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ABSTRACT
Governments participate in a variety of economic sectors for a number of objectives, including

providing public services, fostering employment opportunities and raising revenue. The financial
sector, particularly banks and insurance, is the most important one among the economic sectors.
The same is true of the Ethiopian government, which owns very giant banks and insurers. One of
the pillars of any successful company, whether it is public or private, is corporate governance.
Corporate governance can either be self-regulatory or through intervention of government by a
government regulatory/supervisory/ entity. Particularly, the financial sector requires stringent
regulation and oversight. The NBE is authorized to act as the country’s central bank, as well as
a regulator and supervisor of its financial institutions. Simultaneously, PEHA is also given the
authority to supervise state enterprises, which include government banks and insurance. This has

been creating practical problems.

The study aims at investigation how regulation and supervision of corporate governance of state
owned banks and insurers look like. To attain this, the study employs interviews, letters

examinations, analysis of legal instruments and literature reviews. The thesis finds that there

are gaps in the law and serious mandate overlap between the two supervisory authorities, NBE
and PEHA. Further, the thesis proved happening of practical problems as a result of these

mandate overlaps.

Accordingly, the thesis argues basing OECD principle of corporate governance that the power
of supervisory authority shall be clearly demarcated. Furthermore, the regulator and
supervisory authority shall be independent. Hence, the PEHA shall only act as shareholder to
safeguard the interest of state and NBE shall regulate and give approvals when the law requires

approval like other private banks and insurances.

Key Words: Banks, Corporate Governance, Insurance, State-owned



CHAPTER ONE
INTRODUCTION AND OVERVIEW

1.1. Background of the Study

It is believed that financial sectors are inherently imperfect,® which quest for prudent regulation
in order to avoid or mitigate negative impact of their failure on the socio-economic and political
situation of a given country. Leaving financial sector to be regulated by the principle of demand
and supply could result in serious problem to the economy of a given nation. Thus,
implementation of good corporate governance practices in this area has great relevance for the

success of individual financial institutions and the financial system as a whole.?

The basic objectives of regulating financial institutions are promotion of safety and soundness of
the institutions and to protect them from failure, if possible, or to reduce the probability thereby
protecting the interests of depositors and ensuring soundness of the overall operation of the

sector.

Among other financial sectors, banks play pivotal role in the economic development of a given
country through serving as a channel by collecting deposit from the general public and making
loan service available for customers. Banks also finance huge government projects which are

crucial to the economic development of a country.

Although, banks play a very important function for economic development, their activities are
not transparent enough to be easily regulated. Studies show that “because of the opaque nature
of banks, heavy government regulation on corporate governance works differently in the banking

,’3

sector”.” Banks are generally more opaque than nonfinancial firms, and evidence suggests that

informational asymmetries are larger in banks than in other sectors.*

! Tony Addison1 and Alemayehu Geda, Ethiopia’s New Financial Sector and Its Regulation, World Institute for
Development Economics Research (WIDER) of the United Nations University, Helsinki ,Discussion Paper No.
2001/55, August 2001 available online https://www.researchgate.net/publication/23984864 last accessed on June
20/2019.
2 GT26- Corporate Governance: Regulation and Supervision Guidelines, © ASBA, 2013, P. 1?7
[I=-
® Asnakech getenet Ayele, A.G. (2013) ‘Revisiting the Ethiopian Bank Corporate Governance system: A Glimpse
of the Operation of Private Banks’, 2013(1) Law, Social Justice & Global Development Journal (LGD
4 -

Ibid.



https://www.researchgate.net/publication/23984864

Likewise, insurers play pivotal role for the economic development of a given country by;
enabling mitigation of losses of business organizations; enhancing financial stability; promoting
trade and commerce activities resulting in sustainable economic growth and development.® Thus,
it is very essential to ensure the safety and soundness of the sector by implementing good

corporate governance.

Despite extensive privatization, governments continue to own and operate financial institutions
with the view, among other reasons, to using them as sources of income to finance different

national mega-projects and other governmental activities, to which Ethiopia is not an exception.s

In Ethiopia too, although most of the financial institutions are privately owned, the strongest and

most powerful banks and insurance company are still in the hands of the government.

The mandate of regulating both state owned and private banks and insurers is with the National
Bank of Ethiopia (NBE).” In addition to the NBE, different regulatory agencies or authorities are
accorded with the mandate of regulating some aspects of financial institutions. For instance
Trade Competition and Consumers’ Protection Authority is accorded with power of regulation to
protect the business community and consumers from anti-competitive and unfair market
practices®; the Financial Public Enterprises Agency which is replaced by Public Enterprises
Holding and Administration Agency and later renamed as Public Enterprises Holding and
Administration (PEHA), is also mandated with the power to supervise financial public
enterprises to make them efficient, competitive and modern with a view to enabling them to

serve as instruments in implementing government development policies.®

Thus, the study tries to examine the regulatory role of the NBE on corporate governance of state

owned banks and insurers in comparison with the regulatory role of PEHA which is established

> Available at https://www.hdfcergo.com last accessed at 24/02/2022.

® World Bank (2014), Corporate Governance of State- Owned Enterprises: A Toolkit. DOI: 10.1596/978-1-4648-
0222-5. Washington, DC: World Bank. License: Creative Commons Attribution CC BY 3.0 IGO

" The National Bank of Ethiopia Establishment (as Amended) Proclamation No. 591/2008 Article 4, 5 (7) (Here in
after called NBE re-establishment Proclamation).

& Trade Competition and Consumer Protection Proclamation No.813/2013 Art-3(1).

° Financial Public Enterprises Agency Establishment Council of Ministers Regulation No. 98/2004, Article5:
Definition of powers and duties of the executive organs of the federal democratic republic of Ethiopia proclamation
No 1263/2021, Art-53(1 & 2) (here in after called PEHA Re-establishment Proclamation for convenience).
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as autonomous government office *° with the mandate of controlling and supervising public

enterprises particularly government owned banks and insurers.

1.2. Statement of the Problem and Research Questions

NBE was established as an autonomous government institution by Order N0.30/1963 as an
autonomous entity. This Order was repealed and replaced by several Proclamations by the
governments that succeeded the Imperial Era, the latest one being Proclamation No. 591/2008.
Article 5 of the Proclamation provides the mandates of NBE including regulation and

supervision of financial institutions.

In relation to regulating financial sector, NBE is given with the power of regulating the corporate
governance of financial institutions, notably banks and insurers, as per its establishment

proclamation.™

On the other hand, Financial Public Enterprises Agency was established by Council of Ministers
Regulation No. 98/2004 as an autonomous government office having its own legal personality as
per Art-2 (2) of the Public Enterprises Proclamation No. 25/1992. This Agency was replaced by
PEHAA which is established by Art-32 (15) of proclamation No 1097/2018. The newly
established agency is mandated to take over the mandates which were given to the former
“Financial Public Enterprise Agency” as per Art-5 (16) of Regulation No 445/2019. Art-16 of
Regulation No. 445/2019 says that the Agency shall implement the power and duties given to a
supervising authority of public enterprises by Proclamation No 25/1992. Recently, the name of

the agency changed to Public Enterprise Holding and Administration (PEHA).*?

When we closely consult the regulatory mandates of the NBE on one hand and the regulatory
mandates of PEHA on the other hand, there are certain mandates which are given for both

institutions simultaneously.

In relation to remuneration of board of directors, NBE is given the power to determine the

maximum amount of remuneration which could be paid for the members of board of directors,

10 .

Ibid.
11 NBE Re-establishment Proclamation, note 7 above.
2 PEHA Re-establishment Proclamation.



irrespective of whether they are private or state owned*®. Basing this Proclamation, the NBE has
enacted directives to fix the maximum amount of remuneration which could be paid for board of
directors. In the case of directors who sit board of insurer the maximum annual remuneration is
100,000 (one hundred thousand)™; in the case of directors who sit on the board of bank the
maximum annual remuneration is 150,000 (one hundred fifty thousand).® On the other hand,
PEHA is also given with the power to fix the amount of remuneration for members of board of

directors in the case of state owned banks and insurance companies.*®

Regarding approval of the appointment of chief executive officers of banks, Banking Business
Proclamation provides that the appointment of chief executive officer is subject to the approval
of the NBE."" The Insurance Business Proclamation states that the NBE must first approve the
appointment of chief executive officers of insurers before the appointment can take effect. 2. On
the other hand, PEHA is accorded with the power to approve the appointment and dismissal of
chief executive officers of public enterprises’® which includes banks and insurers.”® This
demonstrates that both entities have the authority to approve the appointment and dismissal of

the CEO of state-owned banks and insurers.

The NBE is granted the authority to approve the audit reports of the external auditors of banks
without differentiating government and private banks.?! In the same fashion audit reports of
external auditors of insurers has to be approved by NBE.?* On the other hand, PEHA is accorded
with the power to approve external auditors’ report on financial situation of public enterprises,
which includes state owned banks and insurers as per Art-11 (9) of Public Enterprises
Proclamation No. 25/1992 and Art-5(2), 5(16) of Regulation No 445/2019. This is also one area
of power overlap between NBE and PEHA.

13 Banking Business Proclamation, Art-14(4)(e)

 NBE Licensing and Supervision of Banking Business Directive No. SIB/43/2016, Limits on Board Remuneration
and Number of Employees Who Seat on the Board of an Insurer, Art-4.1

> NBE Licensing and Supervision of Banking Business Directive No. SBB/67/2018, Limits on Board Remuneration
and Number of Employees Who Seat on the Board of on Bank Board, Art-4.1

16 Art-11 of Public Enterprises Proclamation and Art- 5(16) The Definition of Powers and Duties of the Public
Enterprises Holding and Administration Agency Regulation N0.445/2019 (here in after called Regulation
No0.445/2019).

7 NBE Re-establishment proclamation, note 7 above.

'8 Insurance Business Proclamation No. Art-5(2).

19 Regulation No. 445/2019, note 16 above, Art-5(13).

20 |bid, Art-6 and the annex with the Regulation.

2! Banking Business Proclamation, Art-27(3)

22 Insurance Business Proclamation, Art-31(4)



In relation to appointment and removal of members of directors, NBE is empowered to approve
appointment and removal of board members of banks and insurers.?® The Administration is
simultaneously given the authority to appoint and dismiss board members.?* The problem is what
IS going to be the fate of member of a board who is removed by the agency but his removal is not
approved by NBE? Will he remain in his mandate without approval of NBE? If this is so, doesn’t
it defy the power of the Administration to remove a board member?

Furthermore, the Administration is accorded with the power to approve the investment plan of
the public enterprises. 2> On the other hand, NBE has already issued a directive which determines
the types of business in which banks and insurers may make investments and areas which they

are prohibited from investing.?

These overlapping of powers call for interpretation and clarification, to avoid the possible
difficulty during their practical implementation. Moreover, OECD (Organization for Economic
Co-operation and development) Principles of Corporate Governance clearly provide that in order
to insure effective corporate governance practice the division of responsibilities among different
authorities in a jurisdiction should be clearly articulated and ensure that the public interest is

served.?’
Research Questions

Based on the above problem the writer framed the following questions;

i.  What are the Competing Legal and Institutional Mandates which are accorded to the
PEHA and NBE, regarding regulation of corporate governance of state owned banks and
insurers?

ii. What are the practical problems happening due to the competing legal and institutional
mandates of the two entities?

iili. What are the possible solutions to solve the problems?

%% Insurance Business Proclamation, Art-15(2) and Banking Business Proclamation, Art-14(2)

2 Public Enterprises Proclamation, Art-11(1)

% |bid, Art-11(10)

% National Bank of Ethiopia Licensing and Supervision of Banking Business Directive No. SBB/65/2017, Limits on
Investment of Banks.

2" OECD (organization for economic co-operation and development) Principles of Corporate Governance 2004, pp.
18



1.3. Objectives of the Study

1.3.1. General Objective

The main objective of the study is to examine the overlapping mandates of the NBE and PEHA
on the regulation of corporate governance of state owned banks and insurers, to examine possible
regulatory competitions and conflicts, to look into how the two entities practically carry out their

legally granted authority in a cooperative manner, and to come up with solutions to the issues.

1.3.2. Specific Objectives
I. To examine the competing legal and institutional mandates which are accorded to the

PEHA and NBE, regarding regulation of corporate governance of state owned banks and
insurers.
ii. To assess practical problems happening due to the competing legal and institutional
mandates of the two entities, if any.

Ii. Suggest possible recommendations for the problems based on finding of the study

1.4. Significance of the Study
On top of the academic merits to future researchers interested in undertaking further studies in

the area, it is also hoped that the study will inform policy makers and legislators of the apparent
and real regulatory conflicts in the area and assist them in clearly demarcating the mandates of

the two institutions.

1.5. Scope of the Study
The study focuses on the overlapping mandates of NBE and PEHA on regulation of corporate
governance of state owned banks and insurance companies only. It does not examine the roles of

other aspects of the regulatory functions of the two entities.

1.6. Methodology of the Study
The research used qualitative primary and secondary data and they have been collected in the

following methods:

For Primary Data: Interviews were conducted as a primary source so as to find out how the legal
rules stipulated are implementing. Informed consent from interviewees is one ethical
consideration that was used. Documents: primary documentary sources including the FDRE

Constitution, the National Bank of Ethiopia Establishment (as Amended) Proclamation No.

6



591/2008 and, “Banking Business Proclamation No. 592/2008 its amendment Banking
(Amendment) Proclamation No. 1159/2019, “Insurance Business Proclamation No. 746/2012
and its amendment Insurance Business Amendment Proclamation, Public Enterprises
Proclamation No. 25/1992, Regulation N0.445/2019, NBE Directives on Directors remuneration,
corporate governance and others, and other laws in the area of study were used. To this end
review of published and unpublished materials, journals, and books were used to conceptualize
and analyze issues. The collected data were analyzed using narration, description and logical
reasoning approaches.

1.7. Limitations of the Study

The researcher has faced different challenges in preparing this like, scarcity of locally conducted
research findings to use as reference in the area of study, shortage of time because the researcher
conducted it simultaneously performing public task, unavailability of government officials who

could be interviewed.

1.8. Literature Review

The term corporate governance is a fluid concept and is defined in different ways by scholars
depending on the institution, author, country and legal tradition. The United Kingdom’s Code of
corporate governance defines it as the system by which companies are directed and controlled.?
Some others also define it as a system by which a business corporation is directed and controlled
at its senior level in order to achieve its objectives, performance and financial management,
accountability and integrity.?® The ways in which lenders of capital to firms ensure themselves of

receiving a return on their investment are the subject of the corporate governance debate.*

In relation to corporate governance of banking institution and insurance companies there are
several studies conducted by different academicians and practitioners. Dureti Abate in her
master’s thesis which is conducted on the topic” Ensuring Good Corporate Governance through

Auditors: Appraisal of the Ethiopian Legal Regime Governing their Roles and

%8 The UK Corporate Governance Code (2014) p.1

2% T Karagiorgos, G.Drogalas , E. Gotzamanis and I. Tampakoudis , “Internal Auditing as an Effective Tool for
Corporate Governance” Journal of Business Management , vol.2, no.1 (2010), p.18

% Jean Paul, Corporate governance and Value Creation (2005), The Research Foundation of CFA Institute, USA,

p.1



Responsibilities™

stated in her findings she said that independence of auditors is very important
to ensure good corporate governance. Requiring transparency from auditors is also recognized as

an important measure to ensure good governance of companies.

Hussein Ahmed Tura in his article which is conducted on the topic” overview of corporate
governance in Ethiopia: the role, composition and remuneration of boards of directors in share

. 9932
compames”3

in his finding said that legal framework governing company governance in
Ethiopia does not sufficiently address issues related to the roles, composition and remuneration
of boards of directors in share companies. The relevant provisions of law among others do not

also delineate between corporate management and corporate governance.

Asnakech in her article which is conducted on the topic “Revisiting the Ethiopian Bank
Corporate Governance System: A Glimpse of the Operation of Private Banks”* said that the
overall standard of corporate governance in Ethiopia is inadequate. She further argued that there
is a major credibility problem in the Ethiopian banking regulatory environment, since the

regulatory rules are enforced discriminately between state and private banks.

This study takes the themes discussed in the aforementioned works further and will critically
analyze the power overlap between the two regulators, in relation to regulating corporate

governance practice of state owned banks in Ethiopia which is not addressed yet.

1.8. Organization of the Study
The study's first chapter gives a basic overview of the study, outlining its background, problem,
statement, research questions, goals, objectives, scope, research methods, significance,

constraints, and organizational structure.

The second chapter deals with the notions of corporate governance, its difference with
management, importance, factors which determine corporate governance, The peculiars of

corporate governance in the banking and insurance sectors and similar concepts.

! Dureti Abate (2016), Ensuring Good Corporate Governance through Auditors: Appraisal of the Ethiopian
Legal Regime Governing their Roles and Responsibilities, AAU SGS.

%2 Hussein Ahmed Tura (2012), overview of corporate governance in Ethiopia: The Role, Composition and
Remuneration of Boards of Directors in Share Companies, Mizan Law Review, Vol. 6 No.1.

% Ayele, A.G. (2013) “Revisiting the Ethiopian Bank Corporate Governance system: A Glimpse of the Operation
of Private Banks’, Law, Social Justice & Global Development Journal (LGD).



The third chapter is dedicated on assessment of regulation and supervision of banks and
insurances corporate governance in Ethiopia with a special focus on state owned banks and

insurance corporate governance. The last chapter includes general conclusions and possible
recommendations based on the findings of the research



CHAPTER TWO

CONCEPTUAL FRAMEWORK OF CORPORATE GOVERNANCE AND
ITS REGULATION

2.1. The Notion of Corporate Governance

The term corporate governance is an eclectic subject and there are various definitions present
largely depend on the institution, author, country and legal tradition.®* As it is discussed under
the background of the study, the tremendous sum of writing accessible on the subject
demonstrates that there are much differentiated definitions in connection to the concept of

corporate governance.

For instance, corporate managers, investors, policy makers and lawyers define corporate
governance as “a system of rules and institutions that determine the control and direction of the

corporation and that define relations among key participants of a company”>®

Based on the OECD principles of corporate governance, corporate governance includes a set of
relationships between a company’s management, its board, shareholders and other stakeholders
and provides the structure through which the objectives of the company are set, and the means of

attaining those objectives and monitoring performance are determined.

Juan Pedro Cantera tries to define corporate governance as;

“The way institutions get organized to carry out the administration & control of their
management. It is consists of the management structures of the institution (board of directors
or equivalent hierarchic authority), management (senior management, including compliance
officer & actuarial function) & control functions (audit committee, internal audit & external

audit, among others) » 31

** Dureti Abate (2016), note 31 above, pp. 10

* Hussein Ahmed Tura (2012), note 32 above, p 45-76

% Bob Garratt, Why Corporate Governance Matters and How to Measure and Improve Board Performance
(Nicholas Brealey publishing 2006), UK, P. 33 and Dureti Abate (2016), note 31 above, pp. 11

%7 Juan Pedro Cantera (2017), Corporate Governance in Insurance Companies, CBU Montevideo
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Manuel Alfonso says the concept of corporate governance is defined by the authors, and not
expressly defined because it encompasses different areas of interaction, such as management,
ethical, legal, regulatory, structural, and behavioral aspects. The approach adopted, whether of
the shareholder or the stakeholder, will determine the type of corporate governance that will be
developed in a company, or in a country and the mechanisms through which its compliance will
be verified. The field is continually evolving.*®

What can be concluded from the diverse definitions available is that there is no uniform scope or
content of corporate governance; Some focus on the relationship between shareholders and the
company; some concentrate on the formal structure of the board, codes of board practice and
corporate effectiveness; yet others believe the focus should be on the social responsibilities of

corporations to a wider set of stakeholders.*

2.2. Corporate Governance Vis a Vis Management

Governance and management are words that hold key role in relation to running an organization
in a smooth and efficient manner. While there are governing bodies and managers both serving
inside an organization, their roles and responsibilities should clearly be spelt out. Literally, whilst
we see corporate governance and management, there appears to be no distinction among the two
concepts with both being concerned with controlling an organization for the purpose of running
it to attain the goals that have been set forth. Using the two words interchangeably contributes a

lot for the confusion. However, there are differences between them.

Governance can be said to be representing the owners, or the interest group of people, who
represent a firm, company or any institution.* Governance consists of a governing body, in our
case the Board of Directors that appoints members of a Company’s management and directs

them on how they should conduct the business of the company.

% Manuel Alfonso Garzon Castrillon (2021), The Concept of Corporate Governance, Revista Cientifica "Visién de
Futuro”, Vol. 25, No. 2, pp. 178-194

% Dureti, 2016, note 31 above.

0 Available at <http://managementhelp.org/blogs/boards-of-directors/2010/08/27/the-changing-role-of-boards-and-
management-as-companies>, Retrieved on 4/15/2022.
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On the other hand, management is all about doing things in the right way as per the direction of
board of directors most of the time.** The responsibilities between governance and management
also differ. Selecting senior executives, assessing their performance, authorizing
plans/commitments and evaluating the organization’s performance are all responsibilities of
governance.”” Management, on the other hand, is in charge of overseeing and improving the
organization’s overall performance. The implementation of governance system is the duty of

management. It is the day to day executive organ or body in corporate governance.

2.3. Why Corporate Governance Matters

Every single company, whether you are a start-up or well-established industry player, needs
some form of a corporate governance strategy. It outlines the way your company handles
decision-making, votes, timings, and who has what responsibilities between the CEO,

stakeholders, and your board of directors.*

In the recent experience shows that companies are involved in and have an impact on the
socioeconomic and political affairs of the countries in which they operate. As a result, ensuring a
basic degree of excellent corporate governance is an issue of economic growth, democracy, and

social justice.**

Potential investors needed to be confident that the firm's managers would not misappropriate
company assets if outside equity was to be subscribed. Equity was viewed as unappealing and

priced appropriately in the absence of such confidence.*

In more stable times, companies that had financed rapid growth with significant debt obligations
found it impossible to maintain that growth. Besides, the crisis had systemic ramifications, since
unpaid trade creditors were forced into bankruptcy, and financiers, including the major banks,

were left with non-performing debts.*

Latest financial heists by western firms have shocked the world with their scope and ingenuity,

highlighting the dire repercussions of poor corporate governance and emphasizing the

1 Ibid.

“2 Ibid.

3 Available at: 3 Reasons You Need Corporate Governance - Holded, Retrieved on 4/29/2022
** Dureti Abate (2016), note 31 above, pp. 12

** Kevin Keasey et al, note 46 above, pp. 7-8

“5 Ibid
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importance of addressing governance issues.*’ Following a series of business failures and scams
in the United States, as well as several high-profile scandals in Russia and the Asian crisis,
corporate governance challenges have risen to the fore in developing and transitional economies.

The scandals also demonstrate how corporate governance issues cut across national borders.

Increase in importance of private, market-based investment process underpinned by good
corporate governance for most economies has also raised corporate governance issues in sectors

that were previously state held.*

The advent of globalization which predominantly involve economic integration result with too
many cross-border issues in corporate governance, technological progress, liberalization and
opening up of financial markets, trade liberalization, and other structural reforms make good

governance more important, but also more difficult.*

2.4. Factors that Shape Corporate Governance

Corporate governance reflects the economic, historical, cultural and legal characteristics of a

given country, its business history and corporate landscape.
The following are some of the underlying factors that shape the corporate governance structure®

2.4.1. Influence of the Economic Model on Corporate Governance
The economic model in use shapes and influences company governance in particular

jurisdictions. Corporate governance is influenced by the relationships and exchanges among the
economic entities who dominate a market. The US version, for example, is sometimes described
as market-oriented, with a greater emphasis on unrestricted competition, i.e. the "winner take all"
criteria. The government establishes the regulatory framework through various regulators with
the mandate of regulating firms, and then allows market forces and actors to compete. Other

countries, such as Germany and France, place a higher value on collaboration and consensus

" A. Naciri (ed.), Corporate Governance Around the World (Taylor & Francis e-Library, 2008), pp.

“® Dureti Abate (2016), note 31 above, pp. 12

% Udo C. and Alexander N. (2007), Developments in Corporate Governance

% Dureti Abate (2016), note 31 above, pp. 12

*! Dejene Alamirew (2014), Assessing Corporate Governance of Ethiopian Private Limited Companies: With
Particular Emphasis on Making Board of Directors Compulsory to Such Companies, A Thesis Submitted SGS

AAU, pp. 22
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among economic and market participants. These two models, as well as other modifications in

various countries, have a substantial impact on corporate governance.*?

2.4.2. Influence of Legal Systems on Corporate Governance

Shareholders have priority over other stakeholders in common law countries like England and
America. In most civil law countries, the law and/or numerous governance regulations require
that the company's interest, which the combined interests of the various stakeholders, takes
precedence.®® This is a significant distinction with far-reaching repercussions. The reasoning in
common law countries is primarily founded on the notion that if directors look out for the long-
term interests of shareholders, they will be seen to have looked out for the corporation's other

stakeholders as well.>*

2.5. The Special Nature of Corporate Governance in Bank and Insurance

Indeed, governments and regulators use corporate governance to supplement financial oversight,
which explains why this field is becoming more regulated. In a nutshell, regulation mandates that
boards of directors and their risk committees oversee financial organizations' risk taking and
management. As a result, corporate governance serves the supervisory objectives to the extent

that it should prevent financial institutions from taking excessive risks.>

Banks and other financial firms have unique corporate governance structures. This is supported
by empirical evidence, much of which was acquired after the financial crisis. Banks with
traditional, shareholder-oriented corporate governance performed worse than banks with less
shareholder-prone boards and less shareholder power. Bank and other financial institutions
special governance is strongly ingrained in supervision law and regulation. The purpose of (non-

bank) corporations has recently been the subject of heated debate. Stakeholder governance,

>2 |bid.

%% Hussein Ahmed Tura (2014), note 32 above, pp. 169-171

** Eric Hontz and Aleksandra Shkolnikov (2009), USAID the Center for International Private Enterprise(CIPE),
Corporate Governance, The Intersection of Public and Private Reform, P. 30.

% Understanding the Role of Corporate Governance in Financial Institutions: A Research Agenda | Oxford Law
Faculty, Accessed on 5/11/2022
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namely creditor or debt holder governance is more crucial to banks than shareholder

governance.>®

Concerning special nature of financial institution on corporate governance the Basel Committee

on Banking Supervision stated as follows

“Banking supervision cannot function as well if sound corporate governance is not in place and,
consequently, banking supervisors have a strong interest in ensuring that there is effective

. . . 7
corporate governance at every banking organization”.”

A bank’s failure to follow good practices in corporate governance and the lack of effective
governance are among the most important internal factors which may endanger the solvency of a
bank. Corporate governance in banks differs from the standard (typical for other companies),

which is due to several issues.®

» The bankruptcy of a bank raises social costs, which does not happen in the case of other
kinds of entities’ collapse; this affects the behavior of other banks and regulators;
regulations and measures of safety net substantially change the behavior of owners,
managers and customers of the banks; rules can be counterproductive, leading to
undesirable behavior management (take increased risk) which expose well-being of

stakeholders of the bank (in particular the depositors and owners);

> Between the bank and its clients there are fiduciary relationships raising additional
relationships and agency costs;

» problem principal-agent is more complex in banks, among others due to the asymmetry
of information not only between owners and managers, but also between owners,
borrowers, depositors, managers and Supervisors;

» The number of parties with a stake in an institution’s activity complicates the governance

of financial institutions. To sum up, depositors, shareholders and regulators are concerned

%8 Klaus J. Hopt (2021), Corporate Governance of Banks and Financial Institutions: Economic Theory, Supervisory
Practice, Evidence and Policy, European Business Organization Law Review, Vol. 22, pp. 13.

" Basel Committee on Banking Supervision (1999), Enhancing Corporate Governance for Banking
Organizations, pp. 1

%8 Monika Marcinkowska (2012), Corporate Governance in Banks: Problems and Remedies, Financial Assets and
Investing, No. 2, pp. 48. For Further Discussion, read: D.T. Llewellyn (2002), M. Marcinkowska (2009) P.
Cincanelli, J.A. ReyesGonzalez (2000, June), B.E. Gup (2007), R. Adams, H. Mehran (2003, April).
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with the robustness of corporate governance mechanisms. The added regulatory
dimension makes the analysis of corporate governance of opaque banking firms more

complex than in non-financial firms.

The unique features of financial institutions necessitate strict government regulation through
bank supervisors and a range of financial laws and regulations. The interface between these
elements determines how well the performance of financial institutions conforms to the best
interest of shareholders, while complying with regulatory standards. Hence, for shareholders and
regulators the financial institutions (especially banks and insurance) corporate governance
framework is critical for their success and its daily operations.*®

One of the most typical features of banks’ risk profile is their exposure to contagion risk.
Contagion, which is at the core of the concept of systemic risk, refers to the possibility that

failure of a bank spreads to other banks in the system.®

Hence, do to these unique feature of financial institution their corporate governance require

serious attention and regulation.®

2.6. The Role of Regulators and Supervisors on Corporate Good Governance
of Financial Institutions
It is impossible to define good governance in isolation. It can only be understood in the context
of the numerous constituencies and expectations it is supposed to serve. Customers,
counterparties, and others with whom a company does business define good governance in terms
of efficiency and quality a well-governed company provides efficient, high-quality services and

goods in a timely way.®

% Asnakech Getnet Ayele (2013), note 3 above, pp. 3; Spong, K, R, and Sullivan, R, J. (2007), Corporate
Governance and Bank Performance, Journal of Economics Literature No. G21, G34, p.1; see also Tandelilin, E,
Kaaro, H, and Mahadwartha, P (2007), Corporate Governance, Risk Management, and Bank Performance: Does
Type of Ownership Matter? EADN Working Paper No. 34, pp. 2.

8 |arisa Dragomir, European Prudential Banking Regulation and Supervision The Legal Dimension, European
banking at the beginning of the third millennium, Banking and market structures, (Taylor & Francis e-Library, 2010)
pp. 29-30

® Asnakech Getnet Ayele (2013), note 3 above.

82 Gary M. Welsh (1999), Good Governance and Commercial Banks, Current Developments in Monetary and
Financial Law, Vol. 1, pp. 393.
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Given the critical financial intermediation role of banks in an economy, corporate governance is
critical to gaining and sustaining public trust and confidence in the banking sector.®® Investor
confidence is essential for such organizations to get enough funding.®* An effective corporate
governance system should rely less on strict adherence to statutory codes and regulatory
standards and more on the creation of adaptable internal compliance procedures tailored to the

risk level and nature of the financial organization.®®

According to the Basel Committee on Banking Supervision the board and senior management
are primarily responsible for the governance of the bank, and supervisors should assess their
capacity and performance in this regard. To this end, Supervisors has the responsibility to
perform: Guidance on expectation of sound corporate governance; make comprehensive

evaluation of banks’ corporate governance.66
2.7. Regulation and Supervision of State Owned Financial Institution

State-owned enterprises including financial institution face some distinct governance challenges
arising from the fact that their ownership is exercised by government officials on behalf of the
general public.®” The key distinction of state-owned financial institutions is the fact that a state
simultaneously can act as an owner, manager, creditor and regulator. The government, as the
agent of population, at the same time acts as the principal, entrusts the management of state-
owned banks, by the way of delegation the management functions, to state institutions which

delegate them to other performers.®® State-owned financial institutions are vulnerable to political

% Mena EECD Investment Programme, Improving Corporate Governance in The Middle East and North Africa,
Policy Brief on Corporate Governance of Banks Building Blocks (draft for discussion purposes, Working Group 5,
pp. 3

% ASX Corporate Governance Council (2019), Corporate Governance Principles and Recommendations, 4th
Edition February 2019, pp. 1

% Biruk Tesfaye Kebede (2018), note 45 above, pp. 23-24

% 1d, pp. 24

*” OECD (2015), OECD Guidelines on Corporate Governance of State-Owned Enterprises, 2015 Edition, OECD
Publishing, Paris, pp. 9. http://dx.doi.org/10.1787/9789264244160-en

®® Smovzhenko T. S. et al (2019), Corporate Governance in State Owned Banks, pp. 77: DOI:
10.18371/fcaptp.v2i29.171882
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interference, particularly in countries with weak governance and institutional structures, leading

to unsound lending practices and inefficiencies.®®
2.8. Corporate Governance Principles and Practices

In many legal systems and prominent corporate governance principles, regulations are usually
found as legal requirements where no deviation is allowed, comply or explain rules where any

deviation needs to be accompanied by the reason for deviation. "
Some of the basic principles of corporate governance are discussed herein below.

2.8.1. Responsibilities of Board of directors

The board of directors owes all shareholders a duty of care. When competing interests amongst
shareholders are perceived, board members must pay special attention to their responsibilities.
The Board of Directors is in charge of overseeing executive management as representatives of
the shareholders. To avoid impeding the Board of Directors' ability to exercise control, the
board's chairperson shall not be responsible for executive management at the same time. When it
comes to creating value for shareholders, a well-composed board and well-organized board work

are essential.”

As a result, the principles are intended to apply to all board arrangements and argue that boards
should act "in good faith, with due attention and care,” and in the company's and shareholders'

best interests.”

2.8.2. Independence of Board of Directors.

Nowadays, the importance of the independence of directors is subject of discourse among
corporate circles and academics. Recent literature on corporate governance is replete with

recommendations of various committees on the desirability of having non-executive,

® Mark Adams et al (2022), Regulating, Supervising, and Handling Distress in Public Banks, IMF Monetary and
Capital Markets Department, pp. 4.

" Dureti (2016), note 31 above, pp. 22

™ Nordea Funds Ltd, Corporate Governance Principles, pp. 4, Folajimi et al, Principles of Corporate Governance
and Effective Boards, Board of Directors Effectiveness and Corporate Governance Taylor and Francis (eds), (2019)
2 Gebeyaw Simachew Bekele (2012), A Critical Analysis of the Ethiopian Commercial Code in Light of OECD
Principles of Corporate Governance, Institute of Advanced Legal Studies School of Advanced Study University of
London, pp. 20
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independent directors on the boards of companies to promote better corporate governance
practices. For instance, the OECD Principles of Corporate Governance provides that board
independence usually requires that a sufficient number of board members be employed by the
company and not be closely related to the company or its management through significant
economic, family or other ties. Non-executive directors should be independent of management
and free from any business or other relationship that could interfere with their independent
judgment.

2.8.3. Composition of Board of Directors

The composition of board of directors denotes the numbers of members of board of directors and
type of directors that participate in the work of the board. A company may have managing or
whole time directors who are in charge of the day-to-day conduct of the affairs of a company,
and they are together with other team members collectively known as ‘management’ of the
company. A company may also have part time non-executive directors who have nothing to do
with the day to day management of the company. Effective company boards would be composed
largely of outside independent directors, and that effective boards have to separate the functions

of management and control.

Size: In determining appropriate board size, directors should consider the nature, size and
complexity of the company as well as its stage of development. Larger boards often bring the
benefit of a broader mix of skills, backgrounds and experience, while smaller boards may be
more cohesive and may be able to address issues and challenges more quickly. Research finding
shows proper board size has positive impact on financial companies performance and the good

corporate governance t0o."

" Maria Malik et al (2014), Governance and Firm Performance Applying Pareto Approach, Is It Cultural
Phenomena? The Journal of Applied Business Research Vol. 30, No. 5.
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Composition: The composition of a board should reflect a diversity of thought,
backgrounds, skills, experiences and expertise and a range of tenures that are appropriate
given the company’s current and anticipated circumstances and that. Collectively, enable

the board to perform its oversight function effectively.’*

The composition of the board has a direct effect on the company’s activities. Generally, the
composition of the board refers to the proportion of inside and outside directors serving on the
board. Boards of directors include both executive and non-executive directors.”

2.8.4. Qualification of Board of Directors.

Top-of-the-line governance solutions will be useless if a company does not have the right people
on the board with the right skills, education, and experience, as well as the necessary structure.
Board Capability refers to the educational qualifications of individual board members. Individual
board members' experiences are important in making decisions. Advanced-degreed board
members assist firms through a combination of competences and abilities that helps in the
formation of diverse perspectives on decision-making. Additional qualified members would
broaden the knowledge base, encourage board members to investigate various options, and

develop a more compassionate approach to issue solving.”®

2.8.5 The Role of Stakeholders in Corporate Governance of Banks and Insurances

In relation to the mandate of board of directors of banking institution and top managers of banks,
there are two equally computing arguments. There are scholars who argue that the role and
mandate of boards and company’s managers should be maximizing shareholders profit by
disregarding the interests of stakeholders. Some others also say that board directors should direct
the company not only for the interests of shareholders but also for the interests of various

stakeholders who make “firm specific investments” within the company.”’

™ Principles of Corporate Governance, Harvard Law School on Corporate Governance; Principles of Corporate
Governance (harvard.edu), accessed on 5/15/2022

> Abel Atlabachew Tadesse (2017), Assessment on Corporate Governance Practice: The Commercial Bank of
Ethiopia, SGS College of Business and Economics AAU, pp. 14

"® Abdurazak (2017), note 60 above, pp. 38

" Gebeyaw Simachew Bekele (2012), note 94 above, pp. 31.
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According to the proponents of the second view bank and insurance creditors and employees are
entitled to be represented in board members and other stakeholders have also an influential voice
in the governance of the company. However, through time these two contending approaches
converge into another theory called an “enlightened shareholders value” approach. According to
this approach, for the long term profit maximization of shareholders and sustainability of the
company, the decisions of the board should align the interest of shareholders’ profit

maximization with the interest of stakeholders. "

The organization should also cooperate actively with its stakeholders in creating wealth, jobs and

a financially sound enterprise.”

External stakeholders are significant because they have significant influence over the
corporation. However, in order to prioritize its level of attention, the company should identify its
major stakeholders (based on their power and influence on the organization). Because it is
impossible to please all stakeholders, the organization must strike a balance between satisfying
its own objectives and those of its stakeholders.®

Having said this as an introduction of some conceptual issues, the next chapter shows regulation

of corporate governance of banks and insurances in Ethiopia.

"8 bid.
" Kingsley O. Mrabure and Alfred Abhulimhen-Iyoha (2020), note 101 above, pp. 293-300
% 1d, pp. 305-306
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CHAPTER-THREE

REGULATION AND SUPERVISION OF BANKS AND INSURANCES
CORPORATE GOVERNANCE IN ETHIOPIA

3.1 Corporate Governance in Ethiopia

Business can be carried out in the form of sole proprietorship or using business organizations.
The same is true under Ethiopia law.®* The business organizations further classified in to
partnership and companies. Three kinds of company are recognized under the new commercial
code.?? These are one man Company®®, Share Company and Private Limited Company.®

The term corporate governance defined in various legislations. For instance the Code of Corporate

Governance for Public Enterprise defined it as;®®

...the framework of rules, structural relationships, systems and processes within an
enterprise by which powers and duties are exercised and controlled through building an
environment of trust, transparency and corporate accountability necessary to enhance

business prosperity, foster long-term investment, financial stability and business integrity.

Control of the company is left in the hands of a few directors and managers, who may be

86

controlled by block holders in the worst case scenario.”™ Minority shareholders become

subjugated.

Financial institutions, banks and insurances in particular, are subject to additional regulatory
proclamations and subsidiary directives. As a result, companies operating in banking must follow
the Banking Business Proclamation N0.592/2008 with its amendment Proclamation No.
1159/2019 as well as the NBE Regulations, Directives and Procedures. Insurance Business
Proclamation No. 746/2012 with its amendment Proclamation No. 1163/2019, as well as the

8 For instance, the new Federal Democratic Republic of Ethiopia Commercial Code Proclamation No. 1243/2021
(here in after called New commercial code)

% Ibid.

8 See Art-174 cum with 534 and following provisions of the new commercial code. It introduced one-person private
limited company. This form of company is newly introduced form of company.

8 New Commercial Code, Art-174.

8 Code of Corporate Governance for Public Enterprise No. 501/2020, Art-2/1/ (Here in after called Code of
Corporate Governance of Public Enterprise).

8 Fekadu Petros Gebremeskel (2010), Emerging Separation of Ownership and Control in Ethiopian Share
Companies: Legal and Policy Implications, Mizan Law Review, Vol. 4 No. 1 pp. 27.
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NBE's directives and procedures, must be followed by insurance companies. Micro financing
Institutions are governed by Proclamation N0.626/2009 and its amendment 1164/2019, NBE
directives and procedures issued by the NBE. Likewise, public enterprises are obliged to follow

the rules issued by respective supervisory authority.®’

3.2 Regulation of Corporate Governance in Ethiopia

Regulation can be government regulation and self-regulation. Self-regulation has been a feature
for many industries and professions throughout the world. Self-regulation is a universal
occurrence. It exists in various sectors of economy. The existence of self-regulation has confused
many people for a long time due to the conventional belief that a private organization can never
achieve efficient and effective market discipline given its internal conflict of interest. Some

people and also government use this to explain the need for government regulation.®

The Ethiopian economy is undergoing a transition. It has benefited from reforms over the past
two decades, which have brought market economy, privatization, and liberalization in the
financial system.® This paves the way for establishment of companies. Ethiopia is dedicated to

Basic Values for Corporate and Organizational Governance. These Basic principles include:

» Being trustworthy in all business dealings;

> Being accountable to owners, employees, and creditors;

> Being responsible to stakeholder groups and society; and

> Being transparent in communication and publication.*

There are various regulatory laws especially for financial institutions. This regulation can be
carried out through various organs. The National Bank establishment proclamation (as amended)

states;

The purpose of the National Bank is to maintain stable rate of price and exchange, to foster a
healthy financial system and to undertake such other related activities as are conducive to rapid

economic development of Ethiopia

8 One thing it should be clear here is, the supervising authority is not sector specific.
8 Chang Ma (2018), Self-Regulation Versus Government Regulation: An Externality View, pp. 8
8  Available at Corporate Governance Code | Ethiopian Institute of Corporate Governance (EICG)
ggddischamber.com), retrieved on 7/8/2022
Ibid
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Furthermore, Art-4/7/ states the NBE has the power to license and supervise banks, insurers and

other financial institutions. Hence, it has regulatory power over financial institutions.

On the other hand, there is a distinct legal regime and regulatory bodies for corporate governance
of public enterprises.” The most notable of those public enterprises are financial institutions.

3.3 Corporate Governance of Financial Institution in Ethiopia

Corporate Governance comprised the leadership structures of an institution (the Board or
equivalent hierarchical authority, and its Committees), management (Senior Management), and
those regarding control (Internal and External Audit, among others); as well as any practices
adopted to manage, oversee and control daily business activities, within the framework of the
applicable laws and regulations. These practices should allow the entity to establish its
objectives, determine the necessary means to reach them, and monitor their compliance. In all
cases, performance should be in accordance with the best interests of the institution, its
shareholders, depositors and creditors, and respecting consumer rights and those of other groups

of interest.®?

Societies across the world pass through different regulatory mechanism. Peoples in America and
Europe are presently significantly wealthier than they were 100 years ago, but they are also
significantly more regulated. Peoples reside in homes and apartment complexes whose

construction is highly regulated, from zoning to the choice of materials to fire rules.*®

Individual businesses decide what to produce, how much to produce, how to fix price, and what
inputs to utilize in a market economy. Workers and consumers make decisions about how much
money to spend, save, work, and what to buy. Markets distribute products and services according
to their highest and best uses through the interaction of supply and demand.® The companies
decide how to govern themselves. However, this is not always the case due to the reason stated

above.

°! EDRE Public Enterprise Proclamation No. 25/1992, Art-10/1/.

%2 Multimedia Investment Fund Members of the IDB Group (2013), Corporate Governance: Regulation and
Supervision Guidelines, ASBA, pp. 12

% Whipple V. N. Jones (2005), Understanding Regulation, European Financial Management, Vol. 11, No. 4,
439-451

% Susan E. Dudley and Jerry Brito, Regulation: A Primer (ercatus center George Mason Universit,y, 2012), pp. 65
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Financial activity is inherently risky, but without risk taking, businesses could not expand or
innovate, and households would be unable to purchase durable goods, education, and housing
that could not be financed out of current income. Financial regulation aims to balance the
benefits of finance with the risks that it poses.®

Governments regulate financial institutions for two main purposes. The first is consumer
protection. This is much the same reason they regulate public utilities and telecommunications:
to provide a framework of rules that can help prevent the excesses and failures of a market left
entirely to its own devices.” Second, regulation in the financial sector has the additional goal of
maintaining financial stability, a clear public good that justifies a more elaborate framework of

regulation and supervision.®’

As stated above after 1992 when the new EPRDF government comes to power a free market
economy was declared and as a result several private firms have flourished. Regarding the
financial sector even though it has been opened for domestic investors it remains closed for the
entry of foreign financial institutions, for this reason it remains less developed than many

developing countries including its neighbors for example; Kenya, Sudan and Uganda.*®

Due to the financial sector's significance for Ethiopia's economic development, the government
has adopted a cautious approach to reform. The Ethiopian government chooses to implement
financial liberalization through (a) gradualism: gradual opening up of private banks and
insurance businesses, as well as progressive liberalization of the foreign currency market. (b)
Increasing domestic competitiveness prior to full liberalization, enhancing the NBE's capacity
for regulation and oversight, granting banks autonomy, and enhancing the interbank money

market.%°

The financial sector in Ethiopia consists of formal, semiformal and informal institutions. The
formal financial system is a regulated sector which comprises of financial institutions such as

banks, insurance companies and microfinance institutions. The saving and credit cooperative are

% IN FOCUS (2022), Introduction to Financial Services: The Regulatory Framework, Congressional Research
Service,

% Here we can mention consumer protective laws.

%7 Available at Economic Issues No. 32 - Should Financial Sector Regulators Be Independent? (imf.org) retrieved on
7/6/2022

% Melesse Asfaw (2014), Financial Regulation and Supervision in Ethiopia, Journal of Economics and
Sustainable Development, VVol.5, No.17, pp. 64.

*1d, pp. 67
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considered as semi-formal financial institutions, which are not regulated and supervised by
National Bank of Ethiopia (NBE). The informal financial sector in the country consists of
unregistered  traditional institutions such as lqub (Rotating Savings and Credit
Associations) Idir (Death Benefit Association) and money lenders. '

In the Ethiopian context formal financial sector includes National Bank of Ethiopia (NBE),
commercial banks (owned by private and public), Development Bank of Ethiopia (DBE),
insurance companies (both public and private) and microfinance (MF) institutions (owned by

regional governments, associations and individuals).*™*

The NBE as the regulator of the financial institutions, markets and auxiliaries enforces the
existing regulations through banking, insurance and microfinance supervision departments
organized in it. The banking and insurance supervision departments of the NBE also sometimes
attempt at assessing their regulatory and supervisory practices against the core principles of the
Basle Committee on Banking Supervision (BCBS) and the International Association of

Insurance Supervisors (1AIS).*%2

Public firms must be able to withstand the intense rivalry put forth by private businesses, even
while they exist to serve a delicate public interest with the goal of making a profit. This implies
that in order to maintain their competitiveness in the market, they must have an appropriate
organizational structure and effective management methods. Both goals will not be achieved if
the state owner directly interferes in the operation of the business while claiming to be
safeguarding its ownership interests. During the previous administration, we had a number of
public enterprises, but they were unable to achieve their goals because of the state's unlawful and

direct interference with their internal operations.'®®

The preamble of public enterprise proclamation states;

190 vifredew Adamu Bizualem (2019), Financial Sector in Ethiopia

101 Esmael Abdu | (2022) Financial distress situation of financial sectors in Ethiopia: A review paper, Cogent
Economics & Finance, Vol. 10 No. 1, pp. 2

192 Abay Yimer, S. (2011). Financial market development, policy and regulation: the international experience
and Ethiopia’s need for further reform, pp.

193 Dagnachew Asrat and Addissie Shiferaw, Law of Public Enterprises and Cooperatives Teaching Material,
JLSR, pp. 80

26



It is necessary to create an organizational structure whereby public enterprises can enjoy
management autonomy and thus enable them to be efficient, productive and profitable as well as to
strength their capability to operate by competing with private enterprises.

According to the Public Enterprise Proclamation, wholly state-owned organizations are
considered public enterprises and are thus governed by the same Proclamation.

One can find no consensual or generally agreeable definition of public enterprise. Moreover, it is
called by different terminologies and these cause confusion public undertaking, public enterprise,
public corporation, national enterprise, state-owned enterprise, governmental enterprise.'®
Therefore, corporate governance of these enterprises is regulated by supervisory authority, which

is called Public Enterprises Holding and Administration.'%®

3.4 Regulation of Banks’ and Insurances’ Corporate Governance by NBE
One of the most significant internal reasons that could imperil banks' and insurers' solvency is

their inability to adhere to strong corporate governance rules and principles.’® The basic goals

of corporate governance, taking into account the corporate "democracy", which is the widespread
engagement of stakeholders, corporate fairness, openness, and accountability.'®” For the financial
system and economy to operate effectively, public confidence is required. To achieve and keep
this confidence, effective corporate governance practices are essential. This may not be achieved

through self-regulation.*®®

The NBE, aware of the fundamental role of corporate governance in maintaining the solvency
and security of the financial system, has issued two practically identical directives: the first is
applicable to the banking industry (SBB/71/2019) and the second to the insurance industry
(S1B/188/2020). There are also other related directives like Limits on Board Remuneration and

Number of Employees who seat on the Board.’® In order to avoid the feared problem, it is

0% 1d, pp. 44
195 Definition of Powers and Duties of the Executive Organs Proclamation No. 1263/2021, Art-53
133 Monika Marcinkowska (2012), note 80 above, pp. 48.
Ibid.
198 Monika Marcinkowska (2013), Regulation and self-regulation in banking: in search of optimum, Bank i
Kredyt Vol. 44 No. 2, 119-158.
109 | imits on Board Remuneration and Number of Employees who seat on the Insurance and Bank Board, NBE
Directives No. SIB/43/2016 and SBB/67/2018 respectively (here in after called Directive on Board remuneration).
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important to identify the focus areas of corporate governance. Although there are many points,
mainly those who have a close relationship with this study will be covered as follows;

» The role, size, organization and composition (members) and the functioning of the board
and the assessment of its work;

» Ownership structure; avoiding concentration;

Appointment of CEO;

A\

» By making the compensation plan of board members and executives clear align
managerial interests with investors (Remuneration);

» Appointment of external auditors;

» Approval of investment plan and activities;

» Transparency of the financial institution (Disclosure);

3.4.1. The Role, size and Composition of Boards of Directors
The Board of Directors is a body of elected or appointed members/may not be members/ who

jointly oversee the activities of a company. It is sometimes simply referred to as “the board.” A
board’s activities are determined by the powers, duties and responsibilities delegated to it or
conferred on it by authority outside itself. “Director” may be defined as “a person having control
over the direction, conduct, management or superintendence of the affairs of the company”.**°
The definition of “director” is nowhere given under the Commercial Code of Ethiopia. The term
is defined under Article 2(6) of the Banking Business Proclamation No. 592/2008 and Art-2(10)
of “Insurance Business Proclamation No. 746/2012 as “any member of the board of directors of a
bank, by whatever title he may be referred to.” In this definition, the important factor to
determine whether a person is a director is to refer to the nature of the office and its duties (being

a member of board).*"*

A. The Role of the Boards of Directors

In companies with dispersed ownership, shareholders are usually unable to closely monitor
management, its strategies and its performance for lack of information and resources. Thus, the
role of the board of directors is to fill this gap between the uninformed shareholders as principals

and the fully informed executive managers as agents by monitoring the agents more closely.

110 Fekadu Petros, Ethiopian Company Law, (Far East Trading PLC), 2012 (Amharic).
111 Hussein Ahmed Tura (2012), note 32 above, pp. 56-57
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An effective board also employs operational procedures that enhance board performance and
decision-making, such as forming board committees and offering directors specialized training

and evaluation.*?
B. Size of the Board

Board size is crucial for the success of boards and to the performance of companies. The
effectiveness of member discussion and the board's capacity to make the best corporate decisions
are influenced by the size of the board. Finding the ideal board size is essential because too large
a board may adversely affect corporate governance effectiveness beyond what is reasonable. If
the size is too few it hinders possibility of getting diverse views. However, there has been an
ongoing and contentious discussion about the ideal board size in the literature on corporate
governance. Whether a large or small board may enhance a company's success is a contentious
question, and studies have found conflicting evidence regarding the link between board size and

113

business performance.” While some argue in favor of having a high number of boards, others

argue in the opposite direction about the impact of board size on a company's success.™*

The new commercial code under title six chapter four Art-296 on the management of the
company states that;

A company shall have not less than three or more than thirteen directors who shall be
elected by the shareholders. Two-thirds of members of the board of directors may not play a
role in the day-to-day management of the affairs of the company.
Banking Business Proclamation Art-14/4, b/ and Insurance Business Proclamation Ar-15/4, b/
empower the NBE to set the minimum number of board of directors for bank and insurances

respectively.

The NBE’s Bank Corporate Governance Directive dictates the minimum number of directors in a
bank which shall be nine.'* Similar stipulation exits in Insurance Corporate Governance

Directive. !

112 A Toolkit (2014), Corporate Governance of State-Owned Enterprises, World Bank Group, pp. 159

113 Bjruk Tesfaye Kebede (2018), note 45 above, pp. 26

114 Yohannes Tesemma (2016), Corporate Governance Policy and Its Effects on the Performance of Private
Banks in Ethiopia - A Comparative Analysis, A Master’s Thesis AAU, pp. 62

> NBE Bank Corporate Governance Directive No. SBB/71/2019, Art-5.1 (here in after called Banks’ Corporate
Governance Directive)
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C. Board of Directors: composition and organization

Since the professional board is ultimately in charge of the company's stewardship and
performance, its makeup and operation have a big influence on how the company is governed
and consequently how well it performs financially and operationally. An effective board must
comprise highly qualified and competent directors capable of exercising objective, independent

judgment to guide strategy development and monitor management.**’

Individual board members' backgrounds matter when making decisions. Board members with
advanced degrees benefit organizations by bringing a variety of skills and competencies to the
table, which helps to generate different points of view when making decisions. The presence of
more qualified members would broaden the board's knowledge base, encourage members to

consider alternatives, and enhance a more compassionate approach to problem-solving.**®

Concerning the composition of the board the new commercial code under title six chapter-four
Art-296 (on the management of the company) states that;

...... two-thirds of members of the board of directors may not play a role in the day-to-day

management of the affairs of the company.
This seems to imply existence of the non-executive board of director become mandatory. It is to
preserve the check and balance. In addition, non-shareholders may be members of board.
However, their number shall not exceed 1/3 of the total membership of the board of directors.**°
A legal person can be a director as per the proclamation.*®® On the qualification of directors, the
commercial code further stipulates the directors shall be of a good moral character; fulfill
minimum age, no record of conviction on breach of trust, compliance of other mandatory
requirements stipulated by law.*** An important point with respect to financial institutions is that

employees of banks and insurances cannot be a member of board of directors.'??

16 NBE Insurance Corporate Governance Directives N0.188/2020, Art-5.1 (here in after called Insurances’
Corporate Governance Directive)

17 A Toolkit (2014), note, 141 above, pp. 159.

118 Bjruk Tesfaye Kebede (2018), note 45 above, pp. 12-13

119 New Commercial Code, Art-296/2/

201d, Art-296/4/

2L 1d, Art-297

122 Art-5 of NBE Directives on Board Remuneration.
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The NBE re-establishment proclamation cumulative with Art-4/1, g/ of Banking Business
proclamation shows that the directors, the chief executive officer and senior executive officers of
the bank shall meet the qualification criteria prescribed by the National Bank. Fulfilling such
requirement is also a precondition for licensing of banks. During the authorization process,
supervisors should evaluate the financial institution’s Corporate Governance as one of the main
elements. Similar stipulation exists on the insurance business proclamation Art-4/1, g/. Basing
these laws, the NBE on the corporate governance directives dictates the composition of board of
directors. Accordingly, it dictates the board may preferably comprise of directors whose
competencies are on the area of finance, banking, accounting, economics...etc. It shall also
include female directors, if eligible candidates are available among the shareholders.'?® The
Directives also oblige the board to comprise non-influential shareholders as a member and
elected by themselves when there are non-influential shareholder.*** Their number depends on
the amount of share they hold in the prescribed capital. Non-influential shareholder means any
person who holds directly or indirectly less than two percent of the total subscribed capital of an

insurer or bank.*?®

NBE issued Directives which deal with the appointment and selection criteria for membership in
the board of directors of banks. The Directives set selection criteria such as education,
employment, propriety, age, financial soundness and etc. According to these Directives, at least
seventy five percent of a bank's board members shall hold a minimum of first degree or
equivalent from a recognized higher learning institution; and the remaining board members

should, at least, complete general secondary school.*?

% Committees within the Board

Although boards play a crucial role in corporate governance, little is known about how they are
internally structured, particularly the composition of the board committees. Identification,
evaluation, and nomination of a new director for the board are all responsibilities of the

nomination committee. The nominating committee is crucial to make sure that the directors are

123 NBE Directives on Banks’ and Insurances’ Corporate Governance Art-5/2/-5/4/.
124
Id, Art-5.4.
%5 1d, Art-2/9/.
126 | ook for instance NBE Licensing and Supervision of Banking Business Amendment for New Bank Licensing
and Approval of Directors and CEO Directive No. SBB/39/2006.
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well-selected so that they can raise the bank’s and insurance’s worth.*?” The same is true for
other committees. There the law stipulates the necessity of formation of other committees with

specific requirements.*?

3.4.2 Ownership Structure

One of the basic concerns that must be taken into account in corporate governance is the
ownership structure. No one, excluding the Federal Government of Ethiopia, is permitted to
possess more than 5% of the total shares of a bank or insurance company, either individually,
jointly, or with a child under the age of 18 who is directly related to them in the first degree by
consanguinity.’” The amount of shares that may be held by regional governments in a bank
transformed from a micro-finance institution is determined by the NBE. An influential
shareholder of any bank or insurance may not acquire shares in other banks or insurances.**
There are also other restrictions in order to avoid connected insolvency/bankruptcy. There is no
issue of conflict of interest in connection with ownership in public enterprise because both public
enterprise proclamation and code of corporate governance for public enterprise define public

enterprise as;

“Enterprise” means a wholly state owned public enterprise established pursuant to this
Proclamation to carry on for gain manufacturing, distribution, service rendering or other

economic and related activities.'3*

As a result, per the public enterprise proclamation, the state must fully own the enterprise that

will be regulated by it. So, there is no issue with the ownership arrangement. Furthermore, NBE

directives also recognize exclusion of federal government from this requirement.

127 Bjruk Tesfaye Kebede (2018), note 45 above, pp. 17

28 Annex 111 of both Insurance and Bank’s Corporate Governance Directives.

129 Art-11/1/ and 12/1/ of Banking Business Proclamation No. 592/2008 (here in after called Banking Business
Proclamation) and Insurance Business Proclamation No. 746/2012 (here in after called Insurance Business
Proclamation) respectively.

01d, Art-11/4/ and 12/3/.

131 Art-2/1/ and 2/4/ of Public Enterprise Proclamation and Code of Corporate Governance of Public Enterprise note
113 above respectively.

132 |_ook for instance at NBE Directive on Time Limit for Reduction and/or Relinquishing Shareholdings Directives
No. SIB/35/2013.
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3.4.3 Appointment and Approval of CEO
On the appointment of CEO (General Manager) of a company the new commercial code

states; 1%

A company shall have a general manager appointed by the board of directors; the general
manager shall be accountable to the board of directors.

However, it only talks about appointment of chief executive of a company and does not talk

about approval. Art-14/2/ of Banking Business Proclamation on the other hand states that;
Appointment of any director, chief executive officer or senior executive officer of a bank at
the time of licensing or at any other time may not be valid unless written approval is
granted by the National Bank.

Similar stipulation exists under insurance business proclamation Art-15/2/. The approval shall be
in written form. Accordingly, the mere appointment is not sufficient to be CEO or chief
executive of banks and insurance. However, in practice PEHA simply inform to the NBE its

approval without securing written approval.**
3.4.4 Remuneration of Board of Directors

There are two main issues regarding directors’ remuneration. The first is, whether directors are
entitled to remuneration as of right or not and the second is, the amount of remuneration.®
Hussein argues that remuneration should not be mandatory and is not mandatory under Ethiopian

legal system too.

Good corporate governance encourages management to maximize shareholders’ wealth. Better
compensation plan contributes for success of a company. However, Compensation and
incentives for CEOs and board members are not always clearly linked to improved managerial
performance and the maximum of shareholder wealth, and there may be agency problems and
conflicts of interest. In order to avoid overpaying senior executives and directors and preventing

wealth transfer to the prejudice of shareholders, internal policies at the corporate level must be

133 New Commercial Code, Art-337/1/.

3% Interview with Ato Tariku Gezahegn, Secretary of BOD of Development bank, on Sene 02/2014 4:00 Addis
Ababa.

135 Hussein Ahmed Tura (2012) note 32 above, pp. 69
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carefully created. Companies should be aware that pay plans are used as a tool in governance

systems as well as a means of luring valuable executive talent.**

Executives and directors are not properly controlled in their virtual self-awards of stock options
and directors’ remuneration linked to share performance through share options have resulted in
encouraging a focus on short-term growth with destructive long-term consequences.**’ In order

to address the conflict of interest regulators empowered to set a limit.

The NBE is authorized to set the maximum limit of remuneration of board of directors of
financial institutions.*® Following this the NBE determined the maximum remuneration.™*
Accordingly, the maximum remuneration is decided to be 100,000 and 150,000 for insurances’
and banks’ directors per annum respectively.**® Monthly allowance is 4,000 and 10,000 ETB. In
addition, the director’s remuneration is in proportion to the attendance.™*! Hussein argues against
the maximum limit of remuneration and recommends that it shall be decided by committee

organized for that purpose.

Remuneration levels potentially impact candidate quality, for better and for worse.*** Due to this

some argue against the maximum limit.*3

3.4.5 Appointment and Approval of External Auditors

Auditors are important organs of corporate governance under any system. As a result, they
protect the interest of the shareholders against the excessive or unauthorized powers of board of

directors. Auditors are popularly regarded as “watch dogs” of the interests of shareholders. To

138 Jinnatul Raihan Mumu et al (2021), Corporate governance and remuneration: a bibliometric analysis, JABES
28 (4), pp. 241-251.

137 A, C. Fernando (2006), Corporate Governance: Principles, Policies, and Practices, (Pearson Education),
p.206.h

138 Art-14/4/e/ and 15/4/e/ of Banking and Insurance Business Proclamations respectively.

139 Limits on Board Remuneration and Number of Employees Who sit on a Bank and Insurance Board Directive No.
SBB/67/2018 and SIB/43/2016 respectively.

“01d, Art-4.

141 Banks’ and Insurances’ Corporate Governance Directives, Art-10.3.8.

142 OECD (2021), Ownership and Governance of State-Owned Enterprises: A Compendium of National Practices
2021 <https://www.oecd.org/corporate/ownership-and-governance-of-state-owned-enterprises-a-compendiumof-
national-practices.htm>

143 Hussein Ahmed Tura (2012), note 32 above, pp. 76
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this end, a strong and independent auditor is vital as a guardian for the protection of the interest
of shareholders.144

It’s the shareholders’ meeting that is empowered to appoint auditors in case of private financial
institutions (share companies) in Ethiopia.** Internal auditing is often seen as an overall
monitoring activity with responsibility to management for assessing the effectiveness of control
procedures. As a result of such responsibility to the management of a company, internal auditors
are called “the eyes and ears of management” and there is no legal requirement to appoint an
internal auditor in the Commercial Code. Therefore, the term auditor in the Commercial Code
stands for and addresses external auditor.'*®

3.4.6 Approval of Investment Plan
One of the most salient relationships in economic life is the positive link between investment and

economic growth. Of special interest for a discussion on corporate governance is the economy’s
ability to match commercially viable projects with the financial resources that are required to
actually turn an idea into a profitable enterprise. To be sure, capital is only one among several

important inputs that are needed to build a competitive company.**’

In the case of financial institutions, the capital is not only the owners’ money but also that of
depositors and the premium paying clientele. Hence, the investment plans need to be carefully

prepared and regulated.

Recognizing the scenario, both banking and insurance business proclamations authorized NBE to

regulate and approve the investment plans of banks and insurances.**®

144 |_emessa Berber Wogena (2019), Overview of the Position of Auditors in the Corporate Governance under the
Ethiopian Commercial Code in Lights of International Benchmarks.

145 New Commercial Code, Art-394/2/.

146 Dureti Abate (2016) note 31 above.

47 Mats Isaksson (1999), Investment, Financing and Corporate governance: The Role and Structure of Corporate
Governance Arrangements in OECD Countries, Seminar on Corporate he Baltics.

148 Art-22/1/ and 25 of Banking and Insurance Business Proclamations
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3.5. Competing Legal Mandates Between Public Enterprises Holding and
Administration and National Bank of Ethiopia

The core concept of ‘public enterprise’ has two faces or dimensions. These are the enterprise and
public aspect. If one or the other of the dimensions is not present, the body cannot be described
as a public enterprise. Enterprise aspect includes existence of production of goods and service by
that entity and such product shall be marketed at a price. The revenue shall cover at least the
costs. The activity is based on the entrepreneurial idea of investment and return. On the other
hand, the public dimension includes; there must be a public ownership. Here, the share of the
government may vary. The establishment of a public enterprise has in mind the attainment of
some public policy goals. The public control is important. However, existence of public control

shall be consistent with their autonomy.**°

There is a confusion regarding categories of state-owned enterprises in Ethiopia. The enterprises
in which state or public authorities have ownership rights do not all have the same status and
therefore they may be regulated by different laws. Some of the state-owned entities are regarded
as public enterprises in accordance with the Public Enterprise Proclamation, and therefore they
are governed by the same Proclamation.’®® The remaining state-owned entities, that do not
satisfy the requirements of the Public Enterprise Proclamation, lack the status of public

enterprise so they are regulated by the Commercial Code and other mandatory laws.***

In Ethiopia functionally, public enterprise may be broadly classified as financial institutions
(insurance, banking), promotional and development undertakings, and commercial & industrial

undertakings. >

Government departments are inherently weak to run commercial enterprises efficiently and on
sound business lines due to the existence of rigid procedure, red-tape and delay in their
functioning. While there must be a mechanism through which the accountability of public
enterprises to the state owner is ensured, too much control may destroy their efficiency and thus

defeat the very purposes for which they have been created. The success of the public enterprise

149 Dagnachew Asrat and Addissie Shiferaw, note 132 above, pp. 44

150 pyblic Enterprise Proclamation, Art-2/1/.

131 Here, noting the definition given by Public Enterprise proclamation under Art-2/2/ for the term “Enterprise” is
crucial. It states “totally owned”.

152 Dagnachew Asrat and Addissie Shiferaw, note 132 above, pp. 45
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would be ensured by efficient management alone when it has to compete with private enterprises
in the same sector. And efficient management would be secured only when the public enterprise

is entrusted with operational autonomy.*>®

Recognizing the importance and necessity of autonomy, the public enterprise proclamation
empowered supervising authority to conduct supervision and realize the public interest. It allows
the Council of Ministers to establish supervising authority.*>* However, autonomy of supervising

authority is under issue.™

3.5.1. Structure, management and control of public enterprises
Chapter three of Public Enterprise Proclamation is about organization and management of public

enterprises. As per Article 10 of the Proclamation each enterprise shall, among others, have a
Supervising Authority, a Management Board and a General Manager (and Deputy General
Manager as may be necessary).**® The management board is the highest decision-making body in
the enterprise. However, not all decisions that pertain to the enterprise are left to the board. The
examination of the powers of boards of Ethiopian state owned enterprises can be located in a

general narrative on the power of boards of state-owned enterprises.

Public Enterprises Proclamation dictates each public enterprise shall have supervising
authority.™’ This authority implies the establishment of supervising authority. Later on Financial
Public Enterprises Agency established by Council of Ministers Regulation No. 98/2004 as an
autonomous government office having its own legal personality. This agency is replaced by
Public Enterprises Holding and Administration Agency, which is established by Article 32 (15)
of proclamation No. 1097/2018. The newly established agency is mandated to take over the
mandates which were given to the former “financial public enterprise agency” as per article
5(16) of The Definition of Powers and Duties of the Public Enterprises Holding and
Administration Agency Regulation No0.445/2019. Public Enterprises Holding and Administration

153 Asrat, D., & Shiferaw, A. (2009), Law of Public Enterprises and Cooperatives: Teaching Material, Justice and
Legal System Research Institute of Ethiopia, pp. 80

5% public Enterprise Proclamation, Art-2/2/.

155 For instance, the director and his deputy is appointed and removed by the government and the agency is
accountable to the government (Art-7 of Regulation No. 445/2019).

156 E Tsegaw (2015), The Legal Status of State-owned Share Companies in Ethiopia, Beijing Law Review Vol. 7
No. 13, pp. 212-214.

57 public Enterprise Proclamation, Art-10/3/. This proclamation empowered Council of Ministers to establish
supervising authority under Art-2/2/
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Agency again changed its name to Public Enterprises Holding and Administration (PEHA) as per
Art-53 of proclamation No 1263/2021'% which is accountable to the Ministry of Finance.™ The
proclamation retained powers, duties and organization of the administration to be as provided under
regulation No 445/2019.

3.5.2. Powers of the Supervisory Authority/ PEHA /
Article 5(16) of PEHA establishment regulation No. 445/2019 says that Public Enterprises

Holding and Administration (PEHA) shall implement the power and duties given to a
supervising authority of public enterprises.

5. Powers and Duties of the Agency

The Agency (the administration) shall have the following powers and duties -

16/ The Agency shall implement the powers and duties given to a Supervising Authority
of Public Enterprises by Proclamation No. 25/1992, With respect to Public Enterprises
made accountable to it;
PEP Article 11 lists the powers of supervisory authority. Furthermore, the agency (now the
administration) is empowered to enact directive regarding corporate governance of public
enterprise.’®® Based on this the administration enacted Code of Corporate Governance.'®* The
administration is also endowed (provided) with the power to approve external auditors’ report on

financial situation of public enterprises.'®?

There are similar powers and responsibilities given for NBE and Public Enterprise Holding and
Administration simultaneously on the areas of corporate governance. When we see the NBE
powers and responsibilities, Art-5/7/ of the NBE establishment proclamation states;

5. Powers and Duties of the National Bank

7/.....license and supervise banks, insurers and other financial institutions

158 Definition of Powers and Duties of the Executive Organs Proclamation No. 1263/2021.

9 1d, Art-87/4/.

180 The Definition of Powers and Duties of the Public Enterprises Holding and Administration Agency Regulation
No. 445-2019, Art-5/3/ and /4/ (Here in after called Regulation No. 445/2019).

161 Code of Corporate Governance, note 114 above.

162 Article 11(9) of Public Enterprise Proclamation and Article 5(2) & 5(16) of Regulation No. 445/2019.
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The proclamation defines Banks as'®?;

“Banks” mean companies licensed by the National Bank to undertake banking business

and banks owned by the Government
Similar way of defining style is followed for insurers.*® This shows the power of NBE seems
extended to regulate and supervise government owned banks and insurances too. Again, similar
definitions exist under Banking and Insurance business proclamations.’® Due to the study's
emphasis on the corporate governance of banks and insurances, the author makes an effort to
investigate each of the two supervisory organs powers on regulation of corporate governance and
the legal frameworks below;

A. Appointment of Board of Directors

Both banking and insurance business proclamations empower NBE to approve appointment of
board members of banks and insurances.'®® Every director shall get the approval of NBE. One
may argue that the proclamations do not exclude government owned banks and insurances.*®’
The definition provided for the terms "banks™ and "insurers” can be used as support for such an
argument. On the other hand, in the case of public enterprises, the power to appoint and remove
the board of directors is granted for supervisory authority.'*® When considering NBE's authority
to license all financial institutions, the situation becomes more difficult."®® The NBE
establishment proclamation doesn’t put distinction between government and private financial
institutions. This is because the definition given for banks and insurers in the proclamation
includes government banks and insurers too. The NBE also has the authority to approve directors
prior to granting a license. All banks and insurances shall get license from NBE before they start
their business.’’® NBE checks corporate governance of any financial institution before giving

license.'™ Can NBE reject a director that has been appointed by the supervisory authority? What

163 NBE Establishment Proclamation (as amended), Art-2/3/.

184 ibid, Art-2/8/.

185 Insurance and Banking Business Proclamation, Art-2/4/ and 2/1/.

166 Banking Business Proclamation Art-14/4, b/ and Insurance Business Proclamation Ar-15/4, b/.
167 Note the explanation given above regarding the definition of banks and insurances.

168 pyblic Enterprise Proclamation, Art-11/1/.

169 | ook at Art-5/7/ of NBE Establishment Proclamation (as amended),:

170 Art-3 of Banking and Insurance Business Proclamations.

71 For instance, look at Art-4/1/ of NBE Establishment Proclamation (As Amended).
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would happen in the event that the answer was affirmative? What purpose does having separate

supervisory power serve in this situation?

While there is a gap in the law, when we look at what is in practice PEHA appoints and
announces board appointments without first receiving written approval from NBE. Ato Efrem
continues, "While it is within NBE's mandate to reject or repudiate the nomination of the BOD,
it finds difficult to do so because doing so would raise some political issues given that most often

those nominated by PEHA are powerful politicians and prominent government officials."*"?

Additionally, there was a real-case involving the appointment of the BOD of state-owned banks.
The incident took place in the Commercial Bank of Ethiopia (CBE). In this instance, PEHA
appointed four (four) BOD members to CBE. The public was made aware of the individuals who
had been chosen, and they had already begun working. By chance, NBE discovered that 4
members of the BOD had been chosen by PEHA to serve on the board of CBE, and they had

already begun their duties without seeking and receiving written consent from NBE.!"®

After learning this, NBE sent a letter to the CBE requesting a formal justification for the breach
of the mandatory legislative requirement that the CB obtain NBE's written consent before
engaging a newly appointed BOD to their job. Following receipt of the letter from NBE, CBE
contacted PEHA in order to discuss and resolve the matter with NBE regarding who has the

authority to approve members of the BOD for state-owned banks.*"

PEHA submitted a letter to the NBE in response to the CBE’s letter. In the letter, PEHA stated
that, in accordance with Article 11(1) & (2) of Proclamation No. 25/1992, PEHA is legally
granted appointment and removal of BOD of public enterprise, including the CBE. The
SBB/70/2019 NBE directive's article 3(2) further stipulates that the NBE must carry out its
mandate while taking other institutions' mandates into consideration. This is in addition to the

proclamation.

Thus according to the letter as per the aforementioned legal provisions appointment of BOD of

public enterprises (including government owned financial institutions) is the mandate of PEHA

"2 Interview with Ato Efrem Baraki, Chief Legal expert at Legal Department Directorate of NBE, on 9/10/2014 E.C

5:30 at Addis Ababa.
173 Ibid.
174 Ibid
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and approval of NBE is not mandatory.*” It is evident from the exchange of letters between the

two institutions that the mandates given to the institutions are unclear.

On the other hand, NBE argues that PEHA acts as shareholder whereas NBE is a regulator. As a
shareholder PEHA does not have the mandate of regulating sate owned banks and insurance
companies. Although, when we see the face value, it seems that there are some sort of legal
contradictions, the provisions of the law have to be interpreted and executed based on the

understanding here above.'"®

B. Determining the Size of Boards of Directors

The new commercial code Art-296 stipulates the number of directors in a board, which is three
up to thirteen. Banking Business Proclamation Art-14/4, b/ and Insurance Business Proclamation
Ar-15/4, b/ empowered the NBE to decide the minimum number of board members of banks and
insurances. When the public enterprise proclamation dictates the formation of managing board of
an enterprise it set the minimum and maximum number of board members which are three and

twelve respectively®’’

, the NBE directives for Bank and Insurance corporate governance dictate
the minimum number of board members to be nine without stipulating the maximum which is
potentially thirteen as per the new commercial code.!”® This shows existence of clear
contradiction between the two laws. It might be argued that the NBE's guidelines for corporate
governance do not apply to government-owned banks and insurance companies.*”® The directives

do not, however, completely exclude government-owned banks and insurance companies.

C. Determining the Composition of Boards of Directors

Composition of board of public enterprise is stipulated under the public enterprise proclamation.
One-third of the board members shall be elected by worker’s assembly and the remaining are by
supervising authority.®® The proclamation is not clear from where the assembly elect board

members. Is it from workers? It doesn’t also answer who appoint chairman, although the

Ez Letter written by PEHA dated Miazia/April/ 6/2013 E.C and Interview with Ato Efrem Baraki, note 211 above.
Ibid.

Y7 public Enterprise Proclamation Art-12/1/. Similar stipulation is also exit under Art-6/5/ of Code of Corporate

Governance for Public Enterprise, note 114 above.

% The New Commercial Code Art-296/1/ and Art-5.1 of both Banking and Insurance Corporate Governance

Directives.

179 Art-3/2/ of NBE Banks and Insurances Corporate Governance Directives.

180 Art-12/2/ of Public Enterprise Proclamation.
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proclamation states chairman shall be elected based on experience, profession and competence.
The supervising authority can remove any director, if it has sufficient ground to believe that he is
unfit. Even the authority can remove a director appointed by workers assembly with notification
for the assembly.*®

Art-6/2/ of Code of Corporate Governance of public Enterprise states;

The composition of board members shall maintain a diversity of views, experience,
intangible qualities like interpersonal skills, communication skills, diplomacy, leadership,
commitment, and ethical integrity

However, still the code lacks clarity and does not possess the criteria dictated under NBE’s
directives for private banks and insurers. For instance, as stated above at least 75% of directors
shall have a minimum of first degree.'®? Further, unlike the requirements stated in the code of
corporate governance of public enterprise, NBE’s Directives need special expertise in
accounting, finance...etc. As per the public enterprise a public enterprise board may contain a
director who serves as board of director in other public enterprise as far as such enterprise is not
a competing enterprise.'®® However, a director in a bank or insurance cannot serve as director of
other bank or insurance. There is also a prohibition to be a director on a legal person who holds

more than 10 percent shareholding in such financial institution.®*

Furthermore, it makes inclusion
of female director mandatory if there is eligible candidate. In order to protect minority shareholder, the
board should comprise non-influential shareholders, if there is/are influential shareholders in the

bank/insurance.

The other contradiction is when the NBE Directives states the term of office of a director is a
maximum of three years with the probability of re-election the Public Enterprise Proclamation
fixes the three years minimum and five years” maximum. Only one third of members of a board

185
E

can be re-appointed as per the directives of NBE ™", although there is no such kind of restriction

in public enterprise.'®

L 1d, Art-12/4/.

182 | ook for instance NBE Directive No. SBB/39/2006.

183 Art-12/4/ of Public Enterprise Proclamation

184 Art-16/3/ of Insurance Business Proclamation and Art-15/3/ of Banking Business proclamation.
185 Banking and Insurance Corporate Governance Directive, Art-10.1.5 and 10.1.6.

186 Art-12/6/ of Public Enterprise Proclamation
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The NBE under its directives totally prohibited workers from being a member of board of
directors.®” However, the public enterprise proclamation mandatorily dictates the workers
assembly to appoint board members of public enterprise. The issue is can the worker’s assembly
appoint a worker as a board member? There is no restriction in the public enterprise
proclamation. Giving the workers assembly to appoint one third of board members seems to

allow existence of worker’s representative in the board.

The banking and insurance business proclamations do not forbid the participation of employees
in the BOD,; rather, they permit NBE to put the maximum number of employees permitted. One
may also bring up the issue of the PEP and NBE Directives' relative legal standing. The legality
of NBE Directives that completely forbid workers from serving on the BOD is up for debate. As
per the hierarchy of the law the directive can’t override the proclamation. There was also
practical contestation. However, PEHA wrote a letter claiming its own power to decide on the

inclusion of workers in the BOD of state owned banks and insurances. '
«» Committees within the Board

There are different committees within the board. For instance, the following committees exist in
public enterprise board; audit and risk management committee, finance committee, strategy and
business development committee. Similar committees exist in private banks and insurances
companies. However, there is no nomination and election committee in public enterprise. In
addition to that, NBE’s directives oblige each committee to include three directors as a

member.*®® This is not the case in public enterprise.
D. Appointment and Approval of CEO

In case of private companies as the writer mentioned above, the board of directors of a company
is empowered to appoint CEO (General Manager and/or chief executive) for the company.'*

This appointment is not the final step to serve as CEO of a company in case when a company is

187 |_imits on Board Remuneration and Number of Employees Who sit on a Bank and Insurance Board Directive No.
SBB/67/2018 and SIB/43/2016, Art-5

188 Interview with Ato Tesfa Tola, Legal Director of PEHA, on Ginbot 3/2014 E.C 4:00, Addis Ababa.

189 Annex 111 of NBE Banks and Insurances Corporate Governance Directives.

1% New Commercial Code, Art-337/1/.
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bank or insurance. It has to be approved by NBE as stated above.™®* However, in case of public
enterprise the power to approve the appointment of chief executive is given to the supervising
authority, Public Enterprise Holding and Administration.*®* This implies the power to appoint
chief executives is reserved for the board of each banks and insurances.

There is clear contradiction between the NBE’s and PEHA’s power on approval of appointment
of chief executives of banks and insurances. The banking and insurance business proclamations
empower NBE to give its approval on the appointment of any banks and insurances chief
executives [Emphasis added]. This seems the stipulations include government owned banks and
insurances chief executives too. Because as stated above the term any banks’ and insurances’
chief executive incorporates the government owned banks and insurances. On the other hand,
PEHA establishment regulation 445/2019 gives this power to the administration. This
demonstrates that authority to approve the appointment of the CEO of state-owned banks and

insurances is simultaneously given to both entities.

There is also a belief that the power of two supervising authorities is unclear and contradictory
t00.2® The Ministry of Justice (the then office of Attorney General) gave its comment in this
regard, made clear that it was aware of conflicting institutional and legal responsibilities in its
explanation. However, in the end, it claimed that NBE approval should be required for
appointments of BOD as well as CEO for state-owned banks and insurance without giving

sufficient justification.*®*
% Removal and Suspension of Board members and Chief Executives

NBE has the power to remove or suspend any board member, general manager or chief

executives of banks and insurances.'® The same is true in case of public enterprise in which the

191 Art-14/2/ and 15/2/ of Banking and Insurance Business Proclamation respectively.

192 Regulation N0.445-2019, note 199, Art-5/13/

193 Interview with Ato Mesfin Getachew, Legal Department Directorate Director of NBE on Miazia 20/2014 E.C
3:00 at Addis Ababa; Ato Addisu Duressa, Corporate Compliance Director at Ethiopian Commercial Bank, on
Miazia 21/2014 E.C 4:00 at Addis Ababa; Ato Fikadu Yami, Ethiopian Insurance Corporation Legal Directorate
Litigation Director, on Miazia 28/2014 E.C at Addis Ababa.

194 A letter sent to NBE by Ministry of Justice dated on 16/6/2014 E.C under Reference No. MoJ/02/A-2/272 exists
in the hands of the researcher.

195 Art-17/1/ and 18/1/ of Banking and Insurance Business Proclamations respectively.
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administration has the power to remove board member from the board of directors.'®® Shall the
decision of administration (PEHA) be approved by the NBE? What would be the fate, if the NBE
fails to approve PEHA’s decision to remove from board member? This shows there is a clear

mandate overlap. Approving twice is also redundancy.
E. Remuneration of Directors

The PEHA is empowered to decide on the allowance to be paid for the board members of public
enterprise.®” There is no restriction on the maximum amount of remuneration and allowance to
be paid for directors in case of public enterprise. However, NBE empowered to decide on the
amount of remuneration to be paid for board directors of banks and insurance operating in
Ethiopia.*®® Accordingly, as stated above the NBE issued directives and set a maximum limit on
directors’ remuneration.'*® However, there is no such restriction in public enterprise. In addition,
the director’s remuneration is in proportion to the attendance.’® What would be the
consequence, if PEHA set its own scale of remuneration for board members and chief
executives? Is it illegal? Practically, there have been problems. Recently, the board of directors
of Commercial Bank of Ethiopia decided to follow the directives of national bank of Ethiopia on
the directors’ remunerations. However, the PEHA immediately wrote a letter on Hidar 23/2014
E.C which states, the board of directors as well as government owned banks and insurances are
accountable to it (PEHA). Hence, they shall follow its circulars rather than the directives of
NBE.ZOl

In this regard some argue, due to the fact that NBE's duty is to set the maximum threshold while

PEHA provides the criteria, method, and precise amount of remuneration to be paid for the BOD,

19 pyblic Enterprise Proclamation, Art-11/1/ and Code of Corporate Governance of Public Enterprise note 114
above, Art-5/1/. However, there is no stipulation as to suspension.

97 Art-11/3/ of Public Enterprise Proclamation

198 Art-14/4/e/ and 15/4/e/ of Banking and Insurance Business Proclamations.

199 | imits on Board Remuneration and Number of Employees Who sit on a Bank and Insurance Board Directive No.
SBB/67/2018 and SIB/43/2016 respectively.

29 1hid, Art-10.3.5

201 A letter sent to Board of Directors of Commercial Bank of Ethiopia on Hidar 23/2014 E.C; exists in the hands of
the researcher.

45



there is no apparent conflict between the mandates of PEHA and NBE in relation to fixing the

remuneration of BOD.2%

However, the above argument is not convincing because when we see the PEP it says PEHA fix
the amount of remuneration/allowance/ to be paid for BOD; the same power is given to the NBE.
How a person can argue that PEHA has no mandate to fix the amount of remuneration for board
of directors as per art 11(3) of PEP beyond the maximum threshold fixed by NBE? The law has
to be clear whether NBE or PEHA which has the mandate of fixing the amount of remuneration
of BOD of state owned enterprises.

F. Appointment of Auditors

It is the power of shareholders to appoint external auditors.?®® Supervising authority on behalf of
the state (as shareholders) is empowered to appoint external auditors for public enterprises

(government owned banks and insurances).?%*

At the same time NBE is empowered to approve
auditors appointed by banks and insurances.?®® Does the NBE have the power to approve or
reject the appointment of auditors by the supervisory authority? There is no clear answer in the

proclamations.
G. Approval of Audit Report

NBE is authorized to approve the audit report of external auditors of banks and insurances.?® On
the other hand, PEHA is accorded with the power to approve external auditors’ report on
financial situation of public enterprises which includes state owned banking and insurance
companies.”’ Is the approval of administration sufficient enough? This is also one area of power
overlap between the National Bank of Ethiopia and Public Enterprise Holding and

Administration.

22 Interview with Ato Sewagegn Chane, Financial Head of PEHA, on Ginbot 1/2014 E.C 3:30, Addis Ababa; Ato
Tesfa Tola, Legal Director of PEHA, on Ginbot 3/2014 E.C 4:00, Addis Ababa.

208 Art-394/1/ of new commercial code.

20% 11/4/ of Public Enterprise Proclamation.

25 Art-24 and 28 of Banking and Insurance Business proclamations respectively.

2% Banking and Insurance Business Proclamations, Art- 27(3) and 31/4/

27 pyplic Enterprise Proclamation, Art-11/9/ and Public Enterprise Holding Administration Establishment
Regulation, Art-5/2/ and 5/16/
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In this regard Ato Fikadu Yami and Ato Addisu Duressa argue that, there is apparent overlapping
of mandates of NBE and PEHA in relation to approval of external audit and approval of
investment plan of the respective banks and insurance companies. It is also creating problem.®
Regarding to the approval of external auditors audit report both PEHA and NBE have the
mandate of approving the external audit report however the criteria and area of focus is different.
i.e PEHA focus on the overall financial status of the enterprises whereas NBE focus on the
prudential regulation.

H. Approval of Investment Plan

The advantage of engaging in banking and insurance business is collection of deposits
(premium). Investment is made possible by this. The return will be rewarding if the investment is
in a sector that is profitable. However, impulsive investing could have negative results. Some
sectors are also very risky. This may eventually affect the public who deposits his money and the
shareholders too. That is why regulators of financial institutions put restriction on investment of

banks and insurances.

Due to the aforementioned factors, the NBE is also authorized to regulate and supervise bank and
insurance investments.?® Following this, it has enacted directives on the restriction of
investments of banks and insurances.”*° Every insurer has to plane and operate according to the
directives issued for regulation of investments.?*’ The same is true for banks. The scope of
application of the directive for limitation of investment plan is over all banks and insurances

212 \What then would happen to investment plans approved by government

operating in Ethiopia.
banks and insurers but not by NBE but which are approved by the supervising authority? Is it
mandatory to get the approval of NBE? These kinds of questions are not answered in the

legislations. The two institutions' respective mandates clearly intersect.

2%8 Interview with Ato Addisu Duressa, Corporate Compliance Director at CBE on Ginbot 25/2014 E.C 5:00, Addis
Ababa; Ato Fikadu Yami, Litigation Director at Ethiopian Insurance Corporation on Ginbot 30/2014 4:30, Addis
Ababa.

29| ook at Art-22/1/ and 25 of Banking and Insurance Business Proclamations

219 | ook for instance NBE Limitation on Investment of Banks Directive No. SBB/65/2017

2 Insurance Business Proclamation, Art-25/2/.

212 | ook at Art-3 of NBE Limitation on Investment of Banks Directive No. SBB/65/2017.
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I. Disclosure of Information

The NBE is authorized to demand the disclosure of any types of information if it deems it
necessary.?*® The proclamation states:

Art-28 Disclosure of Information

Every bank shall, within a time period to be determined by the National Bank, send to the
National Bank duly signed financial statements and other reports as prescribed by it.

The NBE establishment proclamation doesn’t exclude government banks and insurances from
this duty. This can be understood from the definition given for the term banks and insurance. The
code of corporate governance of public enterprise also dictates the responsibility of disclosure of

information to it.?**

One of the major principles in OECD principle of corporate governance is “the division of
responsibilities among different authorities should be clearly articulated and designed to serve
the public interest”. Effective enforcement also requires that the allocation of responsibilities for
supervision, implementation and enforcement among different authorities is clearly defined so
that the competencies of complementary bodies and agencies are respected and used most

effectively.”

213 NBE Establishment Proclamation (as amended) Art-22: Banking and Insurance Business Proclamation, Art-28
and 33 respectively.

21 Art-21 of Code of Corporate Governance of Public Enterprise, note 114 above.

15 OECD (2015), G20/OECD Principles of Corporate Governance, OECD Publishing, Paris.
http://dx.doi.org/10.1787/9789264236882-en
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CHAPTER FOUR
CONCLUSIONS AND RECOMMENDATIONS

4.1 Conclusions

In spite of widespread privatization, governments still own and run public enterprises in
important sectors like finance, infrastructure and manufacturing. In many low and middle-
income countries as well as large emerging market economies, public enterprises have persisted
and even grown. Indeed, several public enterprises are now among the biggest investors,
businesses, and participants in the capital markets worldwide. For instance, we can mention
Ethio-Telecom and CBE in Ethiopia. In many nations, public enterprises in strategic sectors are
becoming more frequently used as instruments for faster growth and policy implementation.

Although there is no universally accepted definition, public enterprises are a kind of corporations
in which the government typically owns all or a portion of the stock. The financial sector is the
most important of the sectors in which public firms engage. Whether a company is private or
public, corporate governance is crucial. It improves operational performance of public
enterprises. Reduce risk of corporate crises and scandals and is particularly important to curb

problem financial crises. From owners’ perspective it is very important for shareholders too.

Public enterprises law predates the Constitution since there was one during the era of the Dergue
too. At present the governing law is Proclamation No. 25/1992. Accordingly, different public
enterprises are established and the already existing ones are re-organized. The proclamation with
the aim of giving relative autonomy authorized council of ministers to establish supervisory
authority for public enterprises by regulation called (recently, Public Enterprise Holding and
Administration). The proclamation and establishment regulation regarding corporate governance
empowered the administration among others to appoint and remove members of the board,
appoint chairman of the board, fix allowance to be paid for the board, appoint external auditors,
approve investment plans...etc. Accordingly, it has issued code of corporate governance of

public enterprise.

On the other hand, NBE is established as autonomous entity and regulatory organ with the power

of licensing and supervision of financial institutions including banks and insurances. NBE is
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further empowered by the banking and insurance business proclamations to regulate and

supervise corporate governances of banks and insurances.

However, there are contentions between the two institutions. As the name implies PEHA is a
supervisory authority. At the same time NBE is empowered to regulate and supervise banks and
insurers operating in Ethiopia. The OECD Principle of corporate governance provides there shall
be clear mandate between deferent authorities to harvest the fruits of good corporate governance.

This research tried to appraise oversight of corporate governance in state owned banks and
insurances focusing on an assessment of competing legal and institutional mandates between the
PEHA and NBE. In doing so, the research tried to show issues and mandate overlap between the

institutions.

The followings are some of potential issues that need to be addressed; issue of competing legal
and institutional mandates which are accorded to the PEHA and the NBE, regarding regulation
of corporate governance of state owned banks and insurance companies. The specific issues are
regarding appointing and approval of BOD members, determining and approving the size and
composition of BOD, composition of committees within the BOD, Appointment and approving
of CEO and top executives, fixing remuneration of BOD and top executives, Appointment and
approval of external auditor, approval of external auditor’s audit report, approval of investment
plan and disclosure of information of state owned banks and insurances. The paper also assessed

the practice of regulation and supervision of corporate governance.

Regarding the appointment of BOD, the banking and insurance business proclamations
empowered NBE to approve appointment of any member of BOD of banks and insurances.
Every director shall get approval before commencement. The proclamations define banks and
insurers including government owned banks. PEHA empowered to appoint BODs. If there is
agreement PEHA serves as shareholder, it can only appoint BODs and the approval is the

mandate of NBE. However, practically there was contention in this regard.

Concerning determining the size of the board members there are three laws which are the
commercial code which puts three to thirteen directors for companies. The banking and
insurance proclamations empower NBE to fix the minimum number of board members needed.

However, PEP follows the former commercial code trend in which the number of BOD ranges
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from three up to twelve. Since, the government banks and insurances are public enterprise their
board members ranges 3-12. However, it’s the NBE empowered to fix the minimum number

within the range, which is nine and it shall be applicable.

The composition of BOD of government banks and insurances needs to hold board members
from workers by the appointment of assembly. The NBE under its directives totally prohibited
workers from being a member of board of directors. This seems in contravention of its power,
because there is no legislation which empowers NBE to ban workers from membership in the
board. Composition of sub-committees is also another overlap. The NBE obliges at-least three
directors in each committee but not in the case of PEHA.

There is clear contradiction between the NBE’s and PEHA’s power on approval of appointment
of chief executives of banks and insurances. The banking and insurance business proclamations
empower NBE to give its approval on the appointment of any banks and insurances chief
executives On the other hand; PEHA establishment regulation gives this power to the
administration. This demonstrates that authority to approve the appointment of the CEO of state-
owned banks and insurances is simultaneously given to both entities. Power to removal and

suspension of board members and chief executives is also given for both PEHA and NBE.

Mandate overlap is also exists concerning remuneration of BOD and chief executives. The
PEHA is empowered to decide on the allowance to be paid for the board members of public
enterprise under Art-11/3/ of PEP. NBE empowered to decide on the amount of remuneration to
be paid for board directors of banks and insurances operating in Ethiopia under banking and

insurance business proclamations.

On the approval of the external auditor, the external audit report, the investment strategy, and
information disclosure, there are also blatant discrepancies. Findings thus indicate a conflict

between the mandates of NBE and PEHA, which has led to practical issues.

When we see the exchange of latter between the two institutions it clear that there is ambiguity in
relation to the mandate accorded to the institutions. Thus the law has to put the mandate of both
institutions in a very clearly demarcated manner. There should be a clear cross-reference
between the legal documents which provide legal mandates to the respective institutions. For

instance, if the legislator believes that appointment of BOD of public enterprise should have to
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be approved by the NBE, there should be a clear provision which oblige PEHA to ask and get
written approval of NBE before publicizing the appointment of BOD and letting them to start
their job.

4.2 Recommendation
The researcher suggests the following actions be taken, and the relevant organs should take them
seriously, based on the discussions that have already taken place:

4.2.1 Policy Measures
There is no issue as to the necessity of regulation which can be conducted via regulator. There

shall be also an organ which can persist and defend the interest/share of state as shareholder.
However, the role of regulatory organ and supervisory authority has to be clarified as a matter of
financial policy.

As it is clearly indicated under Article 2(2) of PEHA proclamation No 25/1992 Supervising
authority” means an authority that is designated by the Council of Ministers with a view to
protecting the ownership rights of the State. Thus, it is plausible to conclude that PEHA is

established with view of protecting the ownership rights of the State.

However, the mandates given to PEHA like approving; the appointment and dismissal of CEO of
state owned banks and insurance companies, investment plan of the respective institutions,
external audit reports and fixing the remuneration to be paid for the members of BOD are not

mere supervisory role of owner rather they are regulatory mandates.

Regulatory mandates are accorded to both PHEA and NBE simultaneously causing serious

problem regarding the practical applicability of the mandates of the two government organs.

Therefore, PEHA as a supervisory authority should only be given with the mandates which
would enable it to protect the ownership rights of the state. The problems cannot totally be

solved without a clear policy stand.

4.2.2 Legislative Measures
It is evident from the legal analysis, interviews and exchange of letters between the two

institutions that the mandates given to the institutions are unclear and overlapping.
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One can argue that PEHA is re-established as an independent organ of the government as per
Article 53 of proclamation No 1263/2021 and empowered to exercise the mandates given under
regulation No 445/2019 and proclamation No 25/1992 whereas, NBE is established as per
proclamation No 591/2008 and its power and mandates are provided under this proclamation;
hence as per the canons of legal interpretation, the latest law which is proclamation No
1263/2021 enacted by similar body prevails over the former law which is proclamation No
591/2008. However, we cannot come up with lasting solution simply by applying cannons of

interpretation.

In order to avoid this confusion, the law maker should properly delineate the roles of both
institutions and the legal instruments that give the corresponding institutions their legal mandates
should clearly cross-refer one another. For instance, if the legislator thinks that the NBE should
have to approve the appointment of the BOD of a public enterprise, there should be a clear
provision requiring PEHA to request and obtain the NBE's written approval prior to publicizing
the appointment of the BOD and allowing them to begin their duties.
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