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Abstract

The main objective of the study is to examine the effect of corporate governance on financial
performance of firms (case of insurance companies in Ethiopia). The study employed
explanatory research design and quantitative research approach with an econometric panel data
of 10 sampled insurance companies purposely chosen based on work experience and data
availability that covers the period 2018 to 2022. Board size, board remuneration, debt financing,
firm size, meeting frequency, executives’ compensation and product market competition as
corporate governance variables and return on equity as financial performance measurement
variable. It found that board size, board remuneration and debt financing have positive but
insignificant effect on the performance of insurance companies while firm size and frequency of
board meetings have negative but insignificant effect on the performance of insurance companies
in Ethiopia. Whereas executives’ compensation and product market competition have positive
and significant effect on the performance of insurance companies. Concluded board size, board
remuneration, debt financing, firm size and frequency of board meetings have insignificant
relationship with performance of insurance companies in Ethiopia. However, executives’
compensation and product market competition have positive and significant effect on the

performance of insurance companies.

Key words: corporate governance, corporate governance mechanisms and financial
performance, insurance companies.
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CHAPTER ONE

1. Introduction

This section of the study introduced the background of the study, statement of the problem, basic
research questions, objectives of the study, research hypotheses, scope and limitation of the

study, significance of the study and organization of the paper.

1.1. Background of the Study

As a consequence of financial scandals in the past that led to pressure for improved corporate
governance practices, developing economies have experienced an increase in corporate
governance concerns (Baydoun et al.2013 & Khaled et al, 2014). The issue of corporate
governance is first begun with the beginning of corporations, dating back to the East India
Company, the Hudson's Bay Company, the Levant Company and other major chartered
companies during the 16th and 17th centuries since the use of the corporate form of business that
created the possibility of conflict between investors and managers (Wells, 2010). A major area of
research and theory in company studies continues to be corporate governance and its relationship
with firms' performance. Over the past decades, it's gotten a lot of attention in developing nations
and evolved into an important mechanism because many of these countries still suffer from a
lack of appropriate governance (Ekanaakey, Perera & Perera, 2010). Thus, it can be seen as a
contributing factor to financial scandals and crises (Tarraf, 2011). Therefore, it has attracted
considerable attention in both developed and developing countries in academic research (Mallin,
and Clark, 2004; Reed, 2002; Solomon & Solomon, 2004; Sternberg, 2004; Weir & Laing, 2001,
Khaled 2014, lIsaac K., Samuel N.& Kennedy N.,2021; David Wanyonyi & Tobias
Olweny,2013; Eunice Nyawira,2016; Ndungu Simon,2013; Rajendra Maharjan,2019; Jennifer L

& Wanga et al,2007; Gardachew, 2015; Tewodros,2020; Abraham,2015, Bayelign et al: 2020).
The fast growth of privatizations, the global financial crises, and the development of financial
institutions have reinforced the improvement of corporate governance practices (Tolosa, 2021).

It is an interaction of various shareholders, board members, and the management of the company
in order to determine corporate performance and how it moves forward towards the corporation
(World Bank, 2016). Consequently, effective corporate governance structures encourage
companies to create value, innovation, development, promote accountability and minimize risks,

enhance performance, maximizes stakeholders’ interest, foster economic health of corporations

and society in general (ASX, 2007; Nwachukwu, 2007; Okoi et al, 2014).
1



On the other hand, weakness of corporate governance is perhaps the most important factor
blamed for the corporate failure consequences as it usually leads to waste, mismanagement and
higher levels of corruptions (Saudagaran, 2003 and Nabil and Ziad, 2014). Thus, the need for
good corporate governance practice is to create fair operation, transparent process and
responsible management (Claessens et al., 2000). Effective corporate governance also ensures
that companies are successful and contribute to economic growth, maintains investor confidence
through effective capital raising which results in a company's ability to raise the amount of
capital efficiently and effectively while reducing its financial costs such as increases in providing
share prices, and appropriate incentives for shareholders as well as managers to achieve
objectives that are in interests of the shareholders and the organization, minimizes wastages,
corruption, risks and mismanagement, brand formation and development, leads the corporation
in the interest of all (world bank,2016).

In addition, good governance practices reduce the risk to investors, improve their financial
performance and assist in attracting foreign investment as a major influence on economic growth
prospects (Spanos,2005). It seeks to balance economic and social objectives, as well as
individual and collective goals with the objective of achieving nearly equal interests between
individuals, companies and societies” (Sir Adrien Cadbury, 1993 & Martha et al., 2015).

The concept of corporate governance in developed economies has been explained using various
theories (Solomon, 2010). According to the agency theory, the purpose of corporate governance
is to reduce potential conflicts between managers and the interests of the shareholders (Jensen &
Meckling, 1976). The stakeholder theory also plays an essential role in explaining governance
structures because companies are made aware of all stakeholders rather than only the
shareholders (Freeman, 1984). Donaldson and Preston (1995) have argued that the stakeholder
theory can help to maximize firm performance and the combined benefits of all stakeholders by
considering the interests of all stakeholders

The way in which the objectives of the company are set and met, how risks are monitored and
evaluated, as well as how performance is optimized have an impact on corporate governance and
used for governance and decision making of organizations, which covers its members'

responsibilities as well as the relations between directors and shareholders (Jiang et al., 2012).



The need for corporate governance stems from the separation of ownership and control often
referred to as the 'principal-agent problem thereby it is a topical issue in corporate development
(Jensen and Mackling et al., 2014; Marta et al, 2008; Hussein et al., 2012).

In order to maximize the return on shareholders, managers have been appointed for work and
decision making in respect of owners ‘Principals. However, the management who are put in
control of the affairs of the organization may not always consider the best interest of the owners
and may pursue their self-activities to the detriment of the welfare of the principals, and
stakeholders, and the firm ultimately performs worse (David and Tobias, 2013).

They cover agency conflicts arising from the fact that, as shareholders, they are able to make
their own decisions at odds with those of supervisors who control the company. In order to allow
alternative internal and external mechanisms to achieve the objectives of the firm, corporate
governance is a framework for effective monitoring, regulation and control of companies
(Keasey and Wright, 2021).

The efficiency of internal and external management structures is crucial to the achievement of
company governance. The internal corporate governance mechanism shall include the control
mechanism between the various actors in the company: that is, the management of the company,
the board of directors, and the shareholders, where the external corporate governance mechanism
is outside the company's corporate community, the social and political environment, the product
market competition, debt financing, the laws and regulations of the companies and the
governments involved. In addition to theoretical literature, there are a number of empirical
studies that have been made to examine the impact of corporate governance on financial
performance of insurance companies in developed and developing countries. In Ethiopia, a
handful of studies had been carried out, but most of which were conducted in banks and other

institutions.

A few studies also had been conducted to examine the impact of corporate governance on
financial performance of insurance companies by Gardachew (2012); Abraham, (2015); Haileab,
(2014); Tewodros, (2020); Bosena, (2015); Bayelign et al. (2020); Bedilu, (2016). However, all
those studies were focused on internal corporate governance mechanisms. Therefore, this study
was conducted to examine the impact of corporate governance mechanisms on financial
performance of firms (case of insurance companies in Ethiopia) take into account of both internal

and external corporate governance mechanisms.



1.2 Statement of the Problem

The issue of corporate governance is a matter that needs to be given the highest priority in all
stages of business establishment and throughout its life. In developing and transition economies a
healthy and competitive business sector is fundamental for sustained and shared growth. One of
the key successes factors of public and private sector to become healthy is good corporate

governance because it is a source of competitive advantage, economic and social progress.

Successful corporate governance is viewed as a basic component of supportable financial
development and advancement (World Bank Group, 2000). Firms with better corporate
governance mechanisms continue to attain organizational objectives and goals than those that do
not have (Bradley, 2004).

Corporate governance defines all organizational roles, responsibilities, and accountabilities at all
levels. It describes and explains the management hierarchy, that is, the decision-making and
accountability chain and ultimately who has the power to manage and legally represent the
company in all settings. Corporate governance spells out requirements for documenting decisions
and actions as well as the thinking behind them. It also provides corrective action for non-
compliance or weak oversight, controls, and management. Hence, corporate governance
addresses the allocation and regulation of power and accountabilities within an insurer and
avoids undue concentration of authority and power. Also, corporate governance has to be
transparent and have appropriate systems, controls, and limits to ensure the given authority and
power is used to protect the interests of all of the insurance company’s stakeholders
(NAIC,2023).

Companies with poor corporate governance leads fail to achieve its stated goals and at worst can
lead to the collapse of the company and significant financial loses for shareholders. The best
corporate governance ensures that the board of directors meets on regular basis, retains control
over the company and clearly divides its responsibilities in order to maintain a system of risk
management which will underpin any successful business. It is likely to help prevent scandals in
companies, fraud and the possible civil or criminal liability of firms. Moreover, it will improve
the company's image and reputation as well as its attractiveness to shareholders, suppliers,

customers and other stakeholders.



Corporate governance is an important global subject that has attracted a great deal of attention in
financial, economic, management and international business arena It is also deals with how
suppliers of finance are to assures themselves that they receive return on their investment
(Schiller and Smiley et al., 2021).

Traditionally different values, culture and history concerning economic development and
business practice also produce differences in the corporate governance between particular
countries. Factors decisively influencing the differences in the development and characteristics of
corporate governance between countries also include the differences between the structure and
functioning of financial systems, such as bank- versus market-driven, governance role of owners versus
stake holders and the political governance of the economy in terms of state-directed, associational or
market-driven economies (ICP,2012). In addition, specific differences in corporate governance practice
can be observed between particular industries and individual subjects within such industries. However,
the main principles and goals such as transparency and long-term sustainable profitability are generally
applicable independently of the differences existing in different legal systems or industries. This is also
where main benefits of corporate governance lie, including better performance, easier access to capital

markets, more favorable conditions for capital raising, and better universal reputation (ICPG,2004)

Insurance is an industry of special social interest, having in mind its different functions in a
society. The main aim of the modern insurance industry is to minimize the risk by association of
the insured into the institutionalized risk communities, i.e., insurance companies, and to ensure
direct economic protection against negative effects of risk actuation through indemnity. The
aforementioned represents the main function of insurance. However, in addition to this primary
function, insurance carries out other numerous functions both for individual insureds and the
society at large, such as: credit improvement, exchange and trade, mobilization of funds,
effective capital allocation and social function. According to Morck, R.K. and Steier, L. (2005)
Successful conduct of insurance industry involves a continuous maintenance of public trust in
the insurance institution which is achieved by maintaining solvency, adequate investment policy
and prudent underwriting. Analyzing the said insurance functions, it can be concluded that
successful management of this industry is crucial for all stakeholders and entire community in
which insurance companies operate. Undeniably, the quality corporate management which
enables successful, long-term, sustainable conduct of insurance industry is not only important for

shareholders but also for all other stakeholders.



However, having in mind the aforementioned, it was recorded that quality corporate governance,
which creates the framework for a successful organization and management of insurance
companies, has a relatively higher importance than in other industries. The extreme importance
of corporate governance in insurance companies is particularly pronounced when big insured
events occur, such as natural and technological disasters that cause huge material losses and also
when companies may suffer significant financial losses under the third-party liability insurance
for personal data theft or asbestos pollution. In addition, the importance of corporate governance
in insurance industry is supported by the fact that insurance companies increasingly become the
members of financial conglomerates and by the threat from negative effects that may result in the
actuation of systemic risk. Despite the fact that the danger of systemic risk is higher in case of
banks while insurance industry is properly and legally regulated, the problems of a USA
company, the American International Group, in 2008 have undoubtedly demonstrated that
insurance companies are likely to cause problems in the entire financial system owing to

inadequate corporate governance, notably in the aggregate risk management.

A wide range of studies proved that good corporate governance has a direct impact on the
company's bottom line, making it more profitable and competitive. It is of great interest to
explore the impact of corporate governance on the financial performance of insurance companies
in Ethiopia, where there is a financial sector that has been shut down and regulated by strict
legislation. Different scholars from developed and emerging countries examined the impact of
company governance on an insurance firm's profitability. In the case of Ethiopia, a number of
empirical studies had been taken place to assess the impact of company governance on the
financial performance of firms. However, most of which were focused on banks and other
financial and non-institutions. Concerning insurance companies, a few of studies had been
conducted to examine the effect of corporate governance on financial performance. For instance,
Gardachew (2015) in his study, he found that all corporate governance variables considered in
the study (board size, board diversity, audit committee, audit committee independence, and
frequency of board meetings) had an insignificant effect on company financial performance by

means of return on assets as a proxy for performance.



Abraham (2015) in his study, he also found that (board meeting, size of the firm, board
composition, board size, age of firms, audit committee and board gender diversity) using ROE as
proxy measure of financial performance have positive and statically significant impact on firms’
performance using return on equity as a proxy measure of performance whereas, board size, age
of firms, audit committee and board gender diversity did not show any significant impact on

performance.

Haileab (2014) explored the impact of corporate governance on firm performance company's
profit performance as a proxy measure by taking into account gender diversity, board
composition and size, firm size, and return on equity. Tewodros (2020) found that board size,
board gender diversity, board business management experience, meeting frequency, educational

qualification, board subcommittee size, firm size, liquidity, and dividend policy.

Bedlu (2016) examine the impact of corporate governance controlling mechanisms; board size,
chief executive officer remuneration, director educational qualifications, proportion of females
on boards, meeting frequency, other executive management experience, industry specific
experience and premium growth using return on assets as a proxy measure. Bonsa (2015)
examined the impact of corporate governance mechanisms on financial performance of insurance
companies using chief executive officer compensation, professional qualifications, other
business management experience, industrial specific expertise, board meetings, and board size as

independent variables & return on assets as proxy measure of financial performance.

In addition, Bayelign, Ayalew and Sitotaw (2020) in their study, they have employed return on
equity and return on assets as a measure of financial performance while board size, management
soundness, board remuneration, financial disclosure, dividend and debt policy were taken as
independent variables. However, almost all the studies were mainly focused on internal corporate
governance controlling mechanisms and found mixed results. They had not addressed the effect
of external corporate governance controlling mechanisms. Therefore, this study was conducted
to examine the effects of corporate governance on firm’s performance (case of Ethiopian

insurance companies) in view of external corporate governance controlling mechanisms.



1.3. Research Questions
This study was conducted to answer the following research questions

At what extent board size affect corporate financial performance?

Examine the relationship between board remuneration and financial performance
What is the impact of debt financing on financial performance?

What is the relationship of size of firm with financial performance?

What is the relationship between executive compensation and financial performance?

To what extent board meeting frequency affect financial performance?

N o gk~ e e

Does product market competition has impact on financial performance?

1.4. Objectives of the Study
1.4.1. General Objective

The main objective of the study to examine the effect of corporate governance on financial

performance (case of insurance companies in Ethiopia).

1.4.2. Specific Objectives

The study was conducted to accomplish the following specific objectives

* To determine the impact of board size on financial performance of insurance companies
in Ethiopia.

+ To investigate the impact of board remuneration on financial performance of insurance
companies in Ethiopia.

+ To assess the impact of debt financing on financial performance of insurance companies
in Ethiopia.

+ To examine the impact of firm size on financial performance of insurance companies in
Ethiopia.

* To justify the impact of executive compensation on financial performance of insurance
companies in Ethiopia.

+ To explore the impact of board meeting frequency on financial performance of insurance
companies in Ethiopia.

+ To clarify the impact of product market competition on financial performance



1.5. Research Hypothesis
In order to answer the research questions, the following research hypothesizes were formulated

H1: There is strong positive relationship between board size and financial performance of
insurance companies in Ethiopia measured by return on equity.

H2: Board remuneration has positive and significant impact on financial performance of

insurance companies in Ethiopia measured by return on equity.

H3: There is a positive and significant relationship between debt financing and financial

performance of insurance companies in Ethiopia measured by return on equity.

H4: There is positive relationship between firm size and financial performance of insurance

companies measured by return on equity.

H5: There is strong positive relationship between executive compensation and financial
performance of insurance companies measured by return on equity

H6: There is positive relationship between meeting frequency and financial performance of

insurance companies measured by return on equity

H7: There is significant positive relationship between product market competition and financial
performance of insurance companies measured by return on equity.

1.6. Scope and Limitation of the Study

The thesis focused on the impact of corporate governance on financial performance of firm’s
case purposely selected ten insurance companies in Ethiopia having ten and above years working
experience. The thesis depends on corporate governance controlling mechanisms (both internal
&external) as independent variables and return on equity as dependent variable. The study was
used five years’ data obtained from audited financial statements (statement of financial position
and profit or loss account) from 2018 to 2022. The researcher employed explanatory research
design and secondary data source and quantitative research approach.



The study also conducted only five internal corporate governance controlling mechanisms (i.e.
board size, board remuneration, board meeting, executive compensation, and firm size) and two
external corporate governance controlling mechanisms only (i.e. product market competition and
debt financing) taking return on equity as dependent variable. It does not used other financial

performance measuring variables and other corporate governance variables.

Some challenges were encountered during the collection in that companies were not willing to
provide data about some corporate governance controlling mechanism variables due to

confidentiality questions so that the researcher was forced to substitute those variables by others.

1.7. Significance of the Study

Although numerous studies have been conducted in developed and recently in developing
nations in the area of corporate governance, there are few studies done in Ethiopia. Despite these
few studies, no single study was conducted to examine the effect of corporate governance on
financial performance of insurance companies in Ethiopia in which external corporate
governance mechanisms is not considered rather focused on internal mechanisms of corporate
governance. Therefore, this study will provide a new understanding on the impact of both
internal and external corporate governance mechanisms on financial performance of insurance

companies in Ethiopia.

Thus, this study would provide the implication of corporate governance mechanisms in relation
to its effect on financial performance of corporate entities. Finally, the result of this study could
be used as an input for interested researchers in the field to understand the influence of corporate

governance on financial performance.

1.8. Organization of the Study

The study has five chapters. The first chapter is the introduction of the thesis and it gives
information on the background of the study, back ground of the study area, statement of the
problem, research questions, objectives of the study, research hypothesis, significance of the
study, scope and limitation of the study and organization of the study. The second chapter
contains introduction of the chapter, extensive literature review both in theoretical and empirical

studies, justification of the research project & conceptual framework.
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In the third chapter, the study discussed about the introduction, the research approaches adopted
for the study, research design, research method, study population and samples, data type, sources
and gathering techniques and method(s) of data analysis, ethical considerations,

operationalization and measurement of study variables and model specification were discussed.

The fourth chapter devoted to the data analysis/presentation, result discussion, summary of
findings, and also the last and fifth chapter discussed on the conclusion and recommendations
forwarded and directions for future research projects and policy implication were presented.
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CHAPTER TWO
LITERATURE REVIEW

2. Introduction
This part of the study is discussed about theoretical and empirical literature of corporate

governance and conceptual frame work of the study.

2.1. Theoretical Literature Review
2.1.1. History of Corporate Governance

Corporate governance systems have evolved over centuries, often in response to corporate
failures or systemic crises. The first well-documented failure of governance was the South Sea
Bubble in the 1700s, which revolutionized business laws and practices in England. Similarly,
much of the securities law in the U.S. was put in place following the stock market crash of 1929
(Hanoi, 2010). As democracy flourished in Europe and USA, it created a context for the free-
market economic system referred to as capitalism. In the early days of the Industrial Revolution,
an unrestrained form of capitalism resulted in a very small number of people becoming very

wealthy while most stayed poor.

The political system responded to the situation with laws and regulations intended to limit the
excesses and abuses of the free and unrestrained markets of the time. In the end, capitalism
prevailed under the watchful eye of the federal and state governments (John, et al. 2014). The
success of capitalism created opportunities for businesses to grow larger. One driver of this
growth was the opportunity for investors to unite their capital (money) to fund extensive projects
and massive enterprises. These investors became owners of portions or shares of the businesses
in which they invested, and have come to be known as shareholders. The larger businesses that
were created could not be governed effectively by proprietors and partnerships for many reasons.
Consequently, in the twenty centuries, the publicly owned corporation emerged as the dominant
legal form for business enterprises. According to John, et al. (2014), the corporation has three
distinctive features that make it an attractive form for defining the legal entity of a business-its
unlimited life, the limited liability of the owners, and the divisibility of ownership that permits
transfer of ownership interests without disrupting the structure of the organization. Today, the

public corporation itself operates as a form of representative government.
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The owners (shareholders) elect directors as their representatives to manage the affairs of the
business. The directors, who as a group are referred to as the board of directors, then delegate
responsibility for actual operations to the Chief Executive Officer (CEO), whom they hire. The
CEO is accountable to the board of directors, which, collectively and individually, is accountable
to the shareholders. In addition to its role in selecting the CEO, the board also advises on and
consents to the selection of businesses and strategies of the firm as well as oversees results. In
sum, this system of authoritative direction, or government, is known as corporate governance
(John et al. 2014).

Over the last two decades, a number of scandals related to companies that have been blamed for
their lack of governance have occurred in the investment world. This has been due to a
combination of factors, some of which can best be classified as three corporate sins. The
company's executive directors had lost their sense of business ethics, and the only reason was
profit. Directors were not prepared to show losses which led to the use of unethical practices like
forging books of accounts to show higher earnings. The other members of the Management
Board were acting as a puppet in the hands of the executive directors, approving incorrect
financial statements, and condoning unfair practices. Managers paid themselves huge bonuses
and issued stock options, sometimes at the expense of other shareholders. Auditors have colluded
or failed to stop the use of inappropriate accounting policies by the Executive Directors. In the

process, they lost their independence which they surrendered in return for high audit fees.

The area of corporate governance has acquired heightened attention in the last decade because of
various notable scandals and collapses cited from the USA (Enron, World com, Tyco), the UK
(the collapse of Maxwell publishing group), Germany (the cases of Holtzman, Berliner Bank,
and HIH), Korea (the widespread banking distress in 1997), Australia (Ansett Airlines and One
Tel), France (Credit Lyonnais and Vivendi), and Switzerland (Swissair), India (Satyam and
Reebok). A global response to these wrongs has set in motion the development of legal and
corporate governance standards, which have led to better business practices. Some international
initiatives for regulating corporate affairs (Committee report 1992, UK Green Bury 1995 UK
Combined Code 1998, Cadbury's Turnbull 1999 UK, OCED principles of Corporate Governance
(1999).
13



2.1.2. Definition of Corporate Governance
Corporate governance is the system of rules, practices and processes by which a firm is directed
and controlled. Corporate governance essentially involves balancing the interests of a company’s
many stakeholders, such as shareholders, senior management executives, customers, suppliers,

financers, the government and the community (James Chen, 2021).

The emphasis on corporate governance, both in practice as well as in academic research, has
been increased (Ali Shah, Butt & Hassan, 2009; Bebchuk, Cohen & Ferrell, 2009), (Khaled,
2014). This is due to the collapse of many companies worldwide, such as WorldCom, Enroll and
Arthur Andersen (Dao, 2008). However, according to Ramon (2001), as cited in (Mulili &
Wong, 2011), the differences in culture, regulatory system and historical development between

countries make it hard to define one definition of company governance.

The fact that researchers from different disciplines in the field of law, economics, accountancy
and management are starting to develop ideas about how it should be defined is a fairly new
phenomenon for company governance (Armstrong et al., 2014). Depending on the views of
policymakers, practitioners and theorists, the concept of corporate governance can be viewed
from at least two perspectives, the narrow view and the broad view, Olayiwola 2010, Solomon,
2010). The narrow standpoint aims to maximize and protect the shareholder, while from the 44
broader viewpoint; the corporation is responsible for a wider constituency of stakeholders other
than shareholders (Maher & Anderson, 2000).

From the narrow viewpoint, Shleifer and Vishny (1997) define corporate governance in terms of
the ways in which suppliers of finance to a firm assure themselves of a good return to their
investment. This definition is shallow in that it emphasizes the suppliers of finance and does not
recognize the relationships between a firm’s stakeholders and managers. Similarly, the Cadbury
Committee defines a governance system as ‘the system by which companies are directed and
controlled’ (Cadbury, 1992). The Australian Standard (2003) defines corporate governance as

the process by which organizations are directed, controlled and held to account.

Sheikh and Chatterjee (1995) define corporate governance as ‘a system whereby directors are
entrusted with responsibilities and duties in relation to the direction of a company’s affairs’,
while Sternberg (2004, p. 28) views it as ‘ways of ensuring that corporate actions, agents and

assets are directed at achieving the corporate objective established by the corporation’s
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shareholders. More specifically it is the framework by which the various stakeholder interests are
balanced, or, as the IFC states, “the relationships among the management, Board of Directors,

controlling shareholders, minority shareholders and other stakeholders.

Corporate governance is the system of management and control of companies, according to the
Cadbury Committee, United Kingdom, 1992. This includes the whole operation of a company, as
well as an attempt to establish systems for checks and balances between shareholders, board
members, employees, auditors and management. Corporate governance is the system by which

business corporations are directed and controlled.

The corporate governance structure specifies the distribution of rights and responsibilities among
different participants in the corporation, such as, the board, managers, shareholders and spells
out the rules and procedures for making decisions on corporate affairs. By doing this, it provides
the structure through which the company objectives are set, and the means of attaining those
objectives and monitoring performance. The Institute for Company Secretaries in India defines
corporate governance as the implementation of good management practices, compliance with
applicable law and a true commitment to ethical standards on effective wealth distribution and

social responsibilities towards sustainable development of all stakeholders.

Corporate governance is a key element for improvement of investors’ confidence, increase of
competitiveness and improvement of economic growth (Wolfensohn et al. 2014). Good
corporate governance can help to prevent corporate scandals, fraud, potential civil and criminal
liability of companies, enhances image and reputation of a company and also makes it more

attractive to investors, suppliers, customers and other stakeholders of the company.

Corporate governance as a system in which firms are strategically organized, actively run and
comprehensively controlled through an entrepreneurial and ethical approach that is suitable to
each particular context (Martin Hilb, 2011). It's a set of relationships between company directors,
shareholders and other stakeholder's as it addresses the powers of directors and of controlling
shareholders over minority interest, the rights of employees, rights of creditors and other
stakeholders (Muriithi, 2009).
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It has also been defined as a system of law and sound approaches by which corporations are
directed and controlled focusing on the internal and external corporate structures with the
intention of monitoring the actions of management and directors and thereby mitigating agency
risks which may stem from the misdeeds of corporate officers (Sifuna et al. 2012).

The OECD paper defines corporate governance as a system by which business corporations are
directed and controlled. The corporate governance structures specify the distribution of rights
and responsibilities among different participants in the corporation, such as the board, managers,
shareholders and other stakeholders, and spells out the rules and procedures for making decisions
on corporate affairs. By doing this, it provides the structure through which company’s objectives
are set, and the means of attaining those objectives and monitoring of performances (OECD,
1999).

2.1.3 Need for and Importance of Corporate Governance

The effectiveness of corporate governance depends on the application of the laid down principles
and mechanisms in a manner which benefits stakeholders, as well as broader industries and
economic sectors. Corporate governance promotes efficient use of resources within the firm and
the larger economy. It also helps firms to attract low-cost investment capital through improved
investor and creditor confidence, both nationally and internationally. It also increases the firms*
responsiveness to the need of the society and results in improving long-term performance
(Gregory & Simms, 1999). According to Banks (2004) companies that are properly governed
promote financial and economic stability and increases national and global growth rates, whereas
poorly governed companies do the opposite. Good corporate governance also brings better
management and prudent allocation of the company’s resources, and enhances corporate
performance which would significantly contribute to the company’s share price and increasing

the values of shareholders (Keong, 2002).

The need for corporate governance arises from the growing concern that boards of directors and
management of companies are failing to comply with financial reporting and accountability
standards, leading to significant losses for investors. In fact, a lot of big companies are
transnational. These companies, for example, have an impact on citizens of several countries

around the world.
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Many counties are going to be affected, some of them more severely than others, if things go
wrong. So, as well as considering the possibilities of transnational solutions to companies'
governance challenges, it is also important to pay attention to the world at large. To create a
culture of awareness, transparency and openness in the company, corporate governance is
needed. In order for companies to maximize shareholders' long-term value, it refers to a mix of
legislation, rules, regulations, procedures and practices which can be applied voluntarily. This
should result in a higher level of customer satisfaction, shareholder value and wealth. With
greater public awareness, the focus has shifted from economic to social issues and a new
environment is in place to ensure better transparency and accountability. It's essential to the very

character of a company and can be summarized as follows:

a) Corporate scams: Scandals in the corporate world, whether centered on corruption, bribery,
fraud, or greed tend to have a significant impact on the economy as a whole. The need for
corporate governance is, then, imperative for reviving investors' confidence in the corporate

sector towards the economic development of society

b) Wide Spread Shareholders: In today's era, a company has a very large number of
shareholders spread all over the world. The idea of shareholders' democracy remains confined
only to the law and the Articles of Association which requires a practical implementation

through a code of conduct of corporate governance.

c) Changing Ownership Structure: The pattern of corporate ownership has changed
considerably, in the present-day-times with institutional investors and mutual funds becoming
largest shareholders in large corporate private sector. These investors have become the greatest
challenge to corporate managements, forcing the latter to abide by some established code of

corporate governance to build up its image in society.

d) Globalization: Desire of more and more companies to get listed on international stock
exchanges also focuses on a need for corporate governance. There is no doubt that international
capital market recognizes only companies well- managed according to standard code of

corporate governance.
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2.2. Theories of Corporate Governance

There are various theories that can be used to explain Corporate Governance conventions and also the
issues that arise as a result of these conventions (Rashid,2011). These theories include the agency theory,
stakeholder theory, stewardship theory and resource dependency theory (Sanda and Garba, 2005; David
and Tobias 2013). These four theories as the main and most significant theories of corporate governance

are explained further respectively below

2.2.1. Agency Theory

Agency theory is based on the distinction between the shareholders of a company or an
organization designated as the principal and the executives appointed to manage the company
called the agent. It argues that the objective of the agent is different from that of the principal,
and they are contradictory (Johnson, Daily, & Ellstrand et al., 2012). In return for financial gain,

the principal invests his money in the company and takes risks.

Managers (agents), on the other hand, are risk averse and want to maximize their profits. As a
result, the agent’s and principal’s risk tolerances are not in sync, resulting in agency conflict.
When the managers or executives opt to behave in a manner that drives them towards self-
motivation, goal attainment and self-actualization, they will naturally align their ambitions with

the organization’s goals (Schillemans & Bjurstrom, 2020).

It is assumed that, in their absence from direct management of the company, the directors are
suffering an agency loss which amounts to a lower return on investment. Part of the return that

they could have had if they were managing the company directly goes to the agent.

Consequently, the agency's theories suggest a reward system that can incentivize managers to
maximize owners' profits by encouraging them to earn more than they need to do (Eisenhardt,
1989). The Agency theory therefore argues that the members of the Board should include not
only executives but also other directors in order to monitor managers' performance. By including
independent directors to avoid conflicts of interest and finding that independent directors have a
significant impact on the performance of the company, the board should also be structured in
such a way as to ensure the independence of the decision-making process (Malik and
Makhdoom, 2016).
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Further, a board developed from the perspective of the agency theory tends to exercise strict
control, supervision, and monitoring of the performance of the agent in order to protect the
interests of the principals (Hillman & Dalziel, 2003).

In other words, the board plays an active role in most management decisions and is held
accountable to shareholders. A Nonprofit Board, which adopts an autonomous management
approach to that of stakeholders, will operate within the framework of agency theory. A two-tier
form of company control managers and owners is assumed by agency theory in relation to
corporate governance. According to the agency's theory, those two groups will be subject to
some friction and mistrust. Therefore, a web of contractual relations between various interests’
groups with an interest in the company is the cornerstone of its corporate structure. The
relationship of agents and principals is explained by agency theory. The agent shall act as the
principal in a particular business transaction and shall be expected to act in the best interests of

the principal without regard to his own interests.

Conflict may arise between principal and agents' interests, in view of the fact that certain agents
are not always able to act with due regard for their principal. Depending on the situation, there

may be different problems in companies because of miscommunication and disagreement.

The incompatible desires may lead to tension between each interested party, leading to
inefficiencies and financial losses. This leads to the problem of principal agents.

If the interests of the principal and the agent are in conflict, the principal agent problem occurs.
Through a solid corporate policy, companies should seek to minimize these situations. These
conflicts present normally ethical individuals with opportunities for moral hazard. Incentives to

shift agent behavior so that these interests are aligned with the principal should be used.

In changing rules governing the activities of an agent and restoring principal interests, corporate
governance may be applied. The principal must overcome a lack of information on the
performance of his agent when he appoints him as an agent who represents the interests of the

principal. In order for agents to act on behalf of the principal, they have to be incentivized.

The Agency Theory can be used to design the incentives in such a way as to take into account

what interests compel an operator to act. It is necessary to abolish incentives that encourage bad
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behavior and introduce rules for discouraging moral hazard. Businesses are making better

business policies by being able to identify the mechanisms that lead to problems.

2.2.2 Stewardship Theory

Stewardship theories argue that the managers or executives of a company are stewards of the
owners, and both groups share common goals (Davis, Schoorman, & Donaldson, 1997).
Therefore, as agency theory would have suggested, the Governing Board should not exert too
much control. By empowering managers and increasing their potential for higher performance,
the Board should play an active role in this direction (Hendry, 2002; Shen, 2003).

Stewardship theories argue for relationships between board and executives that involve training,
mentoring, and shared decision making (Shen, Sundaramurthy & Lewis, et al 2014). Most
theories of corporate governance use personal self-interest as a starting point. Stewardship
theory, however, rejects self-interest. Agency theory begins from self-interested behavior and
rests on dealing with the cost inherent in separating ownership from control. Managers are
assumed to work to improve their own position while the board seeks to control managers and

hence, close the gap between the two structures.

2.2.2. Resource Dependency Theory

The theory postulates that the board of a firm is critical because it provides resources to the
managers who in turn utilize them to achieve organizational objectives (Hillman & Dalziel,
Hillman & Dalziel, et.al 2021). The theory recommends the board to provide support to the
executives, finance, human, and intangible properties. Board members with expertise and
professional should provide training and mentoring to executives to help them improve their
skills and performance. Board members can also connect the organization with their personal
networks, bringing in vital resources. The theory suggests that the majority of corporate
decisions should be carried out by senior executives and, where appropriate, some are presented

to the board for approval.

In the field of banking, stakeholder theory is driven by an efficient governance structure that
increases confidence and transparency with a view to satisfying depositors, shareholders and
others involved in business (Vicnente-Ramos et al., 2020). Resource dependency theories focus
on board of directors' roles in access to resources needed by an enterprise, while stakeholder
theory addresses relationships with numerous groups for the purpose of a particular benefit.
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Hillman and Al. (2000) claim that resource dependency theory focuses on the role played by
directors in obtaining or securing important resources for an organization through their

connection to the external environment.

In fact, Johnson and al. 1996 propose that resource dependence theorists focus on the
establishment of representative bodies of independent organizations in order to access resources
essential for a company's success. It has been argued that the availability of resources increases
organizational functioning, firm performance and its survival (Daily et al, 2003). It deals with the
effect of external resources on an organization’s behavior and has implications for optimum
divisional organization, recruitment of board members and employees, production strategies,
contract structures, external organization links as well as other aspects of the organizational
strategy (Pfeffer and Salancik (1978).

Resource dependence concerns more than the external organizations that provide, distribute,
finance, and compete with a firm. Although executive decisions have more individual weight

than non-executive decisions, in aggregate the latter have greater organizational impact.

Hillman, Canella and Paetzold (2000) contend that resource dependency theory focuses on the
role that directors play in providing or securing essential resources to an organization through

their linkages to the external environment.

According to Hillman, Canella and Paetzold (2000) that directors bring resources to the firm,
such as information, skills, access to key constituents such as suppliers, buyers, public policy
makers, social groups as well as legitimacy. A Resource Dependence Theory Perspective™ by
Pfeffer and Salancik (1978) marks the starting point of Resource Dependence Theory. The
theory's fundamental assumption is that organizations are not self-sufficient, but depend on
resources provided by their environments to achieve organizational goals (Hillman, Withers, and
Collins (2009); Pfeffer and Salancik (1978)).

Because of the division of labor management also depends on the resources such as work effort,
expertise, and organizational connections provided by individual employees, work groups, or
departments (Bartol and Martin et al, 2014)). The degree to which management depends on any

employee is defined as the inverse of the power that same employee has over his or her manager.
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The more critical and the less substitutable the resources subordinates use to derive their
contributions are to management's ability to achieve defined goals, the higher the employee
power, and with it the degree of managerial dependence, will be. As a response, managerial
dependence will trigger actions such as management control to ensure that goals are achieved
(Bartol and Martin, Green and Welsh et. al 2014). The resource-based view thus promotes the
inclusion of professionals on a company’s board of directors, emphasizing the importance of

outside directors who bring best practices and connections from other companies.

The theory also advocates for a larger board of directors to accommodate more directors with a
wide range of experience and knowledge. Non-executive directors and professionals with a wide
range of experience and skills should be included on a company’s board of directors (Ghazali,

Ujunwa, Francis and Mori, et al 2021).

2.2.4. Stakeholder Theory

Stakeholder theory has developed gradually since the 1970s. One of the first expositions of
stakeholder theory, couched in the management discipline, was presented by Freeman (1984),
who proposed a general theory of the firm, incorporating corporate accountability to a broad
range of stakeholders. Since then, there has been an abundance of writing based on stakeholder
theory, across a wide array of disciplines (Donaldson and Preston, 1995). The stakeholder theory
focuses on relationships with many groups for individual benefits; resource dependency theory
concentrates on the role of board directors in providing access to resources needed by the firm.

It may be viewed as a conceptual cocktail, concocted from a variety of disciplines and producing
a blend of appealing sociological and organizational flavors. Indeed, stakeholder ‘theory’ is less
of a formal unified theory and more of a broad research tradition, incorporating philosophy,
ethics, political theory, economics, law and organizational social science (Wheeler et al., 2002).
A basis for stakeholder theory is that companies are so large, and their impact on society so
pervasive that they should discharge accountability to many more sectors of society than solely
their shareholders. There are many ways of defining stakeholder theory and ‘stakeholders’,
depending on the user’s disciplinary perspective. One commonality characterizing all definitions
of stakeholders is to acknowledge their involvement in an ‘exchange’ relationship (Pearch, 1982;

Freeman, 1984; Hill and Jones, 1992).
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Not only are stakeholders affected by companies but they in turn affect companies in some way.
They hold a ‘stake’ rather than simply a ‘share’ in companies. Stakeholders include shareholders,
employees, suppliers, customers, Defining corporate governance creditors, communities in the
vicinity of the company’s operations and the general public. The most extreme proponents of
stakeholder theory suggest that the environment, animal species and future generations should be
included as stakeholders. The stakeholder relationship has been described as one of exchange,
where the stakeholder groups supply companies with ‘contributions’ and expect their own
interests to be satisfied via ‘inducements’ (March and Simon, 1958). According to stakeholder
theory decisions made regarding the company affect and affected by different parties in addition
to stockholders of the company. Hence, the managers should on the one hand manage the
company to benefit its stakeholders in order to ensure their rights and their participation in
decision making and on the other hand the management must act as the stockholder’s agent to
ensure the survival of the firm to safeguard the long-term stakes of each group (Fontain et al.,
2006).

2.3. Principles of Good Corporate Governance

Gregory and Simms (1999) observed that corporate governance’s practices vary across countries
and industries, reflecting differing societal values as well as differing ownership structures,
business and competitive conditions. It can also be due to differences in the strength and
enforceability of contracts, the political standing of shareholders and debt holders as well as the

development and enforcement capability of the legal system.

In the developed countries, the principles of good corporate governance comprises of deep
rooted and regulated securities markets and laws which recognize shareholders as the legitimate
owners of corporations whilst at the same time ensuring the equitable treatment of minority and
foreign shareholders; enforcement mechanisms protecting the rights of shareholders, laws to
protect against fraud on investors; sophisticated courts and regulators; an experienced accounting
and auditing sector and significant corporate disclosure requirements. In addition to this, the
developed countries also have well developed private sector institutions such as organizations of
institutional investors, professional associations of directors, corporate secretaries and managers,

as well as rating agencies, securities analysts and a sophisticated financial press.
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On the contrary many emerging countries have not yet developed fully their legal and regulatory
systems, enforcement capacities and private sector institutions required for effective corporate
governance. There is in many of these countries, a need for further development of the stock
exchange, systems for registering share ownership, enactment of laws for the protection of
minority shareholder interests, the empowerment of a vigilant financial press, the improvement
of audit and accounting standards and a paradigm shift in the mindset against the widespread
tolerance of bribery and corruption as an unavoidable cost of doing business in some of these

countries.

According to the Millstein Report (1998), corporate governance takes place within the
corporation and as such it depends very much on investors, boards and managements for its
successful implementation. The report noted that for corporate governance to be effective in

attracting capital, it must focus on four important areas:

Fairness: it is a concept is linked to ethical behavior and integrity (honesty). There should also
be fairness in the treatment of minority shareholders when there is a majority shareholder or
dominant shareholder. It might seem fairly straightforward in developed countries where the
rights of minority shareholders are protected to a large extent by company law. In some
countries, however, minority shareholder rights are often disregarded by the larger shareholders
and the board of directors. Other stakeholders should also be treated in a fair and ethical way a
concept that is linked to ethical behavior and integrity (honesty). For example: There should also
be fairness in the treatment of minority shareholders when there is a majority shareholder or
dominant shareholder.

This concept might seem fairly straightforward in the UK, where the rights of minority
shareholders are protected to a large extent by company law. In some countries, however,
minority shareholder rights are often disregarded by the larger shareholders and the board of

directors.

Other stakeholders should also be treated in a fair and ethical way. It is also ensuring the
protection of shareholder rights in particular the rights of minority and foreign shareholders.
These rights can be strengthened by ensuring the enforceability of contracts made by the

providers of capital.
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Transparency: Transparency means openness. In the context of corporate governance, this is a
willingness by the company to provide clear information to shareholders and other stakeholders
about what the company has done and hopes to achieve, without giving away commercially
sensitive information. It might be useful to think of openness in terms of its opposite, which is to
be a ‘closed book’ and refuse to divulge any information whatsoever. Transparency should not
be confused with ‘understandability’. Information should be communicated in a way that is
understandable, but transparency is concerned more with the content of the information that is
communicated. A principle of good governance is that stakeholders should be informed about
what a company is doing and plans to do in the future, and about the risks involved in its
business strategies.by the timely disclosure of adequate, clear and comparable information

concerning corporate performance, governance and ownership.

Accountability: Decision-makers who act on behalf of a company should be accountable for the
decisions they make and the actions they take. In a company, the board of directors should be
accountable to the shareholders, the company’s owners. Shareholders should be able to assess
the actions of their board of directors and the committees of the board, and have the opportunity
to query them and challenge them. A problem with accountability is deciding how the directors
should be accountable, and in particular over what period of time. According to financial theory,
if the objective of a company is to maximize the wealth of its shareholders, this will be achieved
by maximizing the financial returns to shareholders through increases in profits, dividends,

prospects for profit growth and a rising share price.

It might therefore follow that directors should be held accountable to shareholders on the basis of
the returns on shareholder capital that the company has achieved. By clarifying governance roles
and responsibilities and by means of voluntary efforts to ensure the convergence of managerial

and shareholder interests as monitored by the board of directors.

Responsibility: The board of directors is given authority to act on behalf of the company, and a
further principle of corporate governance is that it should accept full responsibility for the
powers that it is given and the authority that it exercises. A board of directors should understand
what its responsibilities are, and should carry them out to the best of its abilities.

Accountability goes hand in hand with responsibility. The board of directors should be made
accountable to the shareholders for the way in which it has carried out its responsibilities.
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Similarly, executive management should be responsible for the exercise of powers delegated to
them by the board of directors, and should be made accountable to the board for their
achievements and performance. By ensuring corporate compliance with other laws and

regulations reflecting the extant society’s values.

2.4. Corporate Governance in Ethiopia

Corporate governance is at its infancy stage in Ethiopia; absence of comprehensive company law
coupled with the obsoleteness and inadequacy of the commercial code legislative provisions,
which was enacted in 1960 are the basic reasons for poor corporate governance in Ethiopia
(Hussein, 2012). Accordingly, the commercial code does not have adequate legislative
provisions on governance issues related to the separation of supervision and management
responsibilities, and on the composition, independence and remuneration of board of directors in

companies.

Minga Negash (2008) observes that the status of corporate governance in Ethiopia is poor and
notes that “the Commercial Code of 1960 does not provide adequate legislative response to
complex governance issues and recommended for the enactment progressive corporate
governance codes and standards in Ethiopia. Corporate governance refers to a system of rules
and institutions that determine the control and direction of a company and that define relations
among the company’s primary participants including board of directors, managers, shareholders

and other stakeholder.

Good corporate governance enhances the confidence of investors in the companies and positively
contributes towards the overall business environment. Well-governed companies often draw

huge investment premiums, get access to cheaper debt, and outperform their objectives.

The Commercial Code of Ethiopia (hereinafter the Commercial Code) incorporates provisions
pertinent to the governance of share companies. However, such provisions are inadequate to
address specific issues in corporate governance related to board of directors such as separation of
roles of nonexecutive directors and CEOs, composition and independence of the board as well as
director’s remuneration. Moreover, proclamations and directives governing financial share

companies in Ethiopia do not sufficiently address the aforementioned issues (Hussein, 2012).
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According to NBE directive SIB/42/2015, corporate governance plays a vital role in maintaining
the safety and soundness of financial sector in general and insurance sector, in particular and
gives the way to balanced risk taking, enhance business prudence, prosperity and corporate
accountability with the ultimate objective of realizing long term shareholder value as well as

customers and other stakeholder’s interest.

2.5. Insurance Companies in Ethiopia

Insurance Business in Ethiopia is as far back as a modern form of banking service in Ethiopia,
which was introduced in 1905. At the time, an agreement was reached between Emperor Menelik
Il and a representative of the British-owned National Bank of Egypt to open a new bank in
Ethiopia. Similarly, modern insurance service, which was introduced in Ethiopia by foreigners,
marks out their origin as far back as 1905 when the bank of Abyssinia began to transact fire and
marine insurance as an agent of a foreign insurance company. According to a survey made in
1954, nine insurance companies were providing insurance service in the country. Except for
imperial insurance company that was established in 1951, all the remaining insurance companies

were either branches or agents of foreign companies.

In 1960, the number of insurance companies increased considerably and reached 33. At that
time, insurance business like any business undertaking was classified as a trade and was
administered by the provisions of the commercial code (Hailu, 2007). In the last few decades, the
Ethiopian financial institutions in general and insurance companies, in particular, have shown
impressive progress in terms of number and service which not only creates employment

opportunities but also enhances the business activities in the Ethiopian economy (Hailu, 2007).

The first significant event that the Ethiopian insurance market observed was the issuance of
proclamation No. 281/1970 and this proclamation was issued to provide for the control and
regulation of insurance business in Ethiopia. Consequently, it created an insurance council and
an insurance controller’s office, its strange impact in the sector. The controller of insurance
licensed 15 domestic insurance companies, 36 agents, 7 brokers, 3 actuaries, and 11 assessors
under the provisions of the proclamation immediately in the year after the issuance of the law
(Hailu, 2007).
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Before the commencement of modern insurance service in the country, there have been
traditional practices by which people help each other whenever they face either financial
difficulties or needs assistance. “Edir” and “Ekub” are Examples of such traditional practices and
have some similarities with Modern Insurance.

In the case of “Edir” people form an association where by each member contributes a fixed sum,
normally monthly, to a common fund from which predetermined compensations are paid to
members upon occurrence of unforeseen events such as death of family members or relatives.
The compensation is meant to cover expenses that a member would incur as the result of the
incident.

The “Edir” also owns physical assets like tents, household goods like plate and drinking cups,
chairs and the like used mainly during the periods of mourning. The other insurance type of
associations is “Ekub”. “Ekub” members contribute a fixed sum of money weekly, fortnightly,
or monthly to a pool of fund and lots are cast where upon the winner receives the money so
collected and uses it for a project if he or she has owned or sell it to another member at a
premium. If something happens to a member, who had already taken the money that would not
enable him to continue contributing to the fund, his guarantor will have to be held responsible.
The initial phase started in 1905 when insurance business used to be transacted by an Egyptian
Bank which served as agent of foreign insurance company. The proclamation defined ‘domestic
company' as a share company having its head office in Ethiopia and in the case of a company
transacting a general insurance business at least 51% and in the case of a company transacting
life insurance business, at least 30% of the paid-up capital must be held by Ethiopian nationals or
national companies. After four years that is after the enactment of the proclamation, the military
government that came to power in 1974 put an end to all private enterprises.

Then all insurance companies operating were nationalized and from January 1, 1975 onwards the
government took over the ownership and control of these companies & merged them into a
single unit called Ethiopian Insurance Corporation. In the years following nationalization,
Ethiopian Insurance Corporation became the sole operator. After the change in the political
environment in 1991, the proclamation for the licensing and supervision of insurance business
heralded the beginning of a new era. Immediately after the enactment of the proclamation in the

1994, private insurance companies began to increase.
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Before October, 2003 in Ethiopia the corporate governance of banks and insurance firms is
directed and supervised by the central bank. The National Bank of Ethiopia monitors and
controls the insurance business and functions as regulators of the country's money supply.
Accordingly, National bank of Ethiopia issued directives on the size, composition and
competence of board of directors.

According to banking business Proclamation (No. 592/2008) the national bank is responsible to
issue directives on the qualification and competency to be fulfilled by directors; the minimum
number of directors in the membership of the board of a bank; the duties, responsibilities and
good corporate governance of the boards of directors of bank; the maximum number of years a
director may serve in any bank. In October 2013 Addis Ababa Chamber of Commerce and
Sectorial Associations (AACCSA) is actively pursuing the establishment of a non-government,
private and voluntary membership-based organizations and finally they established Institute of
Corporate Governance (EICG).

2.6. Financial Performance

The term corporate performance refers to the benefits emanating from shares and those from the
functioning and operational activities of a firm (Rouf, 2012). The performance a firm can be
analyzed via its financial statements such as the statements of financial position, comprehensive
incomes, cash flow and statement of cash flows. Generally speaking, financial ratios that express
the correlation between variables reported on a firm's balance sheet can be used for analyzing its

performance (Latridis, 2010).

When compared with other important relevant meaningful information, such as current or
historical similar indicators for the same company or similar companies in the same industry,
financial ratios are useful and can be effectively used to measure performance. In general,
according to Akle (2011) accounting measurements are considered to be an effective indicator
for the performance of a company. The profitability of companies on a short-term basis in recent
years is measured by accounting-based measurement. That is why it aims at helping management
to measure the firm's overall effectiveness. Based on levels of sales, assets, capital employed, net
worth and earnings, they are normally used to measure profits earned by a company during the

period. It is considered an indicator of growth, success and control.
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The performance or value of a firm can be seen as the amount of utility or benefits derived from
shares of a firm by the shareholders. Firms with high value from the sales of their shares can be
said to be performing well financially. Such high valued firms attract investors a lot thereby

increasing the firm’s prospect of further expansion.

Generally speaking, the measure of how a company is using its assets for generating revenues is
considered to be firms' financial performance. It is the company's financial condition over a
certain period that includes the collection and use of funds measured by several indicators of
capital adequacy ratio, liquidity, leverage, solvency, and profitability (Fatihudin, 2018). If a
company is utilizing its assets in a better way than its peers or competitors, it can be deemed to

be doing well from a financial performance perspective.

There are several basic measures of financial performance. These can be expressed as financial
ratios which are used to appraise performance by focusing on the company’s financial statement;
the balance sheet, income statement, and cash flow statements (Engle, 2010). The estimates of
return on equity (ROE) and return on assets (ROA) are the key metrics employed in such an

assessment.

Shareholders also are interested in profitability since it indicates the progress and the rate of
return on their investments. According to Gentry and Shen (2010) to assess the financial aspect
of firm performance, organizational researchers generally use either accounting-based measures
of profitability such as return on assets (ROA), return on sales (ROS), and return on equity
(ROE), return on investment (ROI), or market-based measures such as Tobin’s Q and market
return which indicate the market value or the share of the firm as well as the financial prospect of
the firm in the future.

Using the figures from the financial statements, accounting based measures, including
profitability, efficiency, liquidity, gearing and investment ratios, are calculated, which may
represent the financial performance of the company. These ratios show that the company is able
to generate income or earnings from resources in which it holds a stake. In contrast, practically,
due to the rising mistrust of accounting data from the firms, it has been suggested that investors

should employ market indicators for decision making (Nguyen, 2021).
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In the accounting literature, corporate performance can be measured by means of profitability
indicators such as earnings per share (EPS), dividend per share (DPS), return on asset (ROA),
return on equity (ROE), operating profit (OP), return on capital employed (ROCE), profit margin
(PM), return on investment (ROI) or market-based measurement ratios like Tobin’s Q, market
value added (MVA), market-to-book value (MTBYV), annual stock return (RET) among others.

The choice of whether to use accounting or market-based calculations for measuring a firm’s
financial performance depends upon the specific aims of the research (Emmanuel, et al., 2017).
Therefore, for the purpose of this study the researcher used return on equity (ROE) as proxy

measure of financial performance of targeted insurance companies in Ethiopia.
2.7. Corporate Governance Mechanisms

The importance of corporate governance internationally has increased in the last decades since
the financial crises, technological progress, and liberalization, opening up of financial markets,
trade liberalization and mobilization of capital. Corporate governance is considered a mainstream
concern in companies’ boardrooms, among academics and legislators, and throughout businesses
as an essential framework for firms (Claessens, Djankov & Lang, 2000). Corporate governance
mechanisms are the procedures employed by companies to solve corporate governance
problems; however, the use of these mechanisms depends on the corporate governance system
(Weimer & Pape, et al. 2014). Mechanisms for corporate governance can be divided into two
parts: internal and external mechanisms (Fan, Lau & Wu, 2002).

External corporate governance mechanisms refer to the components by which actors are external
to the direct administration or management of firm, while internal governance mechanisms refer
to the structural components that serve to mitigate the principal-agent problem (Kiel &
Nicholson, 2003; Weir, Laing & McKnight, 2002).

Consequently, the main objective of corporate governance mechanisms, in particular boards of
directors, is to monitor management operations and processes (Gillan, 2006). Clearly, adopting
better internal mechanisms of corporate governance, such as an enhanced board and audit
committee, improves the monitoring of management and reduces information asymmetry
problems (Aldamen et al., 2012). Therefore, firms need internal mechanisms of corporate

governance to mitigate the probability of having agency problems.
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The agency theory is assumed to afford a foundation of corporate governance through the use of
internal corporate governance mechanisms. Previous studies have found that corporate
governance mechanisms affect firm performance (e.g., Martha ,2008, Haileab,2014, Bedilu,
2016, Tewodros, 2020, Bayelign et al., 2021, Husen, 2012, Thomsen et al., 2006; Hu & Izumida,
2008; Kajola, 2008; Khaled,2014, Abraham, 2015, Lupu & Nichitean, 2011).

2.8. Corporate Governance Mechanisms and Financial Performance

2.8.1. Board size and Financial Performance

Board size: it's the number of directors in the board. In determining the efficiency of a board of
directors, they play the advisory services and supervision functions (Raheja, 2005; Adams &
Ferriera, 2007). Therefore, the board of directors has been considered to be an essential corporate
governance mechanism with a view to ensuring that interest between managers and all interested
parties in the company (Garba & Mikailu 2011). There is a view that larger boards are better for
firm value because they have a range of expertise to help make better decisions, and are harder

for a powerful CEO to dominate.

However, Jensen (1983) argues that small boards are less effective and easier for the Chief
Executive to control. However, smaller boards have reduced the possibility for free riding and
increased accountability of individual directors. The scale of boards and corporate value will
therefore be linked either positively or negatively. Therefore, based on the literature the

researcher develops the underlying hypothesis.

Board size is the total number of directors on a board (Panasian et al. 2003, levrau and van den
berghe, 2007). An optimal board size should include both executive and non-executive directors
(Goshi et al., 2002). The effectiveness in structuring the board is important for governing the
company. Jensen and Mackling et al.,2014) argued that a bigger size board of directors may
improve the companies' board effectiveness and support the management in reducing agency cost
that resulted from poor management and consequently leads to better financial results. There is a
view that larger boards are better for firm value because they have a range of expertise to help
make better decisions, and are harder for a powerful CEO to dominate. Dallas, G (2004), states
that the size of the board has positive effect and is an important governance consideration.

However, some authors have advocated for smaller boards.
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Adetunji and Olawoye (2009) argue that board size determines the number of directors in a
board and the board should be of reasonable size, and the terms of its directors should be fixed
and advocates for optimal size of board of directors for good corporate governance as well as
performance in the firm. Lipton & Lorsch (1992); Jensen (1993) suggested limiting the size of a
board enhances board effectiveness. They argue that small or moderate board size allows
members to know each other and gives an opportunity to discuss on matters and to reach on an

agreement.

On the contrary, Pearce & Zahra (1992) argue that larger boards have the advantage of multiple
networks which enables to provide better access to firm’s stakeholders, risk reduction as well as
acquisition of critical organizational resources needed for firm performance. Lipton and Lorsch
(1992) argue that board size should be small and limited: a board size of 8-9 directors is optimal
for coordination and communication, because if the board has more than 10 members, it is not

easy for directors in the board to indicate their opinions and ideas.

However, Dalton and Dalton (2005) argue that the advantage of larger boards is the spread of
expert advice and opinions around the table compared to a small board. Larger boards are

expected to increase board diversity in relation to experience, skills, gender and nationality.

The Cadbury Committee (Cadbury, 1992) recommends an ideal board size of 8-10 members,
with an equal number of executive and non-executive directors. Jensen (1993) argues that the
optimum board size should be around 7-8 directors. According to the national bank of Ethiopia
insurance corporate governance directive 42/SIB/2019 an insurer shall have at least nine board

directors.

2.8.2. Board remuneration and Financial Performance

Remuneration is a form of salaries, allowances or incentives and bonuses received by the
employee (I. Oviantari, 2011). It may comprise of cash remuneration and any other remuneration
based on shares that are associated with short-term performance and long-term directors’
compensation. Board of directors’ remuneration is commonly used as an incentive that can
affects strategies planned and decisions made by directors which cause great impact on firm
performance and profitability (M. W. Mohd Razali, et al. ,2018). It mainly concerns with the
extent to which the directors are remunerated in ways that align their interests with those of their
firms’ owners (M. C. Jensen and W. Meckling et al.2014).
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The importance of incentive alignment solution to agency problems when they propose that
executive compensation should be designed in such a way that can reduce the degree of conflict
of interest between shareholders and managers. Theoretically, effective compensation system is
the one that motivates managers to forego their opportunistic behaviors and focus on value
maximization activities (Z. Ramly and H. M. A. Rashid, 2010).

Remuneration is proved to be effective tool in mitigating all the major organization problem
arises between investors and directors’ issues (Shao, Chen, and Mao 2012). Perry & Zenner
(2001) however salary is said to be a contract which is tied to performance. An optimal
performance theory suggests that optimal director remuneration is something that results in
dramatic change in performance. Remuneration consists of fundamental pay plus various other
payments depending upon the nature of task and the department in which the director is
involved. Normally other payment is the performance-based profit which could be in terms of
share or bonus. However, the performance is measured in terms of both short term and long-term

corporate performance.

Holm & Zaman (2012) and Monem and Ng (2013) has establish the responsiveness of swap of
director salary to shareholder wealth. Bebchuk & Fried (2003) it’s been observed from the
decades that the literature that is been available is mostly derived from the agency theory.
However, agency theory is known for its contradiction between agents working as management
of the company whose aim is to get amplified pay and owner or principal of the company who
always strive for higher profits from the company (Villalonga & Amit, 2006).

Jensen and Murphy (1990) have stated in his studies that the conflicting obser