





























































































































































































































































































































and/or exporting and in the history of development of mankind there is no country that developed
based on import based economy. At this time, having Export lead or based economy and competing in
the international trade is the fashion of economic development of the globe. To achieve these, making
private limited companies to be run by strategic and professional leaders than an individual manager is
very significant in the market economy. The strategic and professional leaders as to the principle of

corporate governance are boards of directors not managers.

Board of directors play a significant role in the governance of PLC mainly adding value for
shareholders’ interest,( as there is often no ready market for shares in private/ and shareholders are
therefore committed to staying with the company for the medium to long term, which increases their
dependence on good governance),®”’ balancing the interests of founder families in family companies
with the success of the company and Promoting the long-term success of the company and attracting

external investment.

One may think that a board of directors is reserved for large corporations with shareholder investments
to oversee and strategic decisions to be made. The truth is that many small businesses can benefit from
a board of directors.**° Not all small businesses have the skills they need to operate effectively
especially if they’ve experienced rapid growth. A board of directors can help by adding to and
complementing skills and industry expertise that you might not have in-house. A board can also help
ensure you have the right processes in place to manage growth, focus your strategy, and prepare to
raise capital. Therefore, it is important to formulate the most modern corporate governance rules for
the private limited companies in Ethiopia particularly making BoD compulsory to the governance of
such companies. Making private limited companies to have a governance board that should have an
appropriate mix of skills and experience without being too large ,which may render it difficult to
manage and therefore less effective, is very vital to make PLC effective and value add to the country’s

growth.

Currently around the globe, since private limited companies are regarded as the backbone of a robust
economy, policymakers have become more and more aware that neglecting the governance needs of
these companies will stunt productivity, growth and job creation.’’ The rapid pace of technological
change and the decreasing international barriers to trade have not only created new strategic and
organizational opportunities for companies, but have also made them more vulnerable to risks.®”

Hence, in order to help private limited companies fully exploit the new opportunities and adjust more

% Castaldi, R. and Wortman, M. S, J., “Boards of Directors in Small Corporations: An Untapped Resource”, American
Journal of Small Business, vol. 9 No.2, (1984), p. 10.
3% Jeroen Van den Heuvel, Board Roles in Small and Medium-Sized Family Businesses: Performance and Importance,
Belgium: Limburg University ( changed to Hasselt University), (2005), p. 4
z;' Fianna Jesover, Beatrix Dekoster (Ed.), supra note 621
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easily to immediate uncertainty, policymakers should endeavour to devise the most efficient corporate
governance framework as part of their long-term strategy to foster investment, innovation and
entrepreneurship. Although corporate governance reforms in Ethiopia is generally badly chosen for
private limited company, a shift in focus from share companies/primarily financial share companies/ to
private limited companies is arguably important in Ethiopia’s emerging and transition economy,
where most of the firms are PLCs and ownership and control are typically not completely severed.
Thus to make private limited companies in Ethiopia to run by board of directors is a cream of the crop

thinking of what the present and future business environment seems,

Moreover, the presence of board of directors is very important to avoid the problem of conflict of
interest or agency problem. The manifestations of agency problems or conflict of interest are excess
managerial compensation, excess managerial perks, empire building, pet projects (free cash flow
problem), slacking, and misuse of corporate resources. Even if, conflict of interest is a feature of
publicly owned companies, where share ownership is dispersed among a large number of shareholders
who do not directly manage the company, it also happens in private limited companies. Because, the
very cause for conflict of interest is separation of ownership and control (separate legal
existence/personality of companies from its creators/owners). The agency problem in the governance
of private limited companies mainly arises when the shareholders appoint external or a non
shareholder manager. So based on the corporate governance principles, the conflict of interest or
agency problem avoid by having a board of directors for the governance of the company. Therefore,
having board directors (or making private limited companies to run by a governance board) to the

private limited companies could avoid the problem of conflict of interest.

In conducting the study I have conducted an interview with different individuals. In the interview,
what I have taken from Tilahun Teshome®*?, he agrees with the compulsoriness of board of directors to
private limited companies but conditioned up on certain qualifications. What Professor Tilahun
Teshome has said is that a governance board of directors be mandatory to private limited companies
however it be base on either the capital threshold of the company, the type of the business what the
PLCs operate or base on the number of shareholders to the company. He says that practically most
private limited companies have advisory board. Professor Tilahun Teshome says the board of directors
be a governance board not be an executive board and to do that the whole legal framework have to be

changed.

On top of this, the corporate governance practices of Ethiopian private limited companies tell us that

as there are certain companies which are governed by board of directors. In collecting data for the

% Tilahun Teshome, professor at Addis Ababa University, Faculty of law, (conducted on December 13/2013 E.C)
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study I have found the following companies run by a governing board. For example, the MIDROC
Ethiopia company website tells us that as there are certain groups of MIDROC company group that
could be governed by board of directors. All of the MIDROC companies, which plus to the website the

data from the ministry of trade shows that total about 84 are private limited companies.

The website states that®* “The MIDROC Ethiopia Investment Group is organized with various
modalities of management. One set of companies are organized under MIDROC Ethiopia Technology
Group, Chief Executive Officer. The other set of companies are organized as lotally independent
entities, some_having Boards of Directors, where as a group have a Consultative Body represented by

the Top Management of each of these companies. The Head Office of the MIDROC Ethiopia

Investment Group serves also as the secretariat of this Consultative Body....”

Andnet international plc is another private limited company that runs with a governance board of
directors. The board of directors of Andnet international private limited company consists of five
members. As I have found from the data and interview what I have conducted from documents and the
company manager the main role of the governance board is supervision of the day to day activities of
the company manager, designing strategic plans of the company, approve the finance of the company

and etc.

Different private limited companies in Ethiopia have advisory boards. This comes from the very
problem of Ethiopian investors; having the money but not the knowledge about how to run and utilize
it. They have the money but not the knowledge. Most of the owners of Ethiopian business entities do
not have the appropriate knowledge about how to run their business professionally. That is why they
are obliged to have advisory boards. When company behaviour does not fulfil the expectations of
society, the company may suffer significant consequences. Even if the firm is not breaking any formal
laws, it may be operationally affected by the negative perception of employees and consumers. The
implementation of a robust governance framework is the main means by which such significant
reputational risks can be mitigated. One can perceive here is that these companies are even become
elite minded than the policy makers about the importance or role of board of directors in the
governance of private limited companies. It is a wakeup call for the Ethiopian policy makers about the
necessity of having/ making compulsory board of directors in the governance of private limited
company. Thus it is necessary to formulate a rule that could encourage shareholders (the business
community) of private limited companies to make companies run by board of directors than only a
manager or team of managers for the long term success of companies and development of the

country’s economy.

&4 hitp://www.midroc-ethiopia.com.et/index.html, (retrieve on 21/10/201 3)
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CHAPTER FIVE
CONCLUSION AND RECOMMENDATIONS

5.1. CONCLUSION

The1960 Commercial Code of Ethiopia incorporates provisions pertinent to the governance of private
limited companies. However, such provisions are inadequate/ too little to address specific issues in
corporate governance related to board of directors, shareholders meeting, auditors and the mandatory
requirement of two shareholders for the formation of private limited companies. This study has
examined the law pertinent to the governance of private limited companies in Ethiopia with specific
reference to the necessity of board of directors to such companies, shareholders meeting and
appointment of auditors’ base on the number of shareholders, the issue of conflict of interest and the
mandatory requirement of two shareholders for the formation and existence of private limited

companies.

In conducting the study the writer has discovered the following corporate governance tribulations of
private limited companies. The first corporate governance problem is the absence of board of directors
in the governance of PLCs. Contrary to other countries corporate governance tradition, the Ethiopian
company law makes private limited companies to be run by managers than directors. The 1960
Commercial Code of Ethiopia under Article 525(1) stipulates private limited companies shall be
managed by one or more managers. Company laws of different countries make private limited
companies to be run by a certain statutory bodies. Most of the countries around the world make private
limited company to run by board/board of directors. Because it is the board of directors who provide
the intrinsic leadership and direction at the top of the organization; establish and maintain its vision,

mission and values whereas managers carry through the strategy on behalf of the directors.

The other point that takes my attention is the two person minimum requirement for the formation of
private limited companies. Even if capital has a paramount importance in the formation of a company,
members or the personality of shareholders play a significance role in the formation and operation of
company. That is why company laws of different countries tries to determine the minimum and
maximum number of shareholders for the formation and operation of private limited company. For the
formation and operation of private limited companies the minimum number of shareholders in most
countries is two. However, the reduction of the number of members below two does not cause for the
dissolution of the company. Rather it changes its form and name and becomes a single member or one
man company. What they put as a compulsory element is that the single member company must have

board of directors.
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In Ethiopia, contrary to other countries corporate law, the ultimate fate of the private {imited
Compgnies, if the shareholders reduced below two, is dissolution of the company: This makes the
Dusiness society M Ethiopia to search for other means/room 1o escape from this mandatory
requiement. AMONg the private limited companies 90% are family base businesses with only tWO
shargholders in which one of the shareholders are nominal shareholders. Whereas the corporate
governance practice of other countries shOW us that a private limited company could formed by one
member!shareholder, however what is required is to have is the mandatory statutory podies for the
governance of the company i.¢- directors, auditors, shareholders meeting and managers. Therefore, this
is 3 big legal and practica\ problem in the corporate governance of private limited companies which

encourages the kiosk mentality of Ethiopian business community.

The additional (ribulation in {he governance of private limited companies 13 the making of the other
governing body (shareholders meeting) base o the number of shareholders of the company- Contrary
o the corporat€ governance law and tradition of other countries, the Ethiopian Commercia'l Code
makes shareholders meeting conditional (conditional corporate governance body) i.e. N0 shareholders
meeting is necessary unless the members 10 the company are ot more than twenty. In the Ethiopian
corporate governance \aw and practices i is difficult to say shareho\ders’ meeting 18 considered as one
of the formal pody in the governance of private limited companies. So this again makes one 10 raise
the question “does the corporate governance Jaw regulate the members of the company: the capital of

the company of the company”?

The last problem (hat the writef has discovered in the study is the hitch in relation 10 conflict of
interest. The Commercial Code put clearly the possible solutions of conflict of interest that could arise
in share companies. However, the code failed to put the possib‘le mechanisms of how 1o solve conflict
of interest that could arise between the managers Vs shareholders, managers Vs the company,
managers Vs other stakeholders and shareho'lders/membcrs and the company- Generally, several
factors enabled @ marked increase 10 the necessity of improving corporate governance of private
limited companies. These factors include notably: g\obalization, technology, population and free
market. Given that these factors are likely to persist in offering progress'wely greater potential for the
negative impact of corporate activity on societies, economies, environment, etc., 1t 18 sensible to
increasingly calling for substantially improved visibility and controls in Corporate Governance of
pPLCs in Ethiopia. Accordingly in the recommendation part, the writer would like 0 put the possible

so‘mtions/reco1mnendations for these problems.
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5.2. RECOMMENDATIONS

In Ethiopia, private limited companies cover 97% of the country’s company type business and play
significant role in the country’s economy. However, the provisions of the 1960 Commercial Code
governing PLCs are incomplete and sketchy. Private limited companies experience many legal and
practical corporate governance problems. Among these, the absence of board of directors in the
governance of PLCs, the making of auditors and sharcholders meeting governance bodies’ based on
the number of sharcholders of the company, the absence of means to resolve conflicts of interest and
the two person minimum legal requirement for the formation of private limited companies are the
main corporate governance problems of PLCs in Ethiopia. The sketchy nature of the provisions of the
Commercial Code that govern PLCs and lack of reference to share companies’ provisions worsen
those problems. These problems make Ethiopian private limited companies, when we see it in light of
private limited companies of other countries, not to be effective and not contribute what it had to be.
Private limited companies to run with two foot and competitive in the global market the above
problems shall be renovated/modernize and the writer would like to recommend the following so as to

create a healthy corporate governance environment for PLCs in Ethiopia.

RECOMMENDATIONS ONE

To begin with, the gigantic corporate governance problem of Ethiopian PLCs is the absence of board
of directors. Ethiopian company law/ Commercial Code prefer PLCs to run by managers only than
inclusive of board of directors, managers, auditors and shareholders. Thus the writer recommends

governance board of directors to be compulsory to such companies for the reason that;

Firstly, the key actors in corporate governance are shareholders, board of directors’ managers and
auditors. These corporate governance bodies have their own fundamental significance in the
governance of a company in which one cannot substitute the role of the other. Or it is difficult to
make the role played by one governance body to be replaced by another body since they have their
own specific and natural role as to their establishment. For example managers cannot perform the roles
of directors or shareholders in the same legal status. This is the distinct behaviour of a company.
However, in private limited companies, the distinction between the members of the governance tripod
of board, management, and shareholders might be unclear since the members are small in number. An
owner-manager may fulfil all or several of these roles. Nonetheless, it is important to recognize the
unique role that the board plays in the leadership of the company. It has overall responsibility for the
companies’ activities. At an early stage of a company’s development, it is appropriate to operate many

aspects of the board’s activities in a relatively informal and non- bureaucratic manner.
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Secondly, one great advantage of company form of business organization is the separation of
ownership and control. Attributable to this, the governance of the company can be left to a group of
professionals /boards of directors and managers/ who, with their competence, specialized knowledge
or skills, qualifications of training, can bring better corporate performance and success. An effective
governance framework defines roles, responsibilities and an agreed distribution of power amongst
shareholders, the board, management and other stakeholders. Especially in private limited
companies/small business, it is important to recognize that the company is not an extension of the
personal property of the owner. The overall performance of a company and the profitability of the
business are highly affected by the corporate governance bodies. To achieve the targeted rates of
growth and expansion of a company, competent and professional governance bodies of the company is

as much important as the accessibility of adequate finance.

Thirdly, corporate governance goes beyond the protection of shareholders. Corporate governance of
private limited companies should also aim to protect the interest of other stakeholders, such as
employees, suppliers and creditors and the society as a whole. In Ethiopia, most private limited
companies are owned and controlled by two individuals or by a family i.e. owners continue to play a
significant direct role in management. In this context, good governance is not mainly a question of
protecting the interests of absentee shareholders. Rather, it is concerned with establishing a framework
of company processes and attitudes that add value to the business and help to ensure its long-term
continuity and success. Thus it is important to be acquainted with the unique role that the board plays

in the leadership of the company.

Fourthly, in Ethiopia, Private limited companies have increased in size and complexity and they
require more complex organizational structures and a more diverse workforce possessing various
levels and areas of expertise. Private limited companies are of particular importance in country
(Ethiopia) with less developed capital markets. Therefore, it is necessary to put a clear legal
framework concerning the governance of private limited companies and making private limited

company to be run by board is not a choice rather it is a necessity.

Fifthly, the fact that international companies, attracted by the promise of fast-growing emerging and
transition markets, are increasingly pursuing growth in these markets, makes improved corporate
governance of private limited companies a priority. A corporate governance framework must allow
companies to ideally match their legal status with their organizational needs, giving them the
opportunity to grow and develop in the context of a highly competitive business environment. Hence,
in order to help private limited companies fully exploit the new opportunities and adjust more easily to
immediate uncertainty, Ethiopian policymakers should endeavour to devise the most efficient

corporate governance framework as part of their long-term strategy to foster investment, innovation
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and entrepreneurship. Thus, to achieve these, implementing a full-bodied governance framework;
having board of directors than only managers is at the stage of necessity than a choice to Ethiopian

private limited companies.

Plus to this, in Ethiopia, the majority of the private limited companies are participating or conducting a
business of importing; not manufacturing and/or exporting. In the history of development of mankind
there is no country that develop base on import base economy. At the present time, having export lead
or base economy and competing in the international trade is the fashion of economic development of
the globe. To achieve these, making private limited companies to be run by strategic and professional
leaders than an individual manager is very significant in the market economy. The strategic and
professional leaders as to the principle of corporate governance are boards of directors not managers.

Thus making PLCs to run by a governing board is at the tip of necessity.

Sixthly, the corporate governance practices of Ethiopian private limited companies tell us that as there
are certain companies which are governed by board of directors. These companies are even become
clite minded than the policy makers about the importance or role of board of directors in the
governance of private limited companies. It is a wakeup call for the Ethiopian policy makers about the
necessity of having/ making compulsory board of directors in the governance of private limited
company. Thus it is necessary to formulate a rule that could encourage shareholders (the business
community) of private limited companies to make companies run by board of directors than only a
manager or team of managers for the long term success of companies and development of the
country’s economy. Different private limited companies in Ethiopia have advisory boards. This comes
from the very problem of Ethiopian investors; having the money but not the knowledge about how to
run and utilize it. Most of the owners of Ethiopian business entities do not have the appropriate
knowledge about how to run their business professionally. That is why they are obliged to have

advisory boards.

Seventhly, conflict of interests (or Agency problem) between shareholders and managers are arising
from the separation of ownership and control. Even if, conflict of interest is a feature of publicly
owned companies, where share ownership is dispersed among a large number of shareholders who do
not directly manage the company, it also happens in private limited companies. Because, the very
cause for the rising of conflict of interest is separation of ownership and control (separate legal

existence/personality of companies from its creators/owners).

In the Ethiopian private limited companies, the problem of conflict of interest or agency problem
mainly arises when the shareholders appoint non member managers. During this time, the problem of

conflict of interest may arise up. The Commercial Code does not put mechanisms about how to solve

Page | 103



conflict of interest between the managers vs. shareholders, managers vs. the company and managers
vs. other stakeholders except ordering managers to perform their duties within the limits of the objects
of the company with due care and diligence under article 528 and 531. The Commercial Code does say
nothing about a conflict of interest between shareholders/members and the private limited company
while the Code clearly addresses such issue in case of share companies. The presence of board of
directors is very important to avoid the problem of conflict of interest or agency problem. Base on the
corporate governance principle, the conflict of interest or agency problem is avoided by having a
board of directors for the governance of the company. Therefore, having board of directors (or making
private limited companies to run by a governance board) to the private limited companies could avoid

the problem of conflict of interests.

Therefore, it is important to formulate the contemporary corporate governance rules to the private
limited companies in Ethiopia particularly making BoD compulsory to the governance of such
companies. Making private limited companies to have a governance board that should have an
appropriate mix of skills and experience without being too large ,which may render it difficult to
manage and therefore less effective, is very vital to make PLCs effective and value add to the
country’s growth. For that matter, at an early stage of a company’s development, it may be
appropriate to make PLCs to have a board of directors in a relatively informal and non- bureaucratic
manner. However, when the private limited companies become more complex and large the legislative
organ or any other concerned body shall make them to run by a governance board. The complexity and
largeness of the private limited companies can be calculated either base on the capital threshold,

numbers of employees or the type of activity that the companies operate.

RECOMMENDATIONS TWO

The other corporate governance dilemma of private limited companies in Ethiopia is the making of
shareholders meeting base on the number of shareholders of the company. Stand on the principle of
corporate governance all major decisions that affect the rights of the shareholders and the company are
to be taken in the shareholders’ meeting. However, Shareholders meeting is mandatory to the
Ethiopian PLCs is only when the members are more than twenty. Shareholders’ meeting is the
supreme body of any company. So this makes one to raise the question “does the corporate governance
law regulate the members of the company or the company™? Thus the writer would like to recommend
the policy maker or the legislative organ to adopt the efficient and/or modernized corporate
governance principle concerning the governance of PLCs and make shareholders meeting not base on

the number of shareholders to the company.
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Interviews
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