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Abstract

Corporate governance has become subject to the development agenda of most developed and developing
countries economy, due to the fact that corporate governance structure of a firm has critical impact on its financial
performance. Corporate governance mechanisms emerge to tackle agency problems in ensuring that shareholders’
funds are not expropriated or wasted on unprofitable activities. The results of most research studies reveal that,
well governed firms have been noted to have higher firm performance than poor governed firms. However, there
are different researchers who opposed this idea as they have found mixed results on the relationships between
different variables of corporate governance and financial performance. Research studies on this issue in
developing countries; especially in Ethiopia remained an ignored area from empirical research. Thus, this study
examined the effect of corporate governance mechanisms on firms’ financial performance on the selected
commercial banks in Ethiopia by taking a sample of 6 commercial banks starting from the year 2003 up to 2009.
This study used return on asset, return on equity and operating profit margin as dependent variables to measure
financial performance of commercial banks and board size, board independence, frequency of board meetings,
chief executive officer duality, audit committee and board ownership as independent variables to express
quantitatively corporate governance mechanisms. In addition, firm size, financial leverage and firm growth rate
were used as control variables, which are specific to commercial banks and general to the economy as a whole.
The researcher used both correlation analysis and pooled panel data regression models of cross-sectional and time
series data for analysis. The results provide evidence that board size is negatively and significantly related with all
the three indicators of financial performance- return on asset return on equity and operating profit margin. Audit
committee and financial performance indicators-return on asset and return on equity is negative and statistically
significant, but it is not significant with operating profit margin. Board independence, chief executive officer
duality and board ownership are positively and significantly related with all the three financial performance
indicators. However, frequency of board meetings is not statistically significant with all the three financial
performance indicators.
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1.1 Background of the Study

According to the report of UNESCAP (2007), the definition of governance is defined as the process of decision
making by which decisions are implemented or not implemented in corporate business firms. Berghe and Ridder
(1999) acknowledged that corporate governance needs to put in place the structures and processes which make it
possible for a business firm to pursue its strategy effectively to improve its financial performance.

In 1997, Shleifer and Vishny defined corporate governance mechanisms as follows: “Corporate governance
mechanisms are ways to reduce the agency costs, where they attempts to minimize two types of agency conflicts:
first, the conflicts between shareholders (owners) and managers; second, the conflicts between controlling
majority shareholders and minority shareholders” (Shleifer & Vishny, 1997, p. 737).

The need for corporate governance arises from the potential conflicts of interest between stakeholders such
as chief executive officers, board members and shareholders within the business organizations. In their study of
2007, Imam and Malik (2007) acknowledged that potential conflict of interest between stakeholders within the
business firms usually arises from the following two reasons. The first reason is different participants have
different objectives and preferences. The second reason is the participants have imperfect information each
other’s actions, knowledge, and preferences. Therefore, corporate governance used to scale back agency issues
in a very business firm to confirm that shareholders’ investment isn't expropriated on unprofitable activities.

There are different theories on corporate governance and agency problem that this study incorporated to
investigate the effect of corporate governance mechanisms on firms’ financial performance. These are the
agency theory, shareholders’ theory and stakeholders’ theory (Maria & Thomas, 1999). According to Hsiang-tsui
(2005), firms which apply best practice of corporate governance systems provide more useful information to
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investors and its other stakeholders to reduce agency problem as well as to help the company to improve its
financial performance.

There are different mechanisms of corporate governance used to reduce agency cost, by which corporate
governance is measured in a business firm. These are board size, board independence, frequency of board
meetings, chief executive officer duality, audit committee, board ownership and so on. Those mechanisms are
essential issue to the efficient use of investments invested by corporate business firms. Poor corporate
governance is become critical issue in a corporate business firm as it has a critical negative impact on its
financial performance (Klein et al. 2005).

There are several studies on the relationship between corporate governance and firm financial performance.
From these studies most of them said that; Companies with better corporate governance have better financial
performance than those companies with poor corporate governance (Jensen & Meckling, 1976). However,
Sunday (2008) found a mixed result on the relationship between corporate governance mechanisms and firm
financial performance, which was revealed the following results: positive and significant relationship between
return on equity and board size, return on equity and chief executive status, profitability margin and chief
executive status, but there is no significant relationship between return on equity, board composition and audit
committee and profitability margin and board size, board composition and audit committee. Another researcher,
Ponnu (2008) examined a study on this area in Malaysian public listed companies and found that there no
significant relationship between duality and board independence to firms’ financial performance. Thus, the
researcher is forced to conduct a study on the effect of corporate governance mechanisms on firms’ financial
performance by taking evidence from commercial banks in Ethiopia whether to check that corporate governance
has a significant effect on the financial performance of firms.

1.2 Statement of the Problem

Shleifer and Vishny (1997) stated that both chief executives and shareholders should have one objective of
maximizing firms’ financial performance. However, the separation of shareholders from chief executives with
the absence of corporate governance mechanisms provides executives with the ability to act in their own self
interest that may not be in line with those of the shareholders; thus causes agency problem that eventually lead to
poor financial performance. Therefore, corporate governance mechanisms affect the financial performance of a
firm. There are different mechanisms by which corporate governance can be measured in an organization. Some
of these variables are board size, board independence, frequency of board meetings, chief executive officer
duality, and audit committee and board ownership.

The effect of corporate governance mechanisms on firms’ financial performance have been substantially
studied by different researchers, (Hiraki et al. 2001; Zunaidah & Fauzias, 2010; Sanda et al. 2005). These and
other researchers investigated their study on this area and identified both significant and insignificant
relationship between corporate governance mechanisms and firms’ financial performance by taking different
variables that determine corporate governance and the financial performance of firms. However, almost all of
these studies conducted on large firms operating within well organized corporate governance mechanisms in
developed economic system. From such findings it is difficult to generalize the same result on the effect of
corporate governance mechanisms on firms’ financial performance for relatively small size commercial banks
governance mechanisms in Ethiopia. As per the researchers knowledge research studies on the effect of
corporate governance mechanisms on banking firms’ financial performance in developing countries; especially
in Ethiopia remained an ignored area of empirical research. Thus, with these serious shortcomings of the current
literature, this study contributes to the existing literature by studying the issue with commercial banks in Ethiopia.

The banking industry plays a critical role in the efficient allocation of capital in an economy (Yung, 2009).
It also promotes monetary and financial stability to the economy as a whole. Thus, this study is conducted by
taking the commercial banking industry of Ethiopia as the study area to examine the effect of corporate
governance mechanisms on firms’ financial performance.

By considering the above situations, the researcher motivated to conduct this study by taking appropriate
variables which can go with the conditions and situations of Ethiopian commercial banks governance
mechanisms to come up with concrete results. Generally, this study is conducted with the aim of providing
answers to the following basic research questions:

1. Do corporate governance mechanisms have a significant effect on banks’ financial performance?

2. What are the possible determinant factors of corporate governance mechanisms that affect banks’

financial performance?

3. In what way the dependent variables are related with independent variables?

1.3 Objectives of the Study

1.3.1 General objective of the study
The general objective of this study is to examine the effect of corporate governance mechanisms on firms’
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financial performance by taking evidence from selected commercial banks in Ethiopia, while controlling for a
number of banking firms’ specific factors that may affect commercial banks financial performance by using data
from the year 2003 up to 2009.
1.3.2 The specific objectives of the study
The specific objectives of this study are:
1. To examine whether corporate governance mechanisms have a significant effect on banks’ financial
performance.
2. To identify the possible determinant factors of corporate governance mechanisms that affect banks’
financial performance.
3. To analyze the way in which dependent variables are related with independent variables.

1.4. Hypothesis of the study
Hoe: There is no significant relationship between board ownership and financial performance.
Hos: There is no significant relationship between the proportion independent audit committee and financial
performance.
Ho4: There is no significant relationship between chief executive officer duality and financial performance.
Hos: There is no significant relationship between the frequency of board meetings and  financial
performance.
Hoz: There is no significant relationship between independent directors sitting on the board and financial
performance.
Hoi: There is no significant relationship between board size and financial Performance.

1.5. Conceptual Framework
Figurel: Conceptual framework for analysis

Corporate
governance
mechanisms:
. Firms’
Board size financial Control variables:
Board independence performance:

. Return on asset
Frequency of board Firm size

meetings

= Return on
Chief executive equity Financial leverage
officer duality

Operating profit Firm growth rate

margitl

Audit committee

Board ownership

Source: Researcher’s own design

1.6. METHODOLOGY OF THE STUDY

Research Design

This study has employed an explanatory survey research design following more of quantitative approach to
examine the effect of corporate governance mechanisms on firms’ financial performance on selected commercial
banks in Ethiopia. Explanatory research design shows the relationship between two variables. The research
design in this study used a pooled panel data analysis, which includes both a time series (inter-period) and cross
sectional (inter-firm) data analysis. Pooled panel data analysis, also called the constant coefficients model, which
has constant coefficients, referring to both intercepts and slopes are constant. It assumes that, there is no
significant cross section or temporal effects, where the cross section firm data and time series data are pooled
together in a single column and run OLS estimation (Yaffee, 2003).
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Data Source and Collection Methods

Data for this study were collected from both primary and secondary sources. Secondary data i.e. audited
financial statements including balance sheet and income statement related to each bank were obtained from
National Bank of Ethiopia for 7 year period i.e. 2003 up to 2009. Data required for this study found in National
Bank of Ethiopia were limited in number of years, thus this study included only 6 commercial banks audited
financial statements for 7 year. Financial statement data for 2002 was not available for this study that would have
been used to compute the control variable, firm growth rate for the year 2003. The researcher found it is better to
take the following 6 years average firm growth rate for the year 2003 rather than omitting it, by believing that it
is better to increase the number of observations by not excluding all variables for the year 2003 because of one
control variable. Primary data related to corporate governance mechanisms were obtained by using research
questionnaires from the respective commercial banks’ head offices of the chairman of boards in Addis Ababa. In
addition to quantitative data qualitative data were also collected to support quantitative data by qualitative data.
Sampling Design

The total population of this study is all commercial banks in Ethiopia. In selecting banks included in this study, a
purposive sampling design has been used. The sampling method used is also purposive sampling technique,
where each sample elements are selected purposively so as to assure representation of the total population.
Currently, 13 commercial banks are operating in Ethiopia. From the total commercial banks in Ethiopia 6
commercial banks are selected on the bases of age of commercial banks since incorporated and audited financial
statement availability in National Bank of Ethiopia for the study period. The sampled commercial banks are
Commercial Bank of Ethiopia, Dashen Bank, Awash International Bank, Bank of Abyssinia, United Bank and
Nib International Bank.

Data Analysis

In this study descriptive statistics were used as the first stage of the analysis of data to provide detail information
about each relevant variables used. At this stage, mean, standard deviation, maximum and minimum values of
the required variables have been computed. In addition, to estimate the relationships between the dependant and
independent variables and to test the hypothesis, the researcher has used two quantitative analysis methods. First,
pair wise correlation analysis is used to measure the degree of association between the dependent variables and
each explanatory variable. Second, multiple regression models of independently pooled panel regression are used
to analyze the fundamental relationships of the dependant, independent and control variables. The method of
estimation used was pooled OLS method. Therefore, by pooling the cross sectional data of 7 years for 6
commercial banks the pooled OLS estimation makes 42 observations.

Statal0.0 software was used for the purpose of analysis and to test model accuracy and other econometric
problems like, normality and heteroskedasticity. The result of analysis was presented by using tables.
Furthermore, qualitative data was also analyzed to support the results obtained from quantitative data.

Model Specification
In this study the following general econometric model (which is mostly found in most of the literatures of
corporate governance mechanisms) was used to estimate quantitatively the effect of corporate governance
mechanisms on firms’ financial performance on selected commercial banks in Ethiopia.

Yi= B0 + Y pi Xi + &i
Where:

> Yi are the i observation of dependent variables (ROA, ROE and OPM)

» B0 is the constant or intercept term

> Pi are the coefficients of the Xi variables

> Xi are the i observation of the explanatory variables (BSIZE, BINDP,FBM, CEOD, AUDCM, BOWN,

FS, FL and FGR)

» ¢iis the error term of the models

Specifically, when the above general model is changed into the specified variables of this study, the
regression equations are as follows to estimate the effect of corporate governance mechanisms on firms’
financial performance on selected commercial banks in Ethiopia:

ROA = B0 + B1 (BSIZE) + 2 (BINDP) + B3 (FBM) + B4 (CEOD) + B5 (AUDCM) + p6 (BOWN) + B7 (FS) +

B8 (FL) + B9 (FGR) +& )

ROE = B0 + B1 (BSIZE) + B2 (BINDP) + B3 (FBM) + 4 (CEOD) + B5 (AUDCM) + B6 (BOWN) + B7 (FS) +
B8 (FL) + B9 (FGR) +& )

OPM = 0 + B1 (BSIZE) + B2 (BINDP) + B3 (FBM) + B4 (CEOD) + 5 (AUDCM) + 6 (BOWN) + B7 (ES) +
B8 (FL) + B9 (FGR) +& 3)

Where:
» ROA= Return on Asset
» ROE = Return on Equity
» OPM = Operating Profit Margin
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»  BSIZE = Board Size: Number of directors setting on the board

» BINDP = Board Independence: Number of independent directors sitting on the board (no significant
connection with the bank)

FBM =Frequency of board meetings: The number of board meetings held per year

CEOD = Chief Executive Officer Duality: Value zero (0) if the same person occupies the chairman of
the board and the chief executive and one (1) otherwise.

AUDCM = Audit Committee: The composition of the audit committee, that is, independent as a
proportion/ percentage of the total member for banks audit committee.

BOWN=Board Ownership: Number of board members, who has share contribution for the bank
FS=Firm Size: The natural logarithm of total assets of the bank

FL=Financial Leverage: The total amount owed by the bank divided by its total capital

FGR=Firm growth rate: Change in annual revenue of the bank

Y \ A7

YV VVY

1.7. RESULT AND DISCUSSION
Econometrics Analysis:

Summary of regression analysis for the study variables

ROA ROE OPM
Variables Coef. t-value Coef. t-value Coef. t-value
(Std.Err.) (p-value) (Std.Err.) (p-value) (Std.Err.) (p-value)
BSIZE -.0128797 -1.79* -.1608668 -1.97* -.1801143 -5.60%**
(.007196) (0.083) (.0817235) (0.058) (.0321685) (0.000)
BINDP 0155271 2.04%* 1867218 2.16** 1744151 4.07%**
(.0076179) (0.050) (.0865145) (0.039) (.042886) (0.000)
FBM .00002 0.12 (0.902) .0000622 0.03 (0.973) .0018887 0.83
(.0001607) (.0018251) (.0022742) (0.412)
CEOD .0542838 2.12%* .8272399 2.84 %% .1918925 0.76%*
(.0256519) (0.042) (.2913238) (0.008) (.2523984) (0.045)
AUDCM -.0133299 -1.88* -.2763031 -3.43 %%k -.0531907 -0.97
(.0071026) (0.070) (.0806623) (0.002) (.0550794) (0.341)
BOWN .0138291 1.91% 1441433 1.76%* .1838949 5.41%**
(.007223) (0.065) (.0820305) (0.088) (.0339705) (0.000)
FS .0317745 6.05%** 4492022 7.53%%* 3153711 4.64%%*
(.0052529) (0.000) (.0596557) (0.000) (.0679033) (0.000)
FL -.0008156 -2.20%* -.0021245 -0.51 -.0129246 -3.35%%*
(.0003675) (0.034) (.0041733) (0.614) (.0038636) (0.002)
FGR .016726 2.73%* 2481785 3.57%%* 136673 2.63%*
(.0061221) (0.010) (.0695275) (0.001) (.05197) (0.013)
Number of obs 42 42 42
F(9, 32) 13.90*** (P=0.0000) 7.77***(p=0.0000) 10.56***(p= 0.0000)
R-squared 0.7963 0.6862 0.6034
Adj R-squared 0.7390 0.5979 -
Root MSE .00667 .07577 .07806

*** Indicates statistically significant at 1 percent Level of significant

** Indicates statistically significant at 5 percent Level of significant

* Indicates statistically significant at 10 percent Level of significant

Source: STATA regression result based on data obtained from sampled commercial banks for the study period.

As it is summarized in above table above, the explanatory power of the variables used in the three models,
from the R-squared values are equal to 79.63 percent, 68.62 percent and 60.34 percent for return on assets, return
on equity and operating profit margin respectively. This implies that 79.63 percent of the changes in return on
assets, 68.62 percent of the changes in return on equity and 60.34 percent of the changes in operating profit
margin are successfully explained by the variables used in the three models of this study. However, the
remaining 20.37 percent of the changes in return on assets, 31.68 percent of the changes in return on equity and
39.66 percent of the changes in operating profit margin are caused by other factors that are not included in the
models of this study. These results indicate the overall goodness-of-fit of the models used in this study.

Moreover, the overall significance of the three models, when measured by their respective F- statistics of
13.90, 7.77 and 10.56 with P-values of 0.0000; indicates that these models are well fitted at 1 percent level of
significance. Here one can infer from the results of R-squared and F-statistics that the implemented models of
this research are well fitted that corporate governance mechanisms have a significant effect on banks’ financial
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performance. Therefore, the following part of the analysis enables the researcher to identify the possible
determinant factors of corporate governance mechanisms that affect banks’ financial performance and to
analyze the way (direction of relationship) in which dependent variables are related with independent variables.

Table 4.5, indicates that board size has a coefficient estimates of -0.0128797, -0.1608668 and -0.1801143
and it is statistically significant at 10 percent level of significance for both return on asset and return on equity
and 1 percent level of significance for operating profit margin. The coefficients of board size imply that
commercial banks’ financial performance is negatively related with the increase the number of board members.
In other words, the higher the number of board members of commercial banks, the lower their financial
performance achievement is and vice versa.

A subjective question was also asked to qualitatively check as to whether respondents believe the number of
board size is appropriate for this institution or not (Qn. No. 7). All responded ‘yes’ and they have justified it by it
is set by the agreement, but not by low and believed to be appropriate to run the responsibility of the board. The
best justification given is that, if the number of board members is large, it creates conflict of interest between the
board members, which erodes the wealth of the bank. The outcome of the analysis of both quantitative and
qualitative data indicates that there is a negative relationship between board size and financial performance of
sampled commercial banks in Ethiopia.

Bearing in mind that the first null hypothesis was there is no relationship between board size and financial
performance. Since the (P-values) of board size are statistically significance at 10 percent level of significance
for both return on asset and return on equity and 1 percent level of significance for operating profit margin, the
null hypothesis is rejected and the alternate hypothesis is accepted, which says there is a significant relationship
between board size and financial performance. Therefore, the outcome of this variable is in line with the
proposed alternate hypothesis. Thus, there is a significant negative relationship between board size and financial
performance of commercial banks in Ethiopia. This outcome has the support of Yermack (1996), Adusei (2011)
and Sanda et al. (2005).

The relationship between board independence and all the three financial performance measures is positive.
Board independence explains the financial performance of selected commercial banks with a coefficient
0.0155271, 0.1867218 and 0.1744151 and it is statistically significant at 10 percent, 5 percent and 1 percent
levels of significance for return on asset, return on equity and operating profit margin respectively. The
implication of this result is that for the sampled commercial banks in Ethiopia, there is a positive relationship
between their financial performances and the independent directors sitting on the board. This means that the
higher the number of independent directors sitting on the board the higher the financial performance of sampled
commercial banks in Ethiopia and vice versa.

Respondents were asked to reflect their view as to whether they feel independent board members have
significant contribution on the bank’s operation over the dependent board members (Qn. No. 8). Though there
are inadequate justifications given by the respondents on the significant contribution of independent board
members have over dependant board members. Most of them had positive responses. Because if the board is
occupied by dependent directors the respondents answered by saying dependent board members are better and
the vice versa is true if the bank’s board is occupied by independent directors. Even though the justifications
given by the respondents could not enable the researcher to be sure, the quantitative regression result indicates
that there is a significant positive contribution of independent directors sitting on the board on the financial
performance of the sampled commercial banks in Ethiopia.

The second null hypothesis was hypothesized that there is no significant relationship between independent
directors sitting on the board and financial performance. Since the (P-values) of board independence are
significant at 10 percent, 5 percent and 1 percent level of significant for return on asset, return on equity and
operating profit margin respectively, the null hypothesis is rejected and the alternate hypothesis is accepted.
Therefore, the outcome of this variable is in line with the proposed alternate hypothesis. Thus, there is a
significant positive relationship between board independence and financial performance of commercial banks in
Ethiopia. This outcome supports the outcomes found by Fleming (2005), Nahar (2001), Pearce and Zahra (1992),
Abu-Tapanjeh (2006), Sulong and Nor (2010) and Adusei (2011).

The relationship between frequency of board meetings and the three financial performance measures is not
statistically significant. The implication of this result is that for the sample commercial banks in Ethiopia, there
is no relationship between the financial performances of sampled commercial banks in Ethiopia and the
frequency of board meetings conducted by the board. This means that frequency of board meetings has no
predicative capability in the presence of other independent variables. This result is not surprising as it is in line
with the following two reasons.

First, the researcher has found from the qualitative questions (Qn. No. 11) that the insignificant result of
frequency of board meetings is in line with what has been subjectively found. The respondents were asked as to
whether they believe that the increased the frequency of board meetings has significant contribution on banks
operation or not. Among other things, the justification given included that, meeting is necessary at infantry stage
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of banks activity, but most of the commercial banks are now in their maturity (high development) stage in their
activity, thus no board meeting is as such required to follow up the banks.

The second reason is that, the row data indicates that the trend of frequency board meetings does not have
any increasing and decreasing way. For example, in Commercial Bank of Ethiopia in 2003 there were 43 board
meetings; while there were 9 board meetings in 2009, in Awash International Bank from 2003-2008 there were
29 board meetings, while there were 45 board meetings in 2009. It is the same in the entire sampled banks that
no common increasing or decreasing trend. However, the financial performances of selected commercial banks
were almost in an increasing trend. From this unrelated relationship of the financial performance of sampled
commercial banks in Ethiopia and frequency of board meetings it is clear to understand that there is no negative
or positive relationship between frequency of board meetings and their financial performance.

The third null hypothesis stated that there is no significant relationship between frequency of board
meetings and financial performance. Since the (P-values) of frequency of board meetings are insignificant for all
the three financial performance indicators, the null hypothesis is accepted. Therefore, the outcome of this
variable is not in line with the proposed alternate hypothesis. Thus, there is no significant relationship between
frequency of board meetings and financial performance of commercial banks in Ethiopia.

The result of the relationship between chief executive officer duality and return on asset, return on equity
and operating profit margin is positive and statistically significant at 5 percent, 1 percent and 5 percent
significance levels respectively. It explains return on asset by 0.0542838, return on equity 0.8272399 and
operating profit margin by 0.1918925. These results indicate that there is a positive relationship between chief
executive officer duality and financial performance of selected commercial banks in Ethiopia. The inference of
this result is that chief executive officer duality is not a problem in the context of Ethiopian commercial banks;
rather the duality of chief executives of banks increases their financial performance.

In the qualitative part (Qn. No. 9), the respondents have replied that, in the current time the duality of chief
executive officer is prohibited by the National Bank of Ethiopia. The respondents have said that, the situation of
duality, which existed before, had both disadvantages and advantages for the bank. As the respondents have said,
the main disadvantage of duality of executive officers is conflict of interest, while the main advantage is the
decisions become more valuable when the executives participate in the process of implementing the guidelines
and business strategies and also in the process of approval of activities to be implemented. From this qualitative
analysis it is impossible to decide that duality of chief executive officer is better than non duality because it has
both advantages and disadvantages. However, it is enough to say that duality has a positive contribution
(advantage) for banks financial performance, because the advantage is supported by the quantitative analysis.
Therefore, results of both quantitative and qualitative data analysis imply that there is a positive relationship
between chief executive officer duality and financial performance of sampled commercial banks in Ethiopia.

The fourth null hypothesis stated that there is no significant relationship between chief executive officer
duality and financial performance. Since the (P-values) of chief executive officer duality are significant at 5
percent, 1 percent and 5 percent level of significance for return on asset, return on equity and operating profit
margin respectively, the null hypothesis is rejected and the alternate hypothesis is accepted. Therefore, the
outcome of this variable is in line with the proposed alternate hypothesis. Thus, there is a significant positive
relationship between chief executive officer duality and financial performance of commercial banks in Ethiopia.
This outcome is supported by Sunday (2008), Sulong and Nor (2010), Sanda et al. (2005) and Boyd (1995).

Audit committee has a negative relationship with return on asset and return on equity. It is statistically
significant at 10 percent and 1 percent significance levels with return on asset and return on equity respectively.
But, it is not significant with operating profit margin. Audit committee explains both return on asset and return
on equity by -0.0133299 and -0.2763031 respectively. These results indicate that there is a negative relationship
between audit committee and return on asset and return on equity. The implication of this result is that the higher
the proportion of independent audit committee the lower the return on asset and return on equity and vice versa.

The following question (i.e. Qn. No.10) was asked in relation role of independent audit committee. “What is
the role of independent audit committee in your organization over the dependant audit committee?”” Most of the
respondents have justified that the role of independent audit committee is not greater than the role of dependent
audit committee because dependent audit committees are more responsible than independent audit committee.
This qualitative justification implies that the role of dependent audit committee is more than the role of
independent audit committee in the operation of the banks. The quantitative analysis which indicates the higher
the proportion of independent audit committee the lower the financial performance of sampled commercial
banks in Ethiopia is supported by the qualitative analysis which acknowledges that the role of independent audit
committee is not more than the role of dependent audit committee.

The fifth null hypothesis, hypothesis five says that there is no significant relationship between the
proportion of independent audit committee and financial performance. Since the (P-values) of audit committee
are significant at 10 percent and 1 percent for return on asset and return on equity, the null hypothesis is rejected
and the alternate hypothesis is accepted in case when the financial performance of selected commercial banks
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measured by return on asset and return on equity. Therefore, the outcome of this variable is in line with the
proposed alternate hypothesis, when financial performance is measured by return on asset and return on equity.
Thus, there is a significant negative relationship between the proportion of outside audit committee and financial
performance of sampled commercial banks in Ethiopia, when financial performance is measured by return on
asset and return on equity. This result is in line with Klein (2002). However, when financial performance is
measured by operating profit margin the (P-value) is insignificant, thus the null hypothesis is accepted, which
says there is no significant relationship between the proportion of independent audit committee and financial
performance. Therefore, the outcome of this variable is not in line with the proposed alternate hypothesis, when
financial performance is measured by operating profit margin. This insignificant result of audit committee is in
line with the result of Sunday (2008) and Aljifri and Moustafa (2007).

The effect of board ownership is positive and statistically significant with all the three financial
performance indicators at 10 percent significance levels with return on asset and return on equity and 1 percent
significant level with operating profit margin. Board ownership explains return on asset, return on equity and
operating profit margin by 0.0138291, 0.1441433 and 0.1838949 respectively. These results indicate that there is
a positive relationship between board ownership and financial performance of selected commercial banks in
Ethiopia. This means that the higher the number of board members, who have share contribution for the bank,
the higher the financial performance of sampled commercial banks in Ethiopia and vice versa.

This quantitative outcome is supported by qualitative question (Qn. No.12), which asks if there is any board
member who has shares in the bank. Except for the Commercial Bank of Ethiopia, which is government owned;
this was the case in all privately owned commercial banks in Ethiopia. In addition to this, the advantage of banks
from these board members was asked. Respondents have replied that, the board members, who have share
contribution have a great contribution for the bank’s financial performance and development of the bank by
using their full capacity, because it is their business. Thus, both the quantitative and qualitative data on board
ownership indicates that when the number of board members, who have share contribution for the sampled
commercial banks in Ethiopia, increases their financial performance also increases and vice versa.

The last null hypothesis states that there is no significant relationship between board ownership and
financial performance. Since the (P-values) of board ownership are significant at 10 percent significance level
with return on asset and return on equity and 1 percent significance for operating profit margin, the null
hypothesis is rejected and the alternate hypothesis is accepted. Therefore, the outcome of this variable is in line
with the proposed alternate hypothesis. Thus, there is a significant positive relationship between board
ownership and financial performance of commercial banks in Ethiopia. This outcome is supported by the
findings of Sulong and Nor (2010), Rose (2005) and Jensen and Meckling, (1976).

In addition to what has been discussed above, table 4.5 presents the result of the regression analysis
between control variables and financial performance indicators of selected commercial banks in Ethiopia, which
are interpreted as follows:

The first control variable, firm size has surprising result. It is statistically significant at 1 percent level and it
explains return on asset, return on equity and operating profit margin at 0.0317745, 0.4492022 and 0.3153711
respectively. Firm size (measured in terms of the natural legalism of total asset) positively affects the financial
performance of commercial banks in Ethiopia i.e. when firm size increases the financial performance of
commercial banks in Ethiopia also increases.

The other control variable, financial leverage (the total amount owed by the firm divided by its total capital)
explains both return on asset and operating profit margin by -0.0008156 and -0.0129246 respectively and
statistically significant with only return on asset and operating profit margin at 5 percent and 1 percent
significance levels while it is insignificant with the return on equity. The result implies that firm growth rate
negatively affects financial performance of commercial banks in Ethiopia, when financial performance measured
by return on asset and operating profit margin.

The last control variable, firm growth rate is positively and significantly related with the three regression
models. It is statistically significant with return on asset, return on equity and operating profit margin at 5
percent, 1 percent and 5 percent significance levels respectively. Firm growth rate explains return on asset, return
on equity and operating profit margin by 0.136673, 0.2481785 and 0.016726 respectively. These results imply
that when the growth rate of commercial banks in Ethiopia increases their financial performance also increases
and vice versa.

In general, in this study both correlation coefficient results of all the independent and control variables do
not have the same sign for all the three financial performance indicators and in the regression results the
significant and the way of relationship of all independent and control variables do not have the same result for all
the three financial performance indicators. This is because financial performances indicators are not equally
indicate the financial performance of banks, because financial performance indicators used different formulas
with their limitations to indicate the ability of corporate governance mechanisms. For example return on asset
indicates the overall efficiency of management and reflects whether the bank uses assets and liabilities
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effectively in order to produce its income. Return on equity provides information as to how well managers are
using the funds invested by the shareholders without considering the effect of liability of the firm. Operating
profit margin shows earning arising directly from the commercial operations of the firm without the effect of
financing ability of the bank.

1.8. Conclusions

The purpose of this study is to investigates the effect of corporate governance mechanisms on firms’ financial
performance on selected commercial banks in Ethiopia using three financial performance indicators (return on
asset, return on equity and operating profit margin) as dependent variables and six corporate governance
mechanisms (board size, board independence, frequency of board meetings, chief executive duality, audit
committee and board ownership) as independent variables. In addition, three control variables (firm size,
financial leverage and firm growth rate) were used. A sample of 6 commercial banks were selected out of
13commercial banks in Ethiopia and data covering the years 2003 to 2009 were used in this study. Panel data
methodology was employed; the method of analysis was multiple regression and the method of estimation was
pooled OLS. This study revealed the following results:

The regression result indicates that except frequency of board meetings and audit committee (in the case of
relationship with operating profit margin) all the other corporate governance mechanisms have a significant
effect on financial performance of selected commercial banks in Ethiopia. The researcher made the following
conclusions on the possible determinant factors of corporate governance mechanisms that affect banks’
financial performance and on the ways in which dependent variables are related with independent variables,

Board size is negatively and significantly related to all the three indicators of financial performance- return
on asset return on equity and operating profit margin. These results are consistent with most of previous studies.
The implication of this result is that the higher the number of board size, the lower the financial performance of
commercial banks in Ethiopia. In other words, the increase in the number of board members in a bank could
result in conflict of interest in decision making. The presence of conflict of interest leads to the decrease in the
financial performance. Moreover, the higher number of board members may also contribute towards delayed
decisions. Thus, the researcher concludes that board size negatively affects the financial performance of
commercial banks in Ethiopia.

Board independence and all the three indicators of financial performance- return on asset, return on equity
and operating profit margin are positively and significantly related. These results are supported by previous
studies. The implication is there is a positive relationship between financial performances and the proportion of
independent directors sitting on the board. This may be due to the reason that independent directors can stimulate
in helping as a link by communicating with the outside environment, providing important and useful information.
This enhances proper decision making of the banks activity. Therefore, the researcher concludes that board
independence positively affects the financial performance of Ethiopian commercial banks.

Even thought the coefficients of frequency of board meetings are positive for all the three indicators of
financial performance; it is not statistically significant with all the three financial performance indicators. The
inference which could be made from this result is that, there is no relationship between the financial
performances and the frequency of board meetings conducted. Hence, the researcher concludes that frequency of
board meetings does not affect the financial performance of commercial banks in Ethiopia.

The relationship between chief executive officer duality and return on asset, return on equity and operating
profit margin is positive and statistically significant. This result implies that there is a positive relationship
between chief executive officer duality and financial performance of commercial banks in Ethiopia. This result is
in line with previous studies, which argued that chief executive officer duality has a positive effect on
commercial banks financial performance in Ethiopia. This outcome may be due to the fact that the decisions
become more valuable when the executive officers participate in the process of implementing the guidelines and
business strategies and also in the process of approval of activities to be implemented. By using this result, the
researcher concludes that chief executive officer duality positively affects the financial performance of
commercial banks in Ethiopia.

Audit committee has a negative relationship and statistically significant with return on asset and return on
equity. But, it is not significant with operating profit margin. This result indicates that there is a significant
negative relationship between the proportion of independent audit committee and financial performance of
commercial banks in Ethiopia, when financial performance is measured by return on asset and return on equity.
But, the proportion of independent audit committee does not affect financial performance of commercial banks
in Ethiopia, when financial performance is measured by operating profit margin. Accordingly, the researcher
concludes that audit committee has a negative significant effect on the financial performance of commercial
banks in Ethiopia, when financial performance is measured by return on asset and return on equity, but it does
not affect the financial performance of commercial banks in Ethiopia, when financial performance is measured
by operating profit margin.
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Board ownership is positively and statistically significant with all the three financial performance indicators.
These results are consistent with most of previous studies. This result implies that when the number of board
members, who have share contribution for commercial banks increases, their financial performance also
increases and the vice versa. This result may be because if the board member has a share contribution for the
banks, s/he is more responsible for financial performance; because s/he is the one to be the beneficial if the bank
is stronger in its financial performance. Thus, the researcher concludes that board ownership positively affects
the financial performance of commercial banks in Ethiopia.

1.9. Recommendations

This study attempts to investigate the effect of corporate governance mechanisms on firms’ financial
performance by taking evidence from selected commercial banks in Ethiopia. On the basis of the findings and
conclusions reached in this study, the following recommendations were forwarded.

Even though commercial banks in Ethiopia apply corporate governance mechanisms, further considerations
should be given to improve their financial performance. Specifically the researcher recommends commercial
banks of Ethiopia as follows:

Attention should be given for the board size of banks to be small in number and for the composition of the
board to be proportional by include both board members, who are independent for the commercial banks and
board members, who have share contribution for commercial banks to improve their financial performance. This
is because the finding of this study revealed that both the members of the board are positively related with the
financial performance of commercial banks.

The finding of this study revealed that chief executive officer duality is not a problem in the context of
Ethiopian commercial banks when it comes to their financial performance. With caution, it would be good then
for commercial banks to encourage chief executive officer duality but continuously monitor its effect.

Attention should also be given for the proportion of audit committee. The commercial banks of Ethiopia
should increase the number of dependent audit committees for the improvement of their financial performance.
Because the result of this study indicates that the higher the number of independent audit committee as a
proportion/ percentage of the total member of audit committee is negatively related with the financial
performance of commercial banks, thus the number of independent audit committee should be dominated by
dependent audit committee.

Regarding further research directions, this research highlights a number of issues that give directions on the
effects of corporate governance mechanisms on firms’ financial performance. Thus, by taking the previous
studies and this study as a stepping stone, it could be possible to come up with a better insight. The outcome of
this study can be more robust, if future researchers conduct a study on this area by: first, further increasing the
study population and the sample size to the whole financial sector; second, taking evidence from manufacturing
business firms or merchandising business firms as a study area; and third, increasing the number of observations
based on the use of long time series data and sample size of the study.
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