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Abstract: This study aims at examining the corporate governance mechanisms and their impact on performance of 

commercial banks in the absence of organized stock exchange. The study assessed the relationship between selected inter-

nal and external corporate governance mechanisms, and bank performance as measured by ROE and ROA. The study used 

structured review of documents, and commercial banks financial data were collected covering a period 2005 to 2011. The 

findings indicated that board size and existence of audit committee in the board had statistically significant negative effect 

on bank performance; whereas bank size had statistically significant positive effect on bank performance. Similarly, capital 

adequacy ratio, as a measure of external corporate governance mechanism, had statistically significant positive effect on 

bank performance. In addition, absence of organized stock exchange; high government intervention; lack of corporate gov-

ernance awareness, absence of national standards of corporate governance, as well as accounting and auditing; and weak 

legal framework to protect minority shareholder rights are the major factors with adverse impact on corporate governance 

and bank performance in Ethiopia. 
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1. Introduction 

Corporate governance is essential due to the separation 

of ownership and control in publicly held companies. In 

corporations, shareholders (principals) delegate decision 

making rights to management (agents), expecting agents to 

act in the best interest of the principals, however, the 

“agency problem” arises when the agents do not make their 

decision to the best interest of the principal or the agents 

are engaged in self-interest at the expense of shareholders 

interest [1] and [2]. Therefore, instituting good corporate 

governance is primarily aimed at minimizing the potential 

loss of shareholders due to conflict of interest between 

shareholders and management [3]. As a primary means of 

reducing this conflict of interest, the shareholders of cor-

porations elect and appoint members of board of directors 

in order to monitor the actions of management and make 

strategic decisions about the corporation on behalf of the 

shareholders.  

Good corporate governance improves economic effi-

ciency and growth as well as enhances investor confidence 

[4]. It also increases access to external financing by firms, 

lowers cost of capital and increases operational perfor-

mance [5]. [6] also indicated that investors are willing to 

pay large premiums for companies with effective corporate 

governance. Hence, it can be argued that good corporate 

governance will lead to increase in firm value as well as 

better firm performance.  

While scholars in advanced economies have developed a 

fairly sizeable literature on corporate governance, in de-

veloping countries there have not been many studies on this 

topic [7] and [8]. [9] also noted that despite the fact that, 

previous empirical studies have provided the nexus be-

tween corporate governance and firm performance, there is 

still no consensus on the impact of corporate governance on 

firm performance. Prior studies conducted in the area of 

corporate governance in Ethiopia are very scant, and none 

of the existing studies (e.g [10] and [11]) attempted to ana-

lyze the effect of corporate governance on bank perfor-

mance. Furthermore, it would be interesting to understand 

how corporate governance is shaped in Ethiopia where 

there is no capital market.  

This study, therefore, examines the effect of internal and 

external corporate governance mechanisms on bank per-

formance. The study used panel data econometric analysis 

based on financial and non-financial data collected from all 

commercial banks in operation from the year 2005 to 2011. 
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The findings indicated that while board size and existence 

of audit committee in the board had statistically significant 

negative effect on bank performance, bank size and capital 

adequacy ratio had statistically significant positive effect on 

bank performance. 

The rest of the paper is organized as follows. Section 2 

presents review of related literature. Section 3 describes the 

data and research methodology. Section 4 deals with results 

and discussion. Section 5 presents the conclusion and fi-

nally Section 6 presents policy implications of the findings. 

2. Literature Review 

2.1. Review of Theoretical Literature 

Various corporate governance theories have been devel-

oped concerning the nature and significance of corporate 

governance, and they include, inter alia, agency theory, 

stakeholder theory, and stewardship theory that are briefly 

described in the ensuing paragraphs.  

Agency Theory: Agency theory is widely used as a 

means of explaining various corporate governance issues. 

The essence of the theory is based on the existence of sep-

aration of ownership and control in large corporations. In 

such corporations, the managers (agents) are hired to work 

and make decision on behalf of the owners (principals) in 

order to maximize return to the shareholders [1]. However, 

conflict of interest between the agent and the principal in-

evitably occurs when the agent fails to act in the best inter-

est of the principal, and instead act to maximize their own 

value [1]. Such conflict of interest occurs due to difference 

in their preferred level of managerial effort, their attitude 

towards risk, and their time horizons, which in turn may 

lead to divergence in the goals of managers and sharehold-

ers [3]. Consequently, different control mechanisms either 

internal or external to the firm should be put in place in 

order to align the interests of managers and shareholders 

[3]. Nevertheless, [12] argue that, assumptions made in 

agency theory about individualistic utility motivation re-

sulting in principal-agent interest divergence may not hold 

for all managers; and therefore, exclusive reliance on 

agency theory is undesirable, because the theory ignores 

the complexities of organizational life.  

Stewardship theory: The stewardship theory, on the other 

hand, originates from sociology and psychology. The stew-

ardship theory maintains that managers are not motivated 

by individual goals but rather they are stewards, whose 

motives are aligned with the objectives of their principals- 

shareholders [12]; as opposed to the agency theory which 

claims that conflict of interest between managers and 

shareholders is inevitable unless appropriate structures of 

control are put in place to align the interests of managers 

and shareholders [1]. The stewardship perspective suggests 

that stewards (managers) are satisfied and motivated when 

organizational success is attained even at the expense of the 

stewards’ personal goals [2]. Furthermore, while the agency 

theory suggests that shareholder interests will be protected 

by separating the posts of board chair and CEO, the stew-

ardship theory argues that shareholder interests will be 

maximized by assigning the same person to the posts of 

board chair and CEO to give more responsibility and au-

tonomy to the CEO as a steward in the organization [13].  

Stakeholder theory: The other popular theory of corpo-

rate governance is the Stakeholder theory. The stakeholder 

theory originated from the management discipline and 

gradually developed to include corporate accountability to 

a broad range of stakeholders [2]. Unlike the agency theory, 

whereby managers are predominantly responsible for satis-

fying the interests of shareholders, stakeholder theory 

maintains that managers in organizations are not only re-

sponsible for the interests of shareholders but also for a 

network of relationships to serve which includes the sup-

pliers, employees and business partners [2]. According to 

stakeholder theory decisions made regarding the company 

affect and affected by different parties in addition to stock-

holders of the company. Hence, the managers should on the 

one hand manage the company to benefit its stakeholders in 

order to ensure their rights and their participation in deci-

sion making and on the other hand the management must 

act as the stockholder’s agent to ensure the survival of the 

firm to safeguard the long term stakes of each group [14]. 

Consequently, according to [15] the major debate in corpo-

rate governance focuses on whether corporate governance 

should focus exclusively on protecting the interests of eq-

uity holders in the corporation, or should expand its focus 

to deal with the problems of other stakeholders.  

2.2. Review of Empirical Literature 

Different scholars use different proxies of internal and 

external corporate governance mechanisms to see their im-

pact on bank performance. Of the internal governance var-

iables, board size and composition are frequently used. 

Nevertheless, the results of previous studies are inconclu-

sive as presented below. [16] Investigated the effect of gov-

ernance on the performance of Jordanian commercial banks. 

He tested the effect of governance mechanisms such as 

board size, CEO duality, percentage of non-executive di-

rectors, capital adequacy, the ownership percentage of large 

shareholders, and the ownership percentage of the largest 

shareholder on the bank performance as measured by To-

bin’s Q. He found that CEO duality, and percentage of 

nonexecutive directors had statistically significant positive 

effect on performance; whereas leverage had statistically 

significant negative effect on performance. And [16] con-

cluded that as CEO duality, percentage of non-executive 

directors, ownership concentration, and capital adequacy 

are recognized as effective determinants on banking per-

formance. [17] Also examined the effect of corporate gov-

ernance on bank performance in Nigeria and found that, 

contrary to the evidence found by [16], board size as well as 

chief executive status has a positive effect on performance. 

Similarly, [18] analyzed the relationship between board 

composition and corporate performance using 348 Austral-
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ian listed companies. They show that board size and the 

proportion of inside directors, were significantly positively 

related to market-based measure of firm performance. The-

se evidences are also supported by [19]; who finds a signif-

icant positive relationship between board size and bank 

performance and significant negative relationship between 

the level of related-party loans and bank performance. An-

other dimension of the literature on bank corporate gov-

ernance and performance has focused on the relationship 

between external corporate governance mechanisms and 

bank performance. [20] Extensively investigated the rela-

tionship among corporate governance, risk management, 

and bank performance in Indonesian banking sector. They 

take capital adequacy ratio (CAR) as the measure of  ex-

ternal corporate practice; value at risk (VAR) as the meas-

ure of risk management, return on equity (ROE) and net 

profit margin (NPM) as the measure of bank performance. 

They found that the relationship between corporate gov-

ernance and risk management and between corporate gov-

ernance and bank performance are sensitive to the type of 

bank ownership. Furthermore, risk management has signif-

icant effect on bank performance, and vice versa. They also 

found nonlinear relationship between CAR and ROE. Sim-

ilarly, [21] studied the relationship between corporate gov-

ernance and bank performance in Malaysia during the pre 

and post Asian Financial Crisis using yearly data of 11 

banks for the period 1995 -2005. They found evidence that 

CAR has significant positive relationship performance. [21] 

Also found that foreign owned banks have better corporate 

governance practices than domestically owned private 

banks. [22] Also tried to address the issue from a slightly 

different point of view. He investigated the corporate gov-

ernance and financial performance of selected commercial 

banks in Uganda from the perspective of bank depositors 

and bank officials using questionnaire with 5-point Likert 

Scale to collect data on the perception of 388 respondents. 

He also used variables such as trust, disclosure, and finan-

cial transparency as a measure of corporate governance and 

CAMEL framework as a measure of bank performance and 

concluded that trust, disclosure, and transparency have a 

major positive contribution to the performance of commer-

cial banks. However, his study is marred by methodological 

flaws related to application of the statistical tools. The 

foregoing studies suggest that while there is agreement on 

the idea that good corporate governance improves firm 

performance, consensus is hard to come by when it comes 

to the question of how and which corporate governance 

mechanisms affect firm performance. This makes it imper-

ative that more empirical investigation is conducted on the 

issue. Furthermore, most previous studies were made in 

nations where there are capital markets and the findings 

may not apply to country such as Ethiopia where there is no 

organized stock exchange market. Hence, this study tries to 

fill this void in literature by assessing selected internal and 

external corporate governance mechanisms and their im-

pact on the performance of commercial banks. 

2.3 The Hypotheses 

Corporate governance of banks could be different from 

corporate governance of other business enterprises due to 

the existence of depositors in addition to shareholders, and 

high government regulation in banks [20]. Thus, [15] sug-

gest that a broader perspective of corporate governance 

ought to be implemented in the case of banks. Bank corpo-

rate governance involves internal and external corporate 

governance mechanisms. Internal corporate governance 

mechanisms include but not limited to: the structure of 

board of directors and their effectiveness in monitoring the 

management of the bank. External corporate governance 

mechanisms on the other hand include: the government 

regulations and supervisions, and the market for corporate 

control [20] and [23].  

With regard to internal corporate governance, previous 

literature focused on analyzing different aspects of board of 

directors including its size, independence, structure, activity, 

and compensation to see the effect on performance (e.g. [18] 

and [17] ) .Consequently, [24] states that the size of the 

board can be an important governance consideration. The 

optimal size of board of directors should be established for 

good corporate governance as well as performance in the 

firm. Therefore, the first hypothesis is stated as: 

H1: There is positive relationship between Board size 

and bank performance. 

As stated in [25] “market regulators, commissions and 

accountancy bodies have recommended the establishment 

of audit committees as an important step in improving cor-

porate governance”, because, the audit committee assists 

the board in fulfilling its oversight responsibilities by re-

viewing the financial information and internal control sys-

tems. The second hypothesis is, therefore, stated as: 

H2: There is positive relationship between existence of 

audit committee in the board and bank performance. 

Good corporate governance is not the result of only in-

ternal corporate governance mechanisms, but there are also 

external corporate governance mechanisms which are im-

portant in reducing the agency problem in banks. In the 

banking sector, the government establishes relatively higher 

regulation to save the interests of the depositors as well as 

the general public. In countries like Ethiopia, where there is 

no capital market, the effect of the market for corporate 

control on corporate governance may be minimal. Instead 

the government’s regulation and supervision as an external 

corporate governance mechanism plays major role in the 

governance of banks. Accordingly, external corporate gov-

ernance is considered as a mechanism, which places the 

government’s responsibility to control the operations of 

banks through prevailing bank regulations [20]. Central 

bank regulation is exercised through the use of various fi-

nancial ratios of individual banks that include capital ade-

quacy ratio (CAR), loan loss provision (LLP), loan to de-

posit (LTD), liquid asset to total asset and others. Of these 

ratios particularly the CAR of individual banks, is a good 

indicator of the implementation of good corporate govern-
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ance practice in the bank [20]. [26] also found that the im-

plementation of the capital adequacy requirement reduces 

risk taking behavior of commercial banks. Hence, the third 

hypothesis can be put as: 

H3: There is positive relationship between external cor-

porate governance mechanisms as measured by CAR and 

bank performance. 

In addition to CAR, there are also other models which 

are related to external corporate governance. These are cap-

ital ratio (CR), cash claim on central bank (CCC), second-

ary reserve ratio (SRR), loan to deposits ratio (LDR), loan 

loss provision (LLP) and fixed assets and inventories to 

capital (FAI). Out of these variables capital adequacy ratio 

(CAR), capital ratio (CR), loan to deposits ratio (LDR), and 

loan loss provision (LLP) were used in this study as well. 

Hence, it can be hypothesized that: 

H4: There is negative relationship between loan loss 

provision and bank performance. 

H5: There is positive relationship between capital ratio 

and bank performance. 

H6: There is negative relationship between loan to de-

posit ratio and bank performance. 

3. Data and Methodology 

3.1. The Data 

Data for this study was obtained from two sources. Au-

dited annual financial statements of the banks covering the 

period 2005 to 2011 were obtained from the National Bank 

of Ethiopia (NBE). Data on board characteristics is ob-

tained from each bank in the study. The study included 9 

commercial banks of which 2 are state-owned and the rest 

private. Consequently, this study used panel data of 9 

commercial banks for 7 years (63 observations).  

3.2. Methodology 

A quantitative method of data analysis was employed 

which involved descriptive and inferential statistical analy-

sis and multivariate regression analysis. The descriptive 

statistics were used to analyze the means and standard de-

viations of regression variables. In addition, before con-

ducting regression analysis, various tests were conducted 

for Classical Linear Regression Model (CLRM) assump-

tions. The following two regression models were used to 

understand the effect of corporate governance mechanisms 

on bank performance: 

Model 1 ROE = a0 + a1BDSZ + a2AUDC + a3CAR + 

a4CR + a5LLP + a6LDR + a7BKSZ + 

a8OWTP + a9CAR
2
+ E. 

Model 2 ROA = a0 + a1BDSZ + a2AUDC + a3CAR + 

a4CR + a5LLP + a6LDR + a7BKSZ + 

a8OWTP + a9CAR
2 
+ E. 

Where: 

ROE is the return on equity 

ROA return on asset  

BDSZ board size representing the number of directors 

sitting in the board  

AUDC existence of audit committee in the board, 

dummy variable taking 1 if there is audit committee in 

the board, and 0 otherwise.  

CAR capital adequacy ratio year-end capital of the 

bank divided by year–end total risk-weighted assets of 

the bank 

LLP loan loss provision allowance for loan loss divid-

ed by year-end total loans  

CAR
2
 is the square of capital adequacy ratio 

This study uses two control variables, namely, owner-

ship type (OWTP) and bank size (BKSZ).  

BKSZ is bank size measured as a log of the year-end 

total assets. 

OWTP is ownership type with dummy variable taking 

0 if the bank is a state-owned and 0 otherwise.  

3.3. Tests for the Classical Linear Regression Model 

(CLRM) Assumptions 

A constant term is included in the model to satisfy the 

first assumption of the CLRM that the expected value of 

the errors must be zero.  The assumption of a constant 

variance of error terms has been checked via test of 

heteroskedsticity. Both the F and χ2 version of the test sta-

tistic reveal that there is no evidence of heteroskedasticity. 

The third assumption of uncorrelated error terms was 

checked using the Durbin-Watson (DW) Test. However, the 

result is inconclusive in this case i.e. the null hypothesis is 

neither rejected nor accepted. The fourth assumption re-

quires that the regressors should be uncorrelated with the 

error terms. This assumption is not violated if the first as-

sumption (expected value of errors is zero) is met [27]. 

CLRM also assumes a normal distribution so that valid 

estimation of the coefficient parameters could be made, and 

the residuals are normally distributed. The histogram for 

residuals is almost bell shaped with mean of 4.70e- 17, and 

standard deviation of 0.049, and the Jarque-Bera statistic of 

4.9 is not significant at 5%; implying that the null of nor-

mality is not rejected.  Absence of multicollinearity 

among independent variables has been checked using 

Pearson’s Correlation Matrix, and we found that all 

regressors except CAR and CR(with correlation coefficient 

of 0.91), have a correlation coefficient less than 0.8. As a 

remedy for the high correlation between CAR and CR, CR 

is dropped from the regression model. Finally, Hausman 

test has been conducted to choose the appropriate panel 

regression model(i.e fixed effects model (FEM) or random 

effects model (REM), and REM selected.   
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4. Results and Discussion 

4.1. Descriptive Statistics 

Table 4.1 presents the descriptive statistics for the varia-

bles in the study based on panel data of the banks from the 

year 2005 to 2011. The table presents the mean, and stand-

ard deviation including minimum and maximum values of 

regression variables.  

Table 1. Descriptive Statistics of regression variables 

Variable State (N=14) Private (N=49) Total sample (N=63) 

Mean Std.Dev. Mean Std.Dev. Mean Std.Dev. Min Max 

ROE 0.36 0.10 0.24 0.10 0.27 0.11 -0.04 0.55 

ROA 0.03 0.01 0.03 0.01 0.03 0.01 -0.02 0.05 

CAR 0.13 0.04 0.25 0.19 0.23 0.18 0.08 1.25 

CR 0.31 0.09 0.32 0.17 0.31 0.15 0.14 0.98 

BDSZ 7.79 2.33 9.65 1.84 9.24 2.09 5.00 12.00 

AUDC 0.50 0.52 0.65 0.48 0.62 0.49 0.00 1.00 

OWTP 0.00 0.00 1.00 0.00 0.78 0.42 0.00 1.00 

LLP 0.11 0.06 0.04 0.02 0.05 0.04 0.00 0.21 

LDR 0.65 0.30 0.70 0.19 0.69 0.22 0.20 1.30 

BKSZ 23.15 1.66 21.91 0.96 22.18 1.25 18.68 25.46 

The descriptive statistics indicates that private banks 

have mean CAR of 25%, compared to 13% for state-owned 

banks, implying that private banks tend to be a bit more 

cautious about capital adequacy. The average CAR for en-

tire banking sector is 23%, which is above the minimum 

CAR of 8% required by both the NBE and Basel Accord. 

With a mean board size (BDSZ) of 9.65, compared to 7.79 

for state-owned banks, private banks have a larger board 

that their state-owned counterparts. Regarding existence of 

audit committee in the board of directors (AUDC), on av-

erage all of the sample banks have AUDC 49% of the time 

during the study period. This is because some of the banks 

have established audit committee very recently and some 

don’t have it at all.  

The mean loan loss provision (LLP) for the state-owned 

banks and private banks and total sample banks is 11% and 

4% respectively. These indicate that private bank manage-

ment is more risk averse than state-owned banks. 

State-owned banks have mean loan to deposit ratio (LDR) 

of 65%, compared to 70% for private banks, signifying a 

higher degree of reliance of private banks on the depositors 

fund to make loan. Bank size (BKSZ), shows that 

state-owned banks have larger mean total assets (23.15) 

than private banks (21.91), which is partly due to the fact  

that the largest bank in the sample is a state-owned bank. 

Finally, with ROE of 36% state-owned banks have a better 

performance compared to private banks that have mean 

ROE 24%. However, the two types of banks have equal 

performance when measured in terms of average ROA (i.e. 

3%). In general, the descriptive statistics show that the pri-

vate banks have higher CAR, CR, and AUDC as well as 

lower LLP than state-owned banks; suggesting that private 

banks tend to be more concerned about implementing good 

corporate governance.  

4.2. Regression Results  

The multiple regression results of the study are presented 

in table, 4.2 and table 4.3 for model 1 and model 2 respec-

tively. The regression output in Table 4.1 is run by taking 

ROE as a dependent variable and other governance and 

control variables as regressors. The regression output re-

veals that the dependent variable is well explained by the 

explanatory variables in the model with R-square and ad-

justed R-square of 0.68 and 0.63 respectively. The F- statis-

tic of 14.57 is also significant with P- value of zero, sug-

gesting that variations in the dependent variable are ade-

quately explained by the regressors in the model.  

 

Table 2. Regression Result for Model 1 

Variable Coefficient Std. Error t-Statistic Prob. 

CAR -0.4418 0.1847 -2.3917 0.0203** 

BDSZ -0.0107 0.0049 -2.1964 0.0324** 

AUDC -0.0437 0.0191 -2.2876 0.0261** 

OWTP 0.0199 0.0340 0.5852 0.5609 

LLP 0.1663 0.2876 0.5784 0.5654 

LTD 0.0933 0.0582 1.6049 0.1143 

BKSZ 0.0644 0.0134 4.7968 0.0000**** 

CAR2 0.3070 0.1449 2.1186 0.0387** 

Weighted Statistics 
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R-squared 0.683372   

Adjusted R-squared 0.636465   

S.E. of regression 0.068468   

F-statistic 14.56842   Durbin-Watson stat 1.67706 

Prob(F-statistic) 0.0000       

***,**, indicates significant at 1%, and 5% significance level respectively. 

The regression results in Table 4.2 show that explanatory 

variables such as capital adequacy ratio (CAR), board size 

(BDSZ), and existence of audit committee (AUDC) have a 

statistically significant negative effect on bank performance 

while square of capital adequacy ratio (CAR
2
) and bank 

size (BKSZ) have a statistically significant positive effect 

on performance measured using ROE.  

The second model where we have ROA as a dependent 

variable has following regression results:  

Table 3. Regression Result for Model 2 

Variable Coefficient Std. Error t-Statistic Prob. 

C -0.06624 0.036312 -1.82405 0.0737* 

CAR 0.044593 0.019324 2.307658 0.0249** 

BDSZ -0.00111 0.000508 -2.185153 0.0332** 

AUDC -0.00512 0.001999 -2.559854 0.0133** 

OWTP 0.005264 0.003561 1.478264 0.1451 

LLP -0.02403 0.030083 -0.798607 0.428 

LDR 0.004289 0.006084 0.70495 0.4839 

BKSZ 0.004365 0.001404 3.109833 0.003*** 

CAR2 -0.05742 0.01516 -3.787429 0.0004*** 

Weighted Statistics  

R-squared 0.522226   

Adjusted R-squared 0.451445   

S.E. of regression 0.009279   

F-statistic 7.378017 Durbin-Watson stat 1.307614 

Prob(F-statistic) 0.000001    

***, **, * indicate significant at 1%, 5%, and 10% significance level respectively. 

The adjusted R
2
 for this regression is 0.45; indicating 

that the regressors in Model 2 can explain 45% of the vari-

ation in the dependent variable (ROA). The F- statistic for 

the regression is also significant at zero P-value to five 

decimal places. This shows there is still a good explanatory 

power of the regressors in the model. The regression results 

in Table 4.3 reveal that all the significant variables in the 

previous regression (Table 4.2) are still significant. Capital 

adequacy ratio, board size, as well as existence of audit 

committee are statistically significant at 5%; whereas the 

squares of capital adequacy ratio and bank size are statisti-

cally significant at 1%. On the other hand, loan loss provi-

sion, loan to deposit ratio, and ownership type do not have 

a statistically significant effect on performance. However, 

the coefficients of CAR, CAR
2
 and LLP have changed 

signs.  

4.3. Discussion on Findings 

The results of model 1 revealed that there is inverse rela-

tionship between CAR and ROE. This result is consistent 

with the findings of [20], who argue that the effect of CAR 

on ROE may not be linear due to central bank regulation. 

The central bank requires banks to maintain CAR level of 

at least 8% to protect the depositors’ interest. So, the nega-

tive effect of CAR on ROE will turn in to positive when 

CAR exceeds the particular amount of which depositors 

perceive and believe that bank will be concerned about 

implementing good corporate governance; then they will be 

interested to deposit their money as well as buy the shares 

of the bank, leading to profitability of the bank. CAR
2
 was 

introduced to address this issue, and it has been discovered 

that CAR
2
 has a positive effect on ROE.  

Board size has an adverse effect on performance, sug-

gesting that banks with larger boards tend to perform poor-

ly compared to banks with smaller boards. This is con-

sistent with findings of [17], who found a negative rela-

tionship between board size and bank performance, though 

it contradicts the findings of [18] and [19] who found a pos-

itive relationship between board size and bank performance. 

Adverse effect of board size on bank performance may be 

due to the fact that boards with too many directors could be 

unproductive, with ineffective communication among di-

rectors in the board [24]. This leads to director free riding 

problem i.e. directors consume more resources than they 

contribute to the bank, and thereby reducing bank perfor-

mance. 

The effect of existence of audit committee (AUDC) on 

bank performance (ROE) is also negative, suggesting that 

banks having a designated audit committee in the board 

perform worse than those without. This result contradicts 

our hypothesis that posited a positive effect of audit com-
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mittee on performance following [25]. Nevertheless, the 

negative effect of audit committee on bank performance 

could be attributed to the audit committee members’ lack of 

expertise in helping the board in the governance of the bank, 

leading to mere increase in board size and board of direc-

tors’ fee. 

Bank size (BKSZ) has a positive effect on bank perfor-

mance (ROE), implying large banks enjoy better profits 

than smaller banks. This benefit is likely to be due to 

economies of scale and larger market share possessed by 

the larger banks, and this is consistent with the findings of 

[28].  

The regression result of model 2 shows that CAR has a 

positive effect on ROA, suggesting that external corporate 

governance of a bank improves performance. This is con-

sistent with the expectation and is also supported by the 

finding of both [21]  as well as [29]. Consistent to the re-

sults obtained from regression Model 1, board size has a 

negative effect on bank performance. Similarly, audit 

committee in the board (AUDC) is found to have a negative 

effect on bank performance. Bank size (BKSZ) has a posi-

tive effect on bank performance (ROA), which agrees with 

the results of model 1. 

Ownership type (OWTP), loan loss provision (LLP) and 

loan to deposit ratio (LDR) are found to have no significant 

effect on bank performance. This implies that the size of 

loan loss provision as a measure of management’s risk tak-

ing behavior does not have any significant effect on bank 

profitability. This situation may be due to the fact that the 

size of loss due to risk of uncollectible loans is equally 

compensated by the income from loans made. This contra-

dicts the hypothesis that there is negative relationship be-

tween loan loss provision and bank performance. Similarly, 

contrary to our hypothesis, the magnitude of loan to deposit 

ratio does not significantly affect bank performance; sug-

gesting that the source of funds (depositors or shareholders) 

for making loan does not matter to a bank’s performance. 

Furthermore, the type of ownership of the bank 

(state-owned or private) does not affect the bank’s profita-

bility significantly. This result is also supported by [30] who 

found insignificant difference between performance of 

state-owned and private banks in Ethiopia. The fact that the 

data did not support the general idea that privately owned 

firms in general perform well as compared to stated-owned 

ones. This might be due to the fact that leadership, man-

agement and operation systems of the Ethiopian private 

banks are replications of the state-owned ones. Especially, 

almost all people holding higher, middle and lower mana-

gerial positions in private banks came from the state-owned 

banks which replicate the bureaucracy and management 

systems they had in the state-banks. There is no difference 

between the private and state banks in terms of the type and 

quality of service both provide. 

 

5. Conclusion 

The result of the two regression models revealed con-

sistent evidence. CAR as a proxy of external corporate 

governance has positive relationship with bank perfor-

mance indicating that better corporate governance leads to 

better bank performance. The effect of CAR on ROE is 

non-linear due to government regulation. Hence, the nega-

tive effect of CAR on ROE is expected to turn in to positive 

when CAR increases to a certain level where the financial 

health of the bank improves. On the other hand, the size of 

board of directors negatively affects the profitability of the 

bank, implying that the less the number of directors in the 

board, the better profitable a bank becomes. Similarly, ex-

istence of audit committee in the board has adverse impact 

on the profitability of the bank while the size of the bank is 

an important factor with a positive contribution to its prof-

itability. Bank profitability is not affected by the proportion 

of loan loss provision. This appears to mean managers who 

take more risk of loss due to uncollectible loans are equally 

compensated by the income from loans made. Similarly, the 

level of a bank’s reliance on the depositors’ fund to make 

loan has no impact on the banks profitability. And finally, 

whether a bank is owned by the state or the private inves-

tors its profitability will be basically the same.  

6. Policy Implications 

Empirical findings reveal that as a means to strengthen 

the performance of commercial banks in Ethiopia, the gov-

ernment or National Bank of Ethiopia should be concerned 

about the level of both internal and external corporate gov-

ernance mechanisms of banks. The findings also suggest 

that shareholders should actively take part in establishing 

good corporate governance in the banks they own in order 

to earn better and sustainable profits. The National Bank of 

Ethiopia should encourage banks to implement good cor-

porate governance practices through enacting rules and 

regulations. Keeping the number of director in a bank board 

to a minimum size is recommended, so long as that mini-

mum size enables the board to perform its supervision ac-

tivities properly. Commercial banks should increase their 

branches as well as their size in order to improve profitabil-

ity due to economies of scale. The government, and finan-

cial institutions as well as the business community should 

work towards the establishment of a formal capital market 

institutions especially stock exchange which enhances cor-

porate governance, and competition among businesses in 

the country. Finally, future research should focus on as-

sessing corporate governance mechanisms and firm per-

formance from the perspective of different stakeholders 

such as employees, management, shareholders and deposi-

tors of commercial banks.  
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