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ABSTRACT 

In publicly held companies which are formed by contribution of capital from thousands of 
shareholders, ownership usually separates from the control of dispersed shareholders and goes 
into the hands of few managers or few controlling shareholders. Total separation between 
ownership and control in turn creates a risk of the managers (agent) working for their own 
interest at the expense of the shareholders' (principal 's), what is known as agency cost. This 
paper posits that the separation between ownership and control is growing in Ethiopia and 
accordingly submits some empirical evidence in support of adopting good corporate governance 
principles and laws in this regard. Based on the available data and literature on corporate 
governance, the paper attempts to show the deficiency in the Commercial Code and other 

C' pertinent Proclamations and Directives in addressing current issues in corporate governance 

(. 

o 

o 

o 

related to board of directors, protection of rights of minority shareholders and issues regarding 
financial reporting, transparency and audit. The analysis of the relevant laws shows that the 
overall standard of corporate governance in Ethiopia is disappointing. Accordingly, the paper 
provides detailed recommendations based on internationally recognized best principles and 
practices of corporate governance as tht:y are expected to address the specific needs of Ethiopian 
share companies. 

Moreover, the paper argues that good economic and corporate governance are essential pre­
requisites for promoting economic growth and reducing poverty and thus urges policy makers in 
Ethiopia to give heightened attention to reform of corporate governance so as to achieve the 
same. It also contends that Ethiopia should adopt a mandatory law of corporate governance 
instead of a market-oriented corporate governance system to protect shareholder interests from 
the abuses and mismanagement of directors and officers and to protect minority shareholders 
from the opportunism of controlling shareholders as well as to promote accelerated economic 
development in the country. The study employs both primary and secondary data. 
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CHAPTER ONE 

GENERAL INTRODUCTION 

1.1 Background of the Study 

Good corporate governance is an impOltant pillar of market economy as it relates to the 
investors ' confidence both in the companies and in the overall business environment. I In addition 
to their being kept out of trouble, well-governed companies often draw huge investment 
premiums, get access to cheaper debt, and outperform their objectives2 Good corporate 
governance requires a strong and balanced board of directors as a supervising body for the 
executive management of a company. In companies with dispersed ownership, shareholders are 
usually unable to closely monitor management, its strategies and its performance for lack of 
information and resources.3 Hence, the role of non-executive directors in one-tier board 
structures and supervisory directors in two-tier board structures is to fill the gap between the 
uninformed shareholders as principals and the fully informed executive managers as agents by 
monitoring the agents more closely.4 

Policymakers can choose from two competing models of corporate governam:e. The first is a 
market-oriented model that relies on voluntary law to protect shareholders. It depends on a host 
of other formal and informal mechanisms, such as incentive-based compensation and hostile 
takeovers, to hold managers and directors accountable.5 For instance, countries like Great Britain 
embody this approach, with its so-called "enabling" corporate law that parties can opt out of in 
determining their governance structures 6 The second approach depends on a mandatory model 
of corporate law in which the state, as opposed to the marketplace, plays a central role in shoring 

I See Indonesia's Code of Good Corporate Governance, (National Comm ittee on Governance, 2006). 2 Ibid 
J Report of High Level Group of Company Law Expelts on a Modern Regulatory Framework for Company Law In Europe, Brussels, 4 November 2002, p.59 
4 Ibid 
' Troy A. Paredes, Corporale Governance and Economic Development, (Washington Un iversity, 2005), p.1 6 Ibid 
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up shareholder protections by fashioning mandatory rules that define shareholder property 

' h 7 ng tS. 

In Ethiopia, the number of share companies formed or under the process of formation with 

thousands of shareholders is increasing, In this prevalent situation, multitudes of complex 

corporate governance issues are emerging with respect to share companies. For instance, 

booming of such companies with dispersed shareholders leads to transfer of management of the 

company from the numerous shareholders into the hands of a few managers. The separation of 

ownership and control on its turn poses a risk of unfair advantage or exploitation by the 

managers against dispersed shareholders. Furthermore, in case of concentrated ownership of a 

huge portion of the corporate capital, control of the company will largely fall into the hands of 

block-holders, and minority shareholders may face high risk of exploitation. 

Although Commercial Code of Ethiopia incorporates provisions pertinent to corporate 

governance of share companies, such provisions are said to lack comprehensiveness and clarity 

to address contemporary issues in corporate governance related to board of directors 

(responsibilities, composition, independence, special board committees (audit, remuneration and 

nomination committees) and their responsibilities, separation of roles of chairman and CEO, 

procedure for determining directors remuneration etc.), rights and roles of shareholders as well 

as financial reporting, transparency and audit. The Revised Draft Commercial Code also does not 

address these issues as may be expected based on the international experiences, Moreover, the 

proclamations and the directives governing financial share companies in Ethiopia do not 

sufficiently address issues in corporate governance despite the fact that the NBE is strictly 

regulating such companies. 

o This paper attempts to deal with what the potential problems, deficiencies in the existing 

relevant laws in addressing issues in corporate governance and what type of legal change, if any, 

needs to be made to address the newly emerging corporate governance issues in the Ethiopian 

share companies. It devotes to analysis of laws pertinent to corporate governance of share 

companies with specific reference to board of directors, rights of minority shareholders and 

disclosure and transparency in corporate governance with a view to identifying deficiencies in 

o 

7 Ibid 
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the law and indicate the press ing need for reform and attempts to indicate what the future should 

look like, by assessing the international best principles and practices in the context of Ethiopia. 

1.3 Statement of the Problem 

The emergence of share companies with many shareholders in Ethiopia raises multiple issues of 

corporate governance. The ownership separates from the control of shareholders and goes into 

hands of few managers who have no or little ownership interest over companies. The separation 

of ownership and control on its turn poses the risk of unfair advantage or exploitation by the 

managers and/or block holders against dispersed shareholders or minority shareholders. Even if 

this prevalent situation caBs for reform of law in favor of good corporate governance, few 

relevant studies show that "the overaB standard of corporate governance in Ethiopia is 

disappointing.,,8 Due to the fact that the Commercial Code is not revised since its adoption in 

1960, its pertinent provisions are insufficient to address the current needs of corporate 

governance in the country. In addition, laws governing financial share companies are also 

criticized to be incomprehensive and inefficient due to the fact that they are not formulated in 

light of international best practiccs to address issues in corporate governance such as board of 

directors, transparency and disclosure as weB as protection of minority shareholders. 

Therefore, it is imperative to address the corporate governance related problems in the 

Commercial Code of Ethiopia and other relevant laws to devise solutions for the future since the 

number of publicly held companies are increasing in the country. 

1.4 Literature Review 

As public policy issue, corporate governance was originated in "The Modern Corporation alld 

Private Property" the classic work by Adolf Berle and Gardiner Means in 1932.9 Berle and 

Means observed the growing concentration of economic power in the modern corporation and 

noted the emergence of professional managers having operational control of large corporations 

but little or no ownership of the of company. to In addition, they found the increasing dispersion 

8 Minga Ncgash, Rethinking Corporate Governance in Ethiopia, (University of the Witwatersrand, 2008), p.2 
9 Adolf Serle, Jr. and Gardner C. Means, Tlte Modern Corporation alld Private Properly (New York: Macmillan, 
1932), p.8 
10 Ibid 
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of corporate shares among a growmg number of persons who, greatly scattered and had 

relative ly small interests, would not able to exercise control over the company they owned. They 

r· stressed that this separation of ownership from control in the modern American corporation 

created a challenge to the interests of shareholders. Berle and Means viewed the corporate 

governance as "classical agency problem: how could corporate managers, as agents of 

shareholders, be encouraged to manage corporate assets in the best interests of their principal.'" , 

c 

o 

o 

o 

Corporate governance is a subject for which only little is written about in Ethiopia. There are 

only few researches conducted regarding (the current status of) corporate governance. To 

name some of them, Minga Negash (2008) has identified seven key areas that indicate the 

low standard of corporate governance in Ethiopia. 

He arglles that: 12 

• "The COII/merciai Code of 1960 does 1I0t provide adequate legislative respollse to cOlllplex 

govemallce issues of the day, and the lIew draft cO/porate law has not yet beell jillalized; 

• Key illtemational conventions, codes alld stalldards are not ratified or adequately ill cO/para ted 

ill the Proclamations, the Decrees Gnd Directives lack coherence and furesights, and at times 

sujJerji-oll/ poor drafting; 

• Political parties own substalltial nUll/bel' of ecollolllic illstitutiolls that operate ill key sectors of 

the econoll/Y; makillg the fUllds sujJerji-om high political alld agellcy costs; 

• Ownership concelltration and pyramids create particular problems of agellcy, alld increase the 

risk of chaill ballkruptcies alld cOlltagion especially whell interest rates are liberalized; 

• 

• 

III vestal' alld creditor protectioll laws are illadequate, and as the court system is illeffective local 

ill vestal's substantially rely all traditiollal dispute resolutioll mechallisllls; 

There is no organized share market. Hence, even though many share companies were created ill 

the last decade or so, valuatioll amI price discovelY are problelllatic; 

• The quality of professiollal educatioll has becollle evell lIIore problelllatic ill that the ill crease ill 

the IIwllber of tertiwy institutions ojJerillg degrees alld diplomas is not matched by illlproved 

quality standards. " 

11 See Salacllse, W. Jeswald, Corporate Governance In The UNECE Region, The Fletcher School of Law and 
Diplomacy, Turfts University, Medford, Massachusetts, USA. Paper commissioned for the Economic Survey of 
Europe, 2003 No. 1 by the secretariat of the United Nations Economic Commission for Europe, UN/EeE, Geneva, 
December 2002, p.9 
12 Minga Ncgash, supra note 8 
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However, he left how these and related matters shou ld be addressed for future researches. 

Other researchers, like Kefene Gurmu ll
, Mokonnen Shifaraw l4

, and Fikadu Petros lS have tried to 

touchup on some of corporate governance issues in Ethiopian share companies. Kefene Gurmu 

discussed the general powers, duties, and liabilities of board of directors. Mokonnin' s focus was 

on the powers, duties and responsibi lities of board of directors of Financial Institutions in 

Ethiopia. Fikadu dealt with rights of minority shareholders under the Ethiopian Commercial 

Code. He found that the law is insufficient to protect minority shareholders from undue 

exploitation of controlling shareholders. All of them, however, didn't appreciate problems 

surrounding core issues in corporate governance related to board of directors such as 

responsibi lities, composition, independence, special board committees (i ncluding audit 

committee, remuneration committee and nomination committee) and their responsibilities, 

separation of roles of chairman and CEO, etc of the board as well as transparency and disclosure 

in corporate governance in light of international best principles and practices. 

Therefore, this research will be different from those previous related works in address ing the 

specific problems surround ing corporate governance in Ethiopian share companies and by 

suggesting possib le recommendations for what the future should look like in detail. 

1.5 Objective of the Study 

The study is sought to achieve the following general and specifi c objectives. 

1.5.1 General objective: 

The purpose of this study is to analyze the current state of Ethiopia's corporate governance laws 

for share companies (both financial and non financial) with a view to identify gaps in these 

relevant laws in light of international best practices. The study also sought to indicate how these 

international best practices should be adopted or adapted in Ethiopia. It focuses on share 

companies for a number of reasons including their importance to the national economy and due 

o 13 Kefene G Uflllll , Powers and Liabilities of Board of Directors under the Commercial Code of Ethiopia, 
([Unpublished] Masers thesis, Faculty of Law, AAU, 2007). 

o 

14 Mokonnen Shifaraw, Rights, Duties And Responsibilities Of Board Of Directors In Financial Seclor In Ethiopia: 
With Special Emphasis On The Banking Sector,(Unpublished,Addis Ababa University Law Library, 2009). 

15 Fekadu Petros, Emerging Separat ion of Ownership and Control in Ethiopian Share Companies: Legal and Pol icy 
Implicat ions, Mizall Law Review, Vol. 4 No.f,( March 20 10). 
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to prevalence of separation of ownership and control in such companies which poses agency 

costs and calls for good corporate governance laws and their enforcement. 

1.4.2 Specific objectives: 

1. To critically examine the existing laws pertinent to corporate governance of financial and 

non financial share companies in Ethiopia in light of core corporate governance issues 

related to board of directors, protection of minority shareholders and disclosure and 

transparency and identify the deficiencies in peliinent laws to corporate governance 

including the Commercial Code and its revised draft version, proclamations and 

directives pertinent to governance of share companies; 

2. To provide recommendations on how shoud corporate governace be reformed in Ethiopia 

with the view to indicate what the future should look like with specific reference to: 

• Approaches to reform corporate governance in Ethiopia in light of: 

~ Shareholder vs. stakeholder models of corproate governance and 

~ regulatory vs. non regulatory approaches to corporate governance 

• Development policy considerations for corporate governance in Ethiopia 

3. Indicating what the future should look like based on different international best 

principles and practices on: 

"*' board issues such as responsibilities, composition, independence, board 

committees, remuneration of the board of directors and so on. 

-.I;. Protection of minority shareholders, and 

'* Financial reporting, transparency and audit 

1.5 Research Questions 
o 

o 

o 

1.5.1 Why should corporate governance in Ethiopia be reformed? 

1.5.2 Do the present pertinent provisions of Commercial Code, Revised Draft Commercial 

Code, Proclamations and Directives governing financial institutions in Ethiopia 

adequately address issues in corporate governance of share companies? 

1.5.3 What are the deficiencies in the relevant laws regarding issues in corporate governance 

pertinent to board of directors, rights of minority shareholders and transparency and 

disclosure in corporate governance? 

7 



1.5.4 What corporate governance in Ethiopia should look like for the future? 

1.5.5 Which model of corporate governance should (shareholder vs. stakeholders) be adopted 

to Ethiopia? 

1.5 .6 Which approach of corporate governance (regulatory vs. non regulatory) fits current 

needs of share companies in Ethiopia? 

\.5.7 How should board issues, rights of minority shareholders and transparency and disclosure 

be addressed in the forthcoming revised Commercial Code of Ethiopia? 

1.6 Significance of the Study 

It is believed that the study wi ll contribute to the effort of revising the Commercial Code of 

Ethiopia in particular and introducing good corporate governance in the country in general. In 

add ition, the study wi ll be a basis to other researchers to conduct further studies on the issue. 

1. 7 Methodology of the Study 

In conducting this research, both primary and secondary data are employed. 

Interviews: face-to-face interviews will be made with different people including well known 

professionals in relation to company law, members of board of directors, managers, shareholders 

o in different share companies, concerned government officials, researchers in the area and others. 

Q 

o 

o 

Documents: In addition, primary documentary sources such as the Commercial Code of 

Ethiopia, relevant Proclamations, Directives of the NBE, Draft Project Document for 

Development of Corporate Governance in Ethiopia, OECD principles, Basel Committee on 

Banking Supervision's Principles for Enhancing Good Corporate Governance, Codes of best 

practices, and other related sources will be employed. 

Secondary data: mainly literature existing regarding corporate governance will be employed in 

addition to primary data. 

1.8 Scope and Limitation of the Study 

This study is limited to briefly reviewing the current state of Ethiopia's corporate governance 

laws for publicly traded (share) companies in financial and non financial sectors and tries to 

indicate what the future should look like based on selected international best practices and 

8 
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principles. This study does not, however, cover non-publicly held companies such as private 

limited companies and state-owned enterprises. Yet, it should be noted that the corporate 

governance principles discussed herein can be applied to these latter groups of business entities. 

1.10 Structure ofthe study 

The paper has four chapters. The first chapter deals' with General Introduction. The second 

chapter deals with conceptual framework of corporate governance in general. It tries to find the 

definition of the term, the genesis of corporate governance, models of corporate governance 

(shareholder vs. stakeholder), the irnportance of corporate governance, mandatory vis-a-vis 

voluntary codes of corporate governance and comparative study of how key issues in corporate 

are treated in different corporate governance principles and codes. 

The third chapter critically examines the emerging status of corporate governance in Ethiopia 

with a view to show the inadequacy of the existing CC!!1.pany laws pertinent to financial and 

financial share companies in the country. It first dwells on clarification of some preliminary 

issues such as profile of Ethiopian companies, the emerging separation of ownership and control 

in the Ethiopian share companies and significance of corporate governance to Ethiopia' s 

economy. Then, it reviews the current legal framework governing share companies in the 

country. After that the chapter critically and selectively examines provisions pertinent to issues 

in corporate governance of share companies related to board of directors (its roles and 

responsibilities, composition and independence and remuneration of board of directors), rights of 

minority shareholders and transparency and disclosure in corporate governance. Accordingly, it 

identifies the deficiencies in the current laws pertinent to issues of corporate governance with a 

view to indicate the urgency of reforming relevant laws. This chapter is believed to be crucial as 

it reveals the low level of corporate governance and the need to reform it in the context of 

booming of share companies with numerous shareholders where ownership and control are 

separated, and the inadequacy of the law to address agency cost involved in such situation. 

The last, but not certainly the least, chapter four looks for Ethiopia the ways to refonn its 

corporate governance laws. It presents and ana!yse~ .. different approaches of corporate 

governance such as which model (shareholder or stakeholder model), mandatory vis-a-vis 

voluntary codes of corporate governance fits the current needs of Ethiopian share companies, as 

9 
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well as how should corporate governance treat development policy of the country. Finally it 

provides recommendations on specific issues of corporate governance pertinent to board of 

directors, shareholders' role and rights and transparency and disclosure in corporate governance. 

It also recognizes special nature of financial share companies and provides specific 

recommendations. 

· ' .. 
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CHAPTER TWO 

CORPORATE GOVERNANCE: AN OVERVIEW OF CONCEPTUAL FRAMEWORK 

2.1 Definition 

The term "corporate governance" does not have a single definition for the reason that di fferent 

scholars and practitioners define it differently, I Economists and social scientists, for instance, 

tend to define it broadly as "the institutions that influence how business corporations allocate 

resources and returns" and "the organizations and rules that affect expectations about the exercise 

of control of resources in firms,'" This definition focuses not only on the formal rules and 

institutions of corporate governance, but also on the informal practices that evolve in the absence 

or weakness of formal rules , 

Corporate managers, investors, policy makers, and lawyers, on the other hand , tend to employ a 

o narrower definition, For them, corporate governance is the system of rules and institutions that 

determine the control and direction of the corporation and that define relations among the 

corporation 's primary participants,) Accordingly, the United Kingdom 's 1992 CadbuIY Report 's 

often quoted definition is: "Corporate governance is the system by which businesses are directed 

and controlled,'" The Cadbury report was a forerunner and made a significant contribution to the 

understanding of the concept. This narrower definition focuses almost exclusively on the internal 

C\ 
structure and operation of the corporation's decision-making processes, It has been this narrower 

definition that has been central to public policy di scussions about corporate governance in most 

countries.' 

b I A. C. Fernando "Corporate Governance: Principles, Policies, and Practices," (Pearson Education, 2006), p.1 2 

o 

2 l eswald W. SalaClise 'Corporate Governance in the New Century' (2004) 25 No.3 The company Lawyer, p.69 
J Ibid 
4 Report of the Committee on the Financial Aspects of Corporate Governance (Cadbury Report) , para. 2.5 available 
at < www.ccgll .org> Visited on 24 March, 20 11. 
5 sec Salacuse, supra note 2 
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Regarding distinction between corporate governance and corporate management, one scholar has 

stated the following: 

"Corporate governance is lIot just co/parale management,' it is something much broader to 

include a jail', efficient, and transparent administration to meet certain well defined objectives. 

f1 is structuring, operating Gild contr9"il1g a company with a view to achieving long term . 

strategic goals to satisfY shareholders, creditors, employees, customers and suppliers and to 

comply with the legal and regulatDlY requirements, apart ji'om meeting environlllental and local 

community needs.,,6 

Currently, corporate governance refers to all issues related to ownership and control of corporate 

property, shareholders rights, and management, powers and responsibilities of Board of 

Directors, disclosure and transparency of corporate information, the protection of interests of 

stakeholders in addition to that of shareholders, enforcement of rights, etc.' Definitions point to 

the fact that corporate governance systems depend upon a set of institutions such as laws, 

regulations, contracts and norms that create self-governing firms as the central element of a 

competitive market economy.' These institutions ensure that the internal corporate governance 

procedures adopted by firms are enforced as well as managements are responsible to owners and 

other stakeholders. 

The definition of "corporate governance'" is nowhere given under the Ethiopian Company Laws. 

The term "corporate governance" is mentioned under Article 14(4) of the Banking Business 

Proclamation No.592/2008, which states that "the National Bank may issue directives on the 

duties, responsibilities and good corporate governance of board of directors." However, it is not 

Q clear as to what constitute "good corporate governance of board of directors" apart from 

responsibilities and duties of the board of directors. It seems as if it refers to 'good corporate 

governance of Banks'. Therefore, for the purpose of this study, it is important to adopt working 

definition as the above mentioned definitions vary. Thus, corporate governance can be defined as: 

a system of rules and institutions that determine the control and direction of a company and that 

o 

o 

6 A. C.Fernando "Corporate Governance-The Time for a Matamorphosis", The Hindu, (9 July 1997): As cited in A. 
C. Fernando "Corporate Governance: Principles, Policies, and Practices. (Pearson Education, 2006), p.1 3 
7 Corporate Governance in Developing Countries: Shortcomings, Challenges and Impact on Credit 
<Http: //Www.Uncitral.OrglPdflEnglish/Congress/Cooper_S_Rev.Pdf > P. 3.( Last visited on 23 April20tO) 
8 Fernando, supra note 1, p.13 
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o 

o 

define relations among the company's primwy participants including board of directors, 

managers, shareholders and other stakeholders. 9 

This definition tries to combine narrow and broad definitions given on the subject by 

different writers above. Accordingly, it views corporate governance as a system of rules 

and institutions which determine the control and direction of a company. It also includes 

not only shareholders but also stakeholders. 

2.2 The Genesis of Corporate Governance 

The discussion of problems inherent with the separation of ownership and control goes back at 

least as far as Adam Smith (1776, p. 700), .who stated : 

"The directors of such [joint stock} companies, however, being the managers of other people's 

money than their OWII, it conllot well be expected that they should watch over it with the same anxious 

vigilance wilh which the partners in a private copartnerji-equenlly watch over their own ... Negligence 

and pro./itsion, therefore, must always prevail, more or less, ill the management of such company. " JU 

The agency problem was later framed in more detail by Berle and Means (1932), who were 

concerned with the rising prevalence of large corporations with diffuse ownership that insulated 

managers from the concerns of shareholders. II According to them, the dispersed shareholders 

(principa ls) have no choice but to hire managers (agents) to manage the company, which has 

been creating the principal-agent relationship. In effect, an agency problem typ ica lly arises from 

the principal-agent relationship " and as such, agents may expropriate the principals ' investments. 

This can occur when the agents have more information and knowledge than the principals IJ or 

9 Company primary participants should not be limited to insiders (share holders, mangers and board of directors) but 
also stakeholders such as suppliers of finance, depositors, cred itors and the community, the regulators and executive 
organs such as ministry of trade and industry as well as courts which enforce rights and obligations of such 
participants. 
10 Adem Smith, The Wealth of Nations, (Cannon Edition Modem Library, New York, 1776), C ited in Stephen C. 
Alford, supra note 6 
II Adol f Berle and Gardiner Means are considered distinguished scholars in the field of corporate governance based 
on their seminal work on the separation of company ownership. After conducting a study of America's larger 
companies after the Wall Street crash of 1929, they concluded that the separation of ownership and control is 
attributable to widely fragmented company ownership. See Adolf A. Berle and Gardiner C. Means, The Model'll 
CO/poralioll alld Private Properly (1932). 
12 Brian R. Cheffins, 'Law as Bedrock: The Foundations of an Economy Dominated by Widely Held Public 
Companies' (2003) 23 Oxford Journal of Legal Sludies 3, 4 
13 Yuwa Wei , Comparative Camorate Governance: A Chinese Perspective, (2003), p,43 

13 



when information asymmetry between principals and agents exists. " Moreover, two 

circumstances that have been the focus of the principal-agent framework can be identified. 

< Firstly, "moral hazard arises when the agent's action, or the outcome of the action , is on ly 

imperfectly observable to the principaL " For instance, a manager may exerc ise a low level of 

effort, waste corporate resources, or take inappropriate ri sks. Secondly, "Adverse selection can 

ari se when the agent has some private information, prior to entering into relations with the 

principal. Individuals with poor ski lls or aptitUde will present themselves as having superior ones, 

people with low motivation wi ll app ly for the positions that involve the least supervision, and so 

forth". 16 Due to this reason , Serle and Means ' corporate governance study mainly focused on the 

expropriation of shareholders' assets by managers due to separation of ownership and controL " 

o [n a nutshell , the divorce between ownership and control brings about the likely considerab le 

free-rider dilemma between agents and principals." 

a 

In the 1970s, due to the emergence of a number of important contributions, agency theory and 

issues of corporate governance became popular research topics. Ross (1973) provided one of the 

first formalized descriptions of macroeconomic foundations of Agency theory. " Alchian and 

Demsetz (1972) examined contracting issues within a firm, noted the shirking problem that arises 

from the misaligned interests and di scussed many of the issues that have subsequently dominated 

corporate governance research, includ ing imperfect monitoring, labor market di sc ipline of 

managers, the market for corporate control and issues of efficient compensation design.'· Jensen 

and Meckling (1976) provided an often-cited definition of agency relationship , formali zed the 

agency cost concept by detailing its components and analyzed the impact of ownership structure 

14 Jospeh Heath and Wayne Norman, 'Stakeholder Theory, Corporate Governance and Public Management: What 
Can the History of State-Run Enterprises Teach Us in the Post-Enron Era?' (2004) 53 JOllrnal of BlIs;ness Elhics 
252-253 
15 Miko Kamal , Corporate Governance and State-owned Enterprises : A Study of Indonesia's Code of Corporate 
Governance, Journal of International Commercial Law alld Technology. Vol. 5, Issue 4 (201 0), p.20? 
16 Ibid 

o " Malia Praveen Shasa, 'G lobal Corporate Governance: Debates and Challenges' (2004) 4(2) Corporate Governance: 
Tlte International Journal of Business ill Society, J:>, 7 
18 Heath and Norman, supra note 18, p.252 . 
19 S.A. Ross, The Economic Theory of Agency: the principal's problem. American Economic Review 63, 134-1 39 
20 A. A1chian and H.Demsetz, production, information costs and economic organization. Americall Ecollomic Review 
62, 1972,777-795 
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on these cost components" Their assertion is similar to that of Berle and Means ' wo rk as they 

state that " the aim of all governance mechan isms is to reduce the agency costs that exist due to 

(" the separation of ownership and control especiall y in large public corporations"." Fama and 

Jensen2J similarly suggest that "the problem of corporate governance mainly arises in large 

organizations such as publicly held and listed corporations whose ownersh ip and control s are 

typicall y separated"." Even though the agency problem typically occurs in a company where 

shareholders are fragmented includes li sted corporations, such a problem may also arise in other 

types of companies such as small companies, family firms and non-li sted companies but the types 

and the degree of the agency problems would be different." 

o Furthermore, La Porta, Lopez-de-Silanes, Shleifer and Vishny confirm the study of Berle and 

Means, Jensen and Meckling, and Fama and Jensen. By conducting a series of empirical work on 

investor protection," La Porta et al. argue that the nature of corporate governance is absolutely to 

protect outside investors from the diversion of their assets by insiders." While both contro lling 

shareholders and managers are classified as insiders, La POlta et al. classify investors and 

c 

o 

o 

minority shareholders as outsiders.'s They assert that the diversion of outsiders' money by 

insiders takes place because of an asymmetric information problem between outsiders and 

insiders. The asymmetric information problem typically occurs as insiders are the company's 

majority shareholders and controlling management do not share the company's vital information 

they have to the outsiders." Therefore, La Porta et al. defines corporate governance as "A set of 

21 Michael C. Jensen and William H. Meckling, 'Theory of the firm: managerial behaviour, agency costs and 
ownership structure' ( 1976) 3 Journal oj Financial Economics 305-360 
22 Carol Padgett and Amama Shaukat, 'The UK Code of Corporate Governance: Link between Companies and Firm 
Performance' (2005) ICMA Centre Discussion Papers in Finance DP2005- 17 
23 Eugene F. Fama and Michael C. Jensen, 'Separation of Ownership and Control' ( 1983) 26 Journal oj LalV alld 
Ecollolllics 30 1-325 
24 lochen Zimmermann, Igor Goncharov and Jocrg R. Werner, 'Does Compliance with the German Corporate 
Governance Code Have an Impact on Stock Valuation? An empirical analys is' (2006) 14 Corporate Governance 
International 434 
25 Miko Kamal ,supra note 15 , p.208 
2(. Rafael La Porta et ai, 'Legal Determinant of External Finance' (1997) 52 Journal of Finance; Rafael La Porta, 
Florencio Lopez-de-Silanes and Andrei Shleifer, 'Law and Finance' (1998) 106 Journal oj Political Ecollomy 1152; 
Rafael La Porta et ai, 'Corporate Ownership around the World' (1999) 54 JOl/rnal oj Fillallce; Rafael La Porta el ai, 
'Agency Problem and Dividend Policies around the World' (1999) 55 JOl/rnal oj Fillallce. 
21 Simeon Djankov et ai, 'The Law and Economics of Self-dealing' (2008) 88 Journal of Finan cial Economics 430 
28 Rafael La Porta cl ai, 'Investor protection and corporate governance' (2000) 58 Journal of Financial Economics 4 
" Ibid 
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o 

mechanisms through which outside investors protect themselves against expropriation by the 

insiders. ,,30 

Generally, the agency problems that occur between principal and agents of company necessi tated 

the system of corporate governance. Within the context of the modern corporation age, a 

company is normally owned by dispersed shareowners through the capital market" who cannot 

exercise direct control over the company. Besides, there is a major shareholder that often teams 

up with the company's management in making policies that are inconsistent with the interests of 

the dispersed owners. Therefore, codes of corporate governance around the world are specifically 

designed to fill the gap of unbalanced information between investors and companies,32 to prevent 

insiders not to divert the outside investors' money to their own ga in. Although corporate 

governance has focused traditionally on the problem of separation of ownership by shareholders 

and control by management, it is now accepted that firms should respond to the expectations of 

more categories of stakeholders. The wide range of corporate governance practices include 

business ethics, social responsibility, management di sc ipline, corporate strategy, lifecycle 

development, stakeholder participation in decision making processes and promotion of 

sustainable economic development." 

2.3 Models of Corporate Governance 

Albeit variation in the terminologies used to describe systems of corporate governance 

classifications, Scholars generally divide the world's systems of corporate governance into two 

categories. While Cheffins employs the outsider/arm 's length and the insider/control-oriented 

terms," Moerland prefers market-oriented systems and network-oriented systems to describe the 

o 30 Ibid 

o 

) 1 Simeon Ojankov et al. supra note 27 
32 Steen Thomsen, 'The Hidden Meaning of Codes: Corporate Governance and Investors Rent Seeking' (2006) 7 
European Business Organization Law Review 851, 848 
J3Fernando, supra note I, p.18 
34 Cheffins, supra note 12, p.3 
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two corporate governance systems. J5 Furthermore, two models are employed to demonstrate the 

division: the Anglo-American model and the Gernlan-Japanese model." 

2.3.1 The Anglo-American Model 

This model is labeled as arm' s length because, according to Cheffins, the company's shareholders 

control their shares at a distance by putting their trust in the company 's management to run daily 

activities." It prevai ls in the common law countries, notably USA and UK, for the reason that 

most of their large companies are listed in stock markets.38 The shareholders in these countries' 

companies are scattered than any other else in the world . And this model is viewed as an outsider 

model for its key focus is on a company's shareholders ' value and shareholder-management 

c relations, and positions the market as a supervising tool.39 

o 

Q 

Q 

o 

There are two major theories that can be used to examll1e the Anglo-American corporate 

governance model: the principal-agent or finance model and the myopic market model. 

According to the principal-agent (finance) model , the maximization of shareholders ' prosperity is ....­

regarded as a social function of the corporations'· The only role of a company in a community in 

a free market for the company's shareholders is making profits" As a result, the proponents of 

this theory assert that "other social functions should not hinder the company in realizing its goa l, 

and therefore should be undertaken by other 'government and charitable organizations."" They 

believe that the perfornlance of the economic structure at large can be easily improved when 

corporations are managed properly to maximize the value of its shares." 

J5 Pieter W. Moerland, 'Alternative Di sciplinary Mechanisms in Dim'ent Corporate Systems' (1995) 26 Jouma/ of 
Economic Behavior Gild OrganizatioJl, 19 
36 Marry O'Sullivan, COlllests for Corporate Control COIparole Govemance alld Economic Pel!ormQnce il1 lite 
Vuiled Siaies aud Germauy. (1978). 
37 Chemns, supra note 16 
38 Moerland, supra note 39 
39 Irene Lynch Fanon, 'The European Social Model of Corporate Governance: Prospects for Success in an Enlarged 
Europe' in Paul Ali and Greg Gregoriou, N (eds), Internationa l Corporate Governance After Sarbanes-Oxley (2006) 
424 
40 Steve Letza et aI , 'Corporate Governance Theorizing: Limits, Critics And Alternatives' (2008 ) 50 IlIlernatiollal 
Journal of Law Gild Management 18 
41 Milton Friedman, 'The Social Responsibi li ty of Business is to Increase its Profits' (1970) The New York Times 
Magazine <http://www. colorado.cdu/studcntgroupsJlibertarians/issues/friedman-soc-resp-business.html > Vis ited 24 
March 2011 
42 Ibid 
43 Ibid 
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o 

Q 

Q 

o 

Although the myopic market model also supp0l1s the maximization of shareholders' wea lth as 

the key company's goal, it cri tici zes the financial model for its main concern with the short-term 

in terests of a company's performance, such as short-telm return on investment, short-term 

corporate profits, short term management performance, short-term stock market prices, and short­

term expenditure,44 The proponents of thi s model beli eve that the finance model neglects the 

corporation's long-term value and its competitiveness" The myopic market model, as an 

alternative, suggests that shareholders and managers should be encouraged to share long-term 

performance perspectives whi le reforming corporate governance by " increas ing shareholders ' 

royalty and vo ice, reducing the ease of shareholders ' ex it, restricting the takeover process and 

voting rights for short-term shareholders; encouraging relationship to lock financial insti tutions 

into long-term positions and empowering other groups such as employees and suppli ers to form 

long-term relationship with the firm,,·6 

To sum up, in the Anglo-American model, the corporation's shares are owned by dispersed 

shareholders; the maximization of shareholders' value is the corporation's principal objective;" 

and a well -developed financial market is placed as a firm 's supervising instrument's 

2.3.2 The Continental-European Model 

Japan'9 and Continental European countries sllch as Germany" are considered to be 

representatives of this mode!." This model is characterized by a close relationship between the 

44 Steve Letza and Xiuping Sun, 'Philosophical and Paradoxical Issues in Corporate Governance ' (2004) I 
[I/ternaliona! Jourllal of Business Governance & Ethics 32 
45 Letza et at , supra note 40, p.19 
46 Letza and Sun, supra note 44 
47 Yuan Dujuan, 'Ineffi cient American Corporate Governance under the Financial Crisis and China's Reflections' 
(2009) 5 1 II/Ierna/ional Journal Law (lml Management 140-141 
48 Moerland. supra note 35 
49 T he Japanese model is the business network model, which reflects the cultura l relationships seen in Japanese 
Keiretsu network, in which boards tend to be large, predominantly executive and often ritua listic. in this model the 
financial institution has accrual ro le in governance. The shareholders and the main bank together appoint board of 
directors and the president. It has unique characteristics: the president who consu lts both the supervisory and the 
executive management is included and the importance of the lending bank is heightened. See Fernando, supra note I , 

f.,55 
o In this model, which is also termed as the two-tier board model, corporate governance is exercised through two 

boards, in which the upper board supervises the executive board on behalf of stakeholders. This approach is more 
societal oriented. Despite some differences between the German and Japanese models of corporate governance, there 
are certai n significant features to justify their being bracketed together, including: 

• Banks and financial institutions have substantial stakes in the equity capital of companies. 111 addition, cross 
holding among groups of firms is common in Japan. 
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corporation and its capital providers, including shareholders and bankers and other financial 

institutions. In addition to shareholders, it allows stakeholders to be members of the company 's 

c board (a supervisory board) and hence called insider mode!." It is originated from Germany 

company structure termed as Codetermination or betriebliche Mitbestimmullg, which gives an 

opportunity to the employees to become members of company's supervisory board. 53 In 

Germany, in a large company, up to half members of supervisory board are elected by the 

company 's employees under the Management Relation Act of 1952 and the Codetennination Act 

of 1976. Besides, there are three types of codetermination in Germany: Full Parity 

Codetermination, Quasi-Parity Codetennination and One-Third Codetermination." 

o 

Q 

The insider model is mainly aimed at counteracting the abuse of executive power in shareholder 
v 

models." The Anglo-American model is criticized for the abuse of executive power as it gives 

greater power to the executi ve management who can potentially distort their authority for their 

own interests, at the expense of stockholders and society at large. For instance, exorbitant 

executive overpayment, in which the executive managements are allowed, set their big salaries in 

a way that does not reflect the performance of the company is one of the areas susceptib le to 

problem of abuse of power by the executive management, which cannot be reso lved though the 

system introduces institutional restraints on managerial behavior, such as executive directors, 

audit processes and threats of takeover, according to proponents of the insider mode!.'· They also 

doubt whether corporate governance reforms such as non-executive directors, shareholder 

• Institutional investors in both countries view themselves long term investors. They playa fairly acti ve role 
in corporate managements. 

• The disclosure norms are not very stringent, checks on insider trading are not very comprehensive and 
effective, and the emphasis on liquidity is not high. All these factors lead to the efficiency of the capita l 
market. 

• There is hardly any system of corporate control in these countries; mergers and takc·overs are uncommon. 
See Ibid 

51 Fannon, supra note 39, p.42S 
52 Ibid 

Q j) Gerard Hertig, 'Codetermination as a (Partial) Substi tute for Mandatory Disclosure?' (2006) 7 Ellropeall Bllsilless 
Organization Law Review 129 
54Jean J. Du Plessis and Otto Sandrock, 'The German System of Supervisory Codetermination by Employees' in Jean 
du Pless is, J et a l (eds), German Corporate Governance in Internat ional and European Context (2007) III 
55 Letza et aI, supra note 40 
56 Ibid 
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involvement in major decisions and transparency into corporate affairs are in fact appropriate 

monitoring instruments.57 

As an alternative, proponents of insider model propose the idea of "managerial freedom with j/ 

accountability", which invo lves letting decision-making management build up the longer term 

plans of the company, while ensuring the board is strictly responsib le to all stakeholders involved 

in the company." The corporation is seen to have a responsibility to a large number ' of 

ind ividuals and groups, who are also considered stakeholders in addition to the company's capital 

providers." This approach recognizes the existence of non-shareholding company groups, for 

example employees, suppli ers, customers and managers who have a continuing connection with 

o the company6' 

I C 

Q 

b 

The major goal of the insider/stakeho lder model of corporate govemance is to maximize the 

business's values at large, unlike the shareholder's perspective." From the perspective of 

stakeholder model, therefore, two groups exist: first, the primary stakeholders such as minority 

shareholders, lenders, consumers, employees, suppli ers and managers, and second, the secondary 

stakeholders, including the local community, the media, the court, the government, spec ial 

interest groups and the general public62 

In genera l, the German-Japanese model is characterized by affording an opportunity for company 

stakeholders other than shareholders to be on the company board. Moreover, this model 

recognizes and values the involvement of major shareholders and banks as providers of capita l 

and controllers of the corporations 6
) 

57 Id,20 

" Ibid 
59 James P. Hawley and Andrew T. Wi lliams, 'Corporate Governance in the United States: The Rise of Fiduciary 
Capita lism A Review of the Literature' (1996) <hltp://www.lens-library.com/ info/papers96/ firs tlfirstpart2 .htm> 
Visited on 21 March 20 I I 
<>OLetza et ai, supra note 40, p.20 
61 Ibid 
62 Ibid 
63 Moerland, supra note 35 
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It is worth noting that the models are merely intellectual constructs. 64 They are not mutually 

exclusive of each other with all their complexity. For one thing, the effort to make management, 

r· whether American or European, more responsive to other parties outside of management can only 

serve as helpful discipline on managers65 The movement towards more independent directors is 

also a step forward , whether the goal of the corporation is seen as shareholder profit or 

stakeholder benefits. The effort, now well advanced in Europe, to separate the positions of 

chairman and CEO, would probably be seen as beneficial by the shareholders of most American 

corporations. A point of convergence between the bare shareholder model advanced by 

Americans and the extreme stakeholder model advocated by Europeans, may reside in the notion , 

of "socially responsible corporate governance,,,66 a concept that seeks to bring together two 

() important themes that really have not been joined thus far: corporate good governance and I 

corporate soc ial responsibility. 

o 

2.3.3 Successful Strategies for Developing Countries- One Size Does Not Fit All 

Corporate governance was long ignored as a matter of importance for developing countries. It 

remained virtually invisible in those countri es until the East Asian financial crises of 1997-1998 

drew attention to the problems of "crony capitalism," and their perceived relationship to poor 

loca l corporate governance practices, in several major emerging-market economies'? Yet, as the 

threat to the global financial markets raised by that crises has receded, efforts significantly to 

improve corporate governance in the developing world have flagged 6S Indeed, even at the height 

of the international concern for corporate governance in the emerging market economies:' little 

attention was given to corporate governance in other developing countries, especially the smaller 

,Q and poorer ones.?O It is firmly asserted, to this end, that "the tendency to ignore the quality of 

corporate governance ill the developing world is a mistake because the illstitutions of corporate 

64 Jeswa ld W. Salacuse, Corporate Governance In The UNECE Region, The Fletcher School of Law and Diplomacy, 
TurAs Universi ty, Medford, Massachusetts, USA. Paper commissioned for the Economic Survey of Europe, 2003 
No. I by the secretariat of the United Nat ions Economic Commission for Europe, UN/EeE, Geneva, December 
2002, p.52 
65 Ibid 
6(, Ibid 

b 67 Charles P. Oman, Camorate Governance in Development: The Experiences of Brazil. Chile. India. and South 
Africa, (OECD Development Centre, Centre for International Private Enterprise, 2003), p.2 

c 

6S Ibid 
6? Called "emerging" because of the rapid growth of portfolio equity flows thereto in the early 1990s by large 
institutional investors based mainly in United States and Great Britain, Sec Ibid 
70 Ibid 
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governallce play all esselltial role in the long-term process of developmellt of a countly.,,71 Thus, 

it is argued that "corporate governance should be an important element in developing countries ' 

( strateg ies for growth, financia l strength, and productive private sectors."" 

o 

On the other hand, the countries in transition economies face problem of corporate governance in 

paradoxical situation. Their corporate sector consists of " instant corporations" formed as a result 

of mass privatization, without the simultaneous development of legal and institutional structures 

necessary to operate in competitive market economyB The business environment is without the 

set of elements needed for making competitive rel ationships, which provides an advantage to old , 

large, dominant companies and discourages entrepreneurship and the appearance of new 

companies." 

t C 

The question is, therefore, not as to the impo11ance of good corporate governance for developing 

countries, it is rather, how they should introduce it. Is it possible, after all, to reproduce all at 

once the institutions of developed market economies in transition economies? Salacuse (2002:54) 

and Fernando (2006:490) argued that "merely transplanting these institutions is not poss ible 

because there are new conditions and many cultural differences. On the other hand , to develop 

entirely new institutions would be an unpredictable adventure for transition economies." 

Q 

Sa lacuse (2002) strongly suggested that developing countries should examine carefull y and 

crit ically the entire experience of both North America and Western Europe before adopting their / 

laws and institutions. He put that "Rather than leap to a shareholder or stakeholder model or 

hastily choose a unitary or two-level board structure, each transition state needs to determine the 

system of corporate governance most appropriate to its own individual needs and 

circumstances.,,75 In a similar vein, Fernando maintains that: "[they] have to find way to accept 

the existing institutional portfolio and to make it work in the specific cultural , hi storical and 

economic environment as they cannot afford the luxury of searching for third system between 

socialism and capitalism.,,76 

b 71 Ibid 

o 

72 SaJacLlse, supra note 64, p.54 
73 Fernando, supra note 1, p.490 
14 Ibid 
7S Ibid 
76 Ibid 
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o 

Furthermore, Fernando and Salacuse contend that: 

"Organizations and individuals FOIII western developed countries inevitably press jar the 

adoption by transition econolllies oj "best practices " in corporate governance, best practices that 

have invariably originated in their own hallie cOllntries. Those best practices were oj course the 

product oj specific national experiences and cultures, jactors that lIIay lIIake their adoption by a 

given transition econolllY inappropriate or at least difficult without significant adaptation. ,,77 

Mere transplantation of Western models of corporate governance, accord ing to Fernando, more 

often than not, fail s to instill or impro.ve corporate governance since these models are not 

designed for local reali ties and challenges because of which indigenous groups are then faced 

with task of adapting the international model to local conditions.'8 

Therefore, pol icy makers in transition economies would do well to remember that to a large 

extent western corporate governance systems have evolved over time as a response to periodic, 

specific financial CrIses 111 individual countries in evaluating foreign models of corporate 

governance.'· As has been predicted by Salacuse in 2002 in hi s statement that " ... whi le 

recogni zing that those crises havc come and gone, they should also remember that others, leading 

to still further corporate governance reforms, are probably yet to come"'o, the 2008 Financial and 

Economic Crises has cleared doubts surrounding the importance of good corporate governance 

for evety countries around the world irrespective of their level of economic development. 

2.4 Why is Corporate Governance Important? 

o Corporate governance has got heightened importance and concern in government po licy circles, 

o 

o 

academia, and the popular press throughout much of the world due to various reasons, including: 

Good corporate govemance helps to prevent corporate scandals, Faud, and potential civil and 

criminal liability oj the organization. It is also goad business. A good corporate governance 

image enhallces (he reputation of the organization and makes it more allractive to customers, 

investors, suppliers, and in the case ojnon-profit organizations, contributors. 81 

77 See Salacuse, supra note 2 64, p.53 and Fernando, supra note 1,1'.488 
78 Fernando, Supra note I , p.488 
79 Salacuse, supra note 64, p.53 
80 Ibid 
81 Frederick D. Lipman and L Keith Lipman, Corporate Governance Best Practices: Strategies for Public, Pri vate, 
and Not-far-Profi t Organizations (2006), 1' .3 
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" 

The new century's financial scandals affecting major American firms, such as Enron, WorldCom 

and AI1h ur Andersen, and the resulting loss of confidence of the investing public in the stock 

c market led to dramatic declines in share prices and substantial financial losses to millions of 

individual investors." Both the public and the experts have identified failed corporate governance 

as a principal cause of the scandals'3 Even before the recent scandals, signifi cant efforts had been 

undelway since the early 1990s within the OECD," the European Commission" and ind ividual 

European countries to understand the economic consequences of corporate governance and to 

formulate recommendations on appropriate governance structures and practices. 

C' 

o 

o 

o 

o 

In emerging market economies, experience over the last decade has clearly shown that successful 

privatizations and the development of lively private sectors depend, to a considerable extent, on 

the existence of effective systems of corporate governance." More generally, the ability of 

countries to attract foreign capita l is affected by their systems of corporate governance and the 

degree to which corporate management is obligated to respect the legal rights of lenders, 

bondholders, and non-controlling shareholders." Individual and institutional investors will refrain 

fro m providing capital or wi ll demand a higher risk premium for their capital from enterpri ses in 

countries without effective systems of corporate governance than from similar enterprises in 

countries hav ing strong corporate governance standards's International investment not only 

provides corporations with expanding sources of capital, but also encourages the continued 

82 Ibid 
83 Ibid 
84 Organization for Economic Cooperation and Development, OECD Principle of Corporate Governance (endorsed 
by the Ministers at the OECD Meeting, May 26-27, 1999), Paris, OECD, 1999. Also ava ilab le at www.oecd.org In 
the wake of the fi nancial scandals in the United States and the growing international concern over corporate 
governance, the DECO Council at Ministerial level at its meeting of May 15- 162002, launched a new in itiati ve to 
strengthen corporate governance. DECO launched an assessment within the member countries and came up with new 
corporate governance guidelines in 2004. 
85 See Weil , Gotshal and Manges LLP, on beha lf of the European commission, International Market Directorate 
General 'comparative Study of Corporate Governance Codes Relevant to the European Union and its Member Stales 
(J an uary 2002). A vailable at http://www . europa.eu. inticomm/ i nternal_marketien/compan y/news/corp-gov[ Accessed 
on 25 March 20 11] 
86 See Alexander Dyck 'Privatization and Corporate Governance: Principles, Evidence and Future Challenges' 
(2002) 16 World Bank Observer 59-84; Saul Estrin 'Corporate Governance and Privatization: Lessons from 
Transition Economies ' (2002) I I Jourl/al oj AJrican Economies 28; Saul Estrin 'Compet ition and Corporate 
Governance in Transit ion Economies' (2002) 16/ 1 Journal oj Economic Perspectives 101-124. 
87 Ibid 
88 Salacuse. supra note 2, p.70. 
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integration of sound corporate governance practices, which may help the corporations to gain the 

trust of investors, reduce their capital costs and induce more stable financial sources" 

Corporate governance is also perceived as important main ly for companies whose shares trade 

on the stock market'O In developing countries, many people still hesitate the significance of 

corporate governance for their economies due to the prevalence of small finns that do not have 

listed shares and of large state-owned and private family-owned companies whose shares are not 

widely traded locally '] However, studies of Brazil , Chile, India, and South Africa show that 

corporate governance has a role of growing importance to play in helping both to increase the 

flow of financial capital to finns in developing countries and to enhance those countries' 

o financial development as a whole." They further show that corporate governance m.atters for 

development more than is widely perceived, because it can attribute greatly to achieving 

sustained productivity growth in developing countries' real economies. 93 

() 

o 

o 

L 

In general , corporate governance is important for a society because of a number of justifications 

stated below:" 

v' it lays down the framework for creating long ternl trust between compal11es and the 

extemal providers of capital; 

v' It improves strategic thinking at the top by inducting independent directors who bring in a 

wealth of experience and a host of new ideas; 

v' It rationalizes the management and monitoring of risks a finn faces globally; 

v' It limits the liability of the top management and directors by carefully articulating the 

decision making process; 

v' It ensures the integrity of financial reports; and 

v' It helps to provide a degree of confidence that is necessary for the proper funding of the 

market economy. 

89 Melinda Vaughn and Lori Verstegen Ryan, 'Corporate Governance in South AfTica: a bell wether for the 
continent?' Corporate Governance: An Internat ional Review (September 2006) Vol. 14 No.5. 
90 Ibid 
91 Oman , supra note 7 1, p.l 
92 Ibid 
93 Ibid 
'14 Fernando, Supra note 1, p.504 
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2.5 Mandatory vs. Voluntary Codes of Corporate Governance 

A number of codes of corporate governance are developed following the importance of good 

corporate governance for firm perfonnance and investor and minority shareholder protection in 

many countries around the world. Broadly speaking, these codes can be classified as mandatory 

and voluntary. The mandatory code of corporate governance emerged with the introduction of the 

Sabanes-Oxley Act (SOX) of 2002 in USA following the collapse of some huge companies such 

as Enron, World Com and Tyco International in 2002.95 This law is considered as a foundation 

tale for the new era of corporate governance in USA. The law requires all companies that have 

registered equity or debt securities with the Security and Exchange Commission (SEC) to adhere 

o to it. Therefore, the publicly held companies have to meet all the requirements contained in the 

Q 

o 

c 

SOX - the so-called mandatOlY model, which means "legally mandated, with penalties imposed 

on those who fail to comply with the legal rule in question"." This means, thi s law is binding on 

every listing company in the country and those who fail to abide by it must face penalties 

prescribed by this law. 

The proponents of the mandatory system of corporate governance claim that it would be a road to 

culminate the crucial problem of corporation. For instance, Paul Atkins argues that: 

"the world needs a strict co/porate governance regime. which is able to elilllinate Faud. 

corruption and other misdeeds Gnd practices; soft law and requiring a company to hire a number 

oj nOll-executive directors, for instance, would lIot prevent corporate failures . This is evident 

Fom the experience oj Enron and WorldCom - though these companies had non-executive 

directors, they were unable to prevent these cOlllpaniesji'Olnjalling into bankruptcy. ,,97 

On the other hand, some countries like UK and Australia are applying the voluntalY model of 

corporate governance. The Australia Stock Exchange Corporate Governance Council clearly 

'>5 In the wake of the disaster on 30 July 2002, the American Congress passed a new law, the Sarbanes~Oxley Act of 
2002, which is known as the Public Company Accounting Reform and Investor Protection Act of 2002, which is the 
1110st important law reform relating to corporate governance in the US. See Paul S. Atkins, 'The Sarbanes-Oxley Act 
of 2002: Goals, Content , and Status of Implementation' (2003) 
<http://www.sec.gov/news/speech/spch032503psa.htm> (Visited on 20 March 2011). 
% Anita I. Anand, 'Voluntary vs. Mandatory Corporate Governance: Towards and Optimal Regulatory Framework' 
(2005). Working Paper 566 4 
97 The crises were created while companies have been applying the vo luntary concept of corporate governance. See 
Atkins, supra note 95. 
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states that the Australian Principles of Good Corporate Governance and the Best Practice 

Recommendation contain a voluntary system which requires publicly held companies that might 

r not comply with the Principles to provide suffici ent and reaso nable arguments as to why they 

don ' t. 98 The Australian system functions on the basic principle of "if not, why not" as opposed to 

the "one s ize fits all" approach ." The basic concept of the Australian 's code is that the market 

can come to its own conclusions about the significance of non-compliance based on the 

circumstances of individual companies. 100 

The implementation of the voluntary system in the UK can be observed in paragraph 4 of the 

preamble of the combined code, which states two points: firstly, li sted companies are free to 

o design the form of disclosure statement because the committee does not provide listed companies 

with a specific form; secondly, there is no requirement for a ll li sted companies to apply the 

content of the code. Where listed companies do not adhere to the combined code, they must 

explain it; this is known as the "comply or explain" approach.'o, In the UK the philosophy of the 

"comply or explain" approach is to pay attention to smaller listed companies. This approach takes 

into account that there are many small listed companies, for which the substance of the code 
o 

might not be suitable. 102 Therefore, the smaller listed companies are allowed to conduct their 

business under the other model by giving substantial reasons.'03 To put it simply, the UK 

combined code and the Australian model provide for the fact that not all of listed companies need 

the same model. 

The debate on mandatory and voluntary models is in essence not about which would be most 

Q suitable to apply to corporations at large. These are two perspectives that aim to deal with the 

laws that are needed to support the agency problems facing companies with shareholdings that 

are fragmented. From a practical point of view, the Sarbanes Oxley Act of 2002 is a product of 

')8 ASX Corporate Governance Council , Corporate Governance Principles, Recommendations, (August 2007) 
<http ://www.asx.com.au/supervis ion/pd f/corp _governance yri ncipies _recommendations_ 2nd _edition. pdf> visited 
on II April 2011 
99 Ibid 

o '00 Ibid 

o 

'Oi The Combined Code on ' Corporate Governance (July 2003 ), 
<http://www . frc.org.u k/documcnts/pagemanager/frclW eb%200ptimi sed%2 OCombi ned%20Code%203 rd%20proo f. p 
df> Visited on II April , 201 l. 
102 Ibid 
103 Ibid 
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the " law matters" thesis, which essentially contends that law is important to protect shareho lders, 

especially minority shareholders, from insider expropriation .I04 The criti ca l goa l of the " law 

( matters" thesis is to promote capital markets and economic growth, which can be ac hieved by 

upholding shareholders' property rights . 10' This thes is, therefore, considers minority shareholders 

as primary players of capital markets. 

o 

2.6 Issues in Corporate Governance 

Authorities on the subject identi fY some crucial and critical governance issues to achieve 

objectives of publicly held companies. Distinguishing the roles of the board and management, 

composition of the board and related issues, separation of the roles of the CEO and Chairperson, 

directors' and executives' remuneration, protection of shareholder rights and their expectations as 

well as di sclosure and transparency are some of the core issues involved in corporate governance. 

Under this section, the paper will devotes to see how core issues of corporate governance (Board 

Issues, Rights and Roles of Shareholders and Disclosure and Transparency in corporate 

governance), are incorporated under the OECD principles and other Codes of Corporate 

I 0 Governance in a comparalive melhod. lor
, The codes preferred for this section include: the 

Combined Code of UK, which is considered to be hase for most codes around the world , that of 

Q 

o 

o 

India fro m developing countries 10' that of Basel Committee on Banking Supervisionl08 and so on. 

104 Troy A. Paredes, 'A Systems Approach to Corporate Governance Reform: Why Importing U.S. Corporate Law 
isn't the Answer' (2004) 45 William alld Marry Law RevielV 1057 
105 Ibid 
106 The Organization for Economic Cooperation and Development (DECO) was one of the earliest non governmental 
organizations to work on and spell Qut principles and practices that should govern corporations in their goal to attain 
long-term shareholder value. In summary, they include the following aspects of corporate governance: the rights of 
shareholders; equitable treatment of all stakeholders; the role of stakeholders in corporate governance; disclosure and 
transparency and the responsibilities of the board. Since issues involved in corporate governance are so many in 
number and varies according to the model of corporate governance prevailing in different countries, only those 
which are considered crucial are foc used. 
107 The experience of India helps one analyze how this code was accepted; morc speci fi ca lly whether it was 
rransplanted or adapted taking the local circumstances into consideration. Besides, India has best corporate 
governance Jaws. 
108 This is part icularly relevant for corporate governance of financial share companies in general and banks in 
particular. 

28 



o 

Q 

o 

o 

Table 2.1 Comparative Study of Issues in Corporate Governance 

Issues I Principles and Codes of Corporate Governance 

I . Board Issues 

Responsibility 

of the Board 

OECD Prillciples!" 

The board should fulfill certain key fu nctions, such as (i) reviewing and guiding 

corporate strategy, ri sk policy, annual budget and business plans, setting 

performance objectives, monitoring corporate performance and oversee ing major 

capital expenditures and acquisitions; (ii) selecting, compensating and monitoring 

key executives; (iii) revlewll1g key executive and board remuneration; (i v) 

monitoring and managing potential conflicts of interest of management, board 

members and shareholders; (v) ensuring the integrity of corporati on's accounting 

and financial reporting systems; (vi) monitoring the effectiveness of the 

governance practices; and (vii) overseell1g the process of disc losure and 

communications. I 10 

BIS'" 

The board has overall responsibility for the bank, including approving and 

overseeing the implementation of the bank's strategic objectives, risk strategy, 

corporate governance and corporate values. The board is also responsible for 

providing oversight of senior management. 

LSE Com billed Codell2 

Every company should be headed by an effective board, which is coll ecti vely 

responsible for the success of the company. 

SEBi lJ 

The board of directors of a company directs and controls the management of a 

company. The day-to-day management of the company is the responsibility of the 

management. 

109 See DECD Principles of Corporate Governance, Edition of2004 . 
ItO DECD Principle VI.D 
II! Basel Committee on Banking Supervis ion , Principles For Enhancing Camorate Governance, Bank for 
International Settlements ' Communications CH-4002 Basel, Switzerland, October 2010, principle I 
112 The Combined Code, supra note, section lA, Main Principle. 
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Accountability OECD Prillciples '" 

to Shareholders/ Directors should act on a fu lly informed basis, in good faith, with due dili gence 

Stakeholders 

Access to 

Information 

and care, and in the best interest of the company and the shareholders.' '' ln 

addition, boards are expected to take due regard of, and deal fairly with, other 

stakeholder interests including those of employees, creditors, customers, supp li ers 

and local communities . Observance of envi ronmental and social standards is 

relevant in this context. I 16 

LSE Com billed Code 

Not covered. 

SEBt 17 

The board IS accountable to the shareholders for creating, protecting and 

enhancing wealth and resources for the company, and reporting to them on the 

performance in a timely and transparent manner. 

OECD Prillciples1/8 

In order to fu lfill their responsibilities, board members should have access to 

accurate, relevant and timely information. 

LSE Com billed Codell9 

The board should be supplied in a timely manner with information in a form and 

of a quality appropriate to enable it to discharge its duties. All directors should 

receive induction on joining the board and should regularly update and refresh 

their ski lls and knowledge. 

SEBt10 

Management should provide timely, accurate, substantive and material 

information, including financia l matters and exceptions, to the board and board 

committees. 

I I ) Securi ti es and Exchange Board of India (SEB I): Report of the Kumar Mango/am Bir/a COl1lmiflee 011 Cmparole 
Governallce, Final Report: India, (March 2000), Seclion 6.2 Available at 
htlp ://www. sebi .gov. in/coJl1mreporllcomgov.html[Last visi ted on 24 May, 2011 
114 Annotation to OEeD Principle VI 
"' OECD Principle VI.A 
116 Annotation to OECD Principle V I.A and VI.C 
117 SEBI , Supra note 11 8, Section 6.2 
"' OEC D Principle VI. F 
II9The UK Combined Code, Seclion AA 
120 SEB I, Supra note 11 4, Section 13.2 
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Election 

o 

Composition 

o 

OECD Prillciples l1l 

The board should Ensure a formal and transparent board nomination and election 

process. 

LSE COli/billed Codem 

There should be a formal, rigorous and transparent procedure fo r the appo intment 

of new directors to the board. 

All directors should be submitted for re-election at regular intervals, subject to 

continued satisfactory performance. The board should ensure planned and 

progressive refreshing of the board 

SEBI 

Not covered. 

OECD Prillciplesl11 

Majority must be independent board members who can contribute suffic iently to 

the decision-making of the board. 

LSE COli/billed CodeIU 

The board should include non-executive directors of suffici ent ca libre and number 

for their views to carty significant we ight in the board's decisions. Non-executi ve 

directors should comprise not less than one third of the board. 

BIS'" 

Board members should be and remain qualified, including through training, fo r 

their positions. They should have a clear understanding of their role in corporate 

governance and be able to exerci se sound and objective judgment about the affai rs 

of the bank. 

SEBI'26 

The board of a company should have an optimum combination of executi ve and 

non-executive directors with not less than fifty per cent of the board compri sing 

the non-executive directors. The number of independent directors would depend 

o III OECD Principle VI.D.S 

o 

III The Combined Code, section A.S & A.7 
113 An notation to OEC D Principle VI. E 
114 The Combined Code, Section A.3.1 
115 BIS, supra note 11 2, principle 2 
126 SEB I, Supra note 114, Section 6.3 
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o 

o 
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Independence 

on the nature of the chairman of the board. In case of a non-executi ve chai rman , at 

least one-third of board shou ld comprise of independent directors and in case of an 

executive chairman, at least half of board should be independent. 

(Mandatory Recommendation) 

OECD PrillcipiesJ17 

In order to exercise its duti es of monitoring managerial performance, preventing 

conflicts of interest and balancing competing demands on the corporation, it is 

essential that the board is able to exercise objective judgment. In the first instance, 

this will mean independence and objectivity with respect to management wi th 

important impl ications for the composition and structure of the board. Board 

independence usually requires that a sufficient number of board members wi ll 

need to be independent of management. Members should be required to di sclose 

any material interests in transactions or matters affecting the corporatio n. 

BIS"8 

Independence can be. enhanced by including a large enough number of qualified 

non-executivc mcmbcrs on the board who are capable of exerci sing sound 

objective judgment. Where a supervisory board or board of auditors is formally 

separate from a management board, objectivity and independence still needs to be 

assured by appropriate selection of board members. 

LSE Com billed Codel19 

A majority of non-executive directors should be independent of management and 

free from any business or other relationship that could interfe re with their 

independent judgment; they should be identified in the annual report. 

SEBI'JO 

Independent non-executive directors have a key role In the entire mosaic of 

corporate governance. Independence is defined as : 

"Independent directors are directors who apart from recelvll1g director's 

remuneration do not have any other material pecuniary relationship or transactions 

127 Annotation to OEeD Principles VI.E 
128 SIS, supra note 11 2, principle 2, section 38 
129 The Combined Code, section A.3.2 
130 SEBI, supra note 114, section 6.S 
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o 
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with the company, its promoters, its management, or its subsidiaries, which in the 

judgment of the board may affect their independence of judgment." Further, all 

pecuniary relationships or transactions of the non-executive directors should be 

disclosed in the annual report. 

Chairman and OECD Prillciples/3/ 

CEO 

Board Committees 

Audit 

In a number of countries wi th single tier board systems, the objectivity of the 

board and its independence from management may be strengthened ' by the 

separation of the role of chief executive and chairman, or, if these roles are 

combined, by designating a lead non-executive director to convene or chair 

sessions of the outside directors . Separation of the two posts may be regarded as 

good practice, as it can help to ach ieve an appropriate balance of power, increase 

accountabili ty and improve the board 's capacity for decision making independent 

of management. 

LSE Combilled Code l
]1 

There should be a clear division of responsibilities at the head of the company 

between the running of the board and the exccutive responsibility for the running 

of the company ' s business. No one individual shou ld have unfettered powers of 

decision. 

SEBIIJ1 

Chairman 's role should in principle be different from that of the chief executive, 

though the same individual may perform both the roles. A non-executive 

Chairman should be entitled to maintain a Chairman ' s office at the company 's 

expense and also allowed reimbursement of expenses incurred in performance of 

his duties to enable him to discharge the responsibilities effectively. 

OECD Prillciples l
]4 

Committee Boards should consider assign1l1g a sufficient number of non-executive directors 

131 Annotation 10 OEeD Principle VI. E 
IJ2 The Combined Code, section A.2 
IJJ SEB I, supra note 114, section 8 
134 GECD Principle VI. E. l 
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capable of exercising independent judgment to tasks where there is a potential for 

confl ict of interest. Examples of such key responsibiliti es are ensuring the integri ty of 

financial and non-financial reporting, the review of related party transactions, 

nomination of directors and key executives, and board remuneration. 

LSE Com billed Code'35 

The audit Committee shou ld comprise at least three non-executive directors, a 

majority of whom should be independent, with written terms of reference that 

identify their authority and who should be named in the annual report. 

The audit committee should review the significant financial reporting issues and 

judgments made in connection with the preparation of the company's financia l 

statements, interim reports, preliminary announcements and related formal 

statements. 

BIS '36 

The audit committee of banks should provide oversight of the bank's internal and 

external auditors, approving their appointment and di smissal, reviewing and 

approving audit scope and freq uency, receiving their reports and ensuring that 

management is taking appropriate corrective actions in a timely manner. The 

independence of this committee can be enhanced when it is comprised of external 

board members who have banking and financial expertise. 

SEBI137 

A qualified and independent aud it committee shou ld be set up by the board of a 

company with a vi ew to enhancing the credibility of the financial disclosures of a 

company and promoting transparency. (Mandatory Recommendation) 

The audit committee should have minimum three members, all being non­

executive directors, with the majority being independent, and with at least one 

director having financial and accounting knowledge. 

(Mandatory Recommendation) 

The Chairman of the committee should be an independent director and should be 

present at AGM to answer shareholder queries. (Mandatory Recommendation) 

lJ' The Combined Code, Section D.3.1 and D.3.2 
lJ6 BIS, supra note 11 2, section 50 & 5 1 
137 SEB I, supra note 114, section 9 
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Nomination 

Committee 

The audit committee should meet at least thrice a year. One meeting must be held 

before finalization of annual accounts and one necessarily every six months. 

(Mandatory Recommendation) 

As the Audit Comnlittee acts as the bridge between the board, the statutory 

auditors and internal auditors, its role should include the following: 

Oversight of company's financial reporting process and the disclosure of its 

financial information to ensure that the financial statement is correct, sufficient 

and credible. 

Recommending the appointment and removal of external aud itor, fixation of audit 

fee and also approval of payment for any other services. 

Reviewing with the management the annual financial statements before 

submission to the board, focusing primarily on any changes in accounting polices 

and practices, major accounting entries based on exerCise of judgment by 

management, qualifications in draft audit report, significant adjustments arising 

out of audit, the gomg concern assumptions, compliance with accounting 

standards, compliance with stock exchange and legal requirements concernmg 

financial statement, any related party transactions of the company of material 

nature, with promoters or the management, their subsid iaries or relatives etc. that 

may have potential conflict with the interests of the company at large 

Reviewing adequacy of internal contro l systems and functions 

Reviewing the company's financial and risk management policies. 

Looking into the reasons for substanti al defaults in the payments to depositors, 

debenture holders, shareholders, and creditors. 

Reviewing/looking into the matters where there is a suspected fraud or irregularity 

or a failure of internal control system of material nature and reporting the matter to 

the board. 

OECD Prillcip/eslJ8 

Boards may consider establishing nomination committee with a minimum number 

or to be composed entirely of non-executive members. 

LSE Com billed Code'39 

138 OECD Principle VI.E. I & Annotation to OECD Prin·ciple VI.E.I 
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Remuneration 

Committee 

A majority of the members of the nomination committee should be non-executive 

directors and the chairman of the committee should either the chairman of the 

board or a non-executive director. The chairman and members of the committee 

shou ld be identified in the annual repoli. 

BIS!40 

Nomination committee should be set up for providing assessment of the board 

effectiveness and directing the process of reviewing and replacing board members. 

OECD Prillcipiesl4l 

Boards may consider establishing this committee with "a minimum number or be 

composed entirely of non-executive members." 

LSE Com billed Code142 

Remuneration committees should be made up exclusively of nonexecutive 

directors who make recommendations on the company's framework of executive 

remuneration and who must operate independently from managerial interference 

and from any intrusive business relationship; they should be granted full authority 

to seek counsel from both inside and outside sources. They shou ld estab li sh a 

formal and transparent procedure for developing policy on executive remuneration 

and for fixing the remuneration packages of individual directors. 

BIS!4J 

A Compensation Committee should be set up for providing oversight of 

remuneration of senior management and other key personnel and ensuring that 

compensation is consistent with the bank 's culture, objectives, strategy and control 

environment. 

SEBli44 

The board should set up a remuneration committee to determine on their behalf 

and on behalf of the shareholders with agreed terms of reference, the company's 

policy on specific remuneration packages for executive directors, including 

'39 The Combined Code (2003), Section A.4.1 
1'0 BIS, supra note 112, principle 3, seclion 53. 
1" OECD Principle VI.E. I & Annolalion 10 OECD Principle VI.E. I 
142 The Combined Code, supra note, section B.2.2 
143 BIS, supra note 112, principle 3, section 53. 
14' SEBI, supra no Ie 114, sect ion 10. 1-10.7 
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pension rights any compensation payment. (Non-mandatory 

Recommendation) 

The remuneration committee should compri se of at least three directors, all of 

whom should be non-executive directors, the chairman of the committee being an 

independent director. (Non-mandatory Recommendation) 

The Chairman of the remuneration committee should be present at the AGM to 

answer the shareholder queries. (Non-mandatory Recommendation) 

Board Meetings OECD Prillciples 

Not covered. 

Nominee 

Directors'" 

LSE Combilled Codel45 

The board should meet regularly and have a formal schedule of matters 

specifically reserved to it for decision. 

SEB/146 

The board meetings should be held at least four times in a year, with a maximum 

time gap of four months between any two meetings. The Committee has prepared 

a list of minimum information to be placed before the board of directors. 

(Mandatory Recommendation) 

OECD Prillciples 

Not covered. 

LSE Com billed Code 

Not covered. 

SEB/14S 

The financial or investment institutions should appoint nominees on the boards of 

companies only on a selective basis where such appointment is pursuant to a right 

under loan agreements or where such appointment is considered necessary to 

protect the interest of the institution. When a nominee of the insti tution IS 

appointed as a director of the company he should have the same responsibil ity, be 

I J; The Combined Code, supra note 106, section 8.2.2 
146 SEB I, supra note 11 4, section 11.2 
147 A nominee director is generally appointed in a company to ensure that the affairs of the company are conducted in 
a manner dictated by the laws governing companies and to ensure good corporate governance, see Fernando, p. 192 
148 SEBI, supra note 11 8, section 7.3 
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Disclosure 

Director 

Biographical 

Information 

Remuneration 

Amount 

Remuneration 

subject to the same discipline and be accountable to the shareholders in the same 

manner as any other director of the company. 

of OEeD Prillciples 

Not covered. 

LSE Com billed Codel49 

Sufficient biographical data should accompany names of directors submitted for 

election and re-election 'by which shareholders may make informed voti ng 

decisions. 

SEB]ISO 

In case of appointment of a new director or reappointment of a director, 

shareholders must be provided with a brief resume of the director, his expertise in 

specific functional areas and names of companies in which he holds directorship 

and the membership of committees of the board. (Mandatory Recommendation) 

of OECD Prillciples 

Not covered. 

LSE Combilled Codel51 

Levels of remuneration should be sufficient to attract, retain and motivate directors 

of the quality required to run the company successfully, but a company should 

avoid paying more than is necessary for this purpose. A significant propol1ion of 

executive directors' remuneration should be structured so as to link rewards to 

corporate and individual performance. 

SEB]i52 

Adequate compensation package should be given to the non-executive 

independent directors so that these positions become financially remunerative to 

attract talent. The board of directors should decide the remuneration of non­

executive directors. The remuneration packages for executive directors to be 

determined by the remuneration committee. 

149 The Combined Code, supra note, section A.6.2 
150 SEBI , Supra note 114 
151 The Combined Code (2003), Seclion B.I 
152 SEBI , supra note 114, section 10.1 
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Procedure for OECD Prillciples'53 

Determining The board should Align key executive and board remuneration with the longer term 

Remuneration 

Disclosure 

Remuneration 

interests of the company and its shareholders. 

LSE Com billed Codem 

There should be a formal and transparent procedure for developing policy on 

executive remuneration and for fixing the remuneration packages of individual 

directors. No director should be involved in deciding his or her own remuneration. 

SEBII5J 

The board of directors should decide the remuneration of nonexecutive directors. 

(Mandatory Recommendation) 

of OECD Prillciplesl56 

Companies are generally expected to disclose sufficient information on the 

remuneration of board members and key executives (either individually or in the 

aggregate) for investors to properly assess the costs and benefits of remuneration 

plans and the contribution of incentive schemes, such as stock option schemes, to 

performance. 

LSE Com billed Code15
' 

The company's annual report should contain a statement of remuneration policy 

and details of the remuneration of each director. 

SEBII58 

The disclosures regarding all elements of remuneration package of all the 

directors, i.e. salary, benefits, bonuses, stock options, pension etc. should be made 

to the shareholders. 

'53 OECD Principle VI. D.4 
154 The Combined Code (2003), Sect ion B.2 
' 55 SEB I, supra note 114, section 10.7 
156 Annotat ion to OECD Principles V.A.4 
157 The Combined Code, supra note, section B.3 
158 SEBI , supra note 114, section 10. 8 
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Shareholder OECD Prillciplei59 

Involvement in Shareholders should be able to make their views known on the remuneration 

Determining policy for board members and key executives. The equity component of 

Remuneration compensation schemes for board members and employees should be subject to 

shareholder approva l. 

LSE Com billed Code'60 

Shareholders should app rove any long term incentive schemes for executives and 

either decides compensation of non-executive and remuneration committee 

members or, if the articles allow, the board should delegate a sub-committee to 

address this matter, the AGM should be considered a convenient forum for 

shareholder approval of remuneration policy. 

Shareholders may be called on to approve the board's remuneration report, and 

they should approve any new or supplemental long-term incentive. 

SEBf 

Not covered. 

2. Rights and Roles of Shareholders 

Shareholder 

Rights and 

Shareholder 

Voting 

OECD Prillciples l
6/ 

The corporate governance framework should protect and facilitate the exercise of 

shareholders' rights. 

• Basic shareholder rights should include the right to: I) secure methods of 

ownership registration; 2) conveyor transfer shares; 3) obtain relevant and 

material information on the corporation on a timely and regular basis; 4) 

participate and vote in general shareholder meetings; 5) elect and remove 

members of the board; and 6) share in the profi ts of the corporation . 

• Shareholders should have the ri ght to participate in, and to be sufficiently 

informed on, decis ions concerning fundamental corporate changes such as: 

I) amendments to the statutes, or articles of incorporation or similar 

governing documents of the company; 2) the authorization of additional 

' 59 Annotation to OECD Principles II.C.3 
"" The Combined Code, section B.3.4 
'61 OECD Principle II (A-C) 
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shares; and 3) extraordinary transactions, including the transfer of all or 

substantially all assets, that in effect result in the sale of the company. 

• Shareholders should have the opportunity to participate effecti vely and vote 

in general shareholder meetings and should be informed of the rules, 

including voting procedures, that govern general shareholder meetings: 

+- Shareholders should be furni shed with sufficient and timely informat ion 

concerning the date, location and agenda of general meetings, as well as full 

and timely information regarding the issues to be decided at the meeting. 

+- Shareholders should have the 0ppOltunity to ask questions to the board, 

+- including questions relating to the annual external audit, to place items on 

the agenda of general meetings, and to propose reso lutions, subject to 

reasonable limitations. 

+- Effective shareholder participation in key corporate governance decisions, 

such as the nomination and election of board members, should be 

facilitated . 

+- Shareholders should bc ablc to make their views known on the 

remuneration policy for board members and key executives. The equity 

component of compensation schemes for board members and employees 

should be subject to shareholder approval. 

+- Shareholders should be able to vote in person or 111 absentia, and equal 

effect should be given to votes whether cast in person or in absentia . 

LSE Com billed Code162 

Shareholders have a responsibility to make considered use of their votes. 

Un less a poll is called, all proxy votes should be counted, and after resolutions have 

been dealt with on a show of hands, the company should indicate the number of 

proxy votes cast, along with for and against vote, on each reso lution. 

SEBf''' 

A company must have appropriate systems III place, which will enable the 

shareholders to participate effectively and vote in the shareholders ' meetings. The 

162The Combined Code, Section C.2. l 
163 SEB I, supra note 114, section 14.9 
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General 

Meetings 

company should also keep the shareholders informed of the rules and voting 

procedures, which govern the genera l shareholder meetings. 

OECD Prillciples!" 

Processes and procedures for general shareholder meetings should allow fo r 

equitable treatment of all shareholders. 

LSE Com billed Code!'s 

The board should use the AGM to communicate with investors and to encourage 

their participation. 

SEB/!M 

The AGMs of the company should not be deliberately held at venues or the timing 

should not be such which makes it difficult for most of the shareholders to attend . 

The company must also ensure that it is ' not inconvenient or expensive for 

shareholders to cast their vote. 

3. Financial Reporting, Transparency and Audit 

Financial 

Reporting 

OECD Prillciples/67 

Corporate governance framework should ensure that timely and accurate disc losure 

is made on all material matters including the fi nanc ial situation, performance, 

ownership and governance of the company. 

LSE Com billed Code!" 

The board should present a balanced and understandable assessment of the 

company's position and prospects. 

SEBt69 

Information like quarterly results and presentations by companies to analysts may 

be put on the company's web-site or may be sent in such a form so as to enab le the 

stock exchange on which the company is listed to put it on its own web·site. 

Disclosure and OECD Prillciples!70 

164 OECD principle III 
165 The Combined Code (2003), Sect ion 0.2 
166 SEB I, supra note 114, section 14.10 
167 OECD Principle V 
168 The Combined Code, supra note, section D.I 
16' SE BI , supra note 11 4, section 14.7 and 14.8 
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Transparency 

Accounting 

Disclosure shou ld include, but not be limited to, material information on the 

financial and operating results of the company; and material foreseeable risk 

factors. 

Capital structures and arrangements that enab le certain shareholders to obtain a 

degree of control disproportionate to their equ ity ownership should be di sc losed. 

BIS'7J 

Transparency can reinforce sound corporate governance. Therefore, public 

disclosure is desirable in the following areas: 

~ Board structure (size, membership, qualifications, and committees) 

~ . Senior management structure (responsibilities, reporting lines, qualification 

and experience) 

~ Basic organizational structure (line of business structure, legal entity 

structure) 

~. Nature of transactions with affi liates and related parties 

LSE Com billed Codem 

The board should establish fornlal and transparent arrangements for considering 

how they should apply the financial reporting and internal control principles and 

for maintaining an appropriate relationship with the company's auditors. 

SEBII7J 

As shareholders have a right to participate in , and be sufficiently informed on 

decisions concerning fundamental corporate changes, they should not only be 

provided information as under the Companies Act, but also in respect of other 

decisions relating to material changes such as take-overs, sale of assets or divisions 

of the company and changes in capital structure which will lead to change in 

control or may result in certain shareholders obtaining control disproportionate to 

the equity ownership. 

OECD Prillcipies174 

170 OEeD Principle V.A (1 -8) 
171 S IS, Supra note 112, sec 6.6 
I12The Combined Code, sect ion D.3 
173 SEBI, supra note 114, section 14.6 
1740ECD Principle V.B 
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Standards 

Internal 

Control 

Auditor 

Independence 

[nfonnation should be prepared and di sclosed in accordance with high quality 

standards of accounting and financial and non-financial disclosure. 

LSE Com billed Codel75 

Audit reporting responsibilities go beyond the actual audit and embrace any price­

sensitive report or statement made to outside parties; reporting on go ing concerns 

should be a requirement and accompanied wi th supporting assumptions and 

qualifications. 

OECD Prillcipies/76 

Insider trading and abusive se lf-dealing should be prohibited. Members of the 

board and key executives should be required to disclose to the board whether they, 

directly, indirectly or on behalf of third parties, have a material interest 1.11 any 

transaction or matter directly affecting the corporati on. 

LSE Com billed Code177 

The board should maintain a sound system of internal control to safeguard 

shareholders' investment and the company 's assets. 

BIS ' 78 

[n banks there should be strong internal control systems, including internal and 

external audit fu nctions, risk management functions independent of business lines, 

and other checks and balances. 

SEBi79 

Audit Committee of the board to look into these aspects. 

OECD Prillciples/so 

An annual audit should be conducted by an independent, competent and qualified, audi tor in 

order to provide an external and objective assurance to the board and shareholders Ihat the 

financial statements fai rly represent Ihe financ ial position and performance of the company in 

all material respects. External auditors should be accountable to the shareholders and owe a 

duty to the company to exercise due professional care in the conduct of the audit. 

115 The Combined Code, section 0.1 .2 & 0.1.3 
116 OECD Principle I1 I.B & C 
117 The Combined Code (2003), Section C.2 
178 SIS, supra note 112, sec 6.6 
119 Ibid, sec 10.7 
ISO OECD Principle V.C & 0 
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8IS '" 

An important form of oversight In banks should be through independent ri sk 

management and audit function s. 

As the role of auditors is vital to the corporate governance process the importance 

of the audi t process should be communicated throughout the bank. Board should 

take measures to enhance the independence and statute of auditors. The find ings of 

auditors should be utilized in a timely and effective manner. Head auditor should 

report to the board and the audit committee in an independent manner. 

LSE Com billed Codel82 

Not only should the auditors discharge their duties in total independence from 

personal interest or managerial interference, they should perform a regular review 

of their independence, along with their cost effectiveness and objectively. 

OECD Prillciples'B] 

The corporate governance framework should recognize the rights of stakeholders as 

established by law and encourage active co-operation between corporations and 

stakeholders in creating wealth, jobs and the sustainability of fin anciall y sound 

enterprises. 

The corporate govemance framework should permit performance enhancing 

mechanisms for stakeholder communication. 

Stakeholders who participate in the corporate governance process should have 

access to information necessary to fulfill their responsibiliti es . 

LSE Com billed Code 

Not covered. 

181 BIS, supra note 11 2, sec 6.3 
182 The Combined Code, section 0.3.2 
1S3 OECD princip le IV 
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OECD PrillcipleslM 

Managers must disclose any material interests in transactions or matters affecting 

the corporation. 

LSE Com billed Code 

Not covered. 

SEB!ISS 

The annual reports of the companies should contain Management Discussions and 

Analysis, including discussions on matters such as industry structure and 

developments, oppOltunities and threats, segment-wise or product-wise 

performance, outlook, risks and concerns, internal control systems and their 

adequacy. (Mandatory Recommendation) 

The management must disclose to the board all material , financial and commercial 

transactions, where they have personal interest that may have a potential conflict 

with the interests of the company at large . (Mandatory Recommendation) 

'84 OECD Principle III.C 
ISS SEBI, supra note 114, section 13.4 
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CHAPTER THREE 

CURRENT STATUS OF CORPORATE GOVERNANCE IN ETHIOPIA 

Corporate governance is a new issue for Ethiopia. Even if the history of companies in the country 

needs independent study, currently Ethiopia has a number of companies formed and being 

formed by sale of shares to the wider public; un like in near past where most share companies 

have been formed among founders. ' The emergence of publicly held share companies in Ethiopia 

gives rise to multitude of complex corporate governance issues. Typically, Ownership separates 

from control of dispersed shareholders and goes' into the hands of few managers, which in turn 

creates the principal-agent relationship. In such situation, agents (managers) may expropriate the 

principals' (shareholders ' ) investments as they have more information and knowledge than the 

principals.2 On the other hand, in share companies where there exist few block holders, minority 

shareholders could be exploited in the hands of such block holders. The agency problems that 

occur or could occur between dispersed shareholders and managers and/or block holders of share 

companies in Ethiopia, therefore, call for good corporate governance laws and institutions. 

v 

The purpose of this chapter is to examme the status of current laws pertinent to corporate 

governance in Ethiopia in the context of booming share companies. It mainly focuses on issues 

related to board of directors, rights of minority shareholders as well as disclosure and v 

transparency in corporate governance. The discussion begins by highlighting the profile of 

Ethiopian companies, their ownership patterns, significance of corporate governance to Ethiopian 

economy and review of the legal framework governing share companies briefly. 

IAddis Fortune, (Addis Ababa), Apri l 28, 20 11 , However, this does not mean that no company has been fOfmed 
among founders and none is being formed . 
2 See Adolf A. Berle and Gardiner C. Means, The Modern Corporation and Private Property (1932). 
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3.1.1 Profile of Ethiopian Companies 

The majority of Ethiopian companies are family or closely owned and small in size of operation J 

Most of them are Private Limited Companies which are cons idered to be "the best form for a 

company with only few owners."· For instance, among the 125 companies formed from 1991-

1993, only 6 were share companies whi le 119 were private limited companies. 5 By the same 

token , among 2098 companies formed from 2008-2009, only 38 were share companies whi le 

2060 were Private Limited Companies6 Few years ago, only wealthy people used to set-up well 

o capitalized share companies with five or more members who are often kit or kin with the 

founders.' The case of entrepreneurs and professional managers launching companies with huge 

capital base and with nominal contribution from their own pockets was rare.s Establishing 

companies by raising capital through public equities has been in the boom in the country, 

especially since mid 2008 9 

o 

G 

Although there are few share companies ordinarily incorporated under the existing Commercial 

Code and are unconnected to State Owned Enterprises, endowments and Midrock Groups in the 

country, the majority of Ethiopia's largest companies are owned or controlled by state bodies or 

political partiesW Structurally, the endowment companies appear to have some similarity with 

nominee and proxy companies that were used to be found in some European institutions. " Such 

companies account for larger part of the economy than privately owned companies , which can 

3 Most of the smallest Ethiopian businesses are not organized as companies but as so le proprietorships, which are 
also required to register with the state. Those businesses have li ttle or no reason to be compan ies; for instance, 
limited liability has little meaning for small scale businesses especially when business is done on personal basis and 
court lawsuits are virtually unknown or impracticable. See USAID, Infra note 
4 See USAJD, Ethiopian Commercial Law and Institutional Reform and Trade Diagnostic, (January, 2007), p.19 
5 Abu Girma (1994) , "Problems and Prospects for the Emergence of a Stock Market in Ethiopia," in Getachew 
Yoseph and Abdul Hamid Bedri Kello (Eds.), TI~e Ethiopian Economy: Problems alld Prospects oj Private Sector 
Developlllellt (Addis Ababa, Proceedings oJlhe Third Anllual Conference 01/ Ihe Ethiopian Economy ), p.2l7 
" From the Archives of the Trade Registry at the Ministry of Trade ofFDRE, March,20 11. 
7 Addis Fortune, (Addis Ababa) , April 28, 20 II 
8 Ibid 
') http://www.h g. org!art icle .asp? id~ 19590, visited on 9 May 20 II . 
10 see Minga Negash, Rethinking Como rate Govemance in Ethiopia, (2008) , p.IO 
" Ibid 
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add a political tone in doing business. 12 State-owned compallles are not organized under the 

company law and thus not subject to its rules and protective provisions. The regulation on boards 

of public enterprises is to be found in proclamation 2511 992 and 277/2002. The boards of public 

enterprises, excluding those in financial sector, are supervised by the Privati zation and Public 

Enterp rises Supervising Agency (PPESA). On the other hand, Public financial enterprises are 

supervi sed by the Public Financial Enterprise Agency. PPESA is responsible for the appointment 

and replacement of board members of all public enterprises under its jurisd iction including the 

chairman. The Public Enterprises Proclamation (2511 992) requires state owned enterprises to 

keep books of accounts following Generally Accepted Accounting Principles (GAAP). The 

o annual audits of the enterprises are carried out by the Office of Auditor GeneraL 13 

3.1.2 The Emerging Separation of Ownership and Control in the Ethiopian Share 

Companies 

As has been tried to be mentioned above, there has been unprecedented growth in the number of 

companies under formation through initial public offer of shares (IPOs) presently in Ethiopia. 14 

v While thi s has helped the companies to mobilize large amounts of capital from the public, it has 

also brought about the dispersion of corporate ownership among several thousands of 

shareholders in each of these companies. 15 Although separation of ownership and control usually 

comes into effect wi th the ex istence of thousands of shareholders in a given company, this may 

not be true in case where the distribution of shares is relatively even. 

o 

"USA ID, supra note 4, p.20 
13 See Private Sector Development (PSD) Hub, Draft Project Document fo r Development of Corporate Governance 
in Ethiopia, (June 2009), p. 16 
14 For instance, currently, about six banks are under formation in the country, while 16 commercia l banks including 
the recently formed Abay Bank are operating in the market. See the li st of commercial private Banks Under 
formation in the 20 10-201 1, including Debub Global Bank, Ellat Bank, Hawassa Bank Zam 2am Bank, Hewan 

o Bank, Tsehay International Bank, Mercato City Bank. avai lable at 
http ://eap italethiopia.com/index.php?option=com_ content& view=article&id= 14 181 : three-h undred-mi II ion-hi rr -for­
new-bank&catid~ 1 2:loca l -news&ltel11id~4 accessed on Apri l 26, 20 II 
IS See Fekadu Petros, Emerging Separation of Ownership and Control in Ethiopian Share Companies: Legal and 
Policy Implications, Mizan Law Review Vol. 4 No.1 , (March 2010), p.14 
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Itterns in Some of the Non Financial and Financial Companies 

Combined Average Combined No of share 
holdings of holding holdings of holders 
highest 10 in % directors in 
holders in % % 
5.64 0.564 3.954 177 

~woch 9.0 0.909 6.363 110 

3.89 0.359 7.5 110 
1.138 0.020 0.399 2793 
6.667 0.083 2.583 360 

.t SC 6.57 0.657 5.92 1 152 

NA 0.037 NA 2834 
NA 0.0 1 NA 6000 
NA 0.008 NA 11 , 200 
9.37 0.034 1.659 2,878 

he Ministry afTrade (2011); USAID (2007), Fekadu (2010); ' 201011011 AlB's 

'/awashinternationalbank.com/Governance%20home. html [visited on March 12, 

the above table, there is a movement particularly in the financial share 

I other sectors from a closely held company towards more and broad 

Even though what is truly tri ggering the growth of dispersion of 

two factors are suggested to have constituted the causes for this 

related to the rise of inflation which might have made saving less 

6 ; ... ...... f- "'_ .. " ~"'_ •• .l _ d . _ __ . 1 1 
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through initial public offerings currently in Ethiopia in this regard. 17 The second reason seems to 

be the design of company promoters who put a minimum and maximum amount of 

shareholding. 18 This in turn must have been propelled by the emergence of professional and eager 

managers who are confident enough to collect capital from the wider public and make profit. 19 

Even though there is no clear policy in relation to non-financial companies, the government 

policy in relation to the financial share companies engaged in banking business seems to be 

supporting dispersed share ownership. In this regard, Article II (I) of Banking Business 

Proclamation NO.592/2008 prohibits any person other than the FORE Government from holding 

more than 5 percent of the shares in a bank. Moreover, while Article 2 (II) defines a shareholder 

who owns 2 percent or more of the shares as an influential shareholder, the Proclamation refers to 

fitness criteria to be met by such a person under Article 4 (I). The Proclamation also states that a 

share transfer that will make a person an influential shareholder be approved by the National 

Bank (NBE) under Article 10 (I). To implement these provisions, the NBE has issued directives 

entitl ed "Time Limit for Reduction and/or Relinquishing Shareholdings Directive No.SBB /47/ 

20/0" that specify the time limit for reduction of Excess Shares. It provides that "within 30 

months from the effective date of this directi ve (i.e., 16th day of August 2010), a person who 

holds shares in a bank, either on his own or jointly with his spouse or with a person who is below 

the age of 18 years and related to him by consanguinity to the first degree, in excess of 5% of 

total subscribed capital of the bank shall reduce such holding to 5% or less andlor is influential 

shareholder in a bank, must relinquish his share holdings in another bank. ,,20 According to thi s 

directive, a person who fails to comply with the provisions of this directive shall be penalized in 

accordance with article 58 (7) of Proclamation No.592/2008. That is, such a person shall be 

punished with a fine up to Birr 10, 000 and with an imprisonment up to three years21 Thus, the 

cumulative readings of these provisions seem to show that the government's policy in relation to 

financial share companies is towards diffused ownership. Nevertheless, there is no clear policy 

17 According to Access Capital research, in the year 2009, more than a billion Birr share sale was launched by six 
compan ies. See, Access Capital SC, (2009). It is , not clear whether or not bank deposits dropped by 8n equiva lent 

o amount. 
18 Addis Fortune, (Addis Ababa), Apri l 28, 2011 
19 Ibid 
20 Directi ves No.SBB 147/ 20 10, Art.3(I) and (2) 
21 See Banking Business Proclamation, 2008, Art.58 (7), Proclamation No.592, Fed.Neg.Gaz. 14'" year, No.57 
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regarding non financial share companies because the Commercial Code does not have a provision 
deali ng with such issue. 

Even if the policy towards diffused ownership in the financial institutions might be related to the 
fear of minority shareholder exploitations, this should not be taken as a conclusion that 
companies with small investors are not impOliant to Ethiopia. Regarding the importance of such 
companies, one writer has stressed that: 

"If the country needs to create a middle income segment of its population, and if it wants to have big 
companies that can pool capital from the broader public and compete on global level in post WTO 
accession, encouraging the public to invest in share companies is an indispensable policy. ,,22 

Concentrated companies are vital for the country's economic development as they add assets to 
its overall GOP and create job opportunities to the citizens?) Thus, it can be argued that 
concentrated ownership should not be prohibited for the mere fear of minority shareholders 
exploitation by block holders. The government should encourage such types of share companies 
since formation of companies in such manner enables them to pull huge amount of capital from 
the general public by way of public subscription as may be deemed necessary.24 

In general, the emergence of newer companies with dispersed shareholders who have no control 
over the company is changing the company environment in Ethiopia. In such cases, control over 
the company is left in the hands of a few managers who in turn may be controlled by block 
holders. This demonstrates that the law should be reformed in a way that ensure shareholders 
protection and boost the confidence of investors on share companies. In other words, appropriate 
laws and institutions that can tackle problems of corporate governance emerging under the new 

o situation of separation between ownership and control in the country are highly necessary and 

o 

(, 

should be introduced without delay. 

22 Fekadu, supra note 15, p.27 
2J Interview with Abdishu Hussein, Vice chairperson of Board of directors of Wogagen Bank SC, 24 May 201 1, Interview with Ato Diriba Megersa, Public Relation Offi cer of Awash lnternational Bank SC, 26 April , 2011 , Interview with Mr. Hailu W/Gabriel, Executive Assistant! Board Secretary at Wogagen Bank SC, 9 May, 20 11 24 Ibid 
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3.1.3 Significance of Corporate Governance to Ethiopia's Economy 

Over the past few years, Ethiopia has experienced a number of encouraging economic gains. For 

instance, in 2010 alone, Private Banks declared a net profit of 1.4 billion Birr after paying 575.4 v 

million Birr in profit tax. 25 Besides, approximately 5000 companies representing share companies 

and private limited companies are registered with Ethiopia's Central Commercial Regi ster of the 

Ministry of Trade26 and the country is also a home for state owned enterprises and non­

governmental organizations (NGOS).27 During the month of March 20 I 0, the Composition of the 

Financial Sector, i.e. , the total number of Banks, Insurance Companies and Microfinance 

Institutions (MFIs) stood at 15, 12 and 30, respectively28 The total number of bank branches 

increased to 673 from 617 in March, 200929 Similarly the number of insurance branches was up 

to 207 from 190, the number of forex bureaus also jumped from 302 last year to 331 in the 

review period3 o 

Moreover, currently following the 20 I 0 election, the country has launched an ambitious 

"Growth and Transformation Plan (GTP)", to double its current GDP by 20 153 1 While these 

figures are promising indicators of the country 's economic progress, private and public 

investment is a key to meet the country's economic development objectives. Economic 

development, on the other hand, is a key prerequisite for reducing poverty and creating wealth . 

Whereas the main carrier of such development and growth is the entire business community, 

observance of law, rules and good corporate governance is a fundamental requirement for 

sustained growth. J2 

" Addis Fortune, (Addis Ababa), January 29, 20 11. . 
26 See Trade Regislry al Ministry of Trade ofFDRE, 2010/201 1 
27 Rcport on Observance of Standards and Codes (ROSC)- Ethiopia (Nov. 2007), p.5 
28National Bank of Ethiopia, the Monthly Macroeconomic Indicators for the Month of March, 2010. 
29 Ibid 

o JO Ibid 

31 Ethiopia Approves Five-Year Growth Plan That Targets Farming: avai lable at htlp://www.ethiopian­
ncws.com/ethiopia-approves- fi ve-year-growth-plan-thaHargets-farming vis ited 011 21 February, 201 1. 
32 Dr. Gabor Bruszt, Zekrie Negatu, draft project document for development of corporate Governance in Ethiopia, 
AACCSA, (June 2009), p. II 
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Needless to state, Corporate Governance would benefi t Ethiopian business in several ways . It 

would fac ilitate access to capital through the banking system and other financial institutions by ./ 

making company performance visible and reliableD Corporate governance may also lower the 

costs of capital by reducing the "ri sk premium" normally added by creditors to borrowingJ' 

Application of good standards to company's affairs improves the control of the business 

transacti ons and increases efficiency. In other words, good corporate governance leads to good 

business in Ethiopia. 

Therefore, to reduce poverty and sustain a stable society, Ethiopia should have stronger 

enterprises that can generate and increase employment opportunities, produce goods and serv ices 

and create revenue for the investors. To strengthen companies, whether private or state owned; 

small , medium or large; there must be continuous investment of capital and human resources as 

well as consumer satisfaction and public confidence in the enterprises J5 To achieve these 

objectives, companies must have good and effective system of corporate governance and must 

also be perce ived to be properly managed. Thus, good corporate governance is crucial not only 

fo r developed countries, but also to the developing countri es like Ethiopia. 

3.2 The Legal Framework Governing Share Companies in Ethiopia 

[n market economies, whether in developed or developing countries, company law plays a 

significant role, particularly in setting the legal environment for the creati on and continuing 

operation of privately owned businesses.)6 The function of good company law is more decisive in 

transition-economy countries like Ethiopia as it lays the ground for economic development and 

growth . For instance, it can encourage new investment and provide investor protection by setting 

fo rth clear and objective rules for a company's ongoing internal governance; it can encourage 

entrepreneurship by making it easy to start up and register a company; and it can also encourage 

33 Introducing Corporate Governance in Ethiopia, available at 
http://www.eth iopiainvestor.comlindex.php?option=com content&task=view&id= 1 164&ltemid, visi ted 011 1 April , 

J 
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J4 Ibid 
JoS Justine Tumuheki , Towards Good Camorate Governance: An Ana lysis of Corporate Governance Reforms in 
Uganda. School for Advanced Legal Studies - Faculty of Law University of Cape Town, (September 2007), 1'.22 
)6 USAID, Ethiopian Commercial Law and Institutional · Reform and Trade Diagnostic, (January, 2007), 1'.1 8 

54 



businesses to come out of the underground economy into the publicly registered, taxpaying 

economy]7 

The current laws governing share companies in Ethiopia are found scattered under different laws, 

although the Commercial Code is the basic one. While non-financial share companies are 

governed by the Code and other relevant laws such as Proclamation No.686/20 I 0, financial 

companies are required to adhere to other additional relevant laws besides the Commercial Code. 

Broadly speaking publicly held companies can be classified as financial and non-financia l 

companies. Such companies are referred to as "share companies" in the parlance of Ethiopia's 

o Commercial Code. Even though all companies (including financial companies) have to adhere to 

the provisions of the Commercial Code to operate in the country, financia l companies have 

different proclamations and subsidiary directives that require them to comply with additional 

requirements owing to their nature of operation and their importance for the overall economy of 

the country38 Accordingly, share companies engaged in banking businesses have to comply with 

the Banking Business Proclamation No.S92/2008, directives and procedures of the NBE. 

o 

Furthennore, insurance companies are required to comply wi th the Licensing and Supervision of 

Insurance Business Proclamation No.86/ 1994 and directives and procedures of the NBE. By the 

same token, Microfinancing Institutions are governed by Proclamation No.626/2009, directives 

as well as procedures of the NBE. It is to be noted that the financial share companies are requ ired 

to comply with the Commercial Code in addition to the aforementioned specific laws . 

The remaining non-financial share companies operating in Ethiopia have to comply with the 

provisions of the Commercial Code so as to legally operate in the country (See title VI­

Companies Limited by Shares, Articles 304-509 of the Code). Pursuant to Article 304 of the 

Commercia l Code, Share Company is a company whose capital is fixed in advance and di vided 

37 Ibid 
38 There are researchers who believe that there exist important dist inct ions between the governance of financial and 
non financial companies (see Macey and O'hara, 2003). They argue that the financial institutions are distinguished 

o from other institutions mainly because of their importance in overall stability of a country (Trayler, 2007). For this 
reason, 1110st governments regulate their country's financial seclor strict ly. Such researchers argue for separate study 
of corporate governance of financial institutions. See Muhamcl Mustafa Cl a!. Improving Corporate Governance and 
Transparency in Banks and Insurance Companies in Kosova, Center for Internat ional Private Enterprise (CIPE), 
Washington D.C.,( April 2009). p.9 
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into shares and whose liabilities are met only by the assets of the company39 While the min im um 

is fi ve, there is no limi t as to the max imum number of the persons who may be members of a 

share company. Compared to pri vate limited companies, which are prohibited from undertaki ng 

banking, insurance and any other financial business activities,40 there is no limit as to the kind of 

business acti vity that Share Companies may engage in . It is worth noting that certain provisions 

of the Commercial Code, as applied to share companies and other fo rms of business 

organi zations are amended on a case by case basis. A case in point is the Commercial 

Registration and Business Licensing Proclamation No.671l997, which has been amended several 

times and recently replaced by the new Commercial Registration and Business Licensing 

Proclamation NO.68612010 to catch up with the changing circumstances and interests. It prov ides 

additional rules on the fo rmation and registrati on of share companies4t and other business 
. . 42 

organtzattons. 

In general, share compan ies are governed by the relevant provis ions of the Commercial Code, 

specific proclamations issued regarding financial share companies, and other general and spec ific 

laws that have bearing on the operations of such companies. 

In the next section, the lega l reg ime govern ing the current corporate governance III Ethiopia, 

which will be limited to financial and non financial share companies, including the Commercial 

Code and other subsequent relevant laws, regulations and directives pertinent to the governance 

of fi nancial institutions will be covered. Besides, with the aim of exami ning the reform of 

corporate governance in the country, the relevant p rovisions of the Draft Rev ised Commercial 

Code and the comments given by "The Fourteen National Experts" on the relevant draft 

provisions of the Code will be included . 

39 In add ition, Artic le 2(5) of Proclamati on No. 59212008, Banking Business Proclamat ion, defi nes "company" 'as a 
share company as defined under the Commercial Code of Ethiopia, in which the capital is wholly owned ' by 
Ethiopian nationals and organizations wholly owned '-:!y Ethiopian nationals and registered under the laws of, and 
hav ing its head office in, Ethiopia.' 
40 Commercial Code of Ethiopia, 1960, Ar1.513 , Proclamation No166, Neg.Gaz. Extraordinary Issue No.3 of 1960 

o 41 See fo r instance, Commercial Registration And Business Licensing Proclamation, 20 10, Art.12, Proclamation No. 
686, Fed.Neg.Gaz. 16th Year, No. 42 which provides the requi rements to be complied with for the Commercial 
Registration of a Share Company: 
42 See Ibid Art. I I , which lists the requirements for the Commercial Registration of a Business Organization Other 
than a Share Company. 
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3.3 CORPORATE GOVERNANCE OF SHARE COMPANIES IN ETHIOPIA: ISSUES AND 

ANALYSIS OF RELEVANT PROVISIONS 

The Commercial Code contains impOltant provisions that have bearing on corporate governance. 

The pertinent provisions of the Code (Art. 304- 509) deal with the legal requirements of 

establi shing a share company, the management aspects, the board of directors and its mandates, 

the auditors, the right of share holders, and the general assembly, the different types of meetings, 

voting process and voting rights, the right of minority shareholders, auditing and reporting 

obligations, transparency requirements, the involvement of ministry of trade and industry and 

grounds of liquidation and dissolution 43 For instance, in share companies, dealings between the 

company and a director that involve conflict of interest must receive prior approval by the board 

of directors (Art. 356); the company may not make loans to a director (Att. 357); directors are 

personally li able to the company for failure to carry out their duties that include a duty of due 

care and dili gence (Art.364) and the company may sue a misbehaving director up on approval of 

shareholders representing 20% of the cap ital (Art.365). 

( < 
According to the Commercial Code, "management of the company" is carried on by the 

shareholders' meeting, board of directors and generalmanager(s).44 The Code does not, however, 

employ the term "corporate governance," which al so encompasses the concept of 'management' 

but much broader than the concept of "corporate management .''''5 This is one of the facts which 

support the argument that the existing provisions of the Code lack comprehensiveness and clarity 

due to the fact that they were not updated since 1960. Although recently revision process of the 

Q Code has been started and the first working draft is developed by the committee entrusted with 

t this work in 2006 under the auspices of the FDRE Ministry of Justice, after the "Fourteen 

43 Note that the Commercial code has been under Revision by a committee organized by the Ministry of Justice for 
reform and improvement although the work is stopped for some time. There is also a working drafi at the ministry of 
Justice legal drafi department , which was set to be fina l in 2006. In July 2008. A Team Of Fourteen National Experts 
Prepared Recolllmendations and Position Paper of the Business Community on the Revision of the Commercial 
Code of Ethiopia under the auspices of AACCSA with finan cial support from SIDA. However, the revision work is 

o stopped afier 2008. 

c· 

44 See Art. 347- 509 of the Commercial Code, supra note 40, although both the Code and its drafi amendment do not 
incorporate the term 'company governance'. chapter 4 of book two of the Code which entitled "board of directors, 
auditors and general meeting" is directly relevant to management and governance aspects of share companies. 
45 A. C. Fernando "Corporate Governance: Principles. Policies. and Practices," (Pearson Education, 2006), p. 13 
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National Experts" submitted their recommendations on the daft revised provisions of the Code in 

2008, the wo rk did not continue. 

Under this section, therefore, the provisions of the Commercial Code together with the draft 

version of the Code will be analyzed with specific reference to some corporate governance issues, 

which are believed to be central in the subject matter. The paper argues that the issue of corporate 

governance should be given due consideration in the process of revising the Commercial Code of 

Ethiopia. It tries to show the inadequacy of the current provisions of the company laws pertinent 

to issues of corporate governance of share companies (financial and non-financial) in address ing 

the timely needs and their compliance with international practices. 

3.3.1 BOARD OF DIRECTORS 

A director may be defined as "a person having control over the direction, conduct, management 

or superintendence of the affairs of the company.,,46 The definition of directors is not given by the 

Code. Rather, the term, director is defined under Art.2 (6) of the Banking Business Proclamation v 

No.592/2008 as "any member of the board of directors of a bank, by whatever titl e he may be 

referred to." In this definition , the important factor to determine whether a person is a director 

or not is to refer to the nature of the office and its duties . It does not matter by what title s/he is 

referred to. If s/he is the member of the board and performs the functions of a directorship, s/he 

wo uld be termed as a director in the eyes of the law. 

According to Art.347 of the Code, a company shall have not less than three or more than twelve 

Q directors wbo shall form a board of directors and may be appointed based on the memorandum of 

association for only three years but are eligible for re-election unless othelwise provided in the 

memorandum or articles of association47 However, members of boards of directors of private 

Banks serve for a maximum of two terms only (a total of six years).48 Directives 

NO.SBB/39/2006 prohibit a board member of a bank not to serve, at the same time, as a board 

member of any other financial institution; while Chairperson of board of directors of a bank must 
o 

c 

46 Id, p. I89 
47 Com. Code, supra note 40, Art 350( I) 
" Directives NO.S BB/3912006 
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not be chief executive officer of the same bank49 These directives also state that a director shall 

not serve on a board of a bank for more than six consecutive years; however, he/she may be re­

elected after a lapse of six years50 It allows re-election exceptionally for only one more term if 

the shareholders of a bank wish to maintain continuity in the board and re-elect some of the 

existi ng board members. The number of board members so re-elected shall , however, be limited 

to a maximum of one-third (1/3) of the outgoing board members. 51 At the end of each term, there 

wi ll be another board election where at least one third of previous board members must be re­

elected for the sake of sustainability of the operation of the board and the institution 52 Once 

directors are appointed by majority shareholders vote for a single term at Annual General 

(I Meetings, the board in turn shall elect a chairman from among its members and it shall appoint a 

Q 

o 

general manager/president of the company,5) who carries out the day-to-day management 

activiti es with the assistance from the vice presidents and department managers with high 

academic qualification and long years of profess ional and sectoral experience 54 

" Id, Art.5. IA (i -ii ) 
5. Id , Art.5.1.5 (i) 
" Di rectives NO.SBB/39/2006 Art.5.1.4 (i) and Art.5.1.5 (i) has been challenged to be against the superior law (i.e., 
Commercial Code) in the dispute between United Insurance SC, Eyessuswork Zafu, Workeshet Bckcle, major 
shareholders and directors of the company, and National Bank of Ethiopia (NSE). Eyesuswork was managing 
director of United Insurance since its establishment in 1994 and was also a director of United Bank. its sister 
company in wh ich the insurance company holds a significant share. He had to give up his place on the board of the 
insurance firm he manages, and continued as chairman of the board of directors of the bank. Both Eyesusswork and 
Workeshet, together with the insurance firm, sought legal recourse by fil ing their complain ts at the First Instance 
Court in July 2007. They challenged the legitimacy of the directive arguing that it held no power aga inst the 
Commercial Code that imposes no such limitations. The First Instance Court ruled that although the NBE has power 
to issue directives, its directives should be within the bounds of the laws it delegates, while it must refrain from 
issuing directives which may contradict other laws. The court held Arts 5. 1.4 and 5. 1.5 of the directives were 
illegitimate, in which it subsequently suspended their enforcement. Similarly, the Federal High court upheld the 
ru ling of the first instance court while the Cassation Bench of the Federal Supreme Court reversed the decisions of 
the lower courts by argu ing that there is no provision in the Code limiting the regu lator from restricting term limits 
and imposing other requirements on the appoi ntment of senior managers, and the executive branch could be 
delegated to issue laws fo r purposes of expediency. 
SEE ADDIS FO RTUNE, ED ITI ON OF 2 1 FEBRUARY 20 11 : DIRECTI VES OVERRIDE COMME RCIAL 

CODE, RULES SU PREM E COURT. 
52 This is supported by the bylaws of many institutions 
53 Commercial code, supra note 40, Art.348 
54 The CEO and the top management are accountable to the board and are required to submit periodic reports of their 
stewardship to the board. see Martha Kibru, Como rate Govemance in the Ethiopian Financial Sector, (Unpublished, 
AAU, FBE Library, 2008), p.63 
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Regarding Appointment of Directors and Officers, Proc. No.592/2008 provides that a director 

shall be a person with honesty, integrity, diligence and good reputation to the satisfaction of the 

National Bank55 It also states that appointment of any director, chief executive officer or sen ior 

executive officer of a bank at the time of licensing or at any other time may not be va lid unless 

written approval is granted by the National Bank.56 Moreover, the term of office of outgoing 

directors of a bank may not terminate unti l written approval fo r the incoming directors is granted 

by the National Bank57 Accordingly, the NBE is strictly regulating the appointment of directors 

to board membership of Banks. For instance, the NBE has banned Board Chairman of Zemen 

Bank SC. and other members of board directors, from their positions despite the fact that they 

C' had been elected at the Annual Second General Meeting and second Extraordinary Meeting of 

Shareholders in October 201058 

3.3.1.1 The Role of 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 59 Thus, the 

, , role of board of directors is to fill this gap between the uninformed shareholders as principals and 

the fu lly informed executive managers as agents by monitoring the agents more closely60 

Pursuant to the Commercial Code, the board of directors is the ultimate "managing" body of a 

company 61 It enjoys extensive powers as provided under the Code and a share company '·s 

Memorandum and Articles of Association.62 In practice, the responsibility for managing the 

business is delegated to the CEO (general manager), who in turn delegates the responsibility to 

55 Banking Business Proclamation No.592/2008, supra nole 21, AI1.14 (I) 
" Id, Art. 14 (2) 
57 Id , AI1. 14 (3) 
58 The NBE refused to ratify Zemen 's latest elections for the board of directors after it received complaints from 
shareholders dating back to September 20 10. See Addis Fol1une, (Addis Ababa), March 20, 2011. 
59 Report of the High Level Group of Company Law Expel1s on a Modern Regulatory Framework for Company Law 
In Europe, Brusse ls, (4 November 2002), P.59 
60 Ibid 
61 Art 347(1) of the Com. Code states that "only members ofa company may manage the company", Whi le the Draft 

o Commercial Code (DCC hereinafter) provides that "A Company shall be managed by a board of di rectors and not 
more than one third of the directors may be non share holders of the company." But it is not clear why the legislator 
tries to exclude external directors from governing companies in which they are not shareholders. It seems as ifpeople 
are dri ven by envy. 
"Com. Code, supra note 40, AI1.363 
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other senior executives 63 Therefore, the board occupies a key position between the shareholders 

(owners) and the company's management (day-to-day managers of the company's resources). 

A closer look at of the Commercial Code shows that there is on ly one-tier, management board of 

directors in the parlance of current corporate governance in Ethiopia.64 There is no distinction 

between managerial and supervisOly roles of the board in relation to governance of share 

companies under the Code. The Code provides that the board of directors shall appo int a manager 

and it also provides that only members may be appointed as directors to manage a company (Arts 

348(3) & 347(1)). All matters relating to directors in the Commerc ial Code appear under a 

C' section that is dedicated to the management. The draft version of the Code also mainta ined the 

Title of Book 2 Chapter 4 of the Code which says "Directors, Auditors and Shareholders ' 

Meeting" as it is 65 

Q 

o 
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The Revised Draft Commercial Code, to some extent, seems to remedy the deficiency in Art.363 

of the Code which deals with the powers of board of directors by prov iding fo r clearer 

supervisOly powers of board of directors. Accordingly, Art.363 of the Draft Code stipulates the 

powers of board of directors as follows : 

(I) The board oj directors shall have the widest powers to decide in all circumstances all behalf oJthe 

company. 

(2) It shall exercise its powers within the limits oj the objects oj the company and subject to those 

expressly conJerred by the LalV to meetings oj shareholders. 

(3) The board oj directors shall in particular: 

(a) Define the objectives oJthe company and guidelines Jar its administration; 

63 See for instance, the Artic les of Association of Financia l Institutions such as Awash International Bank and Awash 
Insurance Company, Burma lnternational Bank, Wogagcn Bank ... as well as non financial share companies such as 
Cheha Business SC, Ehil Beranda Ehil Negadewoch SC, Sky Bus SC, Yeshera Tera Birhan Lima. SC, which 
indicate that the role of the board is to direct and supervise the company and the management, while the day-la-day 
activit ies arc run by the general managers/CEOs. 
64 The Commercial code of Ethiopia is si lent on the structure of board of directors. However, the tone of the Code 
tel ls one that it is recognizing the unitary board of directors. The practical survey of Share companies also support 
for the ex istence of only one-tier board system in the Ethiopian share companies. 
65 Taking thi s deficiency in to the consideration, "A Team of Fourteen National Experts, Recommendations and 
Position Paper of the Business Community on the Revision of the Commercial Code of Ethiopia" commented that 
"The title of Chapter 4 which reads "Directors, Auditors and Shareholders ' Meetings "should be changed to 
"Company Governance". See the Report which was provided as of July 2008. 
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(b) Control, on the permanent basis, the management oj the chairman Gnd, if need be, the general 

manager; 

(c) Prepare the financial statements each fiscal year. 

(4) The provisions oj Articles oj Association or the decisions oj the genera/meeting restricting the 

powers oj the board oj directors shall not be demurrable to third parties. 

As can be understood from these draft provisions, board of directors is given wider powers to 

dec ide in all circumstances on behalf of the company, The on ly restriction imposed on the powers 

of board of directors is to act within the limits of the object of the company and subject to those 

expressly conferred by the law to Meetings of Shareholders. Accordingly, it tends to fo ll ow the 

liberal approach of conferring powers to the general meeting of shareholders and board of 

directors, which is typically followed in USA 66 This approach confers specific powers to genera l 

meeting such as the power of altering statute of the company, appointment and removal of the 

directors, and conferring all other powers on the board of directors6 7 In a similar vein, according 

to Art.363 (3) of draft provision, the board is given certain specific powers expressly in addition 

to those mentioned in a broader sense under sub-article (I) of the same article, Accordingly, the 

board has (a) power to define the objecli ves of the compan/' and guidelines for its 

administration; control, on the permanent basis, the management of the chairman and, if need be, 

the general manager; as well as prepare the financial statements of each fisca l year. 69 This 

provision is very clUcial in determining the supervisory roles of the board of directors, which are 

deemed essential in the conduct of its duties. 

66 There arc two approaches of conferring powers to the general meeting of shareholders and board of di rectors. They 
are the " liberal and restrictive" approaches. The liberal approach which is typically followed by USA Legal System 
is to confer speci fic power to general meeting such as the power of altering statute of the company, appointment and 
remova l of the directors, and conferring all other powers to the board of directors. The restrictive approach on the 
other hand is to confer the power to the board of directors and general meeting by specifying in the memorandum or 
articles of association. According to th is approach board of directors has limited power. This approach is adopted by 
the continental law legal system. For example, French company law, which is one of the models of Conti nental 
European Legal System, and wh ich is also the model of Commercial Code of Ethiopia, confers the powers 
specificall y to the board of directors. See Kefene Gurmu, Powers and Liabilities of Board of Directors under the 

o Commercial Code of Ethiopia, Unpublished Masers Thesis, Facul ty of Law AAU, 2007, p.50. 
67 Ibid 
68 This doesn't seem to be correct because the objecti ves have already been defined in the memo and articles of 
association and the board wou ld be endeavoring towards achieving them. 
69 The Draft Com. Code Art.363 (3 (a-c)) 
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Although the draft Code tries to fill the deficiencies of the ex isting Code with specific reference 

to the supervisory roles/powers of board of directors, at least to some extent, there are still many 

issues that remain untouched. For instance, issues related to board of directors such as: access to 

information, composition, independence, chairman and CEO, board committees (i .e. , audit 

committee, nomination committee, remuneration committee), rights of minority shareholders, 

financial reporting, transparency and audit (disclosure and transparency, accounting standards, 

internal control , auditor independence, stakeholder - definition and communication as well as 

disclosures related to management) are not given due consideration in the draft Code. 

The relevant proclamations and directives governing financial share companies in Ethiopia also 

do not have provisions dealing with the supervisory functions of board of directors. Although 

Article 14(4) (c) of the Banking Business Proclamation No. S92/2008 provides that "The National 

Bank lIlay issue directives on the duties, responsibilities alld good corporate governance o/board 

of directors (banks) ," the NBE has not issued directi ves that provide for ' duties, responsibilities 

and good co rporate governance of banks.' The relevant Directives of the NBE that should be 

noted here are Directives NO.SBB/39/2006 on Approva l of Directors and CEO and "Limits on 

Board Remuneration and Number of Employees Who Sit on Bank Board Directives 

NO.SBB/49/20 II." Nevertheless , these directives do not provide for the duti es and 

responsibilities of directors of banks, rather, they deal with composition of board of directors 

(i ndirectly) and amount of remuneration. Thus, the content of these two directi ves of the NBE 

will be discussed under the coming sub-sections devoted to the composition and remuneration of 

directors respectively. 

Taking the special nature of the financial share companies into consideration, it can be argued 

that good corporate governance practices should be introduced promptly. Regarding the 

importance of good corporate governance of financial institutions, researchers have firnll y noted 

that "advancement of corporate governance principles in the financial sector is criti ca l to 

fostering improvement in a business climate.,,7o In an emerging market economy like Ethiopia, 

70 In discuss ing the special characteristics of banks and other fi nancial insti tutions that intensify the corporate 
governance problem, Caprio and Levine (2002) identi fy three features of banks that make them diffe rent from 
other firms. First, banks are more opaque, a characteristic that intensifies the agency problem. Opacity in banking 
makes it (i) more difficult fo r equity and debt holders to moni tor managers, (ii ) easier fo r managers and large 
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the financial sector plays a significant role by channeling its society's savings into investments 

and providing necessary credits to the private sector.71 Moreover, the stability and sustained 

growth of an economy is closely linked to the stability of the financial sector (especially the 

banking system) and any shock to the latter is capable of creating serious instability in the xl 
former. 72 This is especially true when it comes to the current global economic crisis D The 

financial sector suffers from particular information asymmetries (e.g. between bank managers 

and bank depositors, between risk taking managers and the bank's board , between managers and 

shareholders, and between banks and regulators), which may be emphasized by insufficient 

transparency and di sclosure. 74 Such asymmetries are capable of undermining stability of the 

banking system, leading to a loss of confidence, poss ible runs on banks, or a credit crunch 

adversely affecting the economy's enterprises and household sectors under a weak system of 

corporate governance.75 

In Ethiopia, it is expected that enhanced corporate governance and transparency in the financial 

sector will influence positively the sector's development and also plays a significant role in 

reducing the informal economy through better channeling of money circu lation and othcr 

financial transactions. 76 In addition , it will help develop other segments of cap ital markets such as 

investors to exploit the benefits of control , rather than max imizing va lue, (iii) un likely for potential outside bidders 
to generate an effective takeover threat, and (iv) more likely that a more monopolistic sector will ensue, lessening 
the impact of corporate governance mechanisms through competition. Second, banks are heavily regulated and 
th is, more often than not, imposes a natural hindrance to corporate governance mechanisms. Measures that include 
deposit insurance, regulatory restrictions on concentration of ownership, entry. takeover, bank activities etc., all 
have adverse effects on mechanisms designed to control the management by shareholders. Levine (2003) argues 
limitation of stock ownership by a single owner in many CO Ulllries and hostile takeovers are diminished as 
corporate governance mechanisms, because of lack of regulation and the opaqueness of banks. Third, as Caprio 
and Levine (2002) suggest, government ownership makes corporate governance of the banking industry very 
different fro m that of other industries. State ownership of banks is common in many countries, presenting a 
problem for corporate governance since it creates ' a situation of conflict of interest between the state as a 
monitoring authority and as a regulatory authority. State ownership also means that the managing of the bank is 
handed to bureaucrats who are unlikely to maximize firm val ue, but rather cater to the interests of specific groups. 
See also Muhamet Mustafa et ai, supra note 38, p.9 

71 See Banking Business Proclamalion No.59212008, supra note 21, preamble 
12 Ibid 
73 M. Mustafa et ai , supra note 38, 1'.9 
" I bid , p.1 0 
75 Ibid 
76111 this case, most managers, directors, employees, shareholders of different share companies as we ll as accountants 
and lawyers bel ieve that the strict regulation of Banks in Ethiopia is good step towards protect ing the interests of the 
stakeholders in general and shareholders as we ll as the integrity of the ins ti tutions part icular. On the other hand, there 
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equity capital markets. 77 Bes ides, an effective system of corporate governance in banks will 

impose both standards of conduct for managers and appropriate procedures for internal controls 

in order to max imize opportunities fo r legitimate profits subject to the best interests of depositors 

and shareholders. 78 Good corporate governance regulates the relationships between bank 

shareholders and depositors, and bank boards and management, prevents abuses of power and 

self-serving conduct, as well as imprudent and high risk behav ior of bank managers, and reso lves 

conflicts between private interests and official duties.79 

Therefore, as the corporate governance of the financial sector has important implications for the 

stab ility of the whole economy; the NBE should issue directives dealing with duties, 

responsibilities of board of directors alld good cOlporate governance of banks in particular and 

financial share companies in general. The issuance of such directives will play an important role 

in easing the regulatory tasks of the NBE and in turn enables it to maintain healthy financial 

industry in general and safeguard the interests of the stakeholders in particular. 

As fa r as the practice is concerned, share companies are governed by board of directors. A ll share 

companies have board of directors, which is accountable to the Shareholders ' Meetings. The 

Boards of directors also appoint the Pres ident who is anchor of companies' day-to-day 

management. 80 However, since there is no requirement of the law that clearly deli mits the 

managing res'ponsibilities of directors from that of directing and supervising a company, it is 

difficult to conclude that the roles of the board of directors are limited only to supervising the 

management even in practice. 

some individuals who argue that such external regulation inhibits the proper functions of such companies and 
internal mechan ism of good corporate governance should be given due consideration. 
77 Interview with Dr. Professor Fissehatsion Mengistu, II May, 20 II 
78 Ibid 
79 Ibid 

o 80 See fo r instance, the Articles of Association of Financial Inst itutions sli ch as Awash International Bank and Awash 
Insurance Company, S unoa Internat ional Bank, Wogagen Bank ... as we ll as n Oll Financial share companies such as 
Cheha Business SC, Ehil Beranda Ehil Negadewoch 'SC, Papirus School SC, Sky Bus SC, Crsta! Tannery SC, 
Yeshera Tera Birhan Limat SC elc which indicate that the role of the board is to di rect and supervise the company 
and the management whi le day to day activities are run by the generaimanagers. 
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In the second chapter of this Thesis, it has been noted that the concept of corporate governance is 

much broader than the concept of corporate management8 1 The existing literature on the role of 

the board also supports that the primary role of board of directors, particul arl y in companies 

where there is only unitary board structure, is to direct and superintend the management on behal f 

of shareholders/stakeholders with purposes of mitigating agency costs82 Furthermore, most 

principles and codes of corporate governance clearly provide for the supervi sory and controlling 

ro les of the board. For instance, according to the OECO Principles of Corporate Governance, the 

board should fulfill certain key functions , such as: 

"reviewing and gUiding corporate strategy, risk policy, annual budget and business plans selling 

peljormance objectives, monitoring cO/porate peljormance and overseeing major capital 

expenditures and acquisitions; selecting, compensating and monitoring key executives; reviewing 

key executive and board remuneration; monitoring and managing potential conflicts of interest of 

management, board members and shareholders; ensuring the integrity of cOlporation's 

accounting and financial reporting systems; monitoring the effectiveness of the govemance 

practices,· Gnd overseeing the process of disclosure alld communications. ,>83 

Similarly, Bank for International settlement (BIS) provides that: 

"Bank boards should establish strategic objectives and set corporate values that will direct the 

ongoing activities of the bank. The board should ensure that senior management implemeills 

policies that prohibit activities and relationships that diminish the quality of cO/porate 

govemance, such as conflicts of interest, self-dealing and preferential dealings with related 

parties. Board should set and enforce clear lines of responsibility and accountability throughout 

tlie organization. Keeping in view their oversight role board of directors should feel empowered 

to recommend sound practices, provide dispassionate advice, and avoid conflict of interests. ,,114 

The UK Combined Code also stipulates: 

o 81 Fernando, Supra note 42, p.33 
" Ibid 
8J OECD Principles of Corporate Governance, (2004), principle VI.D 
84 Basel Committee on Banking Supervision, Principles for Enhancing Corporate Governance , Bank for 
International Settlement (8 IS), (October 20 10) 
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EvelY compally should be headed by all effective board, which is collectively respollsible for the 
success of the compally. 85 

Likewise, pursuant to SEB!: 

The board of directors of a compally directs alld call trois the mallagemellt of a company. Th e day­

to-day management of the company is the respollsibility of the management.'· 

When one tries to examine the provisions of the Commercial Code and the Revised Draft 

Commercial Code as well as other relevant laws of the country in light of these principles and 

best practices of corporate governance, they are far from being clear and comprehensive. These 

facts , therefore, support the argument that there is a pressing need to overhaul the laws in light of 

international best corporate governance principles and practices in Ethiopia. 

3.3.1.2 Composition and Independence of Board of Directors 

The composition of board of directors refers to the number of directors of different kinds that 

participate in the work of the board87 A company may have managing or whole time directors 

;0 who are in charge of the day-to-day conduct of the affairs of a company and are together with 

other team members collectively known as "management" of the company88 A company may 

also have par time non-executive directors who do not have any thing to do with the day to day 

management of the company. They may attend board meetings and meetings of committees of 

the board in which they are members89 Fama and Jensen (1983) suggested that effective 

company boards would be composed largely of outside independent directors; and that effective 

o 
boards have to separate the functions of management and control.90 If the CEO was able to 

dominate the board, separation of these functions would be difficult, and shareholders would 

85 London Stock Exchange (LSE): Committee on corporate Governance, Hampel: The Combined Code, SECTiON 
I A, Main Principle, (London, July 2003) 
86 Securities and Exchange Board of India (SEBI) : Reporl of the Kumar Manga/am Bir/a Committee 01/ Co/porole 
Govemallce, Final Report: India, (2000). 

o 87 Fernando, Supra note 45, p.23 
" ld, p. 189 
" Ibid 
90E. F. Fama and M. C. Jensen (1983a), "Separation of Ownership and Control," JOlfrllal of Lmv alld Economics, 26, 
301-325. 
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suffer as a result. They contended that outside directors are able to separate these functions and 

exercise sound decision control.91 

[n Ethiopia, general managerls or CEOs are prohibited by the Commercial Code,92 Proclamation 

No.592/200S93 and NBE directi ve94 to hold the position of a board of directors and the CEO 

simultaneous ly. The New NBE directives (No .SBB/49/20 II) particularly prohibit any employee 

of the banks, permanent or contractual, not to serve as a member in the board of directors of any 

bank95 The directive is sa id to be introduced to avoid conflict of interest, and apply appropriate 

chain of command and checks and balances% [n this case, it has been argued that "senior 

employees who have a seat on the board of banks will control the financial sector and force the 

other members of board of directors to implement their interest in the industry.',97 [n addition , as 

can be inferred from the preamble of the directive, it was necessitated by the need to separate the 

board and executive function of the banks and for proper checks and balances of the business 

without any interference from senior employees. Before the issuance of the directi ve, many 

banks, including state owned ones, allow their senior officials to sit on the board;98 a dubious 

practice that undermined the fundamental principle of chccks and balanccs that should be in 

place99 The National Bank contends that "the presence of the president on the board affects the 

proper checks and balances required from him/her and the board.'.J oo Hence, these provisions are 

so important in regulating the conflict of interests that arise in the company which can adversely 

affect the stakeholders of banks in general and shareholders in particular. Bes ides, they can help 

ensure the independence of the board from influence of the management to some ex tent. 

" Ibid 
92 Art. 348 (4) of the Com. Code provides that "the general manager may not be a director." 
93 Article 15(3) of Banking Business proclamation provides that ..... chief executive officer of a financial institution 
may not, at the same time, serve as a director of a bank." 
94 "Limits on Board Remunerat ion and Number of Employees Who Sit on Bank Board Directives NO.SBB/491201 1" 
" Accordingly, the NBE has rejected two of the nominees from the list proposed by AlB for board membership 
position; see Addis Fortune, Edition of January 29, 20 II . 

o 96 Capital. (Addis Ababa), February 26, 2011 

L' 

97 In terview with Mr. Solomon Desta, Director of Bank Supervision for NBE, done in his Office on April 26, 2011 
98 Capita l. (Add is Ababa), February 26, 20 I I 
'J'J Ibid 

100 In terview wi th Mr. Solomon Desta , Director of Bank Supervision for NBE, done in hi s Office on April 26, 2011 , 
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In relation to the external or outside directors, the Commercial Code stipulates that "only 

members of a company may manage a company." 'OI This provision seems to prohibit externa l 

directors or non-shareholders not to engage in the management or governance of share companies 

where they have no shareholding. Nevertheless, this provision is considered to be outdated for 

several reasons. To mention few, firstly, external directors are recommended by different 

corporate governance committees '02 to independently direct the company and supervise the / 

management in the interest of the shareholders. Secondly, directors should be elected for their 

professional and other talents than the mere fact of shareholding criteria. Thirdly, such stipulation 

seems to disregard the advantages of involving talented profess ionals in the operation of 

businesses regardless of their membership in a company. Even those days, it was not clear why 

the legislator tried to close the possibility of engaging external directors in the governance of 

share companies. Since final decision on who should run a company is of the shareholders, the 

legis lator shouldn't have closed such an opportunity. Still , thi s issue is not given due 

consideration even in the Revised Draft Commercial Code as it also limits the possibility of 

externa l directors not to exceed 1/3 of board of directors. 103 

As far as financial share companies engaged in Banking Business are concerned, the NBE has 

issued Directives NO.SBB/39/2006 on the appointment of Banks' Board of Directors and 

Selection Criteria. The directives set selection criteria such as education, employment, propriety, 

age, financial soundness and etc. '04 According to these Directives, at least seventy five percent 

of a bank's board members shall hold a minimum of first degree or equi valent from recognized 

higher learning institution; and the remaining board members should, at a minimum complefe 

general secondary school. ,ol Besides, members of Board of Directors must have adequate 

managerial experience, preferabl y in banking business, and/or should take adequate training in 

banking business management after holding a seat on the board. lOG Furthermore, the directi ves 

provide that a board member shall be a person wi th honesty, integri ty, diligence and reputation to 

101 Com. Code, supra note 40, Art. 347( 1) 
o 102 see Recommendations of Cad bury on Corporate governance, 1992, The UK Combined Code, (2000). 

103 See Draft Com. Code, Art.347 ( I) 
104 Directive No.SBB/3912006, Art.S 
'0' Id, Art.S. I. 1 
106 Id, Art.S.1.2 
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the satisfaction of the Bank. ,07 Regarding Financial Soundness, the directive stipulates that a 

director may not sit on the board of a bank if he /she or a business entity in which he/she served 

or is serving as director or chief executive officer: has filed for bankruptcy, has been adjudged 

bankrupt, had assets sequestrated, or had been involved in couli proceedings relating to any 

default on credit (bank or othelwise) repayments or tax payment; carries non-performing loans as 

defined in the Bank's relevant directives from any bank '08 Pursuant to the directives, a member 

of the board of a bank shall be at least 30 years 01d.'09 

In a similar vein, Art.ll (I) of proclamation No.626/2009, which governs Micro-finance 

o Inst itutions (MFls), provides that the directors and the chief executive officer of MFI shall meet 

the qualification of competency prescribed by the NBE and their appointment shall be approved 

by the NBE. Moreover, Directives NO.MF1I31l996 provides for criteria for selection of officers 

and directors for licensing and supervision of the business of micro-financing institutions. 

Accordingly, it provides that the Board of Directors should complete high school education with 

ability to read and grasp reports. In addition, members of the Board of Directors must preferably 

have adequate managerial experience in business and/or similar organizations. 

o 

o 

o 

Although requirements provided in the aforementioned laws are important to have some qualified 

directors in boards of financial institutions, it seems doubtful whether these provisions are 

suffic ient to involve talented and qualified individuals to direct companies in the modern 

complex business environment. 

Nowadays, the issue of the need for, role of, and importance of independence of directors is 

one of the highly debated and discussed issues in the corporate circles and among 

academicians. ' '0 An independent director is defined as a "non-executive director who is free from 

any business or other relationship which could materially interfere with the exercise of hiS 

107 Jd, Art.5. J.3 
10' Jd , Art.5.1.6 (i-ii) 
109 Jd , Art.5.2 
110 Fernando, Supra note 45, p.20S 
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independent judgment."lll Recent literature on corporate governance is replete with 

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

directors on the boards of companies to promote better corporate governance practices. For 

instance, the Cadbury Report identifies two areas where non-executive directors can make an 

important contribution in the governance process as a result of their independence from executive 

responsibility : reviewing the perfonnance of executive management and taking the lead where 

potential conflicts of interest arise. 112 Similarly, 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 .,,1 13 Likewise, the LSE Combined Code states "A 

majority of non-executive directors should be independent of management and free from any 

business or other relationship that could interfere with their independent judgment; they should 

be identified in the annual report.,,114 Likewise, SEBI stipulates that: "Independent directors are 

directors who apart from receiving director's remuneration do not have any other material 

pecuniary relationship or transactions with the company, its promoters, its management, or its 

subsidiaries, which in the judgment of the board may affect their independence of judgment. 

Further, all pecuniary relationships or transactions of the non-executive directors should b.e 

disc losed in the annual report. ,,115 

Despite most members of board of directors of share companies are part time directors, "6 the law 

does not explicitly stipulate how their independence should be ensured from the influence of the 

management and on how to avoid conflict of interests within a company. Particularly, there is no 

provision that defines the relationship that would render the board members not to be 

independent in the Code and proclamations pertinent to financial share companies. 

III Ibid 

112 Report of the Committee on the Financial Aspects of Corporate Governance: The Code afBest Prac tice (Cadbury 
Code - I December 1992) 
113 Annotation to OEDC principles V.E.p.43 
114 London Stock Exchange (LSE): Committee on corporate Governance, Hampel: The Combined Code, (London, 
2000), sec A.3.2 
115 Securities and Exchange Board of India (SEB I): Report of the Kumar Mangalam Birla Committee on Corporate 
Governance, Final Report: India, (March 2000), sec. 6.5 
116 The survey made in some fin ancial and non financial share companies revea l this fact 
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3.3.1.3 Directors' Remuneration 

(' The directors' remuneration is still unsettled issue and in the wake of several corporate failures, 

excess ive and disproportionately large payments to directors have almost become an outrage." 7 

There are divergent views on remuneration of directors. Some experts on the subject are of the 

view that directors are generally underpaid for their work and the onerous responsibilities they 

shoulder. They argue that: 

o 

t 

Constructive boards are responsible Jar untold millions going to the bottom-line. The value oj a 

single idea oj strategic succession planning, oj risk avoidance, and the value oue mistake 

prevented is incalculable. ' 18 

The proponents of this view argue that remuneration of board of directors should be seen with 

thei r constructive responsibilities and the role they play in avo iding risks and strategic plalming, 

than the mere amount of remuneration paid to them. 

On the other hand , critics argue about the hefty fees directors receive for attending meetings, 

millions of dollars paid as severance payments, huge payouts as bonus, and other benefits. I 19 The 

main criticism is that: 

"Executives and directors are not properly controlled in their virtual self awards oj stock options on 

one hand and directors' remuneration linked to share pellormance through share options has resulted 

ill encouraging a focus Oll short IeI'm growth with destructive long term consequences, on the 

olhel' ... 120 

o As can be gathered from this assertion, the excessive practices of directors' remuneration may 

encourage risk taking for short term benefits. Such practices can in tum undermine the health of 

share companies unless and otherwise controlled properly. 

Q 

Q 

The Ethiopian Commercial Code deals with the remuneration of the directors under Art.353. 

Accordingly, the director may receive a fixed annual remuneration , the amount of which shall be 

11 7 Fernando, Supra note 45, p.1 04 
lIS Ibid 
119 Ibid 
I2O Id, p.207 
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determined by a general meeting and charged against general expenses. The code also provides 

that "the aliicles of associations may provide that the directors may receive a specified share in 

the net profits of a financial year (Art 353(2)). Furthermore, the amount of share in the profits 

may not exceed 10%, which is calculated after the deduction of: amounts allocated to reserve 

provided by law (legal reserve) or the article of association (statutory reserve); the statutory 

dividend, where provided in the articles of association or where not provided, a sum representing 

5% of the paid up value of shares which have not been redeemed; amounts allocated to reserve 

established by resolution of general meeting (discretionary reserves); and amounts carried 

forward(Art.353 (3(1-4)). 

Remuneration of board of directors, in Ethiopia, is one of the most contentious and sensitive 

issues. There are three main areas of controversy in relation to the remuneration to be paid for 

directors of share companies. The first controversy is related with the issue whether remuneration 

is claimed as a matter of right or is a privilege. The second controversy surrounding remuneration 

of board of directors in Ethiopia is connected with what constitutes "statutory dividend" under 

I " Art.353 (4(b)) of the Code and "to whom it is reserved." Of course, Art. 353(4) (b) has two 

aspects remaining unclear and controversial: (i) statutDlY dividend and (i i) a sum representing 

5% of the paid up value of shares which have not been redeemed. The term "statutory dividend" 

in Aliicle 353 (4) (b) is defined no where in the Commercial Code and it is difficult to understand 

the meaning of the term. The third issue and probably the most cUlTently debatable is tied with 

I 
o 

Q 

o 

the amount of remuneration provided by the law (i.e., 5%-10% share of annual net profit) and its 

application in the financial share companies which is found to be excessive by the National Bank 

of Ethiopia (NBE) and causing conflict of interests among shareholders and its implication on the 

overall well being of the institutions (i.e. , banks). 

(A) Directors' Remulleratioll: Right or Privilege? 

The first controversy sun'ounding the issue of remuneration of directors in Ethiopia emanates 

from the term "may" in Art. 353 (I) of the Code, which raises question as to whether directors of 

financial and non financial share companies in Ethiopia are entitled to remuneration as of "right" 

or whether it merely constitutes a "privilege" which is paid or unpaid on the mere wish of 
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shareholders. As regards this issue, it can be argued that since the term "may" IS permissive 

auxiliary and the law requires the amount of remuneration to be fi xed by the general meeting of 

shareholders, directors have no right to claim its payment as of right. Thus, if one may succeed in 

claiming remuneration as of right, it has to be only in a case where it is provided in Arti cles of 

Association in accordance with Art.353 (2). This goes with the principle of "autonomy of will" in 

the provisions of contract law that is interpreted in light of Art.1731 (I) of the Civi l Code that 

"the provis ions of a contract lawfully formed sha ll be binding on the parties as though they were 

law." Hence, since what may be contained in the Articles of Associations of share companies 

concerning remuneration of directors constitutes a contract between and among the company, its 

o agents and third parties, directors may avail themselves of the enforcement of the rights to 

remuneration accordingly. In other words, it may be a difficult task for them to convince the 

court, when it is not provided in the articles of association, on the basis of the wording of the 

Commercial Code provision [i .e., Art.353 (I)]. 

On the other hand, it can fairly be argued that directors have a right to payment of remuneration 

I , even where it is not provided under the articles of associations. This is because; there are heavy 

liabilities that go with the position of directorship. Under the Ethiopian legal system, the law 

provides that directors are liable to the company and third party creditors of the company.' 21 In 

other words, there is a poss ibility of piercing of corporate veil, in which agents and/or 

representatives of a company may be personally responsible for the claims of creditors when the 

assets of the company become insuffi cient to meet its liability.122 

o Besides, remuneration of directors of share companies is an incentive to directors to pursue the 

interest of shareholders. 123 It plays great role in aligning the interest of shareholders with that of 

directors. Let alone non-payment, the reduced amount of remuneration affects the independence 

of directors from the influence of executives of the company for which they are there to 

121 C0111. Code, supra note 40, ArU64, 365, 366 and 367, Prociamalion No. 592/2008,supra note 2 1, Art.58 provides 
Q that board of directors shall be punished with a fine from Birr 50,000 to Birr 100,000 and with a rigorous 

imprisonment from 10 to 15 years. 

o 

122 See C0111. Code, supra note 40, Art.366 
123 Interview with Ata Diriba Megersa, Public Relation Officer of Awash International Bank SC,26 April, 2Qll, 
Interview with MI'. Hailu W/Gabriel, Executive Assistan t! Board Secretary at Wogagen Bank SC, 9 May, 2011 
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control. 124 In a nutshell , effective remuneration of board of directors should be seen broadly from 

perspectives of nature of the work itself. It is the directors who make decisions on core financial 

and strategic plans and general direction of a company. In other words, it is the board of directors 

who formulate general strategies, appoint general manager and management team and 

superintend them, who approve credits involving millions of Birr in case of financial companies 

and who are responsible if things go wrong. They are believed to be the watchdogs to safeguard 

the interest of shareholders and of the company. In its simplest facet, the responsibility of board 

of directors by itself involves costs that 'need to be remunerated in the form of compensation. 

Thus, the argument which tends to purport that directors have no right to avail themselves of 

remuneration as of right does not seem well established. After all, the question to be answered by 

those who may contend that directors' remuneration is merely a privilege given to them by 

shareholders would be that "why should directors assume onerous work of board of directors in 

profit-making share companies in the absence of pecuniary benefits?" The heavy liabilities that 

directors assume and the agency cost involved in the nature of transactions they can'yout 

necess itate payment of remunerati on as of right to directors of a company.'25 Therefore, the word 

" may" employed under Art.353 (I) of the Com. Code must be broadly interpreted in light of the 

nature of the responsibility assumed by directors and its impacts on the healthy operation of 

business of share companies. Otherwise, the interpretation that directors' remuneration is a mere 

privil ege can discourage talented individuals from assuming board of directors' position and also 

can lead directors to shirk against the interests of the stakeholders in general and shareholders in 

particular, which in tum can affect the health of companies at the end of the day. 

(B) Statutory Dividend 

The second controversy surrounding the remuneration of directors in Ethiopia is related to 

ambiguity of the term "statutOlY dividend" and "a SUIII representing 5% of the paid up value of 

shares which have /lot been redeemed" in the Commercial Code. In the Code, Art 353(4) (b) 

provides that the amount of share in the net profit may not exceed 10% and that this share is 

ca lculated after deduction of " ... the statulolY dividend, where provided in the articles of 

124 Ibid 
!25 Ibid, the author also supports th is argument for similar reasons 
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association, or where not provided, a sum representing 5% of the paid up value of shares which 

IlOve 110t been redeemed" [Art. 353 (4) (b)]. What is not clear in thi s provision is the question 

what constitutes "stalUtOlY dividend" and to whose interest it is reserved? Zekarias Keneaa 

argues that there is a clue in the Code that would be of help to relate the term "statutory di vidend" 

in Art.353 (4) (b) to tenns envisaged in Art.337 and 457 as "statutory interest" or " fi xed" or 

" interim interest.'d26 He asselied that this is discernable fro m the provisions of Ali.337 (2) that 

runs: "These shares do not confer any right to that part of the dividend representing the statutory 

interest. " [t may, therefore, be argued that the term "statutory dividend" in Article 353(4) (b) is 

the same with "statutory interest" "fixed interest" or " interim interest." 

Furthermore, it would be diffi cult to argue that the term "statutory di vidend" in Article 353(4) (b) 

of the Commercial Code represents the share allocated to founde rs in the Statutes of formation in 

accordance with the provisions of Article 310 of the Commercial Code. 127 The latter, whenever is 

fixed , in the Statutes of formation, has nothing to do with "statutolY dividend." First of all , 

"statutory dividend" is distributed by way of interest and not, as such , as profit. Moreover, it may 

on ly be paid in the interim, i.e., during the period of preparatory/construction works and for a 

specified period stated in the Articles of association pending the beginning of the normal business 

ofa company [Art. 457 (2)]. 

Peter Winship, on the other hand, indicated that Art.353 was taken from the Germany's 

experience in which he stated: 

"Remuneration of directors must be limited if one wishes to avoid inequitable payments. This 

article contains severe provisions ... It finishes with an important provision for the protection 

of minorities, in which appears, followillg tlte example of Germall law, tlte desire to 

maill/aill a certa;" proportion behveell tile remuneratioll of directors alld t!taf of the 

compally's otlter persollllel (employees, workers). It follows that the tremendous problem of 

the participation of the personnel in the profits of the en te/prise can be attached to this 

126 Zekarias Keneaa, Some Reflections on Statutory Dividend, 20 II ? 
127 Ibid 
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provisioll alld the whole problem call be discussed al the same tillle ulIless aile thillks that 

under present circumstances the discussion would be premature. ,,128 

As can be understood from thi s assertion, Art.353 of the Code was introduced following the 

example of German law, with a desire to maintain certain proportion between the remuneration of 

directors and that of the company's other personnel (employees, workers). Germany, with its 

system of codetermination granting employees a formal role in corporate governance, is often 

cited as the prime example of the "stakeholder model.,,1 29 However, there is no clue in Article 

353 and other provisions of the Code that employees are entitled to profit sharing in Ethiopian v' 

compan ies. On the other hand, Art.353 (4) (b) is not clear due to absence of its definition and to 

whose interest it is reserved. When one tries to read this provision in light of this background 

commentary on Art.353 , it seems as if "statutOlY dividend" is set to maintain the interest of 

employees since other sub-provisions of this article are clear enough and do not give such an 

implication. In contrast, most of members of board of directors and executive officers of share 

companies as well as well known intellectuals in Ethiopia believe that "Employees do not have 

any legitimate right to participate in profit sharing scheme of share companies particularly on the 

annual net profits and may receive only certain amount of bonuses on the sole will of board of 

directors."l3o Due to its vagueness and belief of stakeholders, Art.353 (4) (b) has remailied 

inapplicable since 1960 when the Code was introduced in the country. The controversy 

surrounding this issue is still going on. It is not certain whether this provision will be made clear 

and applied even in the future. There is no clue as to what constitutes "statutory dividend" in the 

Code except the commentary of Winship . The draft version of the Commercial Code also 

o maintained this provision without any modification to it. 

128 See Peter Winship, Background Documents of lhe Ethiopian Commercial Code of 1960, (Addis Ababa, Facul ty 
o f Law, Haile Sellassie I University, (1974)), p.16 
129 Jeswa ld W. Salacuse, Camorate Governance In The UN ECE Region, Paper Commissioned for The Economic 
Survey of Europe, 2003 No. I By The Secretarial Of The United Nat ions Economic Commission For Europe, 
UN/ECE, Geneva, December 2002, p. 54 

o 130 In terview wi th Ata Diriba Megersa, Public Relation Officer of Awash International Bank, 26 April , 20 11 , 
Interview with Mr. Hailu W/Gabricl , Executive Assistant! Board Secretary at Wogagen Bank Share Company, 9 
May, 20 11, Interview with Mr. Worku Lemma, vice president ofOromia International Bank (O IB), April 23. 2011. 
Interview with Abdishu Hussein, Vice chairperson of the Wogagen SC, 24 May 20 11 , Interview with Dr. Professor 
Fissehatsion Menghistu , II May,2011 
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Such ambiguity in the provisions of law seems to stem from the transp lantation of laws from 

other countries without adapting them to the local reality of the country. It has been di scussed 

that the objectives of companies and key actors in publicly held companies differ in civil law and 

common law legal systems. [n Germany and other European civil law countries, the main 

objective of the company is to maximize interest of stakeholders including employees, suppliers, 

depositors and the community at large unlike the shareholder model of corporate governance 

followed in the common law countries such as USA and UK, which targets the protection of the 

interest of the shareholders of publicly heJd companies alone. '3' Such variation in the experience 

of countries basically emanates from their cultural and philosophical underpinnings in doing 

L' business and the concept of profit sharing that could be extended to role of employees of publicly 

o 

o 

c 

held corporations. ' 12 

As has been mentioned above, Winship indicated that the provision dealing with remuneration of 

directors in the Commercial Code (i .e., Art.353) was adopted following the experience of 

Germany, where employees of a company have the right to be represented in the board of 

directors. III The interest of the employees can be represented in an organization by variety of 

ways , including through: trade unions, Codetermination:-employee participation on board of 

directors, profit sharing, equity-sharing and team production solution . '14 The concept of profit 

sharing with employees in order to protect their interests in an organization became much more 

widely used in Europe in the I 990s. 135 The majority of profit-sharing schemes are broad-based. 

That is, all or more employees were included in the scheme of profit sharing rather than just 

executives only.' 36 Profit-sharing motivates the individual worker to put in his best as his efforts 

are directly related to the profits of the organization, in which he gets a share. 137 The objective of 

131 Salacuse, supra note 127, p.23 
132 Ibid 
133 See Fernando, supra note 45 , p. 162 
134 Ibid 
135 Ibid 
136 Ibid 
137 Ibid 
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such profit-sharing is to encourage employees' involvement in the company and improve their 

motivation and distribution of wealth among all the factors ofproduction. 138 

Even though the background of this provision tends to address employees' rights to participate in 

the profit sharing of a share company in Ethiopia, it is not clearly provided whether Art.353 (4) 

(b) is reserved to achieve this purpose. There is also a great doubt that "statutory dividend" or "a 

sum representing 5% of the paid up value of shares which have not been redeemed" might be 

reserved for such purpose merely because of its vagueness. In this situation, many questions may 

come to ones mind such as "do we have a culture of profit sharing to employees/workers in 

business organizations/companies? How do we perceive the role of employees in the success or 

failure of publicly held companies? Ifone answers this question affirmatively, then what is bad in 

allowing employees to participate on the annual profit sharing of companies? And if this 

provision (i.e. , Alt.353 (4) (b)) cannot be applicable in the Ethiopian context, why should it be 

retained in the fOlthcoming Revised Commercial Code? More importantly, can the ambiguity and 

inapplicability of this provision reflect problems related to adoption of foreign laws without 

considering the local social , economical, political and cultural situations? Which type of 

corporate governance model , i.e., shareholder model of common law or stakeholder model of 

civil law countries fits Ethiopia 's corporate reality? These and other questions are the matters 

left for further research and to discover the real meaning of "statutory dividend" and "a sum 

representing 5% of the paid up value of shares which have 110t been redeemed" in Art.353 (4) (b) 

of the Code. 

o (C) QuantulII of Directors' Remuneration, all Unsettled Issue? 

o 

In the third place, there is a controversy regarding the amount of directors ' remuneration, 

especially, in relation to financial share companies in Ethiopia. As has been stated under A11.353 

(4) of the Code, the amount of remuneration of directors ranges from 5% - 10% of the annual net 

profit of companies subject to deductions provided under sub-articles of the same provision 

[Art.353(4)(a-d)]. When this provision is put into practice, especially the remuneration of banks' 

directors, as banks remunerate their board members with generous pay packages, the NBE has 

138 Ibid 
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found such pay packages as being huge amount of money. I)? For example, in 20 I 0 alone, Private 

Banks declared a net profit of 1.4 billion Birr after paying 575.4 million Birr in profit tax and the 

directors of II private banks took home a total of 37.3 mi llion Birr in allowances and profit 

sharing in the 2009/2010 fisca l year. 140 Among them, Awash International Bank held the leading 

position by spending out 9.3 million Birr on its directors, followed by Nib International B3Ilk 

wh ich awarded its board of directors' 7.5 million Birr. '4' According to the survey conducted by 

the NBE, the highest paid director pocketed one million Birr per annum, whereas the lowest paid 

one took home 102, 000 Birr.142 

Disputes among shareholders to secure a seat on the board have become prevalent due to thi s 

magnanimous remuneration scheme for directors in the private banks which attracted the NBE, 

the regulator, into their internal affairs as they fail to work pursuant to their art icles of association 

and promote good corporate governance practices. '4) In relation to the matter, the NBE has 

issued Directives No .SBB/49/20 lion January 6, 20 II in accordance with the power given to it 

by Art.l4 (4) (e) of the Banking Business Proclamation No.592/2008, which authorizes it to issue 

directives on the maximum remuneration of director of a bank, to address such disputes and 

create industry peace and good corporate governance among financial institutions. '44 The 

directives limit individual private bank directors' remuneration to 50,000 Birr in one operating 

year, and a monthly allowance of 2,000 Birr. Banks are also prohibited from paying directors any 

benefits, in cash or in kind, additional to the set annual amount. The failure to implement the 

directives could earn a non-complying bank a penalty of 10,000 birr and make it liable for 

criminal and civil suits. '45 

These directives have been the bone of contention among different peop le including members of 

boards of directors of different banks and officials of the NBE due to reasons discussed hereunder 

in the form of merits and demerits of the directives. 

139 Addis FOrlune, (Addis Ababa), January 29, 20 11 
140 Ibid 

'" Ibid 
o ' 42 Capital, (Addis Ababa), February 26, 20 1land see Survey conducted by the Nat ional Bank on Remuneration of 

Board of directors of private banks in January, 2011. 
143 Interview with Mr. Solomon Desta, Director of Bank Supervision for NBE, April 26, 2011 
'44 See Directives N o.sBB/49/2011, Preamble 
,<5 See Proclamalion No.59212008, supra note 21, Art.58 
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i. Merits 

c· In the first place, there are people who argue that the directives have significant importance as it 

wi ll create industry peace and good corporate governance in the private commercial Banks. 146 In 

a similar vein, the preamble of the Directives provides that "sound corporate governance is vita l 

for the health of individual banks and the banking sector as a whole" while "excessive 

remuneration recently being paid by banks to directors have become a threat to the health of the 

banking system".147 It is also argued that "The amount paid to directors before issuance of the 

directives was excessive which has been creating a corporate governance crisis and conflicts 

among shareholders to obtain seats on the boards of directors.'d48 It has been also argued that, "it 

o 

"-

o 

o 

c 

will stop the unnecessary fighting to get onto the board.', 149 It has been maintained that the NBE, 

as the regulator of financial institutions, is responsible for setting guidelines on the remuneration 

scheme of board of directors in light of good corporate governance practices in all stakeholders' 

best interest. 150 

Secondly, it has been contended that limiting the payment of directors would attract only those 

individuals interested in the work and not those seeking a position for the benefits. 151 But the 

question here is 'why would directors be wi lling to work in the absence of benefits in profit 

making organizations at all and why would seeking legitimate benefits be regarded as wrongful 

act in this regard?' 

146 Interview wi th Mr. Solomon Desta. Director of Bank Supervision for NB E, Apri l 26, 20 11 , interview with Mr. 
Worku Lemma, vice president of Oromia International Bank (OIB), April 23, 20 II , Interview with Mr. Abdishu 
Hussien Vice chairperson of board of directors ofWogagcn Bank SC, 12 May. 2011, Interview with Dr. Professor 
Fissehatsion Menghistu, lnstructor at Addis Ababa University Law School, II May, 2011 
147 See preamble of "Limits on Board Remuneration and Number of Employees Who Sit 011 Bank Board Directives 
No.SBB/49/20 II" 
148 The NBE asserted that it has received l11any requests from shareholders and those who did not get seals on a 
bank's board to intervene, before the issuance of the Directives. Interview with Mr. Solomon Desta , Director of Bank 
Supervision for NBE, done in his office on April 26, 2011 , 
l4' lnterview with Mr. Worku Lemma, vice president ofOromia International Bank (O IB), April 23, 2011 
150 Interview with Mr. Solomon Desta, Director of Bank Supervision for NBE, April 26, 2011 
15 1 Ibid 
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Thirdly, some argue that it promotes long tenn profits and interests of companies by discouraging 

high risk taking for the short-term gains.152 Similarly, it has been asserted that it will discourage 

those individuals who participate in the board rooms to pursue only short term benefits rather 

than long term stability of the institutions. IS) 

ii. Demerits 

Despite the foregoing arguments, the Directives have been criticized for a number of reasons. In 

the first place, the fixed pay scheme proposed by the Directives does not take into account the 

size of the banks, the experience and responsibility of each director, or the complexity of the 

. h d' 154 operatIons t ey are engage 111. 

In the second place, the Directives were said to have removed the right of shareholders to reward 

those they trust to sit in the boardroom and make risky decisions. ISS Although banks in particular 

and financial institutions in general are highly important for the over all economy of a country 

and should be regu lated strictly to avoid scandals related to them, it should equally be taken into 

consideration that private banks are profit oriented institutions and individuals involved in their 

governance also deserve some sort of incentives which are proportionate to their contribution. IS6 

Thirdly, it is said that "the new pay package is too draconian and wou ld push talented individuals 

out of the governance of banking sector."I S7 "Even though the importance of regulating banks in 

the current situation is unquestionable and whi le the directive is a move in the right direction, the 

new remuneration scheme, set at a maximum of 50,000 BilT for the board of directors has been 

152 Interview with Mr. Solomon Desta, Director of Bank Supervision for NSE, April 26, 2011 , Interview with Mr. 
Worku Lemma, vice president of Oromia International Bank (OIB), April 23, 201 I , Interview with Mr. Abdishu 
Hussien Vice chair person of Wagagen Bank' s Board of directors, 12 May, 201 I, Yohannes Aseffa , Chief Party al 
the WTO Plus Project, USAID, February 2, 20 I I. 
IS) Interview with Mr. Solomon Desta, Director of Bank Supervision for NSE, April 26, 2011 and Interview with 
Mr. Worku Lemma, vice president ofOromia International Bank (OIB), April 23, 20 11 , Interview with Dr. Professor 
Fissehatsion Menghistu, I I May 20 I I. 
154 Interview with Mr. Worku Lemma, vice president ofOromia International Bank (OIB), Apr i1 23, 2011, interview 
with Ata Diriba Megers3, Public Relation Officer of Awash International Bank, 26 April . 20 II , Interview with Mr. 
HaiIu W/GabrieI , Executive Assistan t! Board Secretary at Wogagen Bank Share Company, 9 May, 20 1 I . 
'ss Ibid 
156 Interview with Ato Diriba Megersa, Public Relation Officer of Awash Internat ional Bank, 26 April , 2011 , 
Interview with Mr. Hailu W/Gabriel, Executive Assistant! Board Secretary at Wogagen Bank SC. 9 May, 20 11, 
Interview wi th Dr. Professor Fissehatsion Menghistu, II May 20 11. 
157 Addis Fortune, (Addis Ababa) , May 1,201 I 
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set too low" according to a banker in the top management of a private bank who requested 

anonymity as it is a sensitive case. This was also shared by eight directors of boards of private 

banks who wished their name to be withheld to protect thei r banks, who argued that " the amount 

of remuneration set does not take into consideration the workload, which involves meetings and 

committee work, as well as the risk involved in being a director. " They also contend that "the 

content of the directives in relation to the ' amount of remuneration of the directors would 

di scourage many people as it is mainly those with many years of experience in the banking sector 

that are sought after." Four of them honestly unveil ed that they would not want to take the 

workl oad for the next term of election and ri sk of a 15-year penalty if things go wrong. IS8 These 

c directors believe that the NBE has no genuine power to decide on such issue in such manner, in 

which it has limited the rights of shareholders to reward the individuals whom they trust to 

protect their interests . Even if, as a regulator, it is given the power to issue directi ves, the NBE 

should have been cautious to pass such a draconian decision. For instance, it shou ld have 

consu lted the experiences of other countries and other possible options for better regulation 

instead of intervening unnecessarily into the private businesses where its undue intervention can 

itse lf inhibit the normal operation of the banking industry.IS9 

In the fourth place, the low remuneration might also open the door for corruption in the Banking 

industry as directors are the top governing body of banks and dec ide on key financial and credit 

issues. 160 Corruption on its way affects the healthy operation of the institutions and their 

importance to the overall national economy. 

o iii. The Middle Way? 

Generally speaking, the issuance of the directives can be considered as an acti on towards a right 

direction by the NBE. Given the economic significance of banks and the opaque nature of the 

sector, the rewards of directors must be in line with the interest of all stakeholders. This is why 

15' The liability of board of the directors is provided under Art.364 of Commercial Code and Art.58 of Proclamat ion 
Q No 592/2008 in part icular. 

o 

159 Interview with Ata Diriba Megersa, Public Relation Officer of Awash Internat ional Bank, 26 April , 2011 , 
Interview with Mr. Hailu W/Gabriel. Executive Assistant! Board Secretary at Wogagen Bank SC, 9 May, 2011. 
Interview with Dr. Professor Fissehatsion Menghistu, 11 May 2011. 
160 Ibid 
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Proclamati on NO.59 1/2008 authorizes the NBE " to foster a hea lthy financial system and to 

undertake such other rel ated activities as are conduci ve to rapid economic development of 

Ethiopia.,,1 61 To achieve these purposes, the NBE is further empowered to license and supervise 

banks, insurance companies and other financial institutions; and to create favorable conditions for 

the expansion of banking, insurance and other financial services fo r the achievement of these 

objectives in accordance with relevant laws. 162 Furthermore, the Banking Business Proclamation 

NO.59212008 empowers the NBE to issue directives on the maximum remunerati on of 

directors. 163 However, the question here is: how should the NBE issue such directive? Wou ld its 

empowerment to issue directi ves on the max imum remuneration of directors entail that it can do 

whatever it thinks fit? As there is no guideline on how the NBE exercises its powers, legally 

speaking, it is difficult to say that the NBE has no discretion to decide whatever it thinks ri ght in 

thi s regard . 

Nevertheless, there is strong belief that remuneration of directors of banks in Ethiopia should be 

in line with the international best practices. It is argued that " Instead of setting monetaIY figures 

on the directors' pay, the regulator should have required banks to set up a remuneration 

committee independent of the board to prepare a remuneration policy.,,164 This is supported by 

experiences of countries wh ich adopted good corporate governance in relation to financia l 

institutions . For instance, regarding the governance framework for determining remuneration of 

directors of financial institutions, the G20 leaders, at their Pittsburgh submit on 24-25 September 

2009, endorsed that: 

There is a pressing need for remuneration and governance principles in finan cial 

institutions to be based on a globally consistent fi'GIl/ework aimed at 'aligning" 

0. 161 See Proclamation No.59 1/2008 , supra note 21 , Art.4 

I' 

162 Id, Art.5 (7, 8) & Art.14, The National Bank shall license and regul ate banks, insurance companies and other 
financ ial institutions in accordance wi th the relevant laws of Ethiopia. 
163 Id, Art.l4 (4) (e) 
1" Add is Fortune, (Addis Ababa), January 29, 20 11 
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compensation with long-term value creation, not excessive risk taking, rather than national 

initiatives. 165 

It has been stressed that "a board remuneration committee should be an integral part of an 

institution ' s governance structure and should be competent and independent and should be able 

to demonstrate that compensation decisions are aligned wi th the institutions financial stability 

and future performance. ,,166 Therefore, it can be argued that the NBE should have considered the 

need to incorporate internationally accepted practices in relation to setting the amount of 

remuneration. Although none of the relevant laws require the establishment of remuneration 

committee in financial as well as non financial share companies in Ethiopia, the international 

practice calls for introduction of such requirement under the Ethiopian company laws. 167 

As far as the structure of remuneration is concerned, much criticism has been directed at financial 

institutions' seeming failure to operate remuneration structures that take into account of the long 

term impact of a single year's bonus decisions. 168 To this extent, the 020 leaders criticized 

excessive risk taking and accepted the implementation of standards seeking to achieve global 

adherence to the principles for sound remuneration, issued on 2 April 2009 so as to ensure a level 

playing field for all market participants. The principles prescribe the following: 169 

• Effective alignment of compensation with prudent risk taking, including global standards 

on pay structure which provide for deferral, effective claw back and varied compensation 

(cash and equity), to ensure compensation practices are aligned with long term value 

creation and financial stab ility; 

16S FreshficJds Bruckhaus Deringer LLP, Remuneration and Comorate Governance in Financial Inst itutions. Oct. 
2009, available at www.freshfields.colll [Visi ted on April 26, 201 1] 
Ir .. Ibid, 1'.5 
167 The UK Combined Code stipulates that Remuneration committee should establish a formal and transparent 
procedure for deve loping policy on executive remuneration and for fixing the remuneration packages of indi vidual 
directors. 
168 Deringer, supra note 163 
169 Ibid 

85 



I 
() 

o 

o 

• Effective governance of compensation, including corporate governance reforms to ensure 

appropriate board oversight of compensation and risk, including greater independence and 

accountability of board compensation committees; and 

• Effective supervisory oversight and engagement by stakeholders, including greater 

disclosure and transparency of the level and structure of the remuneration for those whose 

actions have a material impact on risk taking. 

Besides, Ryan, Jr. and Wiggins (2004) adopted a bargaining framework to empirically examine 

the relations between director compensation and board-of-director independence. Their evidence 

showed that independent directors have a bargaining advantage over the CEO that results in 

compensation more closely aligned with shareholders' objectives. 17o 

To sum up, the amount of remuneration to be paid to the directors of banks in accordance with 

the Directives NO.SBB/4912011 is too low to align the interests of directors with those of the 

stakeholders, risks and liabilities involved there and the impact of ineffective compensation on 

the independcncc of the board from the management. In this regard one scholar has argued 

strongly that: 

"Compensation to directors and senior executives should reflect their pelformallce and are in 

relation to their responsibilities and risks involved in canying oui their jilllctions. One of the reasons 

in favor of this "pay-for-pelforlllance" concept of executive remuneration is that if execulive 

compensa fion is directly related to Gil increase ill share price. fhe benefits executives receive would be 

proportional to those of all shareholders. This would encourage execulives to make decisions which 

willmGximize shareholder wealth. ,,/7/ 

Therefore, the NBE should reconsider the Directives in light of best global experiences and adapt 

them to the loca l needs. There is no doubt that excessive compensation practices undermine the 

health of the financial institutions, particularly, by encouraging excessive risk taking and rai sing 

conflicts over the position. Thus, it has to take a middle way to properly address all problems 

surrounding this issue. Rather than setting the maximum figure, i. e., 50, 000 birr to be annual 

170 H.E. Ryan, and R. A. Wiggins. "Who is in Whose Pocket? Director Compensation, Board Independence, and 
Barriers to Effeclive Moniloring," lournal of Financial Economics, (2004), 73(3), 497-524, 
J7I FCl11ando, Supra note 45, p.207 
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remuneration of directors of banks, it should have reduce the percentage below 5%, the minimum 

amount in the Commercial Code, so as to make it performance based. For instance, 2% of annual 

profit of banks would be good amount than 50, 000 Birr, which may differ from bank to bank on 

their total performance. In addition, the NBE has to see to it the possibility of regul ating the 

problem by requiring the banks to establish independent remuneration committee to reduce its 

degree of direct involvement in all issues of the institutions under its supervision. 172 The other 

related point worth mentioning here is that conflicts of interests mostly arise in relation to the 

selection/election of members of board of directors. Hence, the NBE should focus on this issue as 

part of its task of regulation so as to make the process more transparent and impartial. To this 

o end, the regulator may see to it to require the financial institutions to establish independent 

nomination committee which will undertake this task or it may involve in the process wi th clear 

I _ 

o 

o 

c 

guidelines on preconditions to be fulfilled by the nominees/selectees and thereby ensuring 

shareholders' active participation in the process. 

3.3.2 Roles and Rights of Shareholders in Corporate Governance 

The very structure of share ownership may fac ilitate or complicate the task of controlling 

managerial behavior. In European corporations, where large shareholders exist with seats on the 

board, managers cannot eas ily control the machinery of corporate governance in their own 

interests. 173 In such a case, it is possible to control managers by the nomination of outside 

directors or dominating the internal auditing process, than in corporations such as those in the 

United States, where shareholdings are widely dispersed and directors do not have considerable 

shareholdings in the corporation and may have social or financial relations to management. 174 

One of the purposes of effective corporate governance is to protect minority shareholders from 

ab use, whether from managers with little ownership interest or controlling shareholders who 

dominate management. It is argued by some scholars that the concentrated ownership of share in 

172 For example. the UK's combined code provides that the remuneration committee will be responsible for working 
out remuneration package "to attract, retain and motivate executives of the quality required." 
173 Sa lac use, supra note 127, p.46 
174 Ibid 
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many countries serves to protect poor investor which IS provided by those countries to 

shareowners. 175 

With respect to the legal rights of shareholders, in both the United States and Europe, direct 

participation of shareholders in corporate governance is limited to electing directors or members 

of the supervisory board and, approving certain items that require shareholder approval. 176 [n 

addition, there are legal rights accorded to shareholders to act against corporate officers and 

directors. 177 Corporate governance advocates are increasingly press ing corporations to grant 

shareholders the right to approve a variety of fundamental issues affecting the corporation, 

o including stock option plans, and to have easy access to the proxy process. 178 

o 

Some studies have concluded that the common law legal tradition affords stronger legal 

protection to minority shareholders than does the civil law. 179 For instance, in the Anglo­

American system of corporate governance, the regulation of self-dealing by officers and directors 

is more stringent than it is in the European continent. 180 Moreover, the American system allows 

shareholders to sue directors and officers for jnjuries that they have sustained either directly by 

corporate action or derivatively, on behalf of the corporation, for injuries done to the corporation 

because of wrongful actions by its officers or directors unlike continental law countries .181 

Taking note of thi s important experience as background, now we will proceed to look into the 

Ethiopian reality. 

In Ethiopia, the direct participation of shareholders in corporate governance is also limited to 

electing or removing board of directors and auditors and deciding the amount of thei r 

remuneration as well as approving certain items that require shareholders' approval through 

'" Id, P.47 
176 Ibid 

(} 177 Ibid 
178 Ibid 

o 

179 Id, p.49 
180 Ibid. 
181 Ibid 
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Shareholders' Meetings. 182 Shareholders have rights not to be deprived of the rights inherent in 

the membership without their consent [Art.389 (\)]. These rights include the rights, which under 

the law or memorandum or articles of association, do not depend upon decisions of the general 

meeting or board of directors or which are connected with the right to take part in meetings, such 

as the right to be a member, to vote, to challenge a decision of the company or to receive 

dividends and a share in a winding up [Art. 389(2)]. In addition, shareholders are entitled to be 

given relevant information in advance of any meeting in order to enable them to take fully 

informed decisions [Art. 406]. Before any annual shareholders ' meeting, shareholders are entitled 

to inspect the company's balance sheet, profit and loss accounts, reports of directors and auditors 

o in the three preceding financial years, minutes and attendance sheets of these meetings and so on. 

o 

Now let' s examine the rights of minority shareholders under the Commercial Code and other 

relevant laws. 

3.3.2.1 Rights of Minority Shareholders 

Some of minority rights protections are provided under the Commercial Code of Ethiopia. For 

instance, Voting by proxy is provided under Articles 398(1) and 402 but no voting by mail is 

allowed. The minimum percentage required for shareholders to call general meetings is 10% of 

the capital under Article ~ I (2). Likewise, the pre-emptive right of shareholders to buy newly 

issued shares in propOltion to their shareholding is explicitly provided under Article 345(4) and 

470( I). Similarly, the OECD Principles . provides for such requirement on minority rights as 

reflected in the Annotations. 183 

There are two alternative mechanisms of minority rights protection: cumulative voting and 

minority representation in the board of directors. Cumulative voting relates to voting during 

board elections in which the votes of the contending groups will be multiplied by the number of 

board seats and calculated for the contenders' nominees in accordance to the proportion of each 

182 The meetings of shareholders are class ified into general and special. General meetings are meetings which consist 
of shareholders of all classes. General meetings are in turn classified into ordinary and extra ordinary general 

o meetings. Ordinary General Meeting is held once every year to discuss financial and administrative affairs of the 
company. Extra ordinary general meeting is a meeting of the shareholders to consider a particular matter specially 
amendment of the statutes. Special Meeting is a meeting that consisting of shareholder's of part icular class to 
transact business affect ing their interest only. See Art 390,Atrs 423-435,Arts 426-428 of the Commercia l Code 

IS' Annotations to OECD Principles, pA2 
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group 's summed up votes and believed to avoid a majority-take-all outcome. 184 The means 

envisaged under Article 352 does not seem to ensure proportional minority shareholder 

representation. Article 352 of the Code which provides for proportional representation in boards 

reads: 

Where there are several groups of shareholders with a different legal status, the articles of </ 

association shall provide for each group to elect at least one representative on the board 

of directors. 

The message of this Article tS vague. Particularly, it is not clear with what it means by lega l 

status and whether the law is referring to the class of shareholders under Articles 335, 336 and 

337 of the Code. In other words, it seems to require a situation where shareholders are divided 

into several groups with each shareholder having some internal relationship by which to identi fy 

with its group and vote in concett. Nevertheless, this cannot be expected in share companies with 

numerous shareholders that are counted in thousands although it may be easier to realize in a 

closely held company. 

The derivative suit mechanism, i.e., the right to initiate suits against directors or third parties on 

behalf of the company is not provided for in the Commercial Code. However, it appears that the 

drafter of the provisions (Professor. Escarra) had initially drafted the provisions in article 364-

367 with the aim of providing for derivative suit mechanisms. This seems evident from hi s 

expose des moti fs in which he states: 

"These ve,y important provisions regulate the liability of directors and the procedure 

fo r enforcing this liability by individual or class action. These articles r .. .} represent a 

sufficiently simple and precise statement of one of the III OSt complex problems ill 

company law, i. e., the action which ·can be brought by each shareholder in the case 

where thefault of the directors has prejudiced the compally 's property as well as his own 

property. ,,1 85 

184 Fekadu, supra note 15, p.19 
185 Winship, supra note 126, p.64. It is more probable that, the original rules Prof. Escarra drafted were later changed 
eithe r by prof. Jaureret who replaced him upon his sudden death without completi ng the drafling, or by the 
Cod ification Commission. 
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If the remedy is to be sought from the directors themselves, as directors act on behalf of the 

company, it would be difficult to enforce claims on behalf of the company.- 186 In this case, 

directors may decline the legi timate claims of a company against third parties due to co llusion 

with outside business partners or in return for some illicit considerations. lsl Consequently, the 

right to take action on behalf of the company should pass to individual shareholders ls8 subject to 

defined conditions in order to prevent abuse of rights wherever any shareholder deems that the 

company should be taking legal proceedings against directors or some third party, but neither the 

board nor the general meeting does so. On the other hand, the OECD Principles incorporate this 

I element under Principle number III.A.2, which reads as: 

! 

I 
I 
I 

o "Experiellce has shown that an important determinant oj the degree to which shareholder 

o 

rights are protected is whether effective methods exist to obtain redress Jor grievances at a 

reasonable cost and without excessive delay. The confidence oj minority investors is 

enhanced when the legal system provides mechanisms Jor minority shareholders to bring 

lawsuits when they have reasonable grounds to believe that their rights have been 

violated. ,,189 

The derivative suit mechanism is provided under the Draft Commercial Code. Accordingly, 

actions for damages suffered by the company as a result of a tort committed by directors in the 

performance of their duties shall be instituted in the interest of the company by the board of 

directors. 19o One or more shareholders may institute action in the interest of the company after 

servi ng a formal noti ce to the board of directors to which they fail to react within a time limit of 

thirty days. The applicants would have the ability to sue for damages for injury suffered by the 

company. In the event of a verdict in favor of the Company's claim, damages shall be awarded to 

the company.1 91 Thus, the draft Commercial Code is believed to fill the deficiency of the existing 

Code regarding derivative suit mechanism. 

186 Tom Hadden, Company Law and Capilal ism, 2nd Ed. (London: Weidenfeld and Nicholson (1977» , p.277 
o 187 Ibid 

188 Ibid 

c 

189 Annotations to OEe D Principles, p. 41 
190 Draft Com. Code, Art.365 (I). 
191 Ibid, Art.365 (2) 
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Moreover, Art.416 (2-5) of the Com. Code provides for the right of a shareholder to challenge 

decisions of the General Meeting. In addition, when fundamental changes are made to the objects 

or nature of the company or the transfer of the head office abroad, minority shareholders are 

accorded the right to withdraw from the company under Article 463 of the Code. What's more, 

the "one share one vote" right is provided for in the Com. Code by Articles 345 (3) and 407 (2). 

By and large, although the Commercial Code incorporates the aforementioned rights that are 

believed to minimize minority shareholders' exploitation by managers or block holders, it lacks 

in other rights such as the right to proxy voting by mail; the derivative suit mechanism, 

Cumulative voting or proportional representation of minorities on board of directors since 

Art.352 of the Code is too vague to be applicable. The requirement under Art.40l which obliges 

shareholders to deposit their shares prior to Shareholders' Meeting also reduces the minority 

rights protection. Hence, it can be concluded that the law is insufficient in shareholder protection 

due to the fact that the rights lacking under the Code are the most important ones which can 

minimize minority shareholder exploitation by managers or block holders. Moreover, the absence 

of stock markets affects the exit rights of minority shareholders. 

3.3.3 Disclosure and Transparency in Corporate Governance 

The OECD fifth principle on transparency and disclosure states the following: 

The corporate governance framework should ensure that timely and accurate disclosure is made 

on all lIIaterial mailers regarding the corporatioll. including the financial situation, pellorll/ance, 

ownership, and governance of the company"9' 

It has been argued that the lack of transparency ansmg from inadequate disclosure allowed 

significant problems to build up in the financial and corporate sectors. For instance, when the 

financial condition is deteriorated in East Asian countries, the inability of investors and creditors 

to determine sound financial institutions and corporations due to the lack of transparency resulted 

in investors being reluctant to hold shares while creditors became reluctant to overturn maturing 

192 OECD Principles of Corporate Governance, (2004), Principle V 
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, short-term debts for fear of an imminent IOSS.193 It was believed that this contributed signifi cantly to the erosion of investor confidence and in part exacerbated the crisis. 194 

[n relation to the disclosure and transparency requirements, Book I , Title 3, Chapter I of the Commerci al Code contains the basic rules relating to accounts record keeping. Under article 63( I), all persons and business organizations carrying on a trade must keep, according to the generally accepted accounting principles, such books and accounts as are required in accordance with business practice and usage, having regard to the nature and importance of the trade carri ed on. Petty traders' may be exempted from keeping accounts. Article 63(1) is intended to be the basic legal requirement for record keeping by regulated persons. The requirement may be supplemented by other, more detailed requirements app lying to particular forms of enterprise, but the basic legal requirement applies to all. . 

The Code goes on to say that any trader shall keep a book of account where he shall make a daily record of his daily dealings and must, once a month reconcile the proceeds of such dea lings[Art.66(2)]. Traders must also prepare, at the end of each financial year, an assets and li ab iliti es account and a profit and loss account [Art. 67(2)]. All books and accounting documents must be preserved for at least ten years [Art.69] . There are no additional mles on accounting record-keeping for joint ventures, partnerships or companies (though there are more detailed requirements concerning the format of company accounts). 

o 

Furthermore, in Book 2, title 6, chapter 6 the Code makes the directors of companies responsible fo r the preparation of financial statements, including consolidated financial statements for group of companies and for ensuring that an audit of the financial statements is conducted regularly.195 Besides, Article 362 of the Code requires board of directors to keep accounts and books; submit the accounts of the auditors and an annual report of the company's operations including a financial statement to the meetings. Moreover, in book 2, chapter 4, secti on 2 of the Code deals with duties and responsibilities of Auditors under Articles 368- 387. Specifically, it prov ides for 

o I')) Pik Kun Liew, The (Perceived) Ro les of Comorate Governance Reform in Malaysia: The Views of Camorate Practitioners, (University of Essex, WP No. 06-02, Apri l 2006), p.5 I!J~ Ibid 
1'>5 Com. Code, supra note 40, Art.446 and 45 1 
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the appointment of auditors (Art.368-37 I), duties of auditors (Art.374-377), powers of auditors 

(Art.378-379) and liability of auditors (Art.380). As it is provided under Art.374, auditors have 

the fo llowing duties: 

~ audit the books and securities of the company; 

~ verity the correctness and accuracy of the inventories, balance sheets and profit and 

loss accounts; 

~ certity that the report of the Board of Directors reflects the correct state of the 

company's affairs; and 

~ can-yout such spec ial duties as may be assigned to them. 

The auditors are civilly liable to the company and third parties for any fault in the exercise of 

their duties which occasioned loss (Art. 380(1» . In addi ti on, an auditor who knowingly gives or 

confirms an untrue report concerning the position of a company or fails to inform the public 

prosecutor is criminally liable (Art. 3380(2». 

Neveltheless, the provisions for both preparation and aud it of financial statements reqUIre 

improvement. In provisions for preparing financial statements, there is no requirement to comply 

with accounting standards, and the financial siatements required to be produced are on ly balance 

sheet and profit and loss account. 196 In provisions for audit, there is no requirement to comply 

with auditing standards, no specified qualification of auditors,197 and no audit requirement for 

private limited companies with 20 or less shareholders. Nonethe less, there are two convincing 

points calling for audits of all private limited companies. In the first place, the limited liability 

status granted to a company is meant to be accompanied by a mechanism of assuring the 

credibi lity of the financial affairs of the company and such mechanism can on ly be provided 

through audit. 198 Secondly, there may be private limited companies which, even though they have 

less than 20 members, are large enough to be public interest entities. Another area which needs to 

be reviewed in the Commercial Code is the issuance of shares to the public. Share companies are 

o )'.16 In comparison, IFRS require income statement, balance sheet, cash now statement, and statement of changes in 
e~uity or statement of recognized gains and losses. 
19 Qualification would be provided by defining auditors as those holding a practicing license issued in accordance 
with the country's legislation governing accountaJ1cy. 
'98 ROSe, supra no Ie 27, P.6 
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allowed to issue shares to the public, but there is no regulation for the issuance of these shares. 199 

Regulating public issue of shares protects the public interest by enabling the detection and 

rectification of frauds , errors, and omissions before the information goes public. 200 Preferably, 

regulation requ irements would include an audit report on the financial information to be included 

in the prospectus and registration, and approval of the prospectus, with a regulator, before release 

h bl ' 201 to t e pu IC. 

The banking industry is one of the financial sectors which face relatively strict oversight fronr its 

regulator, the NBE. The Banking Business proclamation No.592/2008 deals with financial 

records and external audit inspection under part six, in which it has put additional disclosure 

requirements on Banks. Accordingly, Article 23 (I) of the Proclamation provides that the NBE 

may direct banks to prepare financial statements in accordance with the international.financial 

statements standards, whether their designation changes or they are replaced , from time to time. 

The problem in this provision is that 'International Financial Statements Standards' is not 

defined, and there are no accountings standards set or adopted in the country. It further states that 

·1 0 all banks must keep records as are necessary to: exhibit clearly and correctly the state of its 

affairs; expla in its transactions and financial position; and enable the NBE to determine whether 

o 

o 

c 

the bank had complied with these requirements (Art.23 (a-c)). For Each type of transactions, all 

banks must register and keep documents. Article 24 of the Proclamation deals with appointment 

of external aud itors in all banks and that should be approved by the NBE. Pursuant to Article 26 

(I) of the Proclamation, the duties of external auditor include to report its audit findings and 

conclusions, carried out on the basis of international auditing standards, to the shareholders of the 

bank and the National Bank. 

Moreover, Proclamation No.592/2008 deals with disclosure of information and inspection of 

Banks. Art.28 (I) of the Proclamation provides that "EvelY bank shall, within a tillle period to be 

determined by the NBE, send to the NBE duly signed financial statements and other reports as 

prescribed by it." Besides, it stipu lates in Sub-Art.2 that evel), bank shall exhibit at evelY place of 

199 Ibid 
200 Ibid 
201 Ibid 
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its busilless, includillg its branches, in a conspicuous place throughout the year, a copy of the last 

audited balance sheet and profit and loss account in respect of all of its operations; cause such 

balance sheet and profit and loss account, together with th e notes thereto, to be published in a 

newspaper of wide circulation. The exhibition and publishing of financial statements must occur 

within two weeks after the annual shareholders' meeting,z°l 

By the same token, Art.l5 of Microfinancing Business Proclamation No.626 12009 provides for 

the "Financial Records and Disclosure of Informatioll". Accordingly, any Microfinancing 

Institution must: a) prepare its financial statements in accordance with acceptable accounting 

standards; b) keep such records as are necessary to exhibit clearly and correctly the state of its 

affairs and to explain its transactions and financial position and to enab le the NBE to determine 

whether the micro financing institution had complied with the provisions of this Proclamation 

and directives issued by the NBE; and c) register and keep documents for each type of transaction 

in accordance with directives of the NBE2 0J
' In addition, any Microfinancing Institution shall : 

w ithin a time period to be determined by the NBE, submit to it duly signed financial statements 

and mother reports as prescribed by it; and exhibit at all branches, in a conspicuous place 

throughout the year, a copy of the last audited balance sheet and profit and loss statement204 

Furthermore, any micro-financing institution shall , where it appears likely that: it cannot meet its 

ob li gations to its depositors or other creditors; or it may have to suspend payments to deposi tors 

or other creditors; forthwith notify the NBE of the full facts of the situation and also provide sllch 

other information as the NBE may request.105 

The Microfinancing Business Proclamation provides for the Appointment of External Auditors in 

Art. 12 that evelY lIl icrojinancing institution have to appoint an external auditor satisfactory to 

the NBE. Where it is without an external auditor, it must immediately notify such fact to the 

NBE206 The duty of an external auditor of a micro financing institution shall be to report his 

audit findings and conclusions, carried out on the basis of "accepted auditing standards ". to the 

o 202 Proclamation No.59212008, supra note 2 1, Art.28(3) 

o 

2o, Micro-Financ ing Business Proclamat ion, 2009, Art. 15( I), Proclamation No.626, Fed.Neg.Gaz. 15th Year NO.33 
20' Ib id Art.15(2) 
20' Ibid, Art.1 5(3) 
200 Ibid, Art. 12(1 ) 
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shareholders of the institution and the NBE. The external aud itor shall also be required to submit 

the management letter to the NBE.207 Nevertheless, "accepted auditing standards" is not defined 

in the Proclamation. 

On the other hand, Auditors for insurance companies are not sUbjected to any additional 

requirements other than the provisions of the Commercial Code. The Proclamation for Licensing 

and Supervision of Insurance Businesses No.86/1994 states that the balance sheet, profit and loss 

account and revenue account of every insurer shall be audited annually by an auditor; and the 

auditors for insurance companies shall have powers, functions, and duties; and be subject to 

liabilities and penalties under the Commercial Code208 There are no other regulations for auditors 

of insurance companies. Furthermore, there is no accounting and auditing standards set in 

Ethiopia209 For accounting standards, there is no law or regulation that has set or requires 

accounting standards in preparation of financial statements. Some laws require generally 

accepted accounting principles (GAAP) to be applied or Accepted Accounting and Auditing 

Standards (AAS)210 However, in all cases, GAAP and AAS are not defined. Even though OFAG 

(Office of the Federal Auditor General), in 2003, directed all auditors to conduct audits in 

compliance with ISA (International Standards on Auditing), for auditing standards, the directive 

met resistance from auditors on the argument that it is impossible to apply ISA in the absence of 

accounting standards, as a result of which the directive was subsequently withdrawn.21 1 There are 

no set penalties for noncompliance with the requirements on accounting and financial reporting. 

In the Commercial Code, there are no penalties for noncompliance with provisions for keeping 

accounting records, preparing financial statements, or filing and publication of the financial 

statements. Similarly, the laws and directives 

' ·' Ibid Art.13(1) 
'.8 Licensing and Supervision of Insurance Business Proclamation, 1994, Art.18 Proclamation No.86 Ne.Gaz, No.46 
209 Ethiopia _ Accounting and Auditing ROSe, supra note 27, p.6 
21 . For instance, Public Enterprises Proclamation 25/1992, Art.27 requires state-owned enterprises to keep books of 
accounts following genera lly accepted accounting principles (GAAP), and proclamation No.626/2009, Art.12 
requires micro financing institutions to keep books of accounts following Accepted Accounting Standards. 
21 I Ethiopia _ Accounting and Auditing ROSe, supra note 27 
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of insurance companies and state-owned enterprises have no penalties for noncompliance with 

accounting and other annual financial reporting requirements,212 

3.4 Deficiencies of the Existing Legal framework 

Although the Commercial Code and other relevant laws provide for the formal structure of 

corporate governance, they do not address issues in governance of share companies sufficiently, 

Some of the main deficiencies discovered during the analysis of relevant provisions of the Code 

and other laws wi th respect to basic issues in corporate governance are summarized below: 

o 3.4.1 Board of Directors' Issues: 

o 

o 

c 

• The Code does not specify the structure of the board to be either unitary or dual ; 

• Although non-executive directors play a significant role in prov iding independent and 

objective guidance and direction of management and company, the Code and other 

relevant laws do not require companies to have independent non-executive directors and 

do not distinguish the roles of the;: board from that of the management. Similarly, the draft 

version of the Code does not provide for the non-executive and independent directors, 

Besides, it does not define independence of board of directors, 

• The Code does not prescribe any formal qualifications for directors of companies as a 

result of which even incompetent and mediocre persons can become member of boards of 

directors; 

• It does not provide for separation of the roles of the CEO and board Chairperson; 

• The Code and other relevant laws do not require companies to have different board 

committees, Although many committees on corporate governance have recommended in 

one voice the appointment of special committees for nomination, remuneration and 

auditing,213 the existing legal framework , the draft Commercial Code as well as the 

recommendations given by the group of " FoUlteen Nati onal Experts" on the draft version 

212 Id, p.13 
213Fernalldo, supra note 45, p.24 
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of the Code do not raise the issue of importance of such committees in the context of 
Ethiopian share companies. 

• The ex isting legal framework does not clearly address issues related to directors' 
remuneration such as transparency, pay for performance and process for determination. 
Furthermore, the Code and its draft version do not define what constitutes "statutOlY 
dividend" as well as "a sum representing 5% of the paid up value of shares which have 
/lot been redeemed" and to whom should it be paid. In addition, the amount of 
remuneration of bank 's board of directors set by Directives NO.SBB/49120 II is criticized 
for not consulting global best experiences and its failure to align the interests of directors 
with those of the stakeholders, and for not taking into account risks and liabilities 
invo lved there and the impact of ineffective compensation on the independence of the 
board from the management. 

3.4.2 Protection of Minority Shareholders 
In relation to the Rights of Shareholders, the Code lacks in rights such as: the right to proxy voting by mail; 
• 

the deri vative suit mechanism; 
cumulative voting or proportional representation of minorities on board of directors since 
Art.352 is too vague to be applicable in the context of diffused share ownership. 

• The requirement under Art.40 I of the Code which obliges shareholders to deposit their shares 
prior to Shareholders ' Meeting also reduces minority rights protection. • 

• 

strong exit rights and voice rights due to the absence of institutions such as stock markets, 
which play disciplinary roles against misbehaving management and/or block holders. 
Hence, it can be concluded that the law is insufficient in shareholder protection due to the fact 
that the protections lacking under the Code are the most important ones that can lessen 
minority shareholder exploitation by managers and/or block holders. 
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3.4.3 Disclosure and Transparency: 

• 

• In provisions for preparation of financial statements of the Code, there is no requirement 

to comply with accounting standards, and the financial statements required to be 

produced are only balance sheet and profit and loss accounts. 

In the provisions relating to audit, there is no requirement to comply with auditing 

standards, no specified qualification of auditors, and no audit requirement for private 

limited companies with 20 or less shareholders; 

• There is no accounting and auditing standards set in Ethiopia. For accounting standards, 

there is no law or regulation that has set accounting standards in preparation of financial 

statements. Even in the laws that require accounting standards in preparation of financial 

statements, such as accepted accounting principles (GAAP) in Proclamation No.2511992, 

'International Financial Statements Standards' in Proclamation No .592/2008, and 

'Accepted Accounting and Auditing Standards' in proclamation No .626/2009, there is no 

definition as to what constitutes such standards in these laws. 

• There are no set penalties for noncompliance with the requirements on accounting and 

financial reporting in the Commercial Code. In the Code, there are no penalties for 

noncompliance with provisions for keeping accounting records, preparing financial 

statements, or filing and publication of the financial statements. 

• Enforcement mechanisms of financial reporting requirements are weak because of lack of 

capacity in regulatory institutions and the absence of penalties in some laws. 
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CHAPTER FOUR 

REFORMING CORPORATE GOVERNANCE IN ETHIOPIA: WHAT SHOULD 

THE FUTURE LOOK LIKE? 

4.1 Conclusions 

Nowadays, good corporate governance becomes an essential precondition for promoting 

economic growth and reducing poverty. Particularly, good corporate governance is critical to 

boost investors ' confidence, expand the private sector, and stimulate economic growth 1 On the 

other hand, in many developing countries, especially in Africa, heightened recognition of lost 

opportunities to mobilize financial resources on domestic and international capital markets 

through good corporate governance excited the interest of African Heads of States including 

Ethiopia, which inspired them to include 'corporate governance as one of the four thematic areas 

subject to review under the African Peer Review Mechanism (the APRM).2 

As a public policy issue, corporate governance was originated in the classic work by Adolf Berle 

and Gardiner Means entitled "The Modern Corporatioll alld Private Property" in 1932] Berle 

and Means pointed to the increasing dispersion of corporate shares among a growing number of 

persons, who, because they were numerous, widely scattered and had relatively small interests 

were not able to exercise contro l over the company they owned 4 According to their view, the 

total separation between ownersh ip and control creates agency cost, i.e., a risk of the agent 

(managers) working for thei r own interest at the expense of the principal's (shareholders)5 

I Seward Montgomery Cooper, "Corporate Governance In Developing Countries: Shortcomings. Cha llenges & 
Impac t on Credit", Modem Law/or Global COlllllleree, (9-12 July 2007), p.1 
2 The APRM is a unique mechanism under which 26 African leaders, inc luding Ethiopia, have agreed to submit their 
respective countries and themselves to review introspectively by their compatriots and review Africa-wide by their 
peers in selected areas of governance. The selected areas arc (i) political governance and democracy, (i i) economic 
governance and management, (iii) socia-economic development, and (iv) corporate governance. See Ibid 
) See AdolfBerle, Jr. and Gardner C. Means, The Modem Comoration and Private Property (New York : Macmillan, 
1932). 

4 Ibid 
5 Ibid 
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Western countries have been address ing agency problems prevalent in modern publicly held 

companies through different mechanisms. While continental European countries devised dual 

Co board structure in companies where minority shareholders and other stakeholders could be 

represented in the supervisory board, common law countries, notably UK and USA on the other 

hand, have been addressing the prob lem by requiring sufficient di sclosure on the affairs of 

companies and by infusing independent outside directors in unitary board of directors who have 

little or no conflict of interests with the management to alleviate agency cost problem by 

superintending the managers and block holders in the best interests of shareholders and the 

company6 Furthermore, these countries (UK and USA) empowered minority shareholders to 

initiate derivative su its against a fe lonious board of directors or its members 7 Besides, the 

o ex istence of stock market serves as a disciplining instrument not only through its regulatory role, 

but also indirectly by faci litating exit for minority shareholders from underperforming or 

oppressing companies.s In addition, in economically advanced countries market disciplines 

corporate managers through mechanisms such as hostile takeovers for corporate control. 

In Ethiopia, due to the current booming of share companies with thousands of shareholders, 

ownership is being separated from control of dispersed shareholders and seems to have gone or 

has gone into the hands of few managers. Given this prevalent situation, there is a need to be 

cautious that shareholders may be subjected to exploitation in the hands of corporate managers· or y 

block-holders9 To address such a fear, appropriate laws and institutions are necessary. 

However, the legal framework pertinent to corporate governance, including provisions of 

Commercial Code as well as other relevant laws, is found to be inadequate to protect the interest 

(J of shareho lders from undue exp loitation of managers and/or block holders in the context of 

modern share companies. Besides, a closer look at of the pertinent provisions of the Revised 

Draft Commercia l Code shows that the revision process didn ' t address critical issues in corporate 

governance. For instance, issues related to board of directors such as: responsibilities of directors 

as distinguished from that of the management, access to information, election criteria, 

o 
6 Jeswald W. Salacuse, COIporate Governance ill the UNECE Region, Paper commissioned for the Economic 
Survey of Europe, 2003 No. I by the secretariat of the United Nations Economic Commission for Europe, UN/ECE, 
Geneva, (December 2002), p.48 
7 Rafael La Porta el. a I. , "Law and Finance," (2000), JOll/'llal oj Political Ecol/omy 106, I 113-1142, p.24 
8 Ibid 
9 Berle and Means, Supra note 3 
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composition, independence, separation of roles of chairman and CEO, board committees (e.g., 

audit committee, nomination committee, and remuneration committee) are not well considered. 

o Besides, the law under review is insufficient in shareholder protection due to the fact that the 

protections lacking under the Code are the most important ones that can minimize minority 

shareholder exploitation by managers and/or block-holders. In this regard, the Code and other 

relevant laws lacks in rights such as: the right to proxy voting by mail; the derivative suit 

mechanism; cumulative voting or proportional representation of minorities on board of directors 

since Art.352 of the Code is too vague to be applicable in the context of dispersed shareholders. 

In addition, the requirement under Art.40 I of the Code which obliges shareholders to deposit 

their shares prior to shareholders ' meeting reduces minority rights protection. As far as issl\es 

o regarding financial repoliing, transparency and audit are concerned, there is no requirement for 

compliance with accounting and auditing standards both in the Commercial Code and other laws 

for financial share companies . Some laws require compliance with generally accepted accounting 

princip les and generally accepted auditing standards, but these terms are not defined. 

These facts, therefore, expose the urgency of carefully and promptly re-designing the law with a 

view to protecting shareholders' interests and thereby create a favorable condition for the flow of 

capital by boosting the confidence of investors. To address the existing and potential problems, 

the government is expected to introduce appropriate laws and institutions, for instance, as is 

recommended in the coming sections. 

As far as share companies engaged in financial services are concerned, even though the strict 

regu latory situation under Proclamation 592/2008 and Directives of the NBE within which 

o financial companies operate brings their managers and block holders under a strict contro l of the 

NBE, that does not seem to be sufficient to address all issues in corporate governance. It is true 

that financia l regulation is just one aspect of corporate governance. But it does not give adequate 

answer to issues such as problems that minority investors may face in share companies. As can 

be evidenced from Articles 12-17 of Proc No.592/2008 and NBE Directives, the objective of the 

NBE is mainly protection of depositors, the maintenance of a sound monetary system and 
o maintaining a healthy financial industIy than specific issues in corporate governance. This is why 

the NBE is given power to dismiss or suspend the board of directors or take other stiff measures 

like limiting remuneration of directors below the amount set in the Commercial Code without the 
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request of shareholders of such companies. Accordingly, the conclusions and recommendations 

in thi s thesis as regards core issues in' corporate governance related to board of directors, 

o protection of minority shareholders and disclosure and transparency should also be applicable for 

fin ancial share companies . 

o 

o 

In the coming sections, the paper tries to address questions such as how corporate governance 

laws and institutions should be introduced; what type of principles and practices should be 

adopted and which approach of corporate governance (i .e., non-regulatory or regulatory) would 

better achieve the purposes of protecting the interests of shareholders in parti cular and 

stakeholders in general, in the Ethiopian context. 

4.2 Recommendations 

4.2.1 Development Policy Considerations for Corporate Governance in Ethiopia 

In Ethiopia, the corporate governance reform should promote transparent and effi cient markets, 

be consistent with the rul e of law and clearly articulate the di vision of responsibilities among 

difft:rt:n t , upervisory, regulatory and enforcement authorities. Moreover, corporate governance 

law refo rm should consider key development policy aspects which match with the country's 

plans for poverty reduction and wealth creation. lo In other words, the corporate governance 

framework should be developed with a view to its impact on overall economic performance, 

market integri ty and the incentives it creates fo r market participants and the promotion of 

transparent and efficient markets. I I Hence, the need to adopt best corporate governance 

principles and practices should also target the creation of vibrant share companies that would 

undertake corporate social responsibilities and would act as active and integrated partners in the 

national development objectives of the country. Moreover, in preserving a company's 

sustainabili ty, Board of Directors should be able to ensure the fulfillment of the company's 

10 Dr. Gabor Bruszt and Zekrie Negatu, Draft Project Document for Development of Corporate Governance in 
Elhiopia, AACCSA, (June 2009), p. 19 The Addis Ababa and Ethiopia Chambers of Commerce and Secloral 
Associations, in consultation with the Government of Ethiopia, and through support from the Swedish International 
Development Agency (SIDA), launched an ambitious private sector led in it iative to inst itutional ize corporate 
governance in Ethiopia. 
" OECD Principles of Corporate Governance, (2004), principle l.A 
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soc ial responsibility. To achieve these objectives, Board of Directors should have a clear and 

foc used written planning in meeting the company's social responsibi li ty. 12 

4.2.2 Approaches to Reform Corporate Governance in Ethiopia 

4.2.2.1 Shareholder VS. Stakeholder Models of Corporate Governance 
Ethiopia should carefully and critically examine the entire experience of both the North America 

and the Western Europe with a view to look for principles to be adapted to its local needs. Rather 

than leap to a shareholder or stakeholder model or hastily choosing a unitaty or two-level board 

structure, the country needs to determine the system of corporate governance most appropriate to 

her own individual needs and circumstances. Organizations and individuals from western 

developed countries inevitably press for the adoption by transition economies of "best practices" 

in corporate governance, best practices that have invariably originated in their own home 

countries. 13 Those best practices are of course the product of specific national experiences and 

cultures, factors that may make their adoption by a given transi tion economy like Ethiopia would 

make inappropriate or at least difficult without significant adaptation. In evaluating foreign 

I ~ models of corporate governance, policy makers in Ethiopia have to remember that to a large 

extent, western corporate governance systems have evolved through time and as a response to 

o 

o 

o 

periodic, specific financial crisis in individual countries. 14 

The best approach believed to fit the reality of Ethiopia is, therefore, to selectively adapt/adopt 

the best experiences from both Anglo American and European Civil Law systems of corporate 

governance. This is true because of two reasons. In the first place, nowadays, different corporate 

governance systems are converging to a greater extent. 15 It is noted that a point of convergence 

between the bare shareholder model advanced by Americans and the extreme stakeholder model 

advocated by Europeans, may reside in the notion of "socially responsible corporate 

governance," which look for possibility of combining 'corporate good governance' and 

'colporate social responsibility'. 16 In the second place, some scholars have determinedly advised 

the transition economies like Ethiopia that: 

12 See for instance, Indonesia's Code of Good Corporate Governance, Nat ional Committee on Governance, (2006) 
13Salacuse, supra note 6, p.52 
" Ibid 
" Ibid 
16 Ibid 
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Merely transplanting laws and institutions is dijJicult for the reason that there are new conditions and 

many cultural differellces in one hand and to develop entirely new institutiolls would be an 

unpredictable adventure for transition economies, On the other. 17 

Therefore, Ethiopia should carefully adapt experiences of both models of corporate governance 

to her loca l circumstances rather than waste its time and resources to develop entirely new 

institutions of corporate governance. This would inevitab ly lead to combine the concepts of 

"good corporate governance" and "corporate social responsibility. " Doing so will not be a 

difficult task as the Commercial Code of Ethiopia is eclectic from its very beginning. To this 

end, in the Expose des Motifs of the Commercial Code of Ethiopia, professor Escarra explains 

the selection of best foreign laws while he was drafting the share company's part of the Code: 

"[T} he goal to attain is to encourage aile day investment of Ethiopian savings in large broad based 

elltelprises f. .. .} This is why, without taking into account the so called preference to be given to tilis 

or that model in the Continental or the Anglo American legal system, f had always ill mind the v 

interest of Ethiopia alld f have selected the solutions which f believe to be the best 110 malter where 

they come[rom, on condition that they may be applied to Ethiopian conditions, if not immediately, at 

leasl withill a reasonable lime. ,,/8 

As can be inferred from this assertion, Professor Escarra has selected rules wh ich he believes to 

be best to satisfy the interest of Ethiopia without taking account of the preference to different 

models in the Continental or the Anglo American legal system. By the same token, the approach 

to be followed in the process of reforming corporate governance of share companies in Eth iopia 

should be similar to the one followed by Professor Escarra. As long as the principles of corporate 

governance adapted in the country entail the desired change, it does not matter where they come 

from . In this manner, both the existing systems of corporate governance can be strengthened and 

new mechanisms can be introduced. 

4.2.2.2 Voluntary vs. Mandatory Approaches to Corporate Governance 

There are two basic approaches to assure managerial devotion to the interests of a company and 

its shareholders, which are classified as mandatory and voluntary approaches. The mandatOlY 

approach relies upon formal rules and institutions backed by the coercive power of the state's 

17 (d , p. 54 and A. C. Fernando "Corporate Governance: Principles. Policies. and Practices." (Pearson Educ3lion, 
2006), p.490 
18 Peter Winship, Commercial Code of Ethiopia 11960) Book II. Expose Des Motifs. (Addis Ababa, HSIU, Faculty 
of Law, 1970), p.5 
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legal system. 19 On the other hand, the voluntary approach emphasizes the market mechanism and 

contractual arrangements such as incentive compensation schemes involving stock and stock 

options, and efficient capital markets, as means for inducing desired management behavior2o 

Although both approaches are needed to achieve optimal systems of corporate governance, an 

important question for poli cy makers is what the appropriate balance is.21 The voluntary 

approach had many advocates and even seemed to be in the dominance until the recent financia l 

scandals and their negative impact on securities markets22 

The Draft Project Document for Corporate Governance in Ethiopia has suggested for adoption of 

vo luntary National Code of Corporate Governance with which companies will be expected to 

"comply or Exp lain" i.e., prove and report full compliance with the National Code or exp lain 

deviation from it. 23 The project document does not, however, provide a justification why this 

model is preferred in the context of Ethiop ia. The Voluntary Code of Corporate Governance for 

Ethiop ia is adopted in June 3, 20 II under the auspices of Addis Ababa Chamber of Commerce 

and Sectoral Association (AACCSA). The adoption of the Code, without doubt, can be taken as a 

good step in the right direction as it introduces standards of good corporate governance in 

Ethiop ia in a detailed and comprehensive manner. It can be a point of reference to companies 

which are ready to adopt and apply the principles and practices contained in the Code 

vo luntarily. The Code has adapted best principles and practices regarding composition, 

independence, board committees and other various issues in corporate governance. 

Neve11heless, this writer contends that voluntary approach of corporate governance cannot be an 

appropriate mechanism to control corporate frauds that could occur in the context of booming 

o share companies in Ethiopia. This is not without reason(s) . First of all , voluntary code of 

corporate governance has been adopted in countries where market plays a strong discipl inary 

role for companies that fai l to apply good corporate governance principles vo luntarily. For 

instance, the basic concept of the Australia's voluntaty code is that the market can come to its 

o 

19 Sa lacuse, supra note 6, p.14 
10 Ralph K Winter, "State Law, Shareholder Protection, and the Theory of the Corporation," Journal of Legal 
Sill dies 6, 251 ( 1977); Michael C. Jensen and Wi lliam H. Meck ling, "The Theory of the Finl/: Mal/agerial 
Behavior, Agency Costs alld Ownership Structllre, " Journal of Financial Economics 3, 305 (1976); Henry G. 
Manne, "Mergers and the Market for Corporate Control ," 101//'1101 of Political Ecol/omy 73 , 110 ( 1965). [As cited in 
Ibid] 
21 Salacuse, Supra note 6, p.14 
22 Ibid 
2J G. Bruszt and Zekrie N., supra note 10. 
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own conclusions about the significance of non-compliance based on the circumstances of 

individua l companies?4 

In Ethiopia, the disciplinary role of the market IS insignificant as the number and sizes of 

companies are very smal l. There is also weak culture of competition in the country amongst 

business cOlllmunity in general and companies in particular. Furthermore, Ethiopian companies 

do not seem to apply good principles and best practices of corporate governance voluntarily. For 

instance, share companies engaged in banking business, wh ich are facing strict regulation from 

the N BE, are not free from frauds as evidenced by their fornler top executives being criminally 

prosecuted25 This shows that the country couldn ' t control frauds in share companies even where 

there is a clear mandatory law, let alone a soft law. Therefore, both weak market and conduct of 

Ethiopia's companies point to the difficulty of applying voluntary laws and ensuring good 

corporate governance through such laws in the country. 

Furthermore, the experience of other countries wh ich have adopted voluntary codes of corporate 

governance earlier supports the argument that voluntary codes cannot prevent companies from 

mishehav ing and going bankrupt. For example, in the USA, huge companies such as Enron, 

WorldCom and Tyco International were collapsed in 2002 while they were applying the 

voluntary system of corporate governance26 As a result, the American Congress had to adopt a 

mandatory code of corporate governance that culminated in the Sarbanes-Oxley Act of 2002, 

which is known as the Public Company Accounting Reform .and Investor Protection Act of 

2002 27 Accordingly, publicly held companies must meet all requirements contained in the Act, 

24 ASX Corporate Governance Council , Corporate Governance Principles Recommendations, (August 2007) 
<htlp :/lwww.asx.com.au/supervision/pdflcorp _governance yrinciples _recommendations_2nd _edition. pd f.> Visited 
on I I April 20 11 
25 For instance, on May 6, 20 11 witnesses testified against Awash International Bank's Leikull Brehanu, former 
president, and nine other former employees who had been brought up on charges of mishandling letters of credit and 
approving a little over 6.1 million dollars in cred it outs ide of the bank 's foreign currency procedures. See Addis 
fOrlu ne, volume 12 No.575, May 8, 201 1 
26 Paul S. Aikins, 'The Sarbanes-Oxley Act of 2002: Goals, Con lent, and Status of Implemenlalion' (2003) 
<hllp://www.sec.gov/news/speech/spch032503psa.hlm> al 20 March 20 Ii. This is considered as a fou ndalion lale 
for the new era of corporate governance. 
" Larry E. Ribstei n, 'Market vs. Regulatory 10 Corporale Fraud: A Critique of the Sarbanes-Oxley Acl of 2002' 
(2002) 28( I) JOl/mal of CompallY Law 3 
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which prescribes formal rules and institutions backed by penalties imposed on companies that fail to 

comply with the lega l rule in the Act2 8 

(1 The proponents of this system argue that: 

() 

o 

L' 

HThe 'rtlorld needs a strict cOIparale governance regime, which is able to eliminate fraud. 

corruption and other lIIisdeeds and practices; soft law and requiring a company to hire a nUlllber of 

non-executive directors, for instance, would not prevent corporate failures as evidenced ji-Olll the 

experience of EnrOll and WorldColII, though these compallies had non-executive directors; they 

were unable to prevent these cOlllpanies ji-Olll falling into bankruptcy. ,,29 

From a practical point of view, the Sarbanes Oxley Act of 2002 is a product of the " law matters" 

thesis, which essentially contends that law is important to protect shareholders, especially 

minority shareholders, from insider expropriation30 The critical goal of the "law matters" thes is 

is to promote capital markets and economic growth, which can be achieved by upholding 

shareholders ' property rights 3 1 

By the same token, there is no convincing reason and circumstance to adopt the voluntary code 

of corporate governance, which is proved to be failed mechanism even in countries where market 

plays crucial disciplinary roles. Therefore, the appropriate approach of corporate governance to 

be adopted in Ethiopia should be the mandatory approach. In other words, the government has to 

adopt principles and practices of good corporate governance in a mandatory legislation which 

binds all companies and appropriate penalties should be imposed on those that fail to comply 

with the rules in the law. Let me conclude this part by bon-owing the words of Paredes (2005) in which 

he stated: 

If the goal is to protect shareholder interests ji-om the abuses and mismanagement of directors 

and officers, and silllilarly to protect minority shareholders ji-Olll the opportunislll of 

controlling shareholders, developing countries generally should turn to a mandatOlY model of 

cO/parale law instead of a market-oriented corporate governance system. 32 

28 Ani ta I. Anand, 'Voluntary vs. Mandatory Corporate Governance: Towards and Optimal Regulatory Framework' 
(2005) press Legal Series. Working Paper 5664 
19 Atkins, supra note 26 
30 Troy A . Paredes, 'A Systems Approach to Corporate Governance Reform: Why Importing U.S. Corporate Law 
isn't the Answer' (2004) 45 Willialll and Many La\V Review 1057 
31 Ibid 
32 Troy A. Paredes, Camorate Governance and Economic Development, (Washington Un ivers ity, 2005), p.l 

109 

( 



C! 

The other related issue here is whether it is necessary to overhaul the Commercial Code with the 

view to incorporate best principles and practices of good corporate governance, carefully and 

o selectively in the forthcoming Revised Commercial Code or enact independent corporate 

governance legis lation. In thi s respect, it is poss ible to follow either of the two approaches since 

it is feasible to realize the expected objectives alike if similar principles and rules are to be 

adopted li kely in either Commercial Code or independent corporate governance legislation. As 

the Commercial Code is under the process of revision cUITentIy, it seems cost efficient to 

incorporate such principles together with appropriate penalties to be imposed on companies that 

fail to comply with the law in the forthcoming Revised Commercial Code. 

\) Moreover, the following important factors should be considered in the process of reforming 

corporate governance laws in Ethiopia. Firstly, it should take into consideration the possibi lity of 

capital market development in the country with a future stock exchange and a broader category 

of corporate financial instruments; and secondly it should realize that such law is a dynamic 

concept which need to change and develop in tandem with changes in the Ethiopian business 

environment and in accordance with experiences and eva luations of its practiceD 

o 

o 

L' 

Therefore, provisions pertinent to corporate governance in the Commerc ial Code must be 

overhauled and must include the best principles and practices together with appropriate penalties 

fo r the failure to comply. With a view to indicate what the content of the law regarding core 

issues in corporate governance should look like, the fo llowing recommendations are suggested. It 

wi ll be tried to selectively adopt/adapt principles and practices of good corporate governance 

from different documents and literatures such as OECD principles, BIS-Principles for Enhancing 

Corporate Governance, Codes of corporate best practices such as UK Combined Code as well as 

Recommendations of different Committees such as SEB!. However, the writer doesn' t want to 

clai m that these recommendations are the only options. As there are ri ch experiences and 

documents in relation to the subject matter, the legislator may conduct further research and 

adopt/adapt rules from other sources and experiences as it thinks fit for Ethiopia . 

33 See also B. Gabor and Zekrie N., Supra note 10 
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4.2.3 Recommendations on Specific Issues in Corporate Governance 

4.2.3.1 Board of Directors 
Board of directors' reform should be at the heart of corporate governance In the Ethiopian 

company law particularly in relation to the following issues. 

A. Structure 

It has been suggested that as both unitary and dual board structures have their own specific 

advantages and disadvantages, they might be appropriate in patlicular circumstances and that 

good corporate governance structures can be created in both board systems34 However, it is 

advisable to adopt one of the two systems in the forthcoming Revised Commercial Code. For 

example, if we choose two-tier board structure, which is common in the continental law legal 

systems such as Germany,J5 it is possible to divide the board of directors into executive and 

supervisory and then assign independent directors in the supervisOly board to efficiently 

supervise executive directors. Such supervisory board wou ld be di stinct from the executive 

board. What the two-tiered system does is to separate the managerial and supervisory functions, 

I ) usuall y combined within the unitary board system, into two distinct organs. The existence of a 

o 

o 

\ 
I o 

separate superv isory board serves to increase the independence of non-executive directors and to 

give them extra power in acting as a supervisory body over corporate managers36 In the 

di spersed ownership model this seems to work much better if it is associated with the cumulative 

voting system 37 In order to prevent the influence of managers or block-holders in the se lection 

of directors, cumulative voting should be used to allow minorities to put their representatives in 

the supervisory board. 

B. Responsibility of the Board 

As in the OECD PrinciplesJ8, the responsibi lity of the board should be clearly defined to include 

the following key functions: 

34 Report of the High Level Group of Company Law Experts on a Modem Regulatory Framework ror Company 
Law in Europe, Brussels, (4 November 2002), p.60 
35 Sa laclIse, supra note 6, p.37 
J6 Ibid, p.38 
J7 See for instance the practice in Germany and Japan, in Yoshimichi Hiraide ( 1998), The Structure of Company 
Management and Shareholder Control in Japan, in Barry A.K. Rider, et ai , (editors), Commercial Law in a Global 
Context: Some Pe rspectives in Anglo-J apanese Law (Kluwcr Law International, London), p.lS3. 
38 OECD principles, supra note II , principle VI.D 
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• reviewing and guiding corporate strategy, ri sk policy, annual budget and business plans, 

setting performance objectives, monitoring corporate performance and overseeing major 

() capital expenditures and acquisitions; 

(' 

o 

o 

• selecting, compensating and monitoring key executives; 

• reviewing key executive and board remuneration; 

• monitoring and managing potential conflicts of interest of management, board members 

and shareholders; 

• ensuring the integrity of corporation 's accounting and financial reporting systems; 

• monitoring the effectiveness of the governance practices; and 

• overseeing the process of disclosure and communications. 

Therefore, the powers of board of directors under Art.363 of the Commercial Code should be 

reformulated taking the above listed points into consideration. 

C. Accountability to Shareholders/ Stakeholders 

The board should be accountable to the shareholders of the company, but not necessarily to the 

stakeholders' context. 39 The company should, however, respect its contractual obligations ' to 

stakeholders, such as, employees, creditors , suppliers, customers, environmental impact of the 

operations of the company, etc40 

D. Access to Information 

In order to fulfill their responsibilities, board members should have access to accurate, relevant 

and timely information.41 Management should provide timely, accurate, substantive and material 

information, including financial matters and exceptions, to the board and board committees42 

The board meeting should be conducted properly with clearly laid down agenda for discussion, 

which should be circulated well in advance and supported by substantive information. The 

minutes of the board meeting should be circulated well in advance of the next board meeting43 

39 Annotation to OECD Principles, supra note II , principle VI. A and VI.C and SEBI , infra note 42, Sec 6.2 
40 Ib id 

41 OECD principles, supra note II , principle VI. F 
42 Securities and Exchange Board of India (SEBJ): Report of the KlimaI' Manga/alll Bir/a Committee 011 Cmporafe 
Govemol/ce, Final Report: India, (March 2000), sec 13.2 A va ilable at 
http ://www.sebi.gov. in/commreport/comgoY.htmi(Last visited on 24 May, 2011]. 
4J Ibid 
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E. Election 

Independent and non-executive directors should be appointed on the board based on the 

recommendations of a nomination committee comprising of the independent directors of the 

board . The nomination committee should adopt clear and transparent criteria for se lection of 

independent board members. The criteria for choosing non-executive directors should be 

disclosed in the Annual Report.44 Hence, Art.350 of the Com. Code should be reconsidered 

accordingly. 

F. Composition 

The board should have core group of excellent, professionally qualified non-executive directors 

who understand their dual role of apprec iating the issues put forward by management, and of 

honestly discharging their fiduciary responsibilities towards the company's shareholders as well 

as creditors. The board should be suitably composed of non-executi ve and truly independent 

members, who should be professionally competent. It is impoltant to have high proportion of 

non-executive independent directors.'s Hence, Art.347 of the Com. Code should be revised 111 

thi s manner. 

G. Independence 
-=----In order to exercise its duti es of monitoring managerial performance, preventing confl icts of 

interest and balancing competing demands on the company, it is essential that the board is able to 

exercise objective judgment.46 A majority of non-executive directors should be independent of 

management and free from any business or other relationship that could interfere with their 

independent judgment.47 Independence of directors should be defined as: "Independent directors 

o are directors who apart from receiving director' s remuneration do not have any other materi al 

pecuniary relationship or transactions with the company, its promoters, its management, or its 

subsidiaries, wh ich in the judgment of the board may affect their independence of j udgment." 

o 

o 

44 OECD principles, supra note II , pri nciple VI.D. S and The Combined Code, sec A.S & A.7 
45 Advisory Group On Corporate Governance In India, Corporate Governance In India: Current Status, & 
Recommendations, Annexure - I. available at htlp://rbidocs.rbi.org.inlrdocs/Publ icationReport/Pdfs/20024.pdf 
visited on February 23, 201 1 
46 Annotation to OECD Principles, supra note 38, part VI.E 
4J The Combined Code, section A.3.2 
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Moreover, all pecuniary relationships or transactions of the non-executi ve directors should be 

disclosed in the annual report.48 

Co Hence, a provision dealing with independence of board of directors should be included in the 

forthcoming Revised Com. Code as is stated above. 

H. Orientation & Training 

Only experts, such as those having financial, technical or legal knowledge or specialization in the 

area of operations of the company, should be appointed to the board. However, some training on 

board practices should be imparted to the elected members at the cost of the company. For thi s 

purpose, an Institute of Directors may be set Up 49 

o l. Chairman and CEO 

o 

o 

o 

Chairman 's role should be different from that of the chief executive officer.50 Separation of the 

two posts may be regarded as good practice, as it can help to achieve an appropriate balance of 

power, increase accountability and improve the board 's capacity for decision maki ng 

independent of management.5l A non-executive Chairman should be entitled to maintain a 

Chailman's office at the company's expense and also be allowed reimbursement of expenses 

incurred in performance of hi s duties to enable him to discharge the responsibilities effectively52 

J. Board Committees 

The followi ng special board committees should be required to be established and undertake the 
following activ ities, in the forthcoming Commercial Code. 

i. Audit Committee 

All types of companies need to ensure that audit committee of the board is established and 

functions effectively and independently. The audit committee of share companies should provide 

oversight of the company's internal and external aud itors, approving their appointment and 

dismissal , reviewing and approving audit scope and frequency, receiv ing their reports and 

ensuring that management is tak ing appropriate corrective actions in a timely manner.53 The 

48 SEBI , supra note 42 , section 6.5 
49 Advisory Group On Corporate Governance in India. supra note 45 
,. SEBI , supra nole 42, seclion 8 
" Annolalion 10 OEeD Principles, supra nole II , principle VI. E 
" SEBI, supra no Ie 42, sec 8 
53 Basel Committee on Banking Supervision, Principles fo r Enhanc in g Como rate Governance, Bank for 
In te rnat ional Settlements Communications CH-4002 Basel, Switzerland, October 2010, para. 50 & 5 I 
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audit committee should have minimum of three members, all being non-executive directors, with 

the majority being independent, and with at least one director having financial and accounting 

o knowledge54 

o 

As Audit Committee acts as the bridge between the board, the external auditors and internal 

auditors, its role should include the following: 55 

./ . Oversight of company's financial reporting process and the disclosure of its financia l 

information to ensure that the financial statement is correct, sufficient and credible . 

./ . Recommending the appointment and removal of external auditor, fixation of audit fee 

and also approval of payment for any other services . 

./ . Reviewing with the management the annual financia l statements before submission to the 

board, focusing primari ly on any changes in accounting polices and practices, major 

accounting entries based on exercise of judgment by management, qualifications in draft 

audit report, significant adjustments arising out of audit, the going concern assumptions, 

compliance with accounting standards, compliance with stock exchange and legal 

requirements concerning financial statement, any related party transactions of the 

company of material nature, with promoters or the management, their subs idiaries or 

relatives etc . that may have potential conflict with the interests of the company at large . 

./ . Reviewing adequacy of internal control systems and functions; 

./ . Reviewing the company' s financial and risk management policies; 

./ . Looking into the reasons for substantial defaults in the payments to lkpositors, debenture 

holders, shareholders, and creditors; and 

./ . Reviewing/looking into the matters where there is a suspected fraud or irregularity or a 

fa ilure of internal control system of material nature and reporting the matter to the board. 

ii. Nomillatioll Committee 

Boards of share companies should set up nomination committees consisting of at least three 

independent board members. The nomination committee should have the responsibility of 

proposing new nominees for the board and assessing directors on an ongoing basis. Such a 

review should be conducted on an annual basis so that boards are operated by persons with the 

appropriate ski lls and experienceSG 

iii. Remulleratioll Committee 

The boards should be required to form remuneration committees. Remuneration committee 

o should be made up exclusively of nonexecutive independent directors who make 

o 

54 SEBI , supra nole 42, sec 9 
55 Ibid 
56 See the Combined Code and SIS, supra note 42; Advisory Group on CG in India, supra note 45 
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recommendations on the company's framework of remuneration for the full time directors and 

senior employees of the company. 57 The committee should operate independently from 

(' manageri al interference and from any intrusive business relationship; they should be granted full 

authority to seek counsel from both inside and outside sources.58 

K. Board Meetillgs 

The board should meet regularly and have a formal schedule of matters specifically reserved to it 

for decision. 59 The board meetings shou ld be held at least four times in a year, with a maximum 

time gap of four months between any two meetings60 

L. Liability 

[n the Commercial Code, there is a poss ibility of piercing corporate ve il in which directors and 

other officers of company wi ll be civilly liable to the claims of third party cred itors; especially 

where the asset of the company becomes insufficient to satisfY its liabilities.6 1 This provision 

tends to make directors liable even where they are not at fault due to mere fact of insufficiency of 

company's assets to meet its li ab ilities. However, the liab ility of non-executi ve directors should 

be limited. They should not be held responsible for matters that are not disclosed to the board by 

the executive directors or by the management. The main responsibility and liability thereof in 

respect of all statutory compliances should solely rest with the CEO/general manager62 

Therefore, Art.366 of the Code shou ld be amended in such a way that directors shall be li able to 

a company 's cred itors only where they have acted beyond the scope of their power and have 

committed an act which is not likely to relate to the performance of their duties. 

M. Disclosure of Director Biographical Illformatioll 

o The necessary biographical details of directors should be provided in the Annual Report. The 

details should also contain pecuniary and/or family relationships, if any, of the directors with the 

company and its management. All such details should be given to the shareholders when a new 

director is being elected by them at the general meeting of shareholders.63 

o 
57 The Combi ned Code (2000), section B.2.2 
" Ibid 
" Ibid 
OIl SEBI , supra note 42 , sec tl.2 
61 Com. Code of Ethiopia, 1960, Arl.366 
62 Advisory Group On CG In India, supra note 45 
6J Ibid 
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N. Remuneration 

Although the Commercial Code provides for directors remuneration under Art.353, there are 

co controversies surrounding its application partly due to the vagueness of the provisions and strict 

regulation of the NBE, in which it has limited the maximum amount of remuneration to be paid 

to directors of bank's to 50, 000 birr per annum by the regulation it has issued recently. This has 

been criticized for being too low amount which does not take into account several factors such as 

the workload, which involves meetings and committee work, and the risk involved in being a 

director and international standards into consideration. Therefore, the following issues regarding 

remuneration of directors should be taken notice of. 

co 

Q 

o 

o 

a)Amount of Remuneratioll 

Directors ' remuneration should be incentive-oriented for company and individual best director 

performance and be so designed as to align directors' interests with those of shareholders; but a 

company should avoid paying excessive amount which goes beyond the achievement of this 

purpose64 The remuneration packages for executive directors should be determined by the 

remuneration committee.65 

b) Procedure for Determillillg Remulleration 

The remuneration committee should follow a clearly laid down and transparent procedure for 

determining remuneration of the board. The remuneration committee should take care to position 

the company among others in the industty so as not to overpay directors when no proportionate 

improvement in performance may be possible. Criteria such as performance and the company's 

position among companies in the same or similar industry should factor into the determination of 

all incentive schemes66 

c) Disclosure of Remulleratioll 

The remuneration packages of all directors should be disclosed in the annual report. The 

disclosures regarding all elements of remuneration package of all the directors, i.e. salary, 

benefits, bonuses, stock options, pension etc. should be made to the shareholders." 

'" The Combined Code (2003), Section B.1 
65 SEBI, supra note 42 
66 The Combined Code (2003), Section B.2 
67 SEBI, supra note 42, section 10.8 
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d) Shareholder Involvement ill Determining Remuneratioll 

Shareholders should have the final say in approving remuneration of the full-time as well as the 

o non-executive directors. The remuneration packages of senior employees holding key executive 

posts should be approved by the board and full details thereof should be disclosed to the 

shareholders."8 

o 

o 

c 

4.2.3.2 Protection of Minority Shareholders' Rights 
Minority shareholders should be protected from abusive actions by, or in the interest of, 

controlling shareholders acting either directly or indirectly, and should have effective means of 

redress.69 Even though the presence of a controlling shareholder can reduce the agency problem 

by closer monitoring of management, weaknesses in the legal and regulatory framework may 

lead to the abuse of other shareholders in the company. 70 

To tackle the govemance problems in the context of separation between ownership and control in 

Ethiopian share companies, the voice and exit rights of shareholders should be strengthened. 

Conceming the voice rights, introduction of a derivative suit mechanism seems to be relevant. 

Nonetheless, sufficient conditions should be provided to prevent abuse of the right because 

derivative suits are susceptible to exploitation71 There should be a better regime of disclosure of 

corporate information both as a mechanism of shareholder empowerment and as a good 

corporate governance practice. As far as the exit right is concemed, it should be easily available 

through two methods. In the first place, the. oppressed minority exit right under A11icle 463 

should be strengthened. Secondly, principle of mandatory bid should be introduced. To this end, 

there is a pressing need to introduce stock markets. Because, there can be no meaningful right of 

exit without organized stock markets. With no doubt, this is the most basic question that the 

growth of dispersed ownership in Ethiopia is posing. Furthermore, the absence of a stock market 

at present may create share illiquidity72 as a result of which, in the long run, the public may be 

discouraged from buying shares thereby affecting the availability of capital for companies. 

68 Annotation to OECD Principles, supra note 11 , principle II.e.3 
69 OECD principles, supra note 11 , principle 11.2 
70 Annotations to GECD principles, principle 11.2 
71 Fekadu Petros, Emerging Separation of Ownership and Control in Ethiopian Share Companies: Legal and Policy 
Implicalions, Mizan Law Review Vol. 4 No.1, (March 20 I 0), p.29 
72 Ibid 
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The other means of assuring ex it rights of shareholders in takeover situations is what is known as 

mandatory bid nIle introduced in England73and transplanted to many parts of the world including 

c EC and Brazil. 74 According to this rule, a shareholder who acquires control over a company is 

ob liged to buy shares of minorities at the same price he paid f~0ntrol 75 This in effect means 

that minority shareholders are not only guaranteed the right to ex it the company when control is 

transferred from one to the other; they also get a right to share fro m the control premium 76 

In addition , proxy voti ng by mail and the requirement of depositing shares during board 

meetings should be eased up as much as possible. These changes may be easily introduced. In 

I the case of dispersed ownership, cumulative voting or minority representation in the board may 

o not be effective unless it is carefully devised. As the problem will not be intra-shareholder 

strugg le, cumulative voting may not be an adequate solution. Rather, employing independent 

board members has been found effective in other legal systems. 77 

o 

c 

4.2.3.3 Financial Reporting, Transparency and Audit 

a. Financial Reporting 

The boards of all types of companies should ensure the integrity and consistency of their reports 

and they should meet the financial reporting standards. In add ition to presenting information , 

which is already being presented as part of the annual accounts, they should also report celtain 

key financial ratios, which reflect the health of (a) companyn 

b. Disclosure and Transparency 

Disclosure should include, but not be limited to, material information on the financial and 

operating results of the company; and material foreseeable risk factors. Capital structures and 

arrangements that enable certain shareholders to obtain a degree of control disproportionate to 

their equi ty ownership should be disclosed79 

73 Ibid 

" Ibid 
7S See Annotations to OECD principles, supra note 11 , principle 11.2 
76 Ibid 

77 See for instance the practice in Germany and Japan, in Yoshimich i Hiraide (l998), The Structure of Company 
Management and Shareholder Control in Japan, in Barry A.K. Rider, el ai, (editors) , Commercial Law ill a Global 
COllfext: Some Perspectives ill AI/glo-Japanese Law (Kluwer Law In ternational , London), p.IS3 

78 See OECD Principle V, The Combined Code, section D. I and SEB I, supra note 42, section 14. 7 and 14.8 
" OECD Principles. supra note I I . principle V.A (1-8) 
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c. Accounting Standards 

Information should be prepared, aud ited and disclosed 111 accordance with high standards of 

accounting, financial and non-financial disclosures, and audit. 8o Thus, the Code under revision 

should require the companies to prepare financial statements in compliance with accounting 

standards. 

d. Internal Control 

An annual review of the effectiveness of the company's internal control s over financia l, 

operational and compliance matters should be conducted and reported to shareholders. 81 

I e. Auditor Independence 

o Not on ly should the auditors di scharge their duties in total independence from personal interest 

or managerial interference, they should perform a regular review of their independence, along 

with their cost effectiveness and objectively82 As the role of auditors is vital to the corporate 

governance process, the importance of the audit process should be communicated throughout the 

company. The Board should take measures to enhance the independence and statute of auditors. 

) 

o 

o 

The findings of auditors should be utilized in a timely and effective manner. The head of the 

audit firm should report to the board or the audit committee in an independent manner83 

f. Stakeholder - Definition and Communication 

The corporate governance framework should recognize the rights of stakeholders as established 

by law and encourage active co-operation between companies and stakeholders in creating 

wealth , jobs and the sustainability of financially sound enterpri ses84 The bank 's board, in 

principle, shouldn't have obligation to stakeholders. However, depositors being the major 

stakeholders in banks, whose interests may not always be recognized, sound corporate 

governance should consider their interests and ensure that individual banks are conducting their 

business in such a way as not to harm interests of depositors. 85 

80 OECD Principles, supra note II , part V.B 
81 The Combined Code (2003), Section C.2 
82 The Combined Code (2000), section 0 .3.2 
8J BIS, supra note 53, sec 6.3 
" OECD Principles, supra note II , principle III.C 
85 Advisory Group On CG In India, supra note 45 
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g. Disclosures related to Management 

Managers must disclose any material interests 111 transacti ons or matters affecting the 

company86 

Besides, regarding disclosure and transparency, the overall framework should: 

• bring requirements for accounting and auditing up-to-date with good international practices; 

• enhance mechanisms for enforcement of financial reporting requirements; 

• enhance the oversight of audi t and assurance services. 

Revised Commercial Code should include the following: 

./ Require the companies to prepare financial statements in compliance with accounting 

standards87 

./ Require auditors to prov ide audit services m accordance with the requirements of 

audi ting standards and other related pronouncements . 

./ Set appropriate penalties fo r fa ilure to comply with all accounting, auditing, and fi nancial 

reporting requirements . 

./ Require statutory audit fo r all limited liabil ity compames, whether they are share 

companies or private limited companies. 88 

./ Prov ide regulation for issuance of shares to the public i.e., establish a legal requirement 

of an audit report on the financial informati on contained in the prospectus; and 

registration, and approval of the prospectus, wi th a regulator, before release to the public. 

Moreover, it is imperative to: 

./ revise other relevant laws and regulations in light of internationally accepted principles 

and practices; 

./ Enact a financial reporting law89 

./ Set accounting standards ; 

86 OECD Principles, supra nole II , principle 1ll.C 
87 In a ll cases in these policy recommendations, the accounting and auditi ng standards should be defin ed as those 
promulgated by the country's authority responsible for sett ing accounting and auditing s tandards. In this case the 
Nationa l Accoun tants and A udi tors Board (when established) would issue the accounting and auditing standards and 
update them in line with changes in internationally accepted standards. See ROSe Ethiopia. supra note 27, p.16 
88 Some of the largest private sector corporate entities in the country are private limited companies and are no t 
required to have s tatutory audit of annua l fin ancial statements. See Id, p. 17 
89 Market sophistication, with increased fi nancial risks and resultant need fo r enhanced regulation, has necessitated 
dedicated institut ions supported by a dedicated law for regulation of accountancy. Examples of this law include 
Mauritius's Financ ial Report ing ACI (2004), Soulh Afri ca 's Audit ing Professio n ACI (2005), Kenya' s Accountants 
Act ( 1977), Nigeria 's draft. Financia l Reporting Council Act, and Botswana ' s Financial Reporti ng Act. See Ibid 
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./ Mandate Internationa l Standards on Auditing (ISA) for all auditors; 

./ Enhance the capacity of all regulators to enable them to effecti vely discharge their 

responsibilities and to handle International Financia l Reporting Standards (IFRS) related 

issues in the regulation. 

4.2.4 Additional Conclusions and Recommendations 

In addition to the recommendations suggested so far, In Book II , the title of chapter 4 of 

Commercial Code which states "Directors. Auditors and Shareholders' Meetings" should be 

replaced by "Company Governance" because the lists in the ti tle can be best embraced by the 

latter term. The composition and role of supervisory or non-executive board should be provided 

under the tit le "company governance" separately fro m the title "management." "Statutory 

di vidend" has remained vague in the Commercial Code and rendered inapp li cable because of 

absence of its definition . Thus, it should be defined in the forthcoming Commercial Code. 

Furthermore, the Committee vested with the task of revising Commercial Code of Eth iop ia 

should be requested to finali ze its work by reconsidering criti cal issues in corporate governance 

I ) as has been indicated in this paper. 

FINANCIAL INSTITUTIONS 

Considering the special importance of financial institutions for the functioning of the country's 

economy and quality of life of its citizens, the National Bank should continue to strictly regulate v' 

financial institutions in general and banks in particular. However, corporate governance in 

o financia l institutions should be based on the international standards since more regu lation may 

inhibit the normal operation of financial institutions. The NBE should consider internationally 

recognized best principles and practices of corporate governance before issuing directi ves. For 

instance, the amount of remuneration to' be paid to the directors of banks in accordance with 

Directives NO.S BB/49/20 11 is too draconian to align the interests of directors with that of the 

shareholders and stakeholders, risks and liabilities invo lved there and the impact of ineffecti ve 

compensation on the independence of the board of directors from the management. Therefore, 

the NBE should reconsider the Directives in light of best globally accepted principles and 

practi ces. Within the legal framework, special attention should be given to advanced experiences 
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in corporate governance of financial institutions and Bank for International Settlements (BIS) 

Principles for Enhancing Corporate Governance in banks which are provided by the Basel 

Committee on Banking Supervision and OECD principles of corporate governance in this area . 

[n particular, the following recommendations should be taken into consideration to improve 

corporate governance of financial institutions in Ethiopia. 

I. regulate the compos ition of boards of directors more effectively in order to ensure the 

presence of independent directors; Board members should be and remain qualified, 

including through training, for their positions. They should have a clear understanding of 

their role in corporate governance and be able to exercise sound and objective judgnlent 

about the affairs of the bank. 90 

11. ensure that conflicts of interest both at board and at operational level are dealt with 

appropriately; 

Ill. stipulate the role of stakeholders more clearly and take steps to ensure the invo lvement of 

the main stakeholders: i.e. depositors, borrowers, those insured, the community, and 

employees; 

IV. explore the possibility of promulgating a Law on Deposit Insurance, following current 

experiences in other countries in the light of the global financial crisis. 

v. More specifically: 

• Banks and other financial institutions should formally adopt and implement OECD 

Principles of Corporate Governance as well as Voluntary Code of Corporate Governance 

for Ethiopia Adopted on June 1,2011, within their policies and procedures, and report on 

their compliance in their annual reports. 

• Banks and insurance companies should develop corporate governance policies for the 

appointment of indepe!1dent board members, establ ish and maintain better relations with 

their stakeholders in accordance with existing legal provisions. 

• Banks and insurance companies should develop training programmes for their managerial 

personnel , as well as for board members, aiming at improving and advancing their 

corporate governance practices in light ofOECD Principles of Corporate Governance. 

?O BIS, supra 110Ie 53. principle 2 
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Appendix A 
ADDIS ABABA UNIVERSITY SCHOOL OF LAW 

LLM Program in Business Law 

Study of Corporate Governance in Ethiopian share companies 

Interview Questions, February 2011 

I. What factors, do you think, call for the introduction of good corporate governance in the 
current Ethiopia? Do you think the booming of share companies in Ethiopia be supported by 
lega l reform? Whose interest should be given priority? A. shareholders/ stakeholders (general) B. 
outsiders of corporate governance (minority shareholders and investors) 

2. Do you think corporate governance principles should be well incorporated in the forthcoming 
revised commercial code? Would you please cite some corporate governance issues that should 
be get concern and priority? For instance, board issues (roles of the board, composition of the 
board and its independence from the management, having different committees such as audit 
committee, remuneration committee and nomination committee, etc.), rights and roles of 
shareholders (voting rights-e.g. Proxy voting by mail, derivative suit mechanism, exit rights and 
role of introducing stock markets in Ethiopia in this regard) and improving di sc losure and 
transparency In corporate governance? 

3. Which model of corporate governance (Anglo-American/shareholder model or Continental 
European model/stakeholder mode l or mixture of the two) fits the current needs and realities in 
our country? Should Ethiopia adopt or adapt principles of good corporate governance? Why? 
Why not? 

How? 
~~~~------~----~--~------------~~~--~~-

4. Should Ethiopia enact mandatory code of corporate governance like that of Oxley Act of2001 
of the USA or should it adopt the voluntary code of corporate governance such as Combined 
Code of UK? Why? 

4.1 Is it enough to leave the work of introducing corporate governance in Ethiop ia for the private 
actors such as AACCSA's initiative? What should the role of the government be in thi s regard? 
For instance, should the government adopt code of corporate governance from its own initiative? 
Why? Why not? 
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5. What do you thin k are the merits and demerits of stri ctly regulating financial institutions in 
Ethiopia? Are regulation and corporate governance similar? How should the two go 
together? ______________________________ _ 

5. 1 How do you understand the controversies surrounding remuneration of board of directors in 
Ethiop ia in general and directi ves that limit the annual compensation to be paid to the directors 
of banks to 50,000 birr recently in particular? 

5.2 Would you please list some of the merits and demerits of the directives? 
Merits _______________________________ _ 

Oemerits, ________________________________ _ 

5.3 Do you think it should be revised? Why? Why 
not? _____________________ _____________ ___ 

6. What do you think corporate governance in Ethiopia should look like for the 
nlrure? ________________________________ _ 

What do you advice me in relation to this srudy? Please tell me just what is/ was in your mind 
regard ing the need for good corporate governance in Ethiopia. 

Thank you for tak ing your precious time to answer these questions patiently. 



Appendix B 
Questionnaire 
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Date ______ _ 

Name and type ofinstitution. _________________ _ 
I. Introduction 
I. I For how long has the company been in operation?_-:-:::-::_--:_---:----;-
1.2 Ownership type: fully state owned D privately owned D Owned partly by the government D 
1.3 Total amount of paid up capital _____________ _ 
1.4 Total number of shareholders ---:--=-==-_:-= _ _ _ ______ _ 
1.5 Ownership pattern: concentrated D Diffused D 
1.6 Main range of services offered by the company 

II . Management and Board of Directors 
o 2.1 What is the total number of the board of directors? [ ____ _ 

2.2 How are board members nominated? 
a) Shareholders nominate 0 
b) Board nomination committee nominate D 
c) Management nominate D 
d) Block holders nominateD 

2.3 Are there preset criteria for nomination? _ _______ if yes, specify, 

2.4 How is the board appointed? 
I) By the vote of majority shareholders D 
2) By the vote of all shareholders D 
3) By the old board when a new one is coming into office D 
4) A head hunt by the chairman D 
5) Other process [please specifyl_::-_--,-_----::--:---:-_c:-_______ _ 

2.5 What is the maximum election term for members of the board? 
2.6 What is the composition of the board? Executive (full time directors) D Non-executive 
(part time directors) D Both D 

o 2.7 List the main powers and responsibilities of the board 

2.8 Does the law, regulation , directi ves or articles of association require the election of 
independent directors to the board? Yes D No D 
2.9 Does the definition of " independence" exc lude persons who are: 

a) Related to management (by blood or marriage) Yes D No D 
b) Related to influential shareholders Yes D No D 

C· c) Employees of affiliated companies Yes D No D 
d) Representatives of companies having significant dealings with the company in question 

Yes D No D 
2. 10 Does the law or Articles of Association require the separation of chairnlan and CEO? 
Yes D No D 
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2.11 Specify the prescribed board structure: unitary 0 Dual 0 
2. 12 How frequently does the board meet (per year)? ::-:-___ -:-::--:-__ _ 
2.13 Are there any special committees in the board? [Please specify] 

2.14 Is there any induction program in place for new board members? Yes 0 No 0 
2.15 How are deliberations communicated to shareholders and other stakeholders? 

2.16 Does the board assess the performance and effectiveness of the following stakeholders? 
How? 

Yes; how frequently 
The board itself 
Individual members 
CEO 
Others (specify) 

2.17 Are reports made from these assessments? (~ _____ ) 
2.18 At what level are the reports discussed? 

• Board meeting: 
• Annual General Meeting: 
• Special meeting: 

Yes 
o 
o 
o 

No 
o 
o 
o 

No 

• Others (please specify) ---,:--.,--:----:c:-:c:-:--::-:-=-----::--:--:--
Ill. What are some ofthe company's social responsibility? (Corporate Social responsibility) 

IV. Disclosure and Transparency 
4.1 Does the law or bylaws of the company provide for consolidated financial reporting? 
Yes 0 No 0 

4.2 Are companies required to disclose non-financial information on: 
a. Corporate governance structure and practice Yes 0 No 0 
b. Education and professional experience of directors and key executives Yes 0 No 0 
c. Remuneration of directors and key executives Yes 0 No 0 

4.3 Are companies required to have their financial statements externally audited? 
Yes 0 No 0 
4.4 How and by whom external auditors appointed? 

4.5 To whom the external auditors report? ___ _________ _ 
4.6 Who monitors and evaluates the implementation of the company 's strategies, policies, plans 
and management performance? 

I. The Board Yes 0 No 0 
II. The chief executive officer Yes 0 No 0 

III. Shareholders Yes 0 No 0 
IV. Others (please 

specify) _____________________ _ 



l' 

4.7 [s there any measure in place to ensure that the company complies with all relevant laws, 
regulations, directives, governance practices, accounting and auditing 
standards?-:-__ .,----___ _ --:-_____________________ _ 

(\ 4.8 Who enforces these measures? 

o 

(' 

I 
I r 

a) The board Yes 0 No 0 
b) The CEO Yes 0 No 0 
c) The regulator Yes 0 No 0 
d) Shareholders Yes 0 No 0 

V. Shareholders and Stakeholders Rights and Information 
5. 1 To what extent do the shareholders ensure that the board is held accountable for the effective 
running of the company so as to achieve its objectives? 
5.2 Do the shareholders have the power to change the composition of the board that does not 
perform the expectations or in accordance with the mandate of the company? 
Yes 0 No 0 
5.3 How does the company communicate with its shareholders and stakeholders? 

5.4 To what extent is the company accountable to its shareholders? 

5.5 What accounting g procedu res are there in place to effect thi s? 

5.6 What are the rights of employees regardi ng 
a) [n formation on company--,--.,------,------:_ :--,--_ __ :-c:-------------
b) Collecti ve bargaining participation in the board of directors _________ _ 
c) Consultation,_--:-:--_:--:-___ --:-_ -::----:----: ____ _ 

5.7 Can employees participate in the company's profits by 
• Share ownersh ip Yes 0 No 0 
• Share options Yes 0 No 0 
• Profi t sharing schemes Yes 0 No 0 

5.8 Are there multiple classes of shares where some shares enjoy more voti ng rights than others? 
Yes 0 No 0 
5.9 What periodic information are the companies required to provide? 

a. Annual reports Yes 0 No 0 
b. Unaudited semiannual reports Yes 0 No 0 
c. Quarterly financial statements Yes 0 No 0 
d. Others (please speci fy)_:-:-----:-_ __ ----: __ ----:-__ -::-_____ _ 

5.1 0 What information must be contained in the company 's annual report? 
a) General information on the company Yes 0 No 0 
b) Audited annual accounts Yes 0 No 0 
c) Directors reports on past and future operations Yes 0 
d) Financ ial status of the company Yes 0 
e) Consolidated financial reports Yes 0 
f) Information on corporate governance Yes 0 

5. 11 Do shareholders have the right to vote on: 
.!. Appointment of removal of directors Yes 0 No 0 
.!. Appointment and removal of auditors Yes 0 No 0 
.!. Issuing shares Yes 0 No 0 

No 0 
No 0 
No 0 
No 0 



"- Dividend policy Yes D No D 
L Amendments to company Articles or Memorandum Yes D No D 
L Remuneration of board of directors Yes D No D 
"- Major corporate transactions (acquisitions, disposa ls, mergers, takeovers) Yes D 

No D 
L Change to company business or objectives Yes D No D 

5. 12 What kinds of voting rights may shares have? ________ _ 
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