedies' in Fiona 
Macmillan Patfield (cd), Perspectives on Company Law: (1995), p 117 
59} Per Samue]sson , Supra note 260 
594 Supra note 479 
595 Ibid 
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extraordinary general meeting. Such meeting is usually ca lled by the board of directors for some 

urgent business which cannot wait to be decided till the next AGM. 596 

In Ch inese Company law, share ho lders' meetings are c lass ified into regular meetings and interi m 

meetings. The regu lar meetings sha ll be timely held in accordance with the articles of association but it 

must be annua lly.597 The shareholders' meetings shall be convened by the board of directors and 

pres ided over by the chairman of the board of directors. 598 Shareho lders may needed and pass 

resolution at a shareholders' meeting on revising the articles of assoc iation, increas ing or reducing the 

registered capita l, merger, sp lit-up, dissolution or change ofthe company form. 599 

Under the French Co mpany law the shareho lders ofa co mpany genera lly exercise the ultimate contro l 

over its management by appointing and dismissing the company directors. The exercise, by the 

directors, of the ir duties is ultimate ly contro lled by the shareho lders, who have the authority to revoke 

the directors and are called upon to resolve on certain material decisions (such as, approva l of financial 

stateme nts, sale of material assets /fonds de commerce!, share cap ital increases and reduct ions, etc.)6oo 

The most impol1ant decisions can only be taken by the shareholders by way of general meeting. 

When we come to the Ethiopian corporate governance law and practices it is difficult to say 

shareho lders' meeting is considered as one of the fo rmal body in the governance of private limited 

companies. As it is c learly stipu lated under article 525 and 532 the 1960 Commerc ial Code private 

limited companies are governed by a manager or managers and the shareholders general meeting is 

required by the law when the number of shareholders is more than twenty. Th is shows us that 

shareholders' meeting is cond it ional body of corporate governa nce. Where the number of shareho lders 

in a private lim ited company is not more than twenty the members to the company are not obliged to 

conduct shareho Iders meeting eve n if certain decisions require the co nsent or vote of majority of the 

members such as the dismissal of managers, change of nationality of the company and amendment to 

the art ic les of association of the company. As we see j]-OID scattered provisions of the Commercial 

Code these decisions do not require to be made at the shareho lders genera l meeting. It can be done or 

taken w ithout shareho lders meet ing, (art icle 532 of the commercial code), when the managers send to 

eac h member the text of reso lut ions or decisions to be taken and ask for the members written vote 

thereon. 

One question what we can raise here is that what is the rat iona le of making share holders meeting 

participation in the governance of the private limited company base up on number of shareho lders. 

596 Supra note 49 
597 Supra nOie 450 
598 Supra note 446 
599 Ibid 
600 Supra note 402 
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Does the corporate governance law regulate the members of the company, the capital o f the company 

o r the company? We can ra ise the above example that when the number of shareho lders and reg istered 

capita l of Share Co mpany and private limited company is the same. At this case the share co mpany is 

ob liged to conduct shareholders meet ing or make shareho ld ers meeting as one of mandatory statutory 

body in the governance of the co mpany whi le shareho lders meeting is not put as a statutory body in 

the governance of private limited compa ny when the number of shareho ld ers is not more than twenty. 

One might raise here another question that "what is the need of shareho lders meet ing in case that the 

manager and owner of in mo st private limited companies of Ethiopia is one and same person s ince 

most private limited co mpanies are family businesses". However, Share Compa ny may be here 

establish with fa mily base that the managers, board members and shareho lders are same individuals 

but at the same time the company law and corporate governance tradition in Ethiopia make such 

company to be governed by managers, aud itors, board of directors and shareho lders' meeting. The 

rat iona le behind such co rpo rate princ ip le and tradition is that company is a separate lega l perso n fi'om 

its founders or owners and company contain the interests of not only ins iders but a lso outsiders. The 

brain of co mpany is these statutory governance bodies in which the company runs by these statutory 

bodies acting in the ir respective capacity i. e. e ither as a manager, director o r shareholder601 

As far as the u lt imate purpose or aim of co rporate governance principles is to give an assurance or 

guarantee for the members , stakeho lders (creditors, employees, customers etc .. . ) of the long term 

existe nce o r operation of the co mpany, makin g a ll statutory bodies i.e. shareholders, directors, 

managers and auditors to be fu nctional is not a choice rather it is a necess ity. Especia lly in a country 

like Ethiopia, private limited compan ies playa substantial role in the co untry's economy, making the 

principles of corporate governance to be fi.111ctional is not a luxury rather is a necess ity/co mpulsory. 

5. AUDITORS 

We say corporate governance is the process on which organizations are managed and controlled. 

Corpo rate governance recognizes the inherent confl icts in objectives between owner shareholders and 

managers; and thus establishes institutions, po lic ies, and procedures to protect shareholders' interests. 

Auditing is one of the four co rnerstones of co rporate governance (shareholders, managers board of 

directo rs and auditors) , and the auditing filn ction of auditors has an important role in assisting the 

governing o rgan to mon itor the effective ness of its governance.602 By helping the governing organ in 

this way, audit becomes an essential ele ment of the corpo rate governance process. As internal audito rs 

are part of the in terna l contro l system, one of the ir significant ro les is to g ive assurance on the risk 

60 1 Stephen M. Bainbridge, supra not 233 
602 Lawrence 8., et aI, Sawyer's Internal Auditing: The Practice of Modern Internal Auditing! Altamonte Springs, FL: 
Institute of Internal Auditors, Vol. 5, No I (2013) , P 49 
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manageme nt systems objectively to the management of the organizat io n.603 Internal audit ' s/o r aud it 
committees/ re lations h ip with board of directors is cons idered to be of fundame nta l importance to 

I . I 60' ac lleve saune corporate governance. 

Under the Ind ian company act every co mpany is obliged, at each annual genera l meeting; to appoint 
an audi tor or aud itors to hold office from the co nc lusio n of that meet ing unt il the co nclus ion of the 
next an nual genera l meet ing605 The company act ob liges a ll compa nies to have aud itors is not base up 
o n either the number of shareho lders or capita l and inco me or profit of the compan ies rather as far as 
the private limited compan ies have already incorpo rated are req uired to appoint auditors.'06 Where at 
the AGM the shareho lders fai l to appoint or re-appo int auditors, the Centra l Government may appoint 
a person to fi ll the vaca ncy."07 The auditors have same right of getting any info rmation as shareho lders 
any member of the company is entitled to have608 That is a ll not ices of, and other communications 
relat ing to , any ge nera l meeting of a co mpany wh ich any member of the co mpany is ent itled to have 
se nt to him shall a lso be forwarded to the auditor of the compa ny; and the auditor shall be entit led to 
attend any genera l meeting and to be heard at any genera l meeting which he attends on any part of the 
business which concerns him as auditor. 

In France, whether a co mpany has to have an auditor depends on the legal fo rm of the enterprise and 
its size. Enterprises with the lega l for m SA (Sociel<! Anonyme), SCA (Societe en Commandite par 
AClions) and SAS (Societe par Actions Simplijiee) must have a statutory auditor, regard less of their 
s ize.609 In Fra nce a SARL must appo int an auditor if it exceeds, at the c lose of a fin ancia l year, two of 
the three fo lIow ing thresho Ids: € I .550.000 of total assets, €3. 1 00.000 of turnover, 50 emp loyees.'iO 

Under the China corporate governa nce law, a ll companies are required to prepare financia l accounting 
reports at the end of each accounting year, which shall be audited by an accounting firm. 611 The China 
Company law dev ise compan ies to be aud ited by an auditing firm612 The Chinese company law 
prefers company fi nance to be audited by an account ing firm tha n to appo int interna l auditor like other 
cou ntries such as French and Ind ia and even Ethiopia (when the number of shareho lders is more than 
20). 

60J Ibid 
604 For detail s see the website of the Institute of Internal Auditors at: hnp://w\\'w.i ia.Ofe..uk/en/KnO\\iedgeCcn tre IR esou rceLi braryl corporate-govern an ceo c fill 
60S Supra note 47 1 
""" Ibid 
607 Supra note 4 73 
608 I bid 
609 Frank Dornseifer(Ed), supra note 379, p 20 1 and French Commercial law, Art L. 225-2 18 
610 Ibid , P 219 
6]1 Supra note 441 
612 Ibid 
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When we come to the Eth iopian Commercial Code, private limited companies in are not ob liged to 

have aud itors unless the numbers of shareho ld ers is more than twenty/article 525/. [n Ethiopia, even if 

many of the large firms are incorporated as private limited companies they are not lega lly required to 

publish the ir financial statements. As clearly stipulated under article 538 of the Co mmercial Code, 

where a private limited company consists of more than twenty members, not less than three auditors 

sha ll be appo inted in the memorandum of association. Aud itors may be re-elected at such periods and 

und er such conditions as may be provided in the articles o f association. Auditors may be dismissed as 

provided in the articles of association. 

The recognition of auditors as a corporate governance body base up on the number of share holders 

makes Eth iopia n private limited companies odd from other countries corporate governance law and 

practice. In companies, we are audit ing not the members rather the cap ital or asset of the company. If 

so, it is not clear why having auditors is base on the number of shareho lders of private limited 

compan ies in Ethiop ia. A private limited company may run a huge capital for that matter may be 

greater than Share Company even if the number of shareholders is less than twenty. Or there might be 

a situation in which the number of shareho lders and cap ita l of a share company and private limited 

company be the same. Neverthe less, the co mpany law makes share co mpanies to have auditors while 

private limited companies are not obliged to have. Thus, it is illogical to make private limited 

companies to have auditors base on the number of shareho lders. It seems that making private limited 

company to have auditor base on the numbers of share ho lders is that such companies are cons idered 

as fam ily business in Ethiopia and so as to make a private limited company not to govern by a board 

since auditors are taken as one of the committees of board of directors in the corporate governance 

principle. That is to avoid bureaucratic governance system of private limited companies/family 

business. However, this is not the fact in today 's PLCs business in Ethiopia. 

5.4.1. CONFLICT OF INTEREST 

Co nflict of inte rest (or agency problem) between shareholders and managers are aris ing from th e 

separation o f ownersh ip and control. There can also be conflicts of interests between co ntrol ling 

shareho ld ers and minority shareho ld ers. Even though, this is a feature of publicly owned corporations 

whe re share ownersh ip is dispersed among a large number ofshareholders who do not directly manage 

the compan ies, it also happens in c lose ly he ld/ private limited companies because the very cause for 

the rising of confl ict of interest is separat ion of ownersh ip and control o r separate lega l 

ex istence/personality of companies fi'om its creators/owners. The primary reaso n for corporate 

governance is the se paration of ownership and control and the agency problem it engenders. 
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The manifestations of agency pro blems or conflict of interest are excess manageria l co mpensation, 
excess manageria l perks, emp ire build ing, pet projects (fl'ee cash flow problem), s lacking, misuse o f 
co rporate resources etc61

'. The issue of conflict of inl erest is c learly addressed in the Co mmercia l 
Code on Ihe part that dea ls on share compa nies. Mainly artic le 355, 356 and 409 of the commerc ia l 
code dictates abo ut the rest rict ion of private trade for directors with riv a l or competing compan ies 
direct ly or ind irect ly, restriction of dealing between a co mpany and its directors and restrict ion of the 
right of vote of a member when a con fl ict of interest arise between the company and the 
member/s hareho Ider. 

In the Eth iopian private li mited companies, the prob lem of conflict of interest o r agency pro blem 
mainly arises whe n the sha reholders appo int non member manager. The Commercial Code und er 
article 526 allows privale li mited compa nies share ho lders to appo int non-member managers. The 
commercial code under article 526, "Managers , other than members, may be appointed by the 
members or by the memorandum or articles of association for sllch period as is considered desirable . .. 
During th is time the problem o f conflict of interest may arise. The code does not put a mechanism 
abo ut how to so lve conflict of interest between shareholders/members and the private li mited 
company, man agers vs. shareho lders, managers vs . the company and managers vs. other stakeho lders 
except ordering managers to perform their dut ies within the limits of the objects of the company with 
due care and d iligence6l4 Except these, there is no lega l prov ision in the commerc ial code dealing on 
private limited company about the issue of conll ict of interest unless one can consult other laws by 
fo llow ing pr inc ip les interpretat ion of law. This is a big lega l and practica l corporate governance 
problem of Ethiop ian PLCs. 

3.6. THE NECESSITY OF HAVING BOARD OF DIRECTORS TO ETHIOPIA 
PRIV A TE LIMITED COMPANIES 

Co rporate go vernance is often, and wrong ly, rega rded as the exc lus ive do ma in of large corpo ratio ns 
with shares that are traded in stock exchanges or public subscription6l5 Perhaps th is is because Ihe 
data of those corporations are public and availab le for scru tiny by investors, academics and other 
slakeho Iders. However, the need for better governance is even more important for smaller/ private 
limited companies/ fam ily bus in esses. Share companies are as vis ible as the tip of an iceberg, but 
below the waterline we find a much larger number of compan ies, mosl ly fam ily-co ntro lled/private 
limiled companies in Eth iop ia. In Ethiop ia, about 463 compan ies are share companies whereas above 
22,000 companies are pr ivate limiled compan ies. Co rporate governa nce has thro ugh these days 

61} Reinier R. Kraakman, et aI , The Anatomv of Corporate Law: A Comparative and Functional Approach , New York: (Oxford UniversilY Press, 2004), p 21 
614 Commercial Code orEthiopia, Supra note 481, Article 528( 1) and 531 (2) 
615 Fianna Jesover, Bcatrix Dekostcr (Ed.), Corporate Governance arNon-Listed Companies in Emerging Markets , (OECD Publishing, 2006), p. 12 
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received co ns iderable attention, but most of the attention has been g iven to boards and governance in 

share co mpan ies. However, most companies are small and medium s ized, have conce ntrated 

ownership and in most cases they can a lso be characterized as PLCs businesses . 

Distinguishing between ownership and control and explaining the agency factor, i.e. the owners of the 

company hire directors/ managers (agents) who control and manage the assets of the company is an 

intrin sic feature of the company and one that is central to any corporate governance mode l. The key 

actors in corporate governance are shareholders, board of d irectors, managers and auditors. These 

co rporate governance bodies have their own fundamental s ignificance in the governance ofa company 

in whic h one cannot substitute the role of the other. It is difficult to make the ro le played by one 

governance body to be run by other body s ince they have their own specific and natural role as to their 

establishment. For example managers cannot perform the roles of a di rectors or share ho lders at the 

same lega l status. This is the distinct behav iour ofa company. 

One point we have to reca ll here is that the difference between directors and managers of corporate 

governance and corporate management. There are many fundam enta l differe nces between be ing a 

director and a manager. It is the board of directo rs who must provide the intrinsic leadership and 

directio n at the top of the organization; estab lish and maintain its vision, miss ion and values.61 6 In 

corporate governance pr inc iple and pract ices, it is the respons ibility of the board of directors to 

provide central leadership and direct io n in formu lating co mpany strategy wh~r~as managers carry 

through the strategy on behalf of the directors6l7 Directors, not manage rs, have the ultim ate 

respons ib ility fo r the long-term prosperity of the company while managers are not responsible for 

making strateg ic decis ions for the company and hence are on ly concerned with implementing the 

dec is ions made by the board ofd irecto rs618 By giv ing due recognition of th is fact , different countries 

co mpany law make private limited company to be run by a certain statutory body. Most of the 

countries around the world make private limited company to run by directors/board of directors. 619 

Contrary to other countries corporate governance tradition, the Ethiopian co mpany law dictates private 

limited co mpany to be run by managers than directors. The 1960 Commercia l Code of the empire 

under Art ic le 525( I) stipu lates that "a private lim ited company shall be managed by one or more 

managers ". Plus to this article 526 says that Managers, other than members, may be appointed by the 

members or by the memorandum or articles of association for such period as is considered desirable. 

These te ll us that shareholders of a private limited company are by default considered as managers o f 

616 I-Iu se, M., Board-Management Relation s in Small Firms: The Paradox of Simultaneous Independence and 
Interdependence, Small Business Economics. (1994), p. 55 
617 Ibid 
618 Ibid 
6 19 Supra note 477 
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the co mpany like partnersh ip type of bus inesses that partners are co nsidered as managers by defaul t! 

by the mere fact of be ing a partner to the partnership. This is one of the bas ic nature or characterist ics 

of private limited co mpany in Ethiopia. 

An effective governance framewo rk defin es roles, responsibilities and an agreed distribution of power 

amongst shareho lders, the board , management and other stakeholders. Espec ially in private limited 

compan ies/s mall bus iness, it is important to recognize that the company is not an extension of the 

perso nal property of the owner. However, this does not mean that the shareho lders/owners of the 

company do not in vo lve in the management of the company. Sharehold ers cou ld participate in the 

governance of the company either in directo r 's status, manager 's status or shareholder status. But what 

we have to bear in mind is that the shareho lders participate in the corporate governance of the 

company not as an owner status rather as a director or manager who run the co mpany by taking the 

interest of the company and stakeholders as a centra l or focal point o f governance. 

The data fi·om the ministry of trade te lls us almost all of the private limited companies are run or 

managed by a s ingle manager even not by team of managers. The manager in most private limited 

co mpany is the husband/father of the w ife and children respectively. This makes private limited 

co mpany more co mplex and difficult to differentiate separation of ownership and co ntro l in Ethiopia. 

Co rporate governance goes beyond the protect ion of shareho lders6 2o Co rporate governance of private 

limited co mpanies sho uld also aim to protect the interest of other stakeholders, such as employees, 

suppliers and credito rs and the society as a who le. 621 

In Eth io pia, most private limited co mpanies are owned and contro lled by two individuals or by a 

family. In many cases, owners cont inue to playa significant direct ro le in management. Good 

governance in this context is not a question of protecting the interests of absentee shareho lders. Rather, 

it is co ncerned with establ ishing a framewo rk of company processes and attitudes that add va lue to the 

bus iness and help ensure its long-term continu ity and success. In many private limited co mpanies, the 

distinction between the members of the governance tripod of board, manage ment, and shareholders 

may often unclear. An owner-manager may fulfil a ll or several of these roles. Nonethe less, it is 

impOitant to be acquainted with the unique ro le that the board plays in the leadership of the co mpany. 

It has ove rall respons ibility for the company 's act ivities. 

The purpose of co rporate governance is to fac ilitate effective, entrepreneurial and prudent 

management that can deliver the lo ng-term success of the company. In Eth iop ia, Private limited 

co mpan ies have increased in number, s ize and co mplexity and they require more co mplex 

620 Fianna Jesover, Beatl"i x Dckostcr (Ed.) , supra note 6 15 
621 Ibid 
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organizationa l structures and a more diverse workforce possess mg various levels and areas of 

expertise.62 2 Private limited companies are of particular importance in cou ntry like Ethiopia with less 

developed capita l markets. Therefore, it is necessary to put a comprehensive lega l fTamework 

concerning the governance of private limited compan ies and making private limited company to be 

run by board is not a choice rather it is a necessity. Good corporate governance for private limited 

compan ies is not on ly concerned primarily with having a board of directors and the relationship 

between a company 's board of directors and the company's shareholders (as with publici share 

companies) rather it is more about establish ing a fi"amework of company processes and attitudes that 

wi ll add value to the bus iness and the nationa l economy, help build its reputation and ensure its long-

.. d 623 term contlllUlty an success. 

Good governance can playa cruc ial role in gaining the respect of key external stakeholders such as 

actua l and potential financ iers, employees, custo mers, and local communities624 Good governance 

effect ive ly provides a license to operate, since it offers externa l stakeho lders assurance that the 

co mpany is being run in an appropriate and responsib le manner, w ith du e regard for the interests of 

non-ins iders.62
' Eve n if the private limited co mpany is not breaking any formal laws, it may be 

operationa lly affected by the negative perception of employees, co nsumers and other stakeholders 626 

The implementation of a robust governance fi'amework is the main means by wh ich such significant 

reputational risks can be mitigated. 

The fact that international companies, attracted by the promise of fast-growing emergmg and 

transition markets, are increasin g ly pursuing growth in these markets, makes improved co rporate 

governance of non-listed/private limited co mpanies a priority627 A corporate governance fi'amework 

must allow co mpanies to idea lly match their legal status with their organizational needs, giving them 

the 0PPoltunity to grow and develop in the context of a highly co mpetitive business env ironment. 628 

Thus, to achieve these, implement ing a full-bodied governance framework; having board of directors 

than managers is at the stage of necess ity than a choice to Ethiopian private limited companies. 

Today these compa nies, even if cover majority of the country's business enterprise (companies), 

(97%), the majority are not that much at the status of va lue adding to the eco nomic deve lopment of the 

country. Because they are participating or conducting a business of importing; not manufacturing 

6 22 Ibid 
623 Corbett a, G. and Tomasell i, S., "Boards of Directors in Italian Family Business", Family Busi ness Review. vol. 9 No.4, 
1996, p. 403. 
624 Beau'ix Dekoster (ed . ), Supra note 6, p. 8 
625 Ibid 
626 Ibid 
627 Fianna Jcsover, Beatr'ix Dekostcr (Ed.), Supra not 622 
628 Nick Wilson, Family Business Surviva l and the Role of Boards, Leeds Uni versity Business School, (March 2013), p. 13 
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and/or exporting and in the h istory of development of mankind there is no country that developed 

based on impOlt based econo my. At this time, hav ing Export lead o r based economy and competing in 

the internat iona l trade is the fas hion of eco nomic developme nt of the g lobe. To achieve these, making 

private limited co mpanies to be run by strategic and profess ional leaders than an individual manager is 

very s ign ificant in the market economy. The strateg ic and profess ional leaders as to the princip le of 

corporate governance are boards of d irecto rs not managers. 

Board of directors play a s ignificant ro le in the governance of PLC main ly adding value for 

shareho lders' interest,( as there is o ften no ready market for shares in private/ and s hareho lders are 

therefore committed to staying with the company for the medium to long term, which increases the ir 

dependence on good governance):'· ba lancing the interests of founder fami lies in family co mpanies 

with the success of the co mpany and Promoting the long-term success of the company and attracting 

external investme nt. 

One may think that a board of directors is reserved for large corporations w ith shareho lder investments 

to oversee and strat egic decisions to be made. The truth is that many small businesses ca n benefit from 

a boa rd of directors6
]O Not all small bus inesses have the ski lls they need to operate effectively 

espec ially if they 've exper ienced rapid growth. A board of directo rs can help by adding to and 

comp lement ing ski lls and industry expertise that you might not have in- house. A board can also help 

ensure you have the right processes in place to manage growth, foclis your strategy, and prepare to 

raise capita l. Therefo re, it is impoltant to formulate the most modern corpo rate governance rules for 

the pr ivate lim ited companies in Ethiop ia particu larly making BoD compulsory to the governance of 

such companies. Making private limited compan ies to have a governance board that should have an 

appropriate mix of skills and experience witho ut being too large ,which may render it difficult to 

manage and therefore less effective, is very vital to make PLC effect ive and valu e add to the cou ntry's 

growth. 

Currently around the globe, since private limited companies are regarded as the backbone of a robu st 

eco nomy, pol icy makers have beco me more and more aware that neglect ing the governance needs of 

these co mpanies w ill stunt productivity, growt h and job creation6
]1 The rapid pace of techno log ical 

cha nge and the decreas ing internationa l barriers to trade have not on ly created new strategic and 

organizational opportunities for compan ies, but have also made them more vulnerable to risks6l2 

Hence, in o rder to help private lim ited companies fu lly explo it the new opportunities and adjust more 

629 Casta ld i, R. and Wortman, M. S. 1. , "Boards of Directors in Small Corporations: An Un tapped Resource", American 
Journal of Small Business, vol. 9 No.2, ( 1984), p. 10. 
6)0 Jeroen Van den Heuvel, Board Roles in Small and Medium-Sized Family Businesses: Performance and imp0l1ance. 
Belgium: Limburg University (changed 10 Hassel! Univers ily), (2005), p. 4 
631 Fianna Jcsovcr, Beatrix Dekostcr (Ed.), supra note 62 1 
632 Ibid 
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eas ily to immediate uncertainty, policymakers should endeavo ur to dev ise the most efficie nt corporate 

governance framework as part of the ir lo ng-term strategy to foster investment, innovation and 

entrepreneurship. Although co rporate governance reforms in Eth iop ia is genera lly bad ly chosen fo r 

private lim ited company, a shift in focus from share companies/primarily fi nancial share companies/ to 

private limited co mpanies is arguab ly important in Ethiopia 's emerg ing and transition economy, 

where most o f the firms are PLCs and ownership and contro l are typically not completely severed. 

Thlls to ma ke private limited co mpanies in Ethiop ia to rlln by board of directo rs is a crea m of the crop 

thinking o f what the present and future bus iness environment see ms. 

Moreover, the presence of boa rd of d irec tors is very important to avo id the prob lem of co nflict o f 

interest or agency prob lem. The man ifestations of agency problems or con fli ct of interest are excess 

ma nagerial co mpensation, excess manageria l perks, empire building, pet projects (free cash flow 

prob lem), s lack ing, and misuse of co rporate resources. Even if, co nflict of interest is a feature of 

publ icly owned com panies, where share ownershi p is d ispersed amo ng a large number of shareho lders 

who do not directly manage the company, it a lso happens in private li mited co mpani es. Because, the 

very cause for conflict of interest is separat ion of ownership and contro l (separate legal 

ex istence/perso nality o f co mpanies from its creators/owners). The agency problem in the governance 

of private limited co mpanies ma inly arises when the shareho ld ers appo int externa l o r a non 

shareho ld er manager. So based on the corporate governance princ iples, the co nflict o f interest or 

agency problem avoid by having a board of directors for the governance o f the co mpany. Therefo re, 

having board directors (or making private limited companies to run by a governance board) to the 

pr ivate limited co mpanies could avo id the problem of co nfl ict o f interest. 

In conducting the study I have conducted an interv iew with d ifferent individua ls. In the in terview, 

what I have taken fro m T ilahun 1'eshome633
, he agrees with the compulso riness of board of d irectors to 

pri vate limited companies but co nditioned up on certain qualifications. What Professo r Tilahun 

Teshome has said is that a governance board o f directors be mandato ry to private limited co mpanies 

however it be base on either the capita l thresho ld of the co mpany, the type of the bus iness what the 

PLCs operate or base on the num ber of shareho lders to the co mpany. He says that practica lly most 

private limited compa nies have adviso ry board. Professo r Tilahun Tes home says the board of directors 

be a governance board not be an execut ive board and to do that the who le lega l framewo rk have to be 

changed. 

On top of th is, the corporate governance pract ices of Ethiopian private lim ited companies te ll us that 

as there are certain co mpanies which are governed by board of d irectors. In co llect ing data fo r the 

63) Til ahun Teshome, professor at Addis Ababa University. Faculty of' law, (conducted on December 1312013 E.C) 
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study I have fo und the following companies run by a governing board. For examp le, the MIDROC 

Ethiopia company website te lls us that as there are cel1a in groups of MIDROC company group that 

cou ld be governed by board of directors. All of the MIDROC companies, which p lus to the webs ite the 

data fi'om the ministry of trade shows that total about 84 are private limited companies. 

The website states that6l4 "The MIDROC Ethiopia Investment Group is organized with various 

modalities o/management. One set o/companies are organized under MIDROC Ethiopia Technology 

Group, Chief Executive Officer. The other set of companies are Otganized as totally independent 

entities, some having Boards o[Directors. where as a group have a Consultative Body represented by 

the Top Management of each of these companies. The Head Office of the MIDROC Ethiopia 

Investment Group serves also as the secretariat of this Consultative Body.. 

Andnet international pic is another private limited company that runs with a governance board of 

directors. The board of directors of Andnet international private limited company consists of five 

members. As I have found from the data and interview what I have conducted from documents and the 

company manager the main role of the governance board is supervision of the day to day activities of 

the company manager, designing strategic plans of the company, approve the finance of the company 

and etc. 

Different private li m ited companres in Ethiop ia have advisory boards. This comes j;-om the very 

prob lem of Ethiopian investors; having the money but not the knowledge about how to run and utilize 

it. They have the money but not the knowledge. Most of the owners of Ethiopian business entities do 

not have the appropriate knowledge about how to run their business professionally. That is why they 

are obliged to have adviso ry boards. When co mpany behaviour does not fulfil the expectations o f 

society, the company may suffer significant consequences. Even if the firm is not breaking any forma l 

laws, it may be operationa lly affected by the negative perception of employees and consumers. The 

implementation of a robust governance framework is the main means by which such significant 

reputational risks can be mitigated. One can perceive here is that these companies are even become 

elite minded than the policy makers about the importance or role of board of directors in the 

governance of private limited companies. It is a wakeup ca ll for the Eth iopian policy makers about the 

necessity of ha ving! making compu lsory board of directors in the governance of private li mited 

company. Thus it is necessary to fo rmulate a rule that could encourage shareholders (the business 

comm unity) of private li mited companies to make companies run by board of directors than on ly a 

manager or team of managers fo r the lo ng term success of co mpanies and deve lopment of the 

country's economy. 

634 http://\vww.midroc~ethiopia.com.et/jndex.html, (retrieve on 21 / 10/201 3) 
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CHA PTER FIVE 

CONCLUS ION AND RECOMMENDATIONS 

5.1. CONCLUSION 

The 1960 Co mmercia l Code of Ethiop ia inco rporates prov isions pertinent to the governance of pr ivate 

limited co mpanies. However, such prov is ions are inadequate/ too little to address spec ific issues in 

corpo rate governance re lated to board of directors, shareho lders meeting, audit ors and the mandatory 

req uire ment of two shareho lders for the fo rmat ion of private limited co mpan ies. This study has 

exam ined the law pertinent to the governance of private lim ited co mpa nies in Ethiopia w ith spec ific 

reference to the necessity of board of directors to such companies, shareho lders meeting and 

appoint ment of auditors' base on the number 0 f shareho Iders, the issue of conflict of interest and the 

mandatory req uirement of two shareholders fo r the formation and existence of private li mited 

companies. 

In co nduct ing the study the writer has discovered the follow ing corporate governa nce tribu lations of 

private limited co mpanies . The first co rporate governance pro blem is the absence of board of directors 

in the governance of PLCs. Contrary to other countries corpo rate governance tradition, the Ethiopian 

company law makes private lim ited co mpan ies to be run by managers than directors. The 1960 

Commercia l Code of Ethio pia under Artic le 525( I) st ipulates private limited companies sha ll be 

managed by one or more managers. Company laws of di fferent co untries make private limited 

co mpan ies to be run by a certain statutory bodies. Most of the co untries arou nd the world make private 

limited co mpany to run by board/board of directors. Because it is the board o f d irectors who prov ide 

the intrinsic leadership and d irection at the top of the organization; estab lish and maintain its vision, 

miss ion and values whereas managers carry through the strategy on beha lf oFthe directors. 

The other po int that takes my attention is the two perso n minimum requirement for the formation of 

private limited compan ies. Even ifcap ita l has a paramo unt importance in the fo rmation ofa compan y, 

members o r the perso nal ity of share holders p laya s ignificance ro le in the fo rmation and operation of 

co mpany. That is why compa ny laws of d ifferent countries tries to determine the minimu m and 

max imum num ber of shareholders for the for mat ion and operation of pri vate limited company. For the 

formation and operation of private limited co mpanies the minimum number o f shareho lders in most 

countries is two. However, the reduction of the number of members be low two does not cause for the 

disso lution of the company. Rather it changes its for m and name and beco mes a sing le member or one 

man company. What they put as a compu lsory element is that the s ing le member company must have 

board of directors. 
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In Ethiopia, co ntrary to other co untries co rporate law, the ultimate fate of the private lim ited 

cOrn . . 
Pames, If the shareho ld ers reduced below two, is d isso lut ion of the company. T his makes the 

bu . 
Siness society in Ethiopia to search for othe r means/ room to escape from this mandatory 

reCj tlirement. Among the private limited co mpanies 90% are fam ily base businesses with only two 

shareholde rs in which one o f the share ho lders are nominal shareho lders. Whereas the corporate 

governance practice of other countries show us that a private limited company could fo rmed by one 

i1lelllber/shareho lder, however what is required is to have is the mandatory statutory bodies for the 

governance of the company i.e. directors, auditors, shareho lders meeting and manage rs. Therefore, this 

is 9 big legal and practical problem in the corporate governance of private limited co mpanies whic h 

encourages the kiosk menta lity of Eth iopian business co mmunity. 

The add itiona l tribulation in the governance of private lim ited co mpanies is the making of the ot her 

governing body (shareholders meeting) base on the number of shareho ld ers of the co mpany. Contrary 

10 the corporate governance law and tradition of othe r countries, the Ethiopian Co mmercial Code 

makes shareholders meeting conditional (conditiona l co rporate governance body) i. e. no shareho lders 

meeting is necessary unless the members to the co mpany are not more than twenty. In the Ethiopian 

corporate governance law and practices it is difficult to say s hareho lders ' meeting is cons idered as one 

of the formal body in the governance o f private limited compan ies. So this aga in makes one to raise 

the question "does rhe co rporate governance law regu late the members of the company, the capital of 

the company or the co mpany"? 

The last problem that the wr iter has discovered in the study is the hitch in relation to confl ict of 

interest. The Commerc ial Code put clearly the possible solutions of conflict of interest that could ar ise 

in share companies. However, the code fai led to put the possible mec hanisms of how to so lve conflict 

of interest that co uld arise between the managers vs. shareholders, managers vs. the COmpany, 

managers vs. other stakeho lders and shareho lders/members and the company. Generally, severa l 

facto rs enab led a marked increase in the necess ity of improv ing co rpo rat e governance of private 

limited compan ies. These factors include notably: g lobalization, technology, populat ion and tree 

market. Given that these factors are likely to pers ist in offering progressive ly greater potential for the 

negative impact of corporate activity 0 11 soc ieties, economies, env ironment, etc., it is sensible to 

increasingly ca ll ing for substantially improved visibility and controls in Corporate Governance of 

PLCs in Et hiop ia. Accordingly in the recommendation part , the writer wou ld like to put the possible 

so lutions/recommendat ions fo r these prob lems. 
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5.2. RECOMMENDATIONS 

In Ethio pia, private limited co mpanies cover 97% of the country's compa ny type business and play 

s ignifica nt role in the co untry's economy. However, the provis ions o f the 1960 Co mmerc ial Code 

govern ing PLCs are inco mplete and sketchy. Private limited companies experience many lega l and 

practica l co rporate go vernance problems. Among these, the absence o f board of directo rs in the 

governance of PLCs, the making of auditors and shareholders meeting governance bodies ' based on 

the number of shareho lders of the company, the abse nce of means to reso lve conflicts o f interest and 

the two person min imum lega l requirement for the fo rmation of private limited companies are the 

main corpo rate governance prob lems ofPLCs in Ethio pia. The sketchy natu re of the provis ions of the 

Commercial Code that govern PLCs and lack of reference to share co mpanies' provisio ns worsen 

those problems. These problems make Ethiopian private limited co mpanies, when we see it in light of 

private limited co mpanies of other countries, not to be effective and not contribute what it had to be. 

Private lim ited co mpanies to run with two foot and co mpetitive in the g lobal market the above 

problems shall be renovated/modernize and the write r would like to recommend the following so as to 

create a hea lthy corporate governance environment for PLCs in Ethio pia. 

RECOMMENDATIONS ONE 

To begin with, the g iga nt ic co rporate governance problem of Eth iopian PLCs is the absence of board 

of di rectors. Eth iopian co mpany law/ Commercia l Code prefer PLCs to run by managers only than 

inc lusive of board of directors, managers, auditors and shareho lders. Th us the wr iter reco mmend s 

governance board of directo rs to be compulsory to such co mpanies fo r the reaso n that ; 

First ly, the key actors in co rporate governance are shareholders, board of directors ' managers and 

aud itors. T hese corporate governance bodies have the ir own fundamenta l significance in the 

governance of a company in wh ich one cannot substitute the role of the other. Or it is difficult to 

make the ro le played by one go vernance body to be replaced by another body since they have their 

own spec ific and natural ro le as to their establishm ent. For examp le manage rs cannot perform the ro les 

of directo rs or shareho lders in the same lega l status. This is the distinct behaviour of a co mpany. 

However, in private limited co mpanies, the d ist inction between the members of the governance tripod 

o f board, management, and shareho lders might be unc lear sin ce the members are small in number. An 

owner-manager may fulfil a ll o r several of these ro les. Nonethe less, it is important to recognize the 

unique ro le that the board plays in the leaders hip of the company. It has overa ll respons ibility fo r the 

compa nies' acti vities. At an early stage of a company's development, it is appropriate to operate ma ny 

aspects of the board ' s act ivities in a relat ive ly informal and non- bureaucratic manner. 
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Second ly, one great advantage of co mpany form of bus iness organization is the separation of 

ownership and co ntro l. Attributable to this, the governance of the co mpany can be left to a group of 

profess ionals /boards of directors and managers/ who, with their co mpetence, specialized knowledge 

or skills, qual ificat ions of training, ca n bring better corporate performance and success. An effective 

governance framework defines ro les, responsib ilities and an agreed distribution of power amongst 

shareho lders, the board, management and other stakeho lders. Espec ia lly in private limited 

compa nies/s mall business, it is important to recognize that the co mpany is not an extens ion of the 

perso nal propel1y of the owner. The overa ll per formance of a co mpany and the pro fi tabi lity of the 

bus iness are highly affected by the corporate governance bodies. To achieve the targeted rates of 

growth and expans ion ofa company, co mpetent and profess ional governance bod ies of the company is 

as much important as the access ibi lity of adeq uate fin ance. 

Third ly, co rporate governance goes beyo nd the protection of shareho lders. Corporate governance of 

private li mited co mpanies shou ld a lso a im to protect the interest of other stakeho lders, such as 

employees, suppliers and cred itors and the soc iety as a whole. In Ethiop ia, most private limited 

companies are owned and contro lled by two ind ividuals or by a family i.e. owners co ntinu e to playa 

significant direct ro le in management. In this context, good governance is not mainly a question of 

protecting the interests of abse ntee shareholders. Rather, it is concerned with establishing a fra mewo rk 

of company processes and attitudes that add va lue to the bus iness and he lp to ens ure its long-term 

co ntinu ity and success. Thus it is important to be acquainted w ith the unique role that the board plays 

in the leadership of the company. 

FOlll1h ly, in Ethiopia, Private limited co mpan ies have increased in s ize and co mplexity and they 

require more complex organ izat iona l structures and a more diverse workforce possessing various 

leve ls and areas of expert ise. Private limited compan ies are of particular importance in co untry 

(Ethiopia) w ith less deve loped capita l markets. Therefore, it is necessary to put a clear legal 

fi'a mework concerning the governance of private limited companies and mak ing private limited 

compa ny to be run by board is not a choice rather it is a necess ity. 

Fifth ly, the fact that internationa l companies, attracted by the promise of fast-grow ing emerg ing and 

trans ition markets, are increas ingly pursuing growth in these markets, makes improved corporate 

governance of private limited compan ies a priority. A corporate governa nce framework must a llow 

co mpanies to idea lly match their lega l status with their organizationa l needs, g iving them the 

oppo rtunity to grow and develop in the context o f a highly competitive business environment. Hence, 

in order to he lp private limited companies fu lly exploit the new opportunities and adjust more easi ly to 

immediate uncertainty, Ethiopia n policy makers should endeavour to devise the most effic ient 

corporate governance framework as part of the ir lo ng-term strategy to foster investme nt, innovation 
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and entrepreneurship. Thus, to achieve these, imp lementing a fu ll-bodied governance framework ; 

having board of directors than on ly managers is at the stage of necess ity than a cho ice to Ethiopian 

private limited compan ies. 

Plus to this, in Ethiopia, the majority of the private limited co mpanies are participat ing or conducting a 

bus iness of importing; not manufacturing and/or export ing. In the histo ry of develop ment of mankind 

there is no country that deve lop base on impolt base economy. At the present time, havi ng export lead 

o r base eco nomy and compet ing in the international trade is the fas hio n of eco nomic deve lopment of 

the globe. To ach ieve these, making private limited compan ies to be run by strateg ic and professio nal 

leaders than an individ ua l manager is very signi ficant in the market eco no my. T he strategic and 

professiona l leaders as to the princip le of corporate governance are boards of d irectors not ma nagers. 

Thus making PLCs to run by a governing board is at the tip of necessity. 

Sixt hly, the corporate governance practices of Ethiopian private limited co mpanies te ll us that as there 

are certain co mpanies which are governed by board of directors. These compan ies are even become 

e lite minded than the po licy makers about the importance or role of board of directors in the 

governa nce of private li mited co mpanies. It is a wakeup ca ll fo r the Ethiopian policy makers about the 

necess ity of having/ making co mpulso ry board of d irectors in the governance of pr ivate li mited 

company. T hus it is necessary to formulate a rule that cou ld enco urage shareholders (the bus iness 

co mmunity) of private limited co mpan ies to make compan ies run by board of direClOrs than on ly a 

ma nager or team of managers for the long term success of companies and deve lopment of the 

country's econo my. Different pr ivate limited companies in Eth iopia have adviso ry boards. This comes 

from the very prob lem of Ethiopian investo rs; having the money but not the know ledge about how to 

run and uti lize it. Most of the owners of Ethiopian business ent ities do not have the appropriate 

knowledge about how to run the ir bus iness pro fess ionally. That is why they are ob liged to have 

adv iso ry boards. 

Seventhly, co nfl ict of interests (or Agency prob lem) between shareho lders and managers are arising 

fi·o m the separation of owners hip and co ntro l. Eve n if, con fl ict of interest is a feature of pub licl y 

owned companies, where share owne rsh ip is dispe rsed among a large number of shareholders who do 

not direct ly manage the compa ny, it a lso happens in private limited co mpanies. Because, the very 

cause for the ris ing of con fl ict of inte rest is separat ion of ownersh ip and control (separate legal 

ex is tence/perso na I ity 0 f co mpan ies fro m its creato rs/o wners). 

In the Ethiopian private lim ited co mpanies, the problem of co nflict of interest or agency prob lem 

main ly arises when the share ho lders appoint no n member managers. During this t ime, the prob lem of 

con fli ct of interest may arise up. The Commercial Code does not put mechanisms about how to so lve 
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confli ct of interest between the managers vs. shareho lders, managers vs. the compa ny and managers 

vs. other sta keho lders except o rdering managers to perform the ir duties w ithin the limits of the objects 

of the co mpany w ith due care and dilige nce under art icle 528 and 53 1. The Co mmerc ia l Code does say 

nothing about a conflict of interest betwee n shareho lders/members and the private lim ited company 

while the Code c learly addresses such issue in case of share companies. The presence of board of 

directors is very important to avoid the problem of conflict of interest or agency problem. Base on the 

co rporate gove rnance principle, the conflict of interest or agency prob lem is avoided by having a 

board of d irectors for the governance of the company. Therefo re, having board ofdirectors (or making 

private limited co mpanies to run by a governance board) to the private li mited co mpanies cou ld avoid 

the prob lem of conflict of interests. 

Therefo re, it is important to formu late the contemporary co rporate governance rules to the private 

limited companies in Ethiopia part icu larly maki ng BoD compulsory to the governance of such 

companies. Making private limited compan ies to have a governa nce board that should have an 

appropriate mix of skills and experience without being too large ,which may render it difficult to 

manage and therefore less effective, IS ve ry vita l to make PLCs effective and va lue add to the 

cou ntry's g rowth . For that matter, at an early stage of a company's deve lopment, it may be 

appropriate to make PLCs to have a board of directo rs in a relatively informal and no n- bureaucratic 

manner. However, when the private limited co mpan ies become more co mp lex and large the legis lat ive 

organ or any other concerned body sha ll make them to run by a governance board. The comp lexity and 

large ness of the private limited co mpanies can be ca lcu lated either base on the capital threshold, 

numbers of employees or the type of activity that the co mpanies operate. 

RECOMMENDATIONS TWO 

The other corporate governance dilemma of private limited companies in Eth iopia is the making of 

shareho lders meet ing base on the number of shareho lders of the compa ny. Stand on the principle of 

co rporate governance a ll major dec is ions that affect the rights of the shareholders and the co mpany are 

to be taken in the share ho lders' meeting. However, Shareho lders meeting is mandatory to the 

Ethiopian PLCs is only whe n the members are ~re than twenty. Shareho lders ' meeting is the 

supreme body of any company. So this makes one to raise the question "does the co rporate governance 

law regulate the members of the company or the company"? Thus the wr iter wou ld like to recommend 

the pol icy maker o r the leg is lat ive organ to adopt the effic ient and/or modern ized corporate 

governance princ iple concerning the governance of PLCs and make shareholders meeti ng not base on 

the number of shareho lders to the company. 
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