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INTRODUCTION 

Dear student, welcome to the course "Law of Traders and Business Organizations, which is the first part of your study of the Commercial Code. 

Commercial law plays indispensable role by labeling business environment. Nations strive from time to time to provide the utmost suitable legal environment for operation of commerce. Commercial activity may be carried out individually or in group where businessmen joint hands to exploit the advantages from mobilizing capital, skill and other resources. Commercial law has lent its hand by assisting in the creation and operation of a number of alternative ways of doing business.

The law of traders and business organizations is designed to acquaint students with the basic rules governing persons (both physical and legal) who opt for commerce as their own career. 

The course is presented into two main divisions: part I and part II. The first part, which it self has three units, is devoted to traders and business preceded by introductory unit destined to the distinction between civil law and commercial law. Attempt is made to demarcate the boundary of the Commercial Code on individuals by defining traders as distinguished from non-traders that fall out of the purview of commercial law. The obligations and privileges of traders and the possible legal consequences of being considered as trader are explored. A fairly detailed and deeper insight is made to explicate the puzzling concept of business. 

Part II is generally concerned about the creation, operation and dissolution of business organization. It is some how vast and for the sake of convenience it is further divided into two sections; section I and II. The nature of business organizations in general and the common attributes and classifications of Ethiopians business organization are the focus of unit one of section one while unit two is dedicated to the exploration the nature and formation of each partnerships. The third unit in section one is devoted to the management of partnerships, rights and duties of partners, and dissolution of partnerships in general since the features of all partnerships in these respect by and large coincides. 

Section two of part II, composed of eight units, is basically devoted to law of companies. A fairly detailed explanation of the nature, formation, management and other operations including financing by way of debentures, capitalization destabilization of the  share company are addressed from unit one up unit five. 

The general picture of private limited company including formation, nature, and management is provided in unit six followed by dissolution a and liquidation of both companies in unit seven. The last unit, unit eight is allocated to the rules on conversion and amalgamation of business organizations. Finally, model memorandum and articles of association and cases are provided by way of attachment. 

Each unit commences with conceptual exploration followed by summary and review questions at the end. However, given the vastness of the course that accounts about 560 articles, article-by-article discussion and analysis is neither feasible nor attempted. Rather the material focuses on issues deemed very essential to give the general framework.  Hence students are advised to exert at most effort to grasp the course by reading other materials to supplements their understanding from this reading.   

At the moment the Commercial Code is under revision. A new commercial coder is being drafted. The draft is not taken into account as it is not yet a law since it may be changed finally. Nor would it bring radical change since the basic principles and rules of commercial law are similar even at international level let a lone in revision of an existing code. But when the new law comes into effect, students, armed with the basic principles of company law, are expected to explore and adjust their knowledge of Ethiopian commercial law to the coming changes. 

PART ONE-TRADERS AND BUSINESS

UNIT ONE

Introduction to Commercial Law: Commercial Law Vs.. civil Law

Dear distance learner welcome to the law of traders and business organizations, which is the first part of your study of the Commercial Code. Next to this course, you will have the opportunity to explore several parts of the Commercial Code like the Law of Negotiable Instruments, Banking, Insurance, Bankruptcy and so on.  

Thus before just proceeding directly to the content of the course on law of traders and business organizations which is only part of the Commercial Code, I felt that presenting the general picture of commercial law, in particular sketching the convergence and divergence between commercial law and civil is of special importance. Hence this chapter is devoted to the exploration of the relationship between the two branches of private law. 

Objectives 

At the end of this chapter, students are expected 

· To appreciate and differentiate the nature of the two branches of private  law 

· To appraise whether the recognition of the civil law and commercial law in separate codes is of wise approach or mere  continuation of tradition

· To apprehend in advance the base for evaluating the civil-commercial law dichotomy in Ethiopia to be discussed in due course.   

1.1. The Civil Law-Commercial Law Dichotomy/Classification 

Dear colleagues, I hope you are familiar with various classification of  laws in your course introduction to law: public law Vs. private law; substantive law Vs. procedural law; civil law Vs. criminal law, etc. In this section we are going to deal with the often contested division of private law into civil law and commercial law. 

The division of private law into civil law and commercial law existed for a long time but not universal. You know that Ethiopia has maintained this distinction. There are also a number of nations that sustain the dichotomy of civil law and commercial law by officially maintaining separate codes for the two. These countries include basically those from the Romano Germanic legal families like France, Germany, Spain, Portugal, etc. The autonomy of commercial law, as distinct from civil law that generally represents private law, is considered in some countries, as a fundamental division within private law. These countries justify the duality of their system by the special needs of business that are opposed to the dictates of ordinary civil law. Commercial law requires speed; it's more protective of the creditor who needs to be assured payment on time and as such might be referred as a credit law.

At any rate where there is a separate commercial law, it is generally considered to be due to the fact that the general rules of private law are not able to meet special needs in commerce. Thus one will find special sources like separate codes and some specialized principles, special treatment for certain institutions like companies, bills of exchange and banking operations. 

Though there appears to be a prima face case for the distinction between commercial law and civil law, such division is far from being scientific. Even in those countries that admit the division of private law into commercial and civil law, the nature and scope of commercial law as distinct from civil law is understood with considerable variation. 

On the other hand, the common law legal system is unfamiliar with such substantial distinction between commercial law and civil law, though in the earthier times there appeared to exist a distinct law applicable for class of people merchants. Such distinct class target laws are later absorbed into the body of private law in general.  

Still we can observe another trend in such dichotomy. Italy and Holland used to maintain the dichotomy in their earlier days and used to have separate codes for the two. But latter, they have merged the civil and commercial codes into a single code comprising the whole body of private law. 

Therefore, the existing state of play as regards the division of private law into civil law and commercial law displays the above three scenarios in legal systems of the world. Those that recognized separate codes for civil law and commercial law, typically the continental legal system; those that deny such separation typically common law legal system; and thirdly those that used to acknowledge separate codes but later came to unity of private law by merging the two codes. 

1.1.1. The Common Points of Divergence

Some of the usually, more accurately the traditionally, alleged points of divergence that led to the recognition of the separate commercial law and civil law are:  

1.1.1.1. Special Handling of Commercial Legislations 

i. Less stability of commercial law.

 It has been alleged that commercial codes are less stable than their civil counterparts are. Because of the rapid changes in economic life that affects commercial life than civil life; commercial laws are subject to continuous additions and amendments. To make or remake a code is long-term job that would not meet the needs of each time. Thus, to incorporate both civil and commercial codes in a single code is held to be unadvisable. Rather, fragmentation of even the commercials code into several codes may be recommended from this perspective.  

ii. The Demand for Special Rules of Interpretation

As regards this justification opinions are contradictory. Some held that the general principles of strict interpretation of laws do not fit the sphere of commercial law. Others tend to argue that commercial law is of economic nature and parties should abide to mandatory principles of economic policy and calling for strict interpretation of commercial law. Opponents respond that commercial laws should be understood not to have been encumbered with too many mandatory provisions rather supplement the will of the parties and current practices.

In short, at this point most argue that commercial law by its nature needs broader interpretation than civil law where as others argue to the reverse. But still this distinction is not impressive to result in separate codes. Even in a single code such nature could be recognized and implemented without difficulty.

iii. The Place of Custom and Practice in the Two Branches of Law 

Custom and practice are alleged to have broader scope of application in commercial law than in civil law. 

The parties in commercial transactions engage in numerous transaction and they do not have time to dig into the details of their transaction. By recognizing custom and practice in broader scope, the commercial law should supplement and facilitate commercial transactions. Even it is held that usually commercial law is born in practice than normative legislative speculations.  

A counter attack to this argument provides that such argument is without strong foundation as to the degree of recognition of custom and practice in commerce and in civil activities. They respond in that because of the increasing and frequent demand for uniformity of commercial law than civil law, custom and practice should not be given more weight in commercial law. They held so because customs and practice vary from place to place than legislative enactments. Thus, once again this justification for dichotomy is not settled one. 

Dear student, can you make clear distinction between custom and practice? Try it. 

1.1.1.2. Distinction Based on the Substance/ Contents/ of the Rules

Dear student, the distinction is to be real a lot is expected in this respect. You have to appreciate this section. It will help your study in relation to the subjective or objective approach in commercial law and the discussion on traders. The effect of being considered trader or not would be clear if you grasp substantial distinction on the substance of the rules between commercial law and civil law.

We have already noted that one can only really speak of autonomy if the same legal institution is subject to defferent legal rules depending on whether it functions in the commercial or the non-commercial sphere (commercial and non commercial transactions are differently regulated).

Most often it is held that the content of commercial law is conceived as the sum of all rules which derogate from the general private law. Some of the common bases of commercial law that gives its autonomy content wise are the following.

i. Contract Formality and Evidence  

Most often the rules of evidence in civil matters are more rigid than in commercial matters. In commercial matters evidences are freely admissible. In civil matters transactions involving beyond certain fixed sum of may demand written contract as formality and disputes in that regard may not be proved other than by written evidence. But such specification may be relieved of in commercial matters. Transactions of whatever amount could be concluded without any formality, and proof in relation to that may not require written evidence rather any form of proof.  

Also in commercial matters one's own records and books may be used as evidence in his own favor where as this is not the case in civil matters.

But what do you think is the justification for such distinction? Does such distinction exist in Ethiopia? Dear student try to evaluate the Ethiopian scenario by considering provisions in civil code and the Commercial Code relating to evidence. 

The justification for not requiring written formally and evidence in commercial matters lies in that in its essence commercial law focuses on facilitated transaction and should not be hampered by excessive formality. 

The students should also note that this distinction may not always held true. In some legal systems, for instance, Germany and Swiss law, the rules of evidence for both civil and commercial matters is similar where as a number of others maintain the distinction (Belgium, French, Spain etc).

ii. Presumption of Joint and Several Liability of Co-debtors  

Traditionally, whether co-debtors are presumed jointly and severally liable or individually liable used to be one of the distinguishing marks of commercial and civil laws. Only in commercial transitions joint and several liability presumed. But these days this tendency is transferred to civil transactions as well in most legal systems and no more serve as basic discrepancy in content of the two branches of law.

iii. Default Notice 

In commercial transaction, if there is a fixed date for performance there is no need to give default notice. In some systems distinction is also maintained in that in commercial transaction, if default notice, is necessary, no need for written and formal demand, where as in civil mattes such is demanded.

iv. Interest Rate 

In those nations that have separate codes the interest rate for commercial transaction is often set higher than for civil matters. 

v. Period of Grace 

Dear student, you know that in our civil code the court may give reasonable period of grace if a party is sued for failure to perform contracts. Would the position of Ethiopian court differ based on whether the contract is commercial or civil? In some systems, e.g. Spain courts may not give period of grace in commercial matters which inline with the need for speedy transaction while period of grace is possible in civil matters.

vi. Others 

There are also a number of other differences. In commercial matters period of limitations are often shorter than in civil matters; lien rights often demand correlation between the debt and the object held in commercial matters; special rules of capacity in commercial matters than in civil matters, etc.   

1.1.1.3. Special Status and Regulation of Merchants (Traders and Business Organizations)  

All nations including those that do not formally recognize and do not maintain separate codes admit the existence of special institutions peculiar to commerce. These principally encompass the establishment and regulation of business organizations. Merchants are often subject to duty of maintaining books and records; duty to maintain books and records; duty to maintain bank account; registration of matrimonial property; also special privileges to merchants like renewal of business premise lease; admissibility of one's commercial records as evidence; ownership and protection of certain business assets unique to commerce (Goodwill, trade mark etc). 

1.1.1.4. Special Courts 

Particularly in early times, there used to exist special commercial courts that handles only disputes related to commerce (between merchants). The ordinary private law judge might be considered unsuitable for judging both ordinary and commercial litigation. So special courts with judges well equipped to understand the context of commerce used to entertain cases in commercial matters.

1.1.1.5. Special Insolvency Proceedings (Bankruptcy)

The existence of fast and more secured proceedings different from the ordinary sluggish insolvency proceeding in civil matters is a distinguishing feature of commerce still now. But even in this respect some countries have adopted bankruptcy proceeding for both. Not all the above distinctions exist in all nations that allege to recognize the autonomy. Some exist in one, others in another. Even more, many of the distinctions have ceased to be of historical importance. On the other hand, it is also noticeable that there are some features that would not reasonably fall within the ambit of the general private law. In conclusion, the distinction between civil law and commercial law is too delicate. No one can point out the demarcation with precision. The above mentioned distinctions may not be held as such precise indices. Some are often contested as to whether they are features of civil or commercial law, others are held to be susceptible to uniform application for both. Civil law rules may be commercialized or commercial rules may be civilized (made more rigorous).

Therefore, the dichotomy is neither scientific nor absolutely irrelevant. Let us conclude the issues in this section with an excerpt from Professor Jean Escarra�s  preliminary report on the preparation of the Commercial Code of Ethiopia. Professor Jean Escarra, the first drafter of the Ethiopian commercial code, has well exposed this issue as follows: 

Jean ESCARRA, PRELIMINARY REPORT ON THE PREPARATION OF THE COMMERCIAL CODE OF ETHIOPIA.SUBMITTED TO THE IMPERIAL COMMISSION FOR THE CODIFICATION OF ETHIOPIAN LAW, 18JANUARY 1954. (Excerpts, COMM. C. DOC. NO.1) in Peter WINSHIP (ed. & trans.), Background Documents to the Ethiopian Commercial Code of 1960, Artistic Printers, Addis Ababa, 1974
The first problem is to determine the scope of coverage of the future Commercial Code.  On this point, there are series of controversies which, far from being only of academic interest, have many practical repercussions. Given that in principle all citizens of a specific country must be subject to a uniform legal regime of civil law, usually contained in a basic Code called the Civil Code, must there also be special provisions promulgated for those citizens of the country who engage in commercial activities?  In other words, is there (or should there be) a �commercial law� distinct from the �civil law�?

�the general problem concerning the delimitation of commercial law touches on the very existence of this law as an independent discipline. One must note first of all that the creation of a special law for traders, as a supplement to the general civil law, is essentially a historical phenomenon. It is beyond the scope of this material to describe this phenomenon and its manifestations; but one should emphasize that there is a general movement in the world which questions whether the distinction between civil and commercial law is still justified at the present time and whether it is only retained by the force of inertia.
At the present time the dominant tendency seems to be to fuse more and more closely to civil and commercial law, or, more exactly, to �commercialize� civil law. To cite only one example, in France a contract such as the contract of pledge, is regulated by the provisions of the Civil Code when it has a civil purpose and by other provisions on pledge contained in the Commercial Code when it has a commercial purpose.  The rules of the civil law are much more formalistic than the commercial law rules, and the provisions on proof in civil matters are also much more rigid than in commercial matters.
The paradoxical result is that the creation and execution of a civil pledge, even where the amount in question is small, requires complex and costly formalities, while commercial contracts of pledge involving valuable amounts may be created daily with a minimum of formalities. 

Consequently it is natural to make the rules of the civil law less and less burdensome and finally recognize legally only one type of contract of pledge as simple as possible which would be used by both traders and non�traders. In effect this is the tendency of numerous modern codes because the law of contracts and obligations tends to become a common general source used by all citizens no matter what their professions are/is.

For example, in Switzerland there is no Commercial Code but a general Code of Obligations which contains, on the one hand, the common source I mentioned above, and, on the other hand, a certain number of special institutions for traders, such as commercial business organizations.7 More recently still, Italy has promulgated a Civil Code containing not only a common law of obligations but also some institutions used only by traders.
Thus, one sees that the problem of the autonomy of commercial law and its fusion with civil law is not purely theoretical. At the same time, one should not give the question excessive importance. It is perfectly conceivable that a country could have two separate Codes and thus have a Commercial Code distinct from the Civil Code. All the more so because countries with a single Code still must regulate special commercial institutions within the general provisions. 

The only practical consequence of what has been said is that it will be necessary to synchronize the solutions in the Ethiopian Commercial Code with those solutions adopted in the Civil Code. To regulate differently, the same type of contract in the two Codes would be bad legislative technique and the two French legal advisers called on to draft the Civil and Commercial Codes have certainly decided not to make this error.

Therefore, the future Ethiopian Commercial Code will contain, on the one hand, specifically commercial institutions, and on the other hand, by reference to the Civil Code, the general rules of law for those contracts and obligations which apply to both traders and non-traders with the exception of a small number of cases which will have to be determined.

Given that the Imperial Ethiopian Government has taken the decision to prepare two distinct codes, the principal general problem which will have to be resolved will be to determine the persons and the transactions to which the Commercial Code will apply.

In certain countries there are special courts for litigation between traders or concerning commercial transactions: here again the heavy hand of history is evident. 

The creation of special courts for traders is in fact the result of historical phenomena which cannot be analyzed here. But in reality the existence or absence of specialized courts is no longer a very important question. Some countries have both a commercial law distinct from civil law or two separate Codes and commercial courts, the compositions of which varies, distinct from civil courts. Other countries have had separate laws and courts but have suppressed their commercial and civil law but nevertheless have kept the special for commercial affairs. 

As I must prepare procedural rules as well as the fundamental provisions of the commercial law, my task naturally raises the question of the general judicial organization of the country and I will necessarily examine this special question taking into account the present state of affairs in Ethiopia. 

1.2. The Civil Law Vs. Commercial Law Dichotomy in Ethiopia.

In general with regard to the dichotomy, Ethiopia, like other civil law countries does have separate civil code and commercial code. Thus, it appears that we do have separate civil law for civil matters and separate commercial law for commercial matters. 

Dear colleagues, please have survey of those matters regulated by the civil code and matters regulated by the Commercial Code. 

The Commercial Code, as distinct from the civil code, is composed of five books dealing with substantive laws and one last book on transitory provisions, which totally accounts about 1182 articles. Book I is about Traders and Business; Book II-Business Organizations; Book III-  Carriage and insurance; Book IV (Negotiable Instruments and Banking Transactions); Book V (Bankruptcy and Scheme of Arrangement; and Book VI (Transitory provisions). The books are further divided into Titles; Titles into chapters; chapters into sections, sections into paragraphs which is ultimately divided into articles and sub articles. Among all these, book I (traders sand business) and book II (business organizations) that accounts about 560 articles are the ones that we are going to entertain in this course entitled �Law of Traders and Business Organizations�.  

Having separate civil code and commercial code, Ethiopia resembles those nations that openly admit division of private law into civil law and commercial law. We already mentioned the reasons these countries provide for classifying private law (see 1.1.1 in general). The reasons include less stability of commercial law; demand for special rules of interpretation; special place of custom and practice in commercial relations than in civil transactions. And mainly the difference in substance /content/ the civil laws and commercial laws which includes in matters of evidence production and admissibility;  formality in contracts; liability of co-debtors,  default notice, interest rate, period of grace, period of limitation, capacity to engage in transactions, special courts, special insolvency proceeding, special status, duties and privileges of persons who engage in commercial life (traders and business organizations)  rather than those in civil life, etc are invoked to justify the division of private law into civil and commercial. 

Dear colleagues, which of the above distinctions exist in Ethiopia to justify separate commercial code and separate civil code? 

A close examination of Ethiopian civil code and commercial code displays that the difference of the two codes is minimal as compared to the case in other countries that maintained separate civil code and commercial code. This feature of Ethiopian law is apparent from arts. 1 and 2 of the Commercial Code. The Commercial Code is not autonomous and independent from the civil code. The civil code and the maritime code are applicable to matters envisaged in the Commercial Code where the Commercial Code does not cover the matter fully. They do have supplementary role (Arts. 1 and 2 Comm.Code). Also many other visions of commercial code time and again refers to the applicability of the civil code (see for instance Arts.5(3), 11(1), 12 ()  25(2), 132, 134, (2)(b), 147(2), 149(2, 150, (194(2) etc). 

These are only few of the provisions that show the Commercial Code is less than complete to be supplemented by the general principles and rules envisaged in the civil code which is more comprehensive of private law matters. In fact the incompleteness and the need to be supplemented by the general body of civil law exist in other countries that typically represent nations that classify private law in the civil law and commercial law. Nevertheless, the dependence of commercial code on civil code is much more less than the case in Ethiopia. They often have separate laws for civil contracts in the civil code and separate laws for commercial contracts in the Commercial Code. But in Ethiopia there are no separate laws for commercial contracts. They are governed by the general provisions of the civil code on contracts in general, and others like law of contact of sale as the case may be. That is why the difference between civil law/civil code/ and commercial code is minimal in Ethiopia particularly taking into account the difference in content as a distinguishing criteria. 

Thus, no difference exists as to liability of co-debtors whether the transaction is commercial or civil. Default notice, interest rate for non-performance, period of grace, period of limitation are all governed by provisions of the civil code regardless of whether the transaction is between non-merchants or whether it is among traders and/or business organizations that  are primarily governed by the Commercial Code.

Some allege that law of carriage and insurance (book III of our commercial code) are special contracts and could have been part of the civil code without the need for separate commercial code. Again the law relating to banking transactions (book IV, title III ) is a special contract. Similarly the law governing negotiable instruments (book IV, title I and II) is a sort of special contracts though they tend to be self-sufficient. All these allegations tend to reduce commercial code into the provisions related to traders and business (book I), business organizations (book II), and book V (bankruptcy and scheme of arrangement). The argument therefore proceeds to allege that even these parts could have been treated specifically by providing special part in the general body of private law rather than maintaining separate codes as if the classification were watertight.

However, there are also notable unique features of commercial code than the civil code. The following are some of the notable ones. With respect to capacity, the civil code in general applies but special capacity is provided in the Commercial Code by subjecting emancipated minors to further formality requirement (to act as traders they need written authorization from family counsel Art 13). Also read Arts 11-15 of commercial code on capacity and compare them with provisions of the civil code on capacity. The Commercial Code also departs on evidence (read. Art.71 of Commercial Code). As for special commercial courts for speedy resolution of commercial dispute is concerned, it does not exist in Ethiopia. But this seems to be accommodated by recognition of summary proceeding in the civil procedure code, by which disputes involving negotiable instruments are often resolved.  

As far as insolvency proceeding is concerned traders and commercial business organizations are subject to book V of the Commercial Code while non trades and non-commercial business organizations are subject to ordinary insolvency provisions of civil procedure code. This is the magnificent distinction between civil code and commercial code in Ethiopia.

The special status of traders and business organizations is recognized by separately treating them in the Commercial Code that obligates them to some special obligations applicable to them. As opposed to non traders (e.g. farmers) and associations in civil code, traders and business originations are required to keep books and accounts, registered in the commercial registry, made subject of bankruptcy proceeding, etc. these are some of the typical differences between the two codes. 

Also the Commercial Code recognized business and its elements as property of traders and business organization. Non-traders and associations do not qualify to claim business and its elements as their property. Art. 145 of the Commercial Code in departure from civil code has provided special privilege (the right to sub-lease) for traders and business organizations with respect to lease. 

These are the notable differences between the two codes.  For instance, the establishment and operation of business organizations cannot be subsumed under provisions of associations in the civil code. As such book II of the Commercial Code exists in the Commercial Code only. But still the difference is not comparable to other nations that recognized separate codes as we have noted earlier. Thus it could be argued that the civil code and the Commercial Code could have been handled in a single code by providing these unique aspects in the civil code itself as Italy, Holland and Brazil did. Dear colleagues, do you agree? What arguments would you present for maintaining separate codes in Ethiopia? 

Let us wind up this section with Prof. Jean Escarra�s assertion:

Thus, one sees that the problem of the autonomy of commercial law and its fusion with civil law is not purely theoretical. At the same time, one should not give the question excessive importance. It is perfectly conceivable that a country could have two separate Codes and thus have a Commercial Code distinct from the Civil Code. All the more so because countries with a single Code still must regulate special commercial institutions within the general provisions. The only practical consequence of what has been said is that it will be necessary to synchronize the solutions in the Ethiopian Commercial Code with those solutions adopted in the Civil Code.
Questions

1. Do all the states in the contemporary world have Commercial Codes? Why or

    why not?

2. Distinguish between the subjective and objective systems of commercial law.

3. Which of the two systems did the expert draftsperson opt for while drafting the 

    Ethiopian Commercial Code of 1960? Why? 

1.3. A Brief Historical Account of Ethiopian Law of Traders and Business Organizations

 Business organizations had gone through various stages throughout the centuries before they came to acquire characteristics which have made up distinct organizational forms prevalent in Ethiopia today. They grew from a single individual to a group of individuals organized, first in some sort of partnerships, then in a more refined type of partnership and finally to a corporate form. 

The era of Emperor Menelik II witnessed the first business organization- the Franco- Ethiopian Railway Company. And the company came about by virtue of an imperial  concession granted to Alfred Ilg in 1894 with a view to constructing a railway from Djibouti to Ethiopia via Harar to Entoto and then to the White Nile. Since it was incorporated in France in pursuance of French company law, coupled with the fact that its head office was in Paris, it remained a French company for all practical purposes, nonetheless. In exchange for the concession, several shares had been assigned to the Emperor. The concession was for 99 years and, upon expiry, ownership of the company was to be conveyed to the Imperial Ethiopian Government.

The second company to appear was the Bank of Abyssinia which was formed in 1905 as a branch of the National Bank of Egypt. This company came into being, like the Franco-Ethiopian Railway Company, by virtue of a concession granted by the Emperor. Its total subscribed capital was $500,000 of which $100,000 was to be paid after the company commences business. With respect to share in the profits, the Imperial Ethiopian Government was entitled to 20% while the other shareholders were entitled 70%. The legal existence of the company was fixed at 50 years from the date of its formation, without any stipulation as to the company�s fate upon its expiry. Nevertheless, in 1931, the government of Ethiopia bought the company and renamed it as �Bank of Ethiopia�.

The next company that was formed in Ethiopia was the Agricultural and Commercial Development Company of Ethiopia. Unlike its predecessors, the company was incorporated in Ethiopia, and thus, it was the first Ethiopian company, though its incorporation had not been made in compliance with no existing law other than an imperial decree issued to that effect. 

The formation of the afore mentioned companied and the general trend would seem to have prompted promulgation of the following commercial laws: the Law of Loans of 1924, the Decree of Concessions of 1928, the Law of Bankruptcy of 1931, and the Company Law of 1933.

The Company Law of 1933 provides for various forms of business organizations, namely, share companies, joint stock companies, private limited companies, ordinary partnerships, and limited partnerships. It also contains several provisions pertaining to the formation, operation, and dissolution of companies.

In 1960, a more comprehensive commercial code was enacted. With respect to the drafting history of this code a few words were in order. Having accepted an invitation from the Imperial Ethiopian Government to draft a Commercial Code and a Maritime Code for Ethiopia, Professor Jean Escarra made several trips to Ethiopia in 1954, during which time he consulted with the Codification Commission and submitted to it the bulk of the texts later promulgated as Books II, IV, and V of the Commercial Code together with their exposes des motifs. Unfortunately, the work on the Commercial Code was interrupted due to the death of Professor Escarra in 1955.  Then, the Imperial Ethiopian Government sent an invitation to Professor Alfred Jauffret to complete the unfinished draft Code by preparing the texts of Books I and III as well as to revise Prof. Escarra�s work. Prof. Jauffret submitted his draft texts along with a Final Report on March 1, 1958. The Amharic version of these texts was then submitted to the parliament, which in early 1960 approved the draft with several amendments. The final draft text of the Commercial Code was promulgated on May 5, 1960 and the Code came into force on September 11, 1960.

1.4. Subjective Commercial Code Vs. Objective Commercial Code. 

Though there appears to be a prima facie case for the distinction between commercial law and civil law, such division is far from being scientific. Even in those countries that adopt a distinct commercial and civil law, the nature and scope of commercial law is understood with considerable variation. Some defines commercial law as a law applicable to certain class of persons known as merchants (traders and business organizations). Commercial law thus primarily regulates the legal status of merchants and where they exist, commercial courts will entertain cases between merchants. This approach is known as system based on subjective criteria.

 On the other hand some countries that maintained separate commercial code define commercial law as a law applicable to commercial transactions. For these systems there exists certain class of activities subject to commercial law regardless of whether the activity is between merchants or non-merchants. This is what we call the objective approach. They mention the activities to be governed by commercial law such as carriage, insurance, banking, issuing negotiable instruments, any purchase for resale, etc. 

Dear student try to appreciate the approach in objective stand from this example. Recall our discussion on difference in content of civil law and commercial law. In the subjective approach purchase for resale with a view  to realize profit on a single occasion would not  subject the transaction to the Commercial Code but to the civil code since that occasional dealer does not qualify as a merchant. Definition of merchant often includes continuous engagement in a certain activity. 

Suppose that you, a judge, on a certain occasion come across with someone who wanted to dispose certain merchandise goods at lower price. Realizing that the price is appealing you bought the goods with a view to sell them for others. Later you sold them to a certain merchant with a remarkable profit. Thus according to objective approach your dealing is subject to rules of commercial law. Perhaps the period of limitation for bringing action against the buyer is shorter than you would have had the transaction been civil one, which is governed by civil law. You may not be given period of grace to discharge your obligation after due date; you will be liable for interest right from the due date if you have not paid the price to the person from who you bought; also you will have certain advantages like your transaction may be valid without written form while this privilege may not exist if your transaction were considered civil; you may avail any form of proof to prove your claim against others while you may not have this option under the subjective approach without qualifying as a trader. 

The mixed approach probably the most prevalent one, also come into existence. It is because none of the above approaches are precise enough in delimiting the scope of commercial law by taking only one approach. Those that follow subjective approach recognized certain transactions to be governed by commercial law even when carried out by non-merchants such as stock exchange transactions, negotiable instruments. Also those that follow objective approach admit special treatment of class of merchants like requirement for registration,  keeping books and accounts, bankruptcy proceeding, etc and some activities are inherently carried out only by merchants such as banking  and insurance. Thus ultimately the mixed approach such as that of France came into place. In such cases the Commercial Code applies to a class of persons who are defined by their engagement in certain defined economic activities. 

In sum, a subjective Commercial Code is one which regulates a community of persons designated as �traders�. It considers above all the traders, but in order for the legislature to decide which persons have the status of a trader she must take into consideration the profession or activities which she deems to have a commercial character. Whereas, an objective commercial code regulates acts known as �acts of commerce�, as opposed to persons. The scope of application of such commercial code is determined entirely by the enumeration of these acts. Hence, the commercial law can be built upon certain acts known as �acts of commerce� or certain persons known as �traders.� The first belongs to the objective system while the second belongs to the subjective system.

Therefore, one of the crucial issues that the draftsperson had to resolve before he set out to work on the project was as to whether the Commercial Code should be subjective or objective. Nevertheless, we should bear in mind that such a watertight distinction between subjective and objective commercial law does not hold in practice. Even a subjective commercial code defines the scope of commercial law by defining merchants in terms of the activities that would vest them the status of a merchant. Conversely, incidentally most of the activities labeled as commercial transactions may not be carried out without a merchant (e.g. banking and insurance can be operated only by business organizations). Hence there is hardly any law which is exclusively subjective or objective. All the same, one has to choose between the two in order that the law has got a basis or a point of departure, though the difference in reality tends to be only a matter of inclination to either side.  

In this regard, let us once again quote Prof. Jean Escarra�s exemplary exposition the issue in  preliminary report on the preparation of the Commercial Code of Ethiopia.

Jean ESCARRA, PRELIMINARY REPORT ON THE PREPARATION OF THE COMMERCIAL CODE OF ETHIOPIA.SUBMITTED TO THE IMPERIAL COMMISSION FOR THE CODIFICATION OF ETHIOPIAN LAW, 18JANUARY 1954. (Excerpts, COMM. C. DOC. NO.1) in Peter WINSHIP (ed. & trans.), Background Documents to the Ethiopian Commercial Code of 1960, Artistic Printers, Addis Ababa, 1974
The first problem is to determine the scope of coverage of the future Commercial Code.  On this point, there are series of controversies which, far from being only of academic interest, have many practical repercussions. Given that in principle all citizens of a specific country must be subject to a uniform legal regime of civil law, usually contained in a basic Code called the Civil Code, must there also be special provisions promulgated for those citizens of the country who engage in commercial activities?  In other words, is there (or should there be) a �commercial law� distinct from the �civil law�?

Moreover, another question is grafted on this first question. Suppose that one decides that there must be a special law for traders, special provisions of commercial law within the general civil law, on what criterion does one establish the special category of persons or of acts to be regulated by the Commercial Code? Two different answers can be given to this question. In the first place, the legislature which promulgates the Commercial Code can declare, by a sovereign act, that the Code will regulate a community of persons designated as �traders�. For example, the exercising of certain professions might automatically confer on those who engage in that profession the status of �trader�. It is a little as if one chose certain individuals from the mass of citizens who, by virtue of their professions receive an armband on which is written the word �trader� and who will automatically be regulated by the Commercial Code. 

Conversely, the legislator may decide that the Commercial Code will regulate not persons but �acts�, called �acts of commerce�, to which the commercial law applies no matter what the status of the individuals who carry out these acts. 

The first method leads to the preparation of what one calls subjective commercial law i.e. it considers above all the trader, but obviously in order for the legislator to decide which persons have the status of trader he must more or less arbitrarily take into consideration the professions or activities which he believes have a commercial character. 

During the ancient régime, French commercial law was fundamentally subjective. Traders formed castes or �corporations� and it is for these corporations that the commercial law had been created in the from of special legislation. Moreover, the traders sought to expand the scope of a law which was essentially favorable to them and the result was that, especially in the legal disputes between traders and non-traders, the latter were subject to the jurisdiction and procedure of the commercial courts. 

Thus, when the French Revolution decided to suppress the corporations, it is interesting to note that this automatically entailed the disappearance of the �subjective� commercial law of the ancient régime.  

When immediately afterwards the new Commercial Code was being prepared, the authors of the Code were preoccupied with the desire not to revive a system which had been condemned and they decided in favor of an �objective�   Commercial Code. They invented the theory of �acts of commerce� and decided that the scope of application of the commercial law would be determined entirely by the enumeration of these acts. 

In reality, these far too theoretical concepts necessarily had to be corrected when applied in practice and by a singular paradox the French Commercial Code, which enumerates acts of commerce in the very last articles (Arts.632 and 633), begins triumphantly with Article 1, which defines �traders� as �those persons who perform acts of commerce as a regular occupation�.

In this roundabout way, the devotees of the objective system returned despite themselves to a subjective system, with the result that French commercial law has been constructed on a false foundation since that period.
I recall these precedents essentially to show that the only logical system for determining the scope of coverage of the Commercial Code is the subjective system. Most of the major modern codifications have adopted this system. 
1.5. General Orientation of the Ethiopian Commercial Code: Subjective or Objective?  

Dear distance learner, what do think the position of Ethiopian commercial code in this regard?

I have reproduced here for you what the drafter said about the issue so that you can understand it from the very words of the drafter.

Alfred JAUFFRET, REPORT ON THE COMPLETION OF THE DRAFTING OF THE AVANT � PFOJECT OF THE COMMERCIAL CODE OF THE EMPIRE OF ETHIOPIA (1 MARCH 1958) (EXCERPT)*, in Peter WINSHIP (ed. & trans.), Background Documents to the Ethiopian Commercial Code of 1960, Artistic Printers, Addis Ababa, 1974

General Orientation of the Commercial Code 
In his preliminary Report of 18 January 1954, Professor Jean ESCARRA has set out in a masterful way the technical problems involved in the preparation of a Commercial Code. Without repeating this remarkable exposition, which I think is definitive, I will state very briefly the questions on the very foundations of the commercial law which have not yet been answered and must be answered in order to prepare the draft Commercial Code, especially Book I. Here are the questions.

A) Will the Ethiopian commercial law be subjective or objective? 

B) If the Ethiopian commercial law is to be subjective, must the theory of acts of commerce be included? 

C) What will be the relation of the commercial law will be to the civil law? 

Professor Jean ESCARRA explained definitively the differences between the two streams of commercial law which, following the German terminology, are called subjective and objective. In its simplest form this question can be rephrased as follows: will commercial law be applicable to traders and only to traders or will it be the law applicable to certain acts, called acts of commerce, no matter who the persons carrying out these acts are? 

Of course such a clear cut distinction is by no means complete in practice and one could easily show that in substantive law there is hardly a law which is exclusively subjective or exclusively objective.  Nevertheless, as a basis for the law or as a point of departure, one must choose between the two. 

Professor Jean ESCARRA did not hide his preference for the subjective system, which he calls in his preliminary report �the only logical system for determining the scope of coverage of the Commercial Code.� Not all commercial law experts will agree with this positive affirmation of the principle, but it is true that this system is the most widely adopted in recent laws. This system also corresponds to the present tendency to have special laws for the various professions and, even in systems which are called objective, it is necessary to have a special status for traders. 

In conclusion, I believe it very desirable to follow the intention of professor ESCARRA on this point. Thus Book I, which I drafted, is devoted to the subjective concept: the point of departure of the Code is found in the definition of trader in Article 5 and the definition of commercial business organization in Article 10 Book I, in sum, is devoted for the most part to the status of the trader, a status supplemented by the bankruptcy provisions of Book V. As for commercial business organizations, they are governed by Books II and V, which deal in the same way with the status of commercial business organizations.

Even in a subjective system which sees the essence of commercial law to be the creation of a special status for traders and commercial business organizations, there can be a theory of acts of commerce as a secondary concept. As secondary concept because, although an act of commerce corresponding to a series of activities listed in the law is the basis of an objective system, it does not appear in subjective systems except as being an act done by a trader in carrying out his trade. This is, for example, the concept of Section 343 of the German Commercial Code of 1897.  

It is, therefore, perfectly conceivable, even in a subjective system, that there could be special legal rules for acts of commerce: notably, special rules on judicial jurisdiction, special rules on the law of obligation (especially the proving of contracts), and even, as in German Law, special set of regulations for certain contracts when they are acts of commerce (commercial sale or commercial pledge, for example, which are not regulated, at least on certain points, by the rules of civil sale or civil pledge). 

I believe the theory of acts of commerce can be ignored entirely. On the one hand, the absence of commercial courts in Ethiopia avoids any interest in a question which is very important in France, for example, where these commercial courts exist. In addition, as for the question of proof in the case of contracts, after several conferences with Professor DAVID, we have concluded that it is possible to arrive at a single rule on this question. Thus, the last amendment to the Title on Obligations, proposed last December by Mr. Rene DAVID, by incorporating in principle the freedom of proof, results in a general rule common to both civil and commercial law.

Finally, the regulation of contracts can be sufficiently adapted, perhaps, even to the more complete than that of the Swiss and Italian law, and the complete departure from a theory of acts of commerce governed by a special set of rules. This is a very great simplification.

There will probably always be some traces of the influence of commercial law on these acts. Thus, in the case of bankruptcy, certain special rules will be applied to contracts entered into by a bankrupt trader; special rules will be necessary for the employment contract with commercial employees (Art. 29 ff. (29 � 32). Similarly, the right to the lease of the premises where a business is carried on (Art. 144 ff. (142-147) or the sale of a business (Art. 153 ff. (150 � 170) require special rules. But these are very limited exceptions. 

The principle remains that there is no longer a distinction between civil and commercial contracts or between civil and commercial instruments.  

One might conclude that the Commercial Code should be reduced to Books I, II and V which deal with the status of trades and of commercial business organizations. 

However, this conclusion would go too far. In fact, it is logical that a Commercial Code should contain the rules on instruments, contracts and transactions which, without being exclusively commercial (because this distinction is no longer applicable), nevertheless are interest of traders in particular. 

This is the justification for the existence of Book III devoted to Carriage and Insurance: Subjects which are of particular interest to traders because, on the one hand, the carriers and insurers are traders and, on the other hand, traders are the most important clients of these carriers and insurers. Undoubtedly other contracts also interest traders, such as the contract of sale or of pledge. But these contracts find a more logical place in the Civil Code because they are also frequently used by non � traders. And, although the commission contract interests traders in particular, it is logical nevertheless to include the provisions governing this contract among the Civil Code provisions governing Agency because it is merely a variety of agency contract. 

Similarly, Book IV should stay in the Commercial Code because negotiable instruments are used most often by traders, since bankers are traders, and because the most important clients of banks are traders. 

In sum, the Commercial Code in its present draft appears as a Code regulating the special status of traders and of commercial business organizations and governing certain transactions or contracts which have particular interest for traders and commercial business organizations.  

In this regard, it has to be pointed out that the expert draftsperson opted for the subjective system to be the basis upon which he would build the 1960 Ethiopian Commercial Code. The distinctly subjective features of the Code can be gathered from Articles 5 and 10, i.e., the definitional provisions of traders and commercial business organizations respectively, although Article 5 incorporates a list of commercial activities secondarily. The inclusion of this list under Article 5 is secondary, because although such inclusion in the law constitutes the basis for the objective system of commercial law, it does not appear here, as in any subjective system, except as an enumeration of commercial activities carried out by any trader. The subjective features can also be discerned easily from the logical organization of the Law of Trades and Business Organizations. The Law of Trades and Business Organizations, as found in Books I and II of the Commercial Code, regulates a group of persons called traders and business organizations.  According to Prof. Escarra, who opted for the subjective system, as he thought it to be, �it is the only logical system for determining the scope of coverage of the Commercial Code.� Prof. Jauffret also says that he followed Prof Escarra�s suit while drafting the text of Book I.

Nevertheless, we should bear in mind that such a watertight distinction between subjective and objective commercial law does not hold in practice and one could easily show that there is hardly any law that is exclusively subjective or objective. All the same, one has to choose between the two in order that the law has got a basis or a point of departure. 

Summary 

The content of commercial law is not easy to grasp. At times there is a tendency that there is no distinct law that counts to be labeled as commercial law. Despite the lack of exact and definitive content, where its existence is recognized it is often understood by contrasting it with other parts of private law labeled generally civil law. Civil law governs the relationship and status of individuals in civil matters like marriage, succession, etc. From the perspective of activities civil law regulates activities that are civil in nature such as agriculture, professional service, and all transactions among those who engage in civil way of life as distinguished from those who engage in profit driven commercial way of life. Thus commercial law regulates the status of traders and business organizations and consequences of assuming such status. Commercial law viewed from activities regulated by it, it is taken to be a law that regulates certain activities commercial by their nature such as banking, insurance, purchase for resale, etc that always have profit in view. 

Whatever the attempt to describe commercial law (which is often contained in commercial code), its distinction and treatment as separate from civil law (general private law) is contested. Some nations recognize the distinction formally while some others do not. The distinction is formally recognized in Ethiopia as by having separate civil code and commercial code. 

However, compared to others the distinction seems to be too minimal. This is so because commercial code was enacted long after the cry for distinction was subjected to strident criticism that led to reconsideration for merging civil law and commercial law. While some nations like Italy and Holland respond to the pressure by merging the two, the drafters of Ethiopian commercial code took a middle ground by reducing unnecessary distinctions such as differences in period of limitation and period of grace regardless of whether the contract was for personal use or for trade; and at the same time avoiding complete merger of the two. 

Although the pressure against distinct codes seems to have gained momentum, there is also apparent consensus that commercial law has got some irreducible minimums to be treated uniquely. Thus trades are subject to special obligations, and sometimes to special privileges like the right to avail one's own books and records as evidence (Art. 71), the special right to sub-let a lease (Art 145), and general protection of business and its elements as special property of traders Arts 124�) which is not the case for persons not eligible to assume status of trader. 

Also the laws pertaining to establishment and operation of business organizations are taken to be within the irreducible minimum that cannot be subsumed under civil law governing associations. The rise of the uniform commercial code in common law (United States) is a testimony to the recognition of the existence of irreducible minimums. Among all other arguments for having separate commercial law and civil law in different codes, the ones that allege commercial law is more fluid and subjects to rapid changes and amendments; it is more likely to be internationalized /unified/ than civil law are the major ones. 

Also, with respect to subjective and objective commercial code we should bear in mind that there is no such a watertight distinction between subjective and objective commercial law. It  does not hold in practice and one could easily show that there is hardly any law which is exclusively subjective or objective. All the same, one has to choose between the two in order that the law has got a basis or a point of departure. 

In sum we can sketch the points in this chapter as follows:

                                                      






Review questions 

1. What do you understand by commercial law? 

2. Legal systems have taken three tendencies with respect to the distinction between civil law and commercial law. Enumerate these tendencies and give example of nations with respect to all tendencies.  

3. "The unification of civil law and commercial law could be achieved only at the cost of civilization of commercial law or commercialization of civil law." Discuss.

4. Provide arguments for and against unification of civil law and commercial law. 

5. Mention, as much as you can, the unique features of commercial law in Ethiopian as distinguished from civil law. 

6. Do you propose unification of the two or insist on maintaining the existing situation or widening the difference more?

7. What are the possible disadvantages of having separate commercial code and civil code.

UNIT TWO

TRADERS

2.1. Introduction 

In a nation where a commercial code distinct from the general private law (civil code) is adopted, scope of application of the civil code on the one hand and the Commercial Code on the other hand has to be specified. Apart from the common feature of recognizing separate civil code and commercial code, the continental legal systems do not display homogeneous characteristics of their commercial code. The principal difference among these systems results from the criteria adopted in order to find out to whom or what commercial law should apply. 

Generally, in determining to whom or to what the Commercial Code applies we have seen that there two principal approaches: the subjective criterion; the objective criterion. We may also mention the mix of the two approaches. Please recall our discussion in unit one as regards this issue. But just to remind you, under the subjective approach commercial law is the law for those practicing in commerce. In other words, it is the law of a determined social professional category (the merchants-traders and business organizations). It is a class law. Therefore, the scope of application of commercial law is determined by the definition of that class category i.e. definition of traders and business organizations. The Commercial Code thus regulated the legal status of these categories and incidentally regulates the activities they carry out. 

In objective approach-such as the Spanish, commercial law primarily regulates certain legal transactions which are classed as commercial acts whosoever carries out them and regardless of how frequently or rarely one carries out them. Therefore, the scope of application of commercial law is delimited by the definition of commercial transactions. For instance, the 1885 commercial code of Spain declares itself as a "code of commercial transactions" and proceeds in its Art.2 to provide that commercial transactions are governed by commercial law" whether carried out by persons having or not having the status of merchants."  

A transaction carried out in the course of business and occasional transactions are thus submitted to the same legal regime in respect of contract, formality, evidence, etc. The code does not define commercial transaction but there are certain transactions that are inherently held to be commercial. For instance, purchase of movables for resale and issuing negotiable instruments are always commercial. Hence even in a single or occasional basis if an individual purchases a certain thing not for his own consumption but for resale with a view to realize profit, his transaction is governed by the commercial law /code/ instead of the civil code despite the fact that he does not have the status of merchant. In general with respect to the issue of subjective our objective commercial code we have seen the general orientation of Ethiopian commercial code  the subjective approach. The drafter himself asserted that:

In sum, the Commercial Code in its present draft appears as a Code regulating the special status of traders and of commercial business organizations and governing certain transactions or contracts which have particular interest for traders and commercial business organizations.  

The code predicts the need for special treatment of certain persons. In this regard, it has to be pointed out that the expert draftsperson opted for the subjective system to be the basis upon which he would build the 1960 Ethiopian Commercial Code. The distinctly subjective features of the Code can be gathered from Articles 5 and 10, i.e., the definitional provisions of traders and commercial business organizations respectively, although Article 5 incorporates a list of commercial activities secondarily. Off course, enumeration of commercial activities constitutes the basis for the objective system of commercial law. None the less, the inclusion of this list under Article 5 is secondary, as in any subjective system. The enumeration of commercial activities carried out by any trader has the purpose to provide the definition for traders. Traders as subject matter of commercial law are not defined in their own but in light of the activities that they should carryout to qualify as trader. 

2.2 Traders Defined 

Business activity may be conducted individually as in case of traders (sole proprietors) or individuals may join hands with like minded people to form business organizations. If one prefers to operate business individually he would have the autonomy to make decisions as he deems appropriate, quickly and probably cheaply. 

On the other hand operating in group with others might be advantageous. The collective effort of the group may enable efficient management of the business; huge capital may be mobilized for efficient exploitation of certain business opportunities or at times the legal personality and sometimes consequent limited liability of some business entities may be appealing for business persons to operate via business organizations. 

At any rate, the Commercial Code being a law meant for regulation of certain class of persons (merchants) or meant for regulation of certain class of economic activities (commercial activities as distinct from civil life activities) owing to the need for special treatment; it has to delimit the class of persons or activities that would fall under its purview for regulation of their status and activities. Hence one category of persons that commercial law has never lost sight of are traders. The identification of traders from non-traders is essential in that traders are primarily subject of commercial law while non-traders are subject of the civil code as their activities are not commercial but civil ones.  

Traders are persons who professionally and for gain carry on activities mentioned in Art.5. In the language of Art. 5 of the Commercial Code (here in after the code):

Art.5. - Persons to be regarded as traders.

Persons who professionally and for gain carry on any of the following activities shall be deemed to be traders:

1. Purchase of movables or immovables with a view to re-selling them either as they are or after alteration or adaptation; 

2. Purchase of movables with a view to letting them for hire; 

3. Warehousing activities as defined in Art. 2806 of the Civil Code: 

4. Exploitation of mines, including prospecting for and working of mineral oils; 

5. Exploitation of quarries not by handicraftsmen; 

6. Exploitation of salt pans; 

7. Conversion and adaptation of chattels, such as foodstuffs, raw materials or semi-finished products not by handicraftsmen; 

8. Building, repairing, maintaining, cleaning, painting or dyeing movables not by handicraftsmen; 

9. Embanking, leveling, trenching or draining carried out for a third party not by handicraftsmen. 

10. Carriage of goods or persons not by handicraftsmen; 

11. Printing and engraving and works connected with photography or cinematography not by handicraftsmen; 

12. Capturing, distributing and supplying water; 

13. Producing, distributing and supplying electricity, gas, compressed air including heating and cooling; 

14. Operating places of entertainment or radio or television stations; 

15. Operating hotels, restaurants, bars, cafes, inns, hairdressing establishments not operated by handicraftsmen and public baths; 

16. Publishing in whatever form, and in particular by means of printing engraving, photography or recording; 

17. Operating news and information services; 

18. Operating travel and publicity agencies; 

19. Operating business as an agent, broker, stock broker or commercial agent; 

20. Operating a banking and money changing business; 

21. Operating and insurance business.

The activities that would vest a person the status of trader are provided in Art .5. Three parameters are employed in this article in determining whether a person who engages in a certain economic activity qualifies to assume the status of trader or not. In the first place the activity should be the one mentioned in Art 5. Secondly, the activity must be carried out professionally and in the third place the professional engagement in activities in Art 5 should be for gain. Let us explore each of the elements. 

1. Professionally 

The use of the term professionally as a yard stick without defining it may cause some misapprehensions. The dictionary meaning of the term presupposes a person who has acquired some kind of learning or training in certain defined field of study or occupation requiring high level of training and proficiency. 

Dear student do you think that the code is demanding a person to be certified in accounting, marketing, purchasing or whatever to acquire the status of trader? Not at all. Such mechanical interpretation of the word profession would render the code futile as most of the people who carry on commercials activities particularly in Ethiopia are far from this chance or even illiterate. The term profession may also be given a different connotation. But the use of the term in defining trader should not be taken as a big problem. Many commercial codes including that of German and France define merchants in terms of continuity of the activity as a way of life.

The term profession should be understood to mean that the person should spend all or most of his working time on it and gets livelihood from that activity. In other words carrying out an activity professionally implies continuous engagement of and devotion as one's option for economic engagement. You as a lawyer has opted to profess in law as your career and livelihood while a trader is one who opted carrying out activities mentioned in art. 5 as his own career and livelihood. 

2. Carryout the activity for gain 

This parameter inquires into the motive for carrying on the activity. It requires that the activity should be one giving economic benefit or profit. It helps to distinguish persons conducting philanthropic activities from traders so that they would not fall within the ambit of the Commercial Code. The nature of gain should not be of moral or other indirect psychological satisfaction but only of material benefit (profit). Why? Because regulating non-profit making persons and their activities is not the concern of commercial law. 

3. Carryout one or more of the activities enumerated in Art 5 of the code 

A number of activities that would vest their author the status of trader are enumerated herein above in art.5( sub.art.1 up to sub. Art.21).  If anyone carries on any of these activities professionally and for gain he will find himself being trader by virtue of law. Some other conditional inclusion of economic activities are also included in Arts. 6,7,8.

After providing a long list of commercial activities, the Ethiopian commercial code provides conditional inclusion and exclusion with respect to agriculture and related economic activities. 

Arts. 6, 7 and 8 define activities that make their doer trader or non-trader depending on the scale of operation.

Art.6. � Agricultural or Forestry Undertakings.

1. Persons, who carry on activities relating to agriculture, forestry, breeding cattle or maintaining pastureland, shall not be deemed to be traders where they sell the products of the land they exploit or use, or animals or the products of animals bred mainly from the resources of the land which the said persons exploit or use. 

2. Such persons shall not be deemed to be traders whether the exploitation is individual or collective, such as an agricultural community or a cooperative undertaking. 

3. Nurserymen who sell plants which grow on the land they exploit or use shall not be deemed to be traders. 

 Art. 7. - Agricultural Products How Dealt with.

1. Persons who carry on activities under Art. 6 (1) shall not be deemed to be traders where they deal with their products in accordance with the usual practice of their business, so long as such dealing relates only to products of the land which they exploit or use, or to animals or products of animals bred mainly from the resources of the land which they exploit or use. 

2. Such persons shall not be deemed to be traders whether the undertaking is individual or collective such as an agricultural community or a cooperative undertaking. 

 Art.8. � Fishermen and Persons Breeding Fish, Shellfish or Shells.

Fishermen and persons who breed fish or shell-fish or shells shall not be deemed to be traders where they sell the products of their fishing or breeding.
Dear student what do you infer from the above underlined clauses? What theme transpire from them? 

The provisions provide an important clue in our discussion of traders. Whether a person engaged professionally and for gain in activities relating to agriculture, forestry, breeding cattle and fishery would be trader or non trader depends largely on the scale of operation. There is no automatic inclusion or exclusion of activities such as agriculture. These persons would be traders where their activity relies on resources mainly from other sources rather than from the land they exploit or use. It envisages situations like where a person under the cover of farmer rears animals by using by-products of industry such as sugar factory 

Therefore, if the scale of operation is large it render the author a trader. If it is small scale, he would not be a trader. The need to consider the scale of operation is also apparent in the codes exemption of handicrafts men from the sphere of commercial law even where the activity is one mentioned in art. 5(see art. 9).

Art. 7 provides additional criterion as whether a person engaged professionally and for gain in activities relating to agriculture and forestry would be regarded as trader or non-trader. Dealing with agricultural or forestry products of one's own is exempted from being held as a trader in so far as the dealing is in accordance with "usual business practice." Its meaning is far from certainty but it might be legitimate to hold that dealing with one's produce should be without substantially transforming the natural character. If one undertakes a sort of agro industry by converting or adapting his produce into semi-finished products or food stuffs he should put off the cover agricultural activity and be governed by the provisions of the Commercial Code.  

As per Art. 8 of the code, persons engaged in fishing or breeding fish or shellfish are also excluded from being a trader. Again the rationale is these activities are often of small scale subsistence level rather than commercial.  

The other important provision in demarcating traders and non-traders is that of art.9.

Art. 9. � Handicraftsmen.

1. The provisions of this Code relating to traders shall not apply to handicraftsmen. 

2. Handicraftsmen are persons who carry on an independent activity, who live mainly on their own manual work, who may carry on their activity with the assistance of members of their family and of not more than three employees or apprentices and who buy such material only as is necessary for carrying out their activities, without setting up stocks. 

3. Handicraftsmen may use mechanical power. 

4. Handicraftsmen are subject to the provision of any special law relating to their activities. 

This article provides for exemption of persons from being treated as trader regardless of the fact that their activities are the ones mentioned in Art. 5. They are exempted from the ambit of the Commercial Code merely because they are handicraftsmen (operating at small scale). They are traders by virtue of the definition in art. 5 but deliberately excluded (treated as non-trader) by the exclusion in art. 9. Art 9 defines handicraftsmen. Accordingly for a person to qualify as handicrafts man he should operate the activity independently. The number of employees or the apprentices should not exceed three but he may freely use assistance of his family without limitation on number; his activity should be mainly manual though he may use mechanical power; he can purchase raw materials only for immediate use without setting up stock; his livelihood depends on such operation. 

Dear learners, discuss these elements with your tutor. But the whole attempt boils down to ascertaining that only small scale operations are exempted so that they would not be unduly encumbered with obligations imposed on traders. 

Do you think that being a trader is always an encumbrance or are there privileges? 

In sum, pursuant to Arts. 6-8 persons who engage in activities relating to agriculture, forestry and fishery are not deemed to be traders unless their method of production resembles that of commerce. The scale of operation seems to be the determinant factor as can be inferred from the underlined phrases. If the scale of production is limited and the method of production is traditional, the doers are non-traders. Where the scale of production is large and the method of production mechanized the doer is trader. Moreover, art.9 provides for deliberate exclusion persons who are traders by virtue of the definition in art. 5 but treated as non-trader by the exclusion.

Dear colleagues, please closely examine the enumerations above and their nature. Consider also whether there are other activities for business engagement. 

Do you think that these enumerations are the only activities that render a person a trader? In other words, is the enumeration in art.5.exhaustive or illustrative?

Consider the current business practice in Ethiopia. Assume that you are a licensed lawyer representing clients. Also your friend may be an accountant who opened his office and providing auditing service against payment; an engineer may provide consultancy service. The other friend of yours may also be a licensed doctor running a higher clinic. These activities are not mentioned in art.5 but these professionals may earn more than persons who engage in some of the activities mentioned in Art 5.

Do you think that you the professionals should not be trader while earning same or more income than that earned by traders? What is the implication on you the professionals whether you are categorized as traders or non-traders? What should be the base for this classification? And any practical relevance?

Consider the proliferating business in health service where medical professionals open clinics. Also the extensive private educational institutions ranging from kindergarten up to university colleges such as Alpha, Unity and St.Marry. (Assume that they are owned by a single individual /sole proprietors/). Do you think they are included as traders by Art.5?  If not, then should they escape from (or miss the opportunity, if any) assuming the status of traders? 

The nature of the activities in Art 5 is that they are the usual domain of acts of commerce and industry. They can well be operated in a commercial manner (in competitive and totally profit driven motive). The traditional specification of commercial activities exempts publicly supervised professions (like advocate's service, accountants, health professionals and others) as well as agricultural activities. This is done because these professions and agriculture were not deemed to be totally driven by profit motive. Rather public service aspect is deemed to be their main component or else they were deemed only sectors for mere subsistence rather than accumulation of profit and wealth though sometimes they may be lucrative economic careers.

Ethiopian commercial code as well somehow subscribes to this traditional specification. As far as agriculture, forestry and fishery are it takes a pragmatic approach depending on the scale and mode of operation rather that automatic inclusion or exclusion. But in relation to the above mentioned professional activities and others not mention in art. 5, we do not have much of a clue as to whether carrying out these activities would render one as a trader or remain non trader. Whether the licensed lawyers, accountants, health professional, those running business in the area of education and other activities not mentioned in art.5.would be traders or non-traders depends on our interpretation of art. 5 as exhaustive or illustrative. 

Once again, is it exhaustive or illustrative? Why?

The provisions in art.6-8 also provide an important clue in this regard. The fact that the above agriculture related activities are not mentioned in art. 5 but additionally mentioned and differently treated shows the tendency of the legislature to provide an exhaustive list of economic activities that render their author trader. Further, the enumerations in Art. 5 is too long and it gives the impression that it is exhaustive. More importantly, the drafter of the code tells us the legislatures stand in this regard:

Alfred JAUFFRET, GENERAL REPORT: BOOK I (1 MARCH 1958) (EXCERPT), in Peter Winship (trans.), Background Documents to the Ethiopian Commercial Code of 1960(Artistic Printers, Addis Ababa: 1974)

The list in Article 5 is very long, and one might even think it too long. One could, in effect, summarize commercial activities in a shorter formula, as has been done in the Italian Civil Code. But the danger of these general formulae is that they raise difficulties of interpretation. At the risk of having a rather long list, I though it better to prevent difficulties of interpretation and to guide the judge in detail. Of course, each activity enumerated has been carefully weighed to include all the activities which I though should be subject to commercial law. Because the list is as complete as possible, I have decided that the enumeration should be limitative.
I have also decided to exclude from commercial law the farmer and the handicraftsman two very delicate points. Articles 6 and 7 deal with agriculture; article 8 assimilates to farmers fishermen and persons who breed fish. Article 9 deals with handicraftsmen, already excluded by sub � articles (5), (7), (8), (9), (10) and (11) of Article 5, which declare that certain activities are not commercial if carried on by handicraftsmen. I have kept the maximum number of employees and apprentices allowed at the number three, which is the number that the codification commission gave me in April 1957.

The drafter tells us that the list was meant to be exhaustive. Enumeration of activities that would render their author trader is a common legislative approach in different countries including Germany and France. As provided in art.5, the drafter has enumerated a long list of commercial activities that could exhaust all possible typical acts of commerce and tells us it was meant be exhaustive.

 But would the draftsperson�s position be justifiable in light of the present state of commercial life in Ethiopia? 

To hold that enumerations are exhaustive may disguise the purpose of providing activities as parameter for determining the status of persons as trader or not. Business environment is very dynamic. New market demand; sociological development and social realities evolve continuously. Therefore, new activities too similar to those mentioned in Art.5 that would have been properly categorized under Art.5 may evolve through time but remain excluded if art.5 remains exhaustive. 

Similar enumeration in France was generally meant to be exhaustive but in practice courts have taken the audacity to enlarge the enumeration taking into account the nature and extent of the economic activity. One may be tempted to hold that article 5 should also be enlarged in practice but that would be a clear contradiction of the law, though pragmatic. Obviously, the current realities in commerce demand enlargement of commercial activities and broadening the scope of application of commercial law to more persons than those traditionally conceived as traders. The necessity to enlarge art. 5 is apparently witnessed in the new draft commercial code.  The Draft Revised Commercial Code prepared by the Ministry of Justice, Article 5, provides:

Any person who as his regular profession and for gain, carry on any production and service activities is a trader. In particular:

(1) Purchase of movable or immovable with a view to reselling or letting them for hire either as they are or after alteration or adaptation;

(2) Warehousing activities;

(3) Exploitation of mines and other resource deposit;

(4) Exploitation of marine resources;

(5) Construction, repairing, maintaining and similar activities;

(6) Transport and communication activities;

(7) Printing, publishing, engraving, binding; cinematography, photography and computer activities;

(8) Producing, distributing, and supplying water, electricity, gas, compressed air, heating and cooling;

(9) Operating radio and television stations, or places of entertainment;

(10) Operating hotels, restaurants, bars, inns, public baths, hairdressing and beauty salon establishments;

(11) News, information and advertisement activities;

(12) Operating travel agencies, safaris, and tour operations;

(13) Operating business as a commission agent, broker, stock broker, or commercial agent;

(14) Operating banking, money changing and bank related activities;

(15) Operating insurance activities;

(16) Operating health, education and kindergarten activities; and

(17) Any consultancy service;

The phrase� any person who as his regular profession and for gain, carry on any production and service activities is a trader. In particular�� shows that art. 5 would be illustrative if approved as it is.

This is just a draft. Legislative steps have not been taken to amend art.5 substantively, i.e in a way that changes the meaning of traders. There are new legislation that supplement or amend some of the provisions of the Commercial Code. A case in point  the �Commercial Registration and Business Licensing (as Amended) Proclamation No.67/1997� that supplements and amends the provisions of the Commercial Code in relation to registration and licensing. Also with respect to unfair completion (Trade Practice Proclamation No. 329/2003) was enacted to regulate anti-competitive practices. If any practical, problems due to the narrow scope of definition of traders in art.5, it will remain so until amendments are made to art.5.

In general, the Commercial Code has attempted to distinguish persons that may be considered as traders and that are not. The necessity to do so arises because only traders are subject to commercial law while non-traders are subject to civil law. Traders in our commercial code should satisfy the three cumulative requirements. i.e. the person should carry out the activity as his regular profession; for material gain profit; and the activity should be that mentioned in Art 5.  Other persons who regularly and for gain carry out economic activities outside art. 5 remain non-trader. They are excluded from the obligations imposed on traders and excluded from benefits that accrue to traders though their activities are more alike to that of traders. They would remain so until art. 5 is amended in such a way that would change the meaning of traders.

Of course, there are some who argue that art. 5 is impliedly amended. They tend to conclude that any distinction between persons engaged in commercial activities mentioned in art. 5 and those engaged in other economic activities (not enumerated in art.5) is done away by the "Commercial Registration and Business Licensing Proclamation No. 67/1997."As to such assertion read the following excerpt:

Excerpt from LAW OF TRADERS AND BUSINESS ORGANIZATIONS: A Course Material, ALEMAYEHU FENTAW AND KEFENE GURMU, SPONSORED BY JUSTICE AND LEGAL SYSTEMS RESEARCH INSTITUTE, ADDIS ABABA, ETHIOPIA, January 2008

The list in Article 5 was meant to be exhaustive. However, it has been broadened by subsequent legislations. Cases in point are the Commercial Registration and Business Licensing Proclamation No. 67/97, as amended, the Re-enactment of the Investment Proclamation No. 280/2002, as amended, and the Trade Practice Proclamation. The said laws redefined the scope of the enumeration of commercial activities under Article 5 of the Commercial Code. For instance, such activities as higher education, health, and construction are included. In addition to studying the list of activities that are being opened for traders, it is also important to examine the definition of trader in these laws. In this regard, note that Article 2(2) of Proc. No.67/97 replaces the word �trader�, which is a legal term of art used by the Commercial Code, by �businessperson�. The definition of the newly introduced term �businessperson� as found in Art.2(2) of Proclamation No.67/97 is broader than the definition of the hitherto existing terminology �trader�. Art.2(2) defines a businessperson as �any person who professionally and for gain carries on any of those activities specified in Article 5 of the Commercial Code, or who dispenses services, or who carries on those commercial activities designated as such by Regulations issued by the Government.� Amazingly, Article 2(10) of the Trade Practice Proclamation No.329/2003 uses the term �trader� with the same definition given for the term �businessperson� by Proc. No.67/97. Still, the terminological question does not seem to have been settled once and for all. For instance, the Commercial Registration and Business Licensing Proclamation (Amendment) No. 376/2003 introduces a new term �sole businessperson�. Anyway, you should keep in mind that all of the above terms refer to one and the same legal concept, viz., and the concept of trader.  

The writers of this material dissent from the above assertion that �Anyway, all of the above terms (�trader�, �businessperson� and �sole businessperson�) refer to one and the same legal concept, viz., and the concept of trader.� The above legislations provide definition of persons to whom the respective proclamations should apply, not to amend the definition trader in the Commercial Code. Yes off course, art. 2(2) of proclamation 67/97 define business persons broadly than the definition of traders but what we should note here is that the scope of this proclamation is limited to licensing and registration. To understand this from the context, read art.2(1)-(3) and art. 3  of the proclamation that reads as:

2. Definitions

Unless the context otherwise requires. in this Proclamation:

1) "Commercial Code" means the law issued in 1960, under the Commercial Code Proclamation No. 166/ 1960;

2) "business person" means any person who, profes​sionally and for gain carries on any of those activities specified under Article 5 of the Commercial Code, or who dispenses services, or who carries on those commercial activities designated as such by Regulations issued by the Government;

3) "commercial activity" means any activity carried on by a business person as defined under sub - Article (2) of this Article;

3. Scope of Application

1) The provisions of this Proclamation relating to business license shall apply to any person engaged in any commercial activity �.

2) Regional governments may, by taking into con​sideration the objective conditions of the locality, exempt small-scale business persons from the obligation to obtain a business license by setting a floor capital.

3) Without prejudice to the provisions of sub-Article (2) of this Article, the provisions of this Proclamation relating to registration shall apply to those business persons referred to in the same sub-Article (2), provided that they have permanent working places.

This broad definition of businessperson is not meant to assimilate all these persons to traders in all respects. Rather it tells us that not only traders as defined in art. 5 of the Commercial Code but also others engaged regularly and for gain in economic activities outside of art.5 owe the duty to obtain license and get registered. For instance, not all business persons (as defined in art. 2(2) of proclamation 67/97) be subject to bankruptcy proceeding but only traders as defined in art. 5 of the Commercial Code since art.968 of the code uses the term trader not business persons in delimiting the scope of bankruptcy law.  This limited scope of definition in proclamation 67/97 is apparent in the above phrase that �Unless the context otherwise requires. in this Proclamation,� from its name ''Commercial Registration and Business Licensing Proclamation.� Also art.3, reproduced above, that deals with the scope of the proclamation shows its limited scope.

The other proclamations as well define their subjects broadly than traders not to amend art.5 but only as it fit their purpose. Read what the� Trade Practice Proclamation No . 329/2003� provides in Art 2 and 4:

2.  Definitions
Unless the context otherwise requires, in this Proclamation:

�.

(10) "Trader" means any person who professionally and for gain carries on any of those activities specified under Article 5 of  the Commercial Code, or who dispenses services, or who carries on those commercial activities designated as such by laws Issued by the government.

(11) "Commercial Activity ' means any activity Carried on by a business person as defined wider Sub-Article (10) of this Article.
4. Scope of Application

This Proclamation shall apply to all person involved in any commercial activity.
Once again this broad definition of traders/business persons in this specific legislation is not meant to assimilate all these persons to traders (as defined in the code) in all respects. Rather it tells us that not only traders as defined in art. 5 of the Commercial Code but also others engaged regularly and for gain in economic activities outside of art.5 are subject to the rules contained in this trade practice proclamation law-are subject to the rules regulating anti-competitive practices. Thus not all these broadly defined traders in the trade practice law are subject to other rules  that are specifically applicable only to traders within the definition of the Commercial Code. Once again the rules on bankruptcy is a case in point that applies only to traders within the meaning of the Commercial Code. Hence having such differing understanding of traders in different legislations, if one is required to define traders for legal issues say in criminal law, it is the definition in art. 5 of the Commercial Code that commands since other legislations limit their scope by the phrase for the purpose of this or that legislation.

All this is to dispel the possible misunderstanding that holds art. 5 is amended. Let us end our discussion on this issue and proceed to the obligation of traders. 

2.3. Obligations of Traders 

Dear distance learner the attempt to define traders is not without purpose. There are special obligations and some times probably privileges that traders are subject to or entitled as distinguished from non-traders. 

The major obligations of traders particularly from the perspective of Ethiopian law involves:- 

1. The duty to keep books and accounts 

2. The duty to register in the registry of /commerce /at the ministry of trade and industry 

3. Subject to bankruptcy proceeding as opposed to the ordinary rules of civil procedure on insolvency of civil debtors. 

4. Subject to other specific rules of the Commercial Code as opposed to civil code where difference in content of the two exists. 

The obligation to keep books and accounts and the guide lines how to do that are provided from Art 63-85 of commercial code.

This is an onerous obligation that may not be easily handled by every citizen especially in a nation where illiteracy is the rule rather than the exception. Thus the law exempts for instance farmers, persons engaged in forestry and fishery and hand crafts men from assuming this obligation though they might produce and sell goods.  

Art 63 makes it mandatory for all traders and business organizations except that petty traders (small scale traders) may be exempted by a special law to be issued in relation to that. 

Art 66-85 provides the way of keeping books and accounts. This is more of accounting and you do not need to puzzle your self with these provisions. Rather Art 71and 72 is of special importance for you as a lawyer. According to these provisions books and accounts properly kept could be availed by a party keeping them as evidence against other persons. Please note that Art 2016 of the civil code denies a party to avail his own books and accounts as evidence in his own favor while it could be used against himself.  

The Commercial Code sets a side this and provides a privilege for a person who qualifies as a trader to use his own records in his favor. But he should not be given the option to select those in favor of him and disregard those against him. 

The other obligation of traders is duty to register /Arts. 86 up to 123 of the Commercial Code/. In fact currently these provisions are modified by a new proclamation /commercial registration and licensing proclamation/ proc 67/1997/. Every trader or business organization is required to register (Arts. 100�of commercial code and Arts. 3� of proc. 67/1997). The law provides two types of register: the central commercial register and commercial registers. Commercial registration implies the initial registration at the regional bureaus or at the federal level by the ministry of trade and industry. Both regional bureaus and ministry of trade and industry register traders and business organizations of which they issue license. Thus the division of power in licensing determines the place of registration. (Art 4 (2) of proc 67(1997).

On the other hand, central registration is a registration of those already registered both at the regional bureaus and ministry of trade and industry. This registration takes place at central commercial register /federal level/ and its purpose is statistical. 

Registration may also be classified into principal and summary. Principal registration is the initial registration /regional or federal level/ and it is detailed one /read Art 105 for its content/ while summary registration is necessary only when a trader or business organization intends to carry out his trading activity in a place other than the place where he is principally registered via branches or agency. The content of summary registration is some how brief /read Art 106/. According to the Commercial Code /Art 88/, registration is said to be completed only when matters registered in the commercial register are published but Art 2(2) of Proc 376 /2003/, a proclamation amending Proc 67/1997/, has done away with the publication requirement. 

Registration serves various private and public purposes including proving the status of trader /business organization, provision of the necessary information as to level and type of trade / business organization, administrative record and control such as for tax purpose, etc. Thus failure to register shall be accompanied by both criminal and civil liability. 

Art 46 of proc 67/1997/ and Art 115 of commercial code provides for sever criminal liability. The civil sanctions for failure to register and improper registration are provided from Art 117-122 of commercial code. Accordingly, Art 117 reads as follows:-

1) All persons or business organizations shall be deemed to be traders, unless the contrary is proved. 

2) Registered persons or business organizations shall not be permitted to prove they are not traders and shall incur all liabilities which the status of trader entails. 

Thus where a person is registered the presumption is he is a trader and if it is advantageous for third parties only they are allowed to prove that he does not qualify as trader per Art.5. Also as per Art 118 while a person should have registered but he did not he shall be deemed as a trader if the interest of third parties required but he may not claim status of trader for his own advantage. 

Dear distance learner third parties may treat a person as non-trader or trader as they think it fit for their interest. Can you cite a single example where a person being held as non-trader is advantageous to third parties and disadvantageous to that person? What about considering the person as trader for being registered while in reality he did not qualify?  

Consider Art 11. If a debtor is registered while he is not qualified, the creditor may use his books and accounts against that debtor as if the dispute is between two traders. On the other hand if the debtor is qualified registered trader while the creditor is a person registered as trader while he should not, the debtor may prove to the contrary and object admission of books and accounts of that person as evidence and rely on 2016 of civil code. In particular with respect to business organization registration has considerable implication. Failure to register would result in denial of legal personality for the organization and advantages there of while third parties may treat it as they think fit.

Dear distance learner, explain Art 118 in similar manner. 

Registration benefits not only third parties but also the trader. Third parties shall not be allowed to prove they did not know of facts entered  in the commercial registry and traders are thus protected to the extent they have provided the information such as registry of dismissal of manager, incapacity of a trader, etc.  Pleases Read Art.119-121 as regards the effect of registration.  

Bankruptcy also applies only to traders and commercial business organizations /Arts. 968(1)&1550). Thus registration by  a person while he is not required runs into the risk of this punitive measure. 

In fact these are only some of the implications or obligations of traders. For more details of consequences of being a trader or non trader revise our preceding discussion that traders are primarily governed by commercial code and non-traders by the civil code, and recall the difference in content of the two laws in various perspectives like period of limitation, period of grace, formality requirement for transactions, capacity to carry out commercial transactions and so on that have been dealt. And analyze which of the consequences (beyond the above mentioned 3 obligations)   would follow by assuming the status of trader in Ethiopia context.  Traders also drive benefits such as protection of business and its elements as property, renewal for business lease etc.  Non traders may not claim such advantages. Only traders may be member of chamber of commerce because it is a status.

2.4. The Right to Act as a Trader 

Dear learners, we have seen that a person acquires the status of trader where he fulfills the definitional requirements provided in art.5. Hence, he will be governed by the special rules dedicated to traders. The Commercial Code after defining trader has devoted its substantial part in determining the scope of freedom to act as a trader. Do you think there are limitations on the right to act as a trader? Or you think that there are persons eligible to take the status of trader while some others are not?  If so what sort of limitations could you depict in advance? 

In principle the right to act as a trader is constitutionally guaranteed right. Art 41(1) of the FDRE Constitution provides that every Ethiopian has the right to engage freely economic activity and to pursue a livelihood of his choice anywhere within the national territory. Art 41(2) specifies that every Ethiopian has the right to choose his or her means of livelihood, occupation and profession. This right is also endorsed by other subsidiary laws like Art 16 of the civil code and Art 22 of the Commercial Code. 

The law not only protects citizens from compulsory and unjustified restrictions on the freedom to act as a trader but also it protects those with little bargaining power. It does so by nullifying even the allegedly voluntary restriction on freedom of trader. Art 6(3) of the civil, for instance, stipulates that "the act by which a person binds himself to exercise a given activity or binds himself not to exercise such activity shall be of no effect unless it is justified by a legitimate interest. 

Thus the principle is obviously every one is free to act as a trader. But as rights are not absolute the law admits of some voluntary and compulsory restrictions or even prohibitions on the right to act as a trader. 

Arts. 11-27 of the Commercial Code have come up with the restrictions on physical and legal persons. Art. 23(1) stipulates that particular persons may be restricted or prevented from acting as traders or from carrying on a particular trade by legal provisions setting up prohibitions or incompatibilities. It proceeds in its sub Art 2 by stating that "specific requirements as to age, qualifications, sex, nationality or license may be imposed by law in respect of particular trader. After this general stipulation about restrictions or prohibitions the law has provided several instances of them. 

i. Incapables. Art 11 of the Commercial Code repeats what is stated in the civil code by stipulating that persons under general incapacity may not carry out any trade. Trade involves much more transactions and risks than civil activities. Thus it goes without saying that those protected under civil law has to be protected more in commercial sphere. As such it is common that special capacity is required in trade than in civil life. The Commercial Code has therefore provided that while emancipated minors are fully capable in civil life they need special written approval from the family council if they wish to act as a trader (Art. 13). The code has also taken into account the need for security of commercial transactions by making a departure from the civil code. While art. 318 of the civil code rejects the pretension of a minor to be a major as a defense for third parties Art. 14 of the Commercial Code ensures that third parties dealing with a minor who registered himself as major trader are not affected by his minority in so far as they are in good faith. Read also Art.15 as regards protection of third parties in good faith dealing with other incapables.

ii. Married persons (Arts 16-21)

The Commercial Code has special rules on trader by married persons. In principle a married person is at par with unmarried person with respect to the freedom to carry out a trade. And debts contracted by one of the trading spouses shall be deemed to be debts of the marriage and may be recovered on the personal estate of each spouse and on the common property (Art.19). 

However, if the other spouse wants to avoid the risk of speculative business the law has granted the option to object. In fact the objection by a spouse would no restrict the freedom of trade of the other spouse. It only restricts the recovery of debt to the personal estate of the trading spouse only. For the objection to have effect on third parties it has to be registered in the commercial registers while objection in any manner is sufficient in relation to the spouses themselves. Even the objection of a spouse could be set side by the family arbitrators and debts contracted by the trading spouse would be debts of the marriage. 

Dear distance learner Art 20 of the code provides a saving clause for a spouse objecting trade by the other spouse as far as the objection is properly registered. The trading spouse alone would incur any risk involved in the course of that trader. But, what would the fate of the profits be, if the business becomes a success? Would the trading spouse alone be the owner of income derived from that? Would not this be against the communality of property of the spouses that income of any of the spouses is common property? 

The Commercial Code does not tell us the effect of objection on the community of property of spouses but it is clearly spelt in some countries that where a spouse objects trading by the other spouse, the presumptions of community of income is set aside and only the trading spouse incurs the risks and rips the fruits. The same should be the case in Ethiopia. The objecting spouse should not be allowed to avoid risks and claim the fruits. 

iii. Foreigners  

Nationality may be a special disability. Art 389 of the civil code in principle admits equality of non-Ethiopian nationals in the enjoyment and exercise of all right except participation in the government or administration of the country. They might freely enjoy civil rights but not political ones. But still they might be subject to special conditions with respect to civil rights such as the right to carry out trade. Foreigners, before operating a given trade should acquire residential permit, work permit, and reinvestment permit. They are also totally excluded from participating in certain investment sectors like banking. In general, the right of non-nationals to carryout trading activity is limited when compared to nationals. 

iv. Business Organizations

Business organizations are entities set up for the purpose of making profit. Therefore, in principle they can carry out any business activity. But, Article 26 of the Commercial Code states "no business organization shall carry on a trade which it is not permitted to carry on or which is subject to specific requirements with which the said business organization has not complied. Two restrictions are apparent from this provision. For one thing business organizations are obliged to specify the object of their business in their memorandum of association. They cannot carry out any other business activity than mentioned in their memorandum. Secondly, certain business sectors may be totally restricted only to some business organizations only and others denied access to such business sectors. A good example in Ethiopia is that banking and others financial institutions like insurance can be operated only by a business organization established in the form of �share companies�.  

v. Associations (Art. 25) 

Associations are organizations formed to operate non-profit making activities that are established pursuant to arts. 404-549 of the civil code as amended and modified by the �Charities and Societies Proclamation No.621/2009.� 

Art. 25. � Associations.

1. Associations may not carry on any trade. 

2. Any violation of the provisions of sub-art. (1) shall constitute a ground for dissolution under Art. 461 of the Civil Code. 

 As such professional associations and other non-governmental organizations are not permitted to operate a business. Resort by such organization to profit making activity would be a ground for dissolution as provided in art. 25(2) of the Commercial Code.

vi. Bodies Corporate under Public Law

The Commercial Code has also come up with this category of legal persons, differentiating them from business organizations and associations, that are somewhat excluded from carrying on trade. Art 27 states that:

Art. 27. Bodies corporate under Public Law.

The cases where a trade may be carried on by administrative or religious institutions or any other public undertaking and the condition and effect of such trade shall be prescribed. 

Art. 4 of the code as well has the following to the say about the situation of these bodies in relation to trade.

Art.4. - Bodies corporate under Public Law.

1. Unless otherwise expressly provided by law, bodies corporate under public law, such as administrative or religious institutions or any other public undertakings shall not be deemed to be traders even where they carry on activities under Art.5. 

2. The provisions of sub-art. (1) shall not apply to undertakings in which bodies corporate under public law only participate.  

The caption �bodies corporate under public law� represents, to the minimum, administrative or religious institutions or any other public undertaking. Administrative institutions seem to refer to the various government ministries, commissions, authorities that do not have a profit making aspect but may do so incidentally. It also talks about public undertakings. Public undertakings stand to represent what we call public enterprises under the current legislations. Unlike bodies corporate under public law in the sense of administrative institutions, public undertakings have the objective of profit making while serving the public at the same time. Some examples of public undertakings include as Ethiotelecom (the former Ethiopian telecommunication corporation) and the commercial bank of Ethiopia and other government enterprises. As you remember, these are commercial activities mentioned in art. 5.

Regarding the status of bodies corporate under public law in relation to the right to carry out trade the law seems to take a middle ground. They are not free to carry out any business activity but legally predetermined by the law establishing them. They are not totally prohibited as is the case with associations. For instance, Ethio-telecom and the Commercial Bank of Ethiopia carry on these commercial activities mentioned in art. 5.  But still they are neither traders nor business organizations. They are public enterprises because they are established by legislations from the parliament and principally because they established to serve the public rather that earning profit. Their activities are subject to special conditions stipulated by the law establishing each enterprise and other special laws (Art. 27), principally the public enterprises proclamation 25/1992. 

Note that principally business organizations are governed by the Commercial Code and associations are subject to the civil code. Bodies corporate under public law including public enterprises are not subject to the Commercial Code such as rules on bankruptcy. They do not assume the status of trader whatever their activity may be. They are subject to special laws. Where bodies corporate carry on commercial activities, some provisions applicable to traders and business organization may apply to them but only if there is a stipulation subjecting them to such rule. Otherwise the presumption is that they are out of the scope of the law of commerce. (Art. 4(1). Art. 4(2) warns that the scope of this exclusion from commercial law should be limited. As such business organizations in which bodies corporate under public law participate may not evade the application of the commercial law. For instance if Bahir Dar University, which is an administrative institution, buys a share from Abay Bank share company, Abay Bank is subject to commercial though an administrative institution has taken part in it. That is what the statement �the provisions of sub-art. (1) shall not apply to undertakings in which bodies corporate under public law only participate� in Art. 4(2) tells us.

The other institutions mentioned in art. 4 as Bodies corporate under Public Law are religious institutions. The inclusion of these institutions as bodies corporate under public law does sound good. They are not established by public law(legislative enactment). Rather they are associations to be established by memorandum of association as other associations do. Leaving aside the issue of categorization, the point is that these institutions are not business entities and not subject of the law of commerce. They might engage in business as are necessary to discharge their purpose but still they are subject to special legislation.

Dear distance learner, what about cooperatives?

 Arts. 6(2) and 7 (2) provide that persons who carry on activities relating to agriculture, forestry, breeding cattle or maintaining pastureland) shall not be deemed to be traders whether the exploitation is individual or collective, such as an agricultural community or a cooperative undertaking. As such they are not the proper subject of the Commercial Code. They are currently governed by special laws (principally the �Cooperative Societies Proclamation No. 147/1998."). Though they may be profit making they are backed by some public policy and as such exempted from the rules of commercial code. 

Summary 

With a view to determine the scope of applicability of the special rules of the Commercial Code, traders who are subject of commercial code are defined in Art 5. 

Traders are not defined in their own stand rather in combination with the activities to be carried out. This is so neither the subjective nor the objective approach in designing commercial code succeeds into set up purely distinct demarcation. Thus, a trader is defined as a person who professionally (continuously as his livelihood) and for material gain carries out activities mentioned in Art. 5. �Traders� proper�(as narrowly defined in art. 5 of the Commercial Code) differ from �traders� or �business persons� broadly defined in other specific legislation discussed such as the trade practice proclamation and the commercial licensing and registration proclamation. We can sketch this difference as follows:


 As to definition:






As regard legal regime:

Traders as distinguished from non-traders are subject to several obligations and some privileges. Thus, the definition of traders is critical one. Trade is an occupation that many people pursue. However, the right to act as a trader is not open to everyone. There are special capacity requirements, nationality and some other qualifications. The common obligations of traders include the duty to keep books and accounts, the duty to register in the registry of commerce, and the duty to be subject to special insolvency proceeding /bankruptcy/. Assuming the status of trader would also entail several consequences by subjecting their transactions to special regime of commercial law as distinguished from civil law. 

Review Questions 

1. How would you explain the concept of traders if you are asked to do so?

2. What is the significance of defining traders?

3. What other consequences (other than the three common obligations) being a trader would entail as distinguished from non-traders?

4. Do you think that the enumeration in art. 5 is exhaustive? Why or why not?

5. Explain the restrictions on the right to carry out trade from the perspective of legal persons?  

6. Enumerate and explain the exclusions from traders by virtue of Arts.6-9

7. What are the sanctions for failure to register as trader and registration as trader while not qualified to be trader? 

8. Mention at least two advantages that traders have over non traders.

9. Explain the restriction on married person to act as a trader and the consequence of the restriction. 

10. Requirement of registration for  traders is not only an obligation but it is also advantageous to them. How? (read Art.121                     

UNIT THREE

BUSINESS

Dear distance students, the Commercial Code after defining traders has devoted its substantial part (Arts. 124-209) to the concept of business and how dealings related to business have to be effected. In this chapter we are going to deal with matters related to the concept of business, the importance of the legal recognition of the concept and survey of how dealings pertaining to this concept are to be effected. 

At the end of this chapter students are expected to appreciate. 

· The concept of business 

· The constituent elements of business 

· The rationale for developing such concept, and

· Analyze the legal effects of various dealings related to business. 

3.1. The Concept of Business 

Dear students, what comes to your mind when you come across with the word business? 

The word business is a common word in ordinary conversation. Perhaps no word is as frequently used as the word business in daily communication. Even illiterates use this term to the extent that it appears to be an Amharic terminology. But the term in ordinary conversation is used in the sense that implies any sort of gainful activity, trade or occupation or whatever engagement continuous or occasional. In fact the noun business is taken from the verb �to be busy".

The legal concept for the term business is totally different from the ordinary understanding of the term. Thus you have to get yourself out of the ordinary understanding in dealing with the term business in this chapter.

The legal concept of business is said to be of a relatively recent origin in legal jurisprudence. There is no coherent and definite understanding for the concept and legal systems differ in their appreciation of the concept. 

The difference begins from the use of terminology itself. Continental legal systems use the phrase "business assets" rather than the single term 'business'. The term business assets is more explanatory of its nature and purpose as we shall see later. The concept of business is also often confused with other concepts such as good will and business undertaking. The common law legal system tends to address the same purpose under the concept of good will while in some other nations business undertaking /firm taken as a whole/ is used partially to address purpose of having the concept business. Some scholars also tend to disregard the need for recognition of business /business assets/ as a single legal concept. Legal systems that recognized the concept of business assets show great disparity in defining its elements.

Anyway, the legal concept of business/business assets/is yet underdeveloped, a bit complex and thus subject to various appreciations. It may be possible to appreciate the legal concept but to explain it to others is a task which is next to impossible. I do not know how to tell you in a simplified manner but I have to try any way. 

Roughly understood business could be taken as treatment of several properties put to run a certain commercial activity as if they make up a single property. The concept of business /business assets/ is developed out of the aspiration to consider many properties as one property. 

What properties are to be grouped and treated as one? What advantages would we derive by considering many properties as one property?

The nature, type and quantity of properties to be grouped and treated as one is determined by the type of commercial activity the trader runs. Suppose that you want to run a certain barber shop, what materials (properties) do you need to run that barber business? You need to have a building at appropriate site or you have to enter into a contract of lease (say for 5 years). You need tondos, shaver, cosmetics and some other facilitates to supply your service. 

On the other hand suppose that you are going to run a big commercial activity, say you want to produce and sell mobile apparatus in Ethiopia. What properties do you need to bring together so as to produce and sell? You need at least a building in which to operate the production, several complex achines, skilled employees,  may be , a car, and essentially you need to have patent right to produce mobile apparatus either as owner by buying the patent or by a lease from patenb owner (assume that patent is granted in Ethiopia for mobile apparatus invention/. Also suppose other commercial activities and the properties needed to run them e.g., to run publication activities in which copyright is one component, audio visual shops in which copyright is one element, etc.  

Dear colleagues, do you appreciate that the properties needed to run one trading activity are different from those for another? The constituent elements are assembled in order to meet the needs of a particular trade i.e. all that is necessary to enable the trader to continue supply of his goods /services to his customers. Therefore, the content of elements varies with the purpose of the type of trade. All the different elements are there only to establish and preserve a trade. It is they and only they that would form a single property under the name business. Business only consists of properties being a logically coherent group assembled to provide service or goods in the course of trade. It should be limited only to those necessary to do so.

We have mentioned that the concept of business/business assets/ stems from the wish to treat several of the properties brought to run a certain commercial activity as single property. What do we mean by treating them as one? When I say treating the grouped properties as one I mean that for all legal transactions the group shall be treated as one. Legal transactions include sale, hire, pledge, mortgage, succession, etc. For all these purposes, those that are legally defined to constitute business elements shall be treated as one property. 

What purpose would we achieve?

Primarily, the group would be subject to single transaction formality requirement thereby avoiding multiple and tiresome transaction formalities. Suppose that you want to borrow some money to expand and improve your mobile apparatus production. Then the lender requests for security. Therefore, you have to:

a. Enter into a contract of mortgage of special movables to give the car employed in the running of the activity as a security. 

b. You have to enter into the contract of pledge of intangibles to give the patent right/as owner / as a security. 

c. And if you still need more money you have to give other production equipments as a security in which case you have to enter into contract of pledge of corporeal chattels. That means you have to be disposed by virtue of Art 2830-2832 of civil code. In other words you will stop production if you are to give such corporeal chattels as security. 

d. The building shall be mortgaged by separate contract in accordance with mortgage of immovable (Art. 3041� of civil code). The multiplicity of separate contracts and separate formalities go on as many distinct properties as you have and as much many and give them in surety to obtain the needed sum. 

This problem arises in other transactions as well. If you want to let your commercial activity for hire you have to enter into contract of leases of patent, trademarks, copyrights, corporeal chattels, immovable, etc in different contracts and formalities if different laws exist for each. The same applies when you want to sell and stop your trading activity. 

Thanks to the concepts of business /business assets/ as single property, you are relieved of all these encumbrances. Whether you want to sell, let for hire, or mortgage your business activity, you are entitled to do any one of the transactions in a single transaction by a single formality. All properties that are brought to run the commercial activity (say patent, the car, machines, trade name, good will, or whatever comes within the definition of business asset) shall be treated as one. They all can be sold by a single contract of sale, can be let for hire by single contract and formality, and can be given in security by a single formality and contract. Thus what you are expected to do is to identify those that can be grouped as constituting a business. 

What more advantage?

Simplification of transaction is not the only advantage of treating several properties as one. Rather it is advantageous to protect and treat them as one when perceived from economic value. Whether you want to sell, mortgage /pledge, let for hire, the economic value of the group assets is more than sum of the economic value of individual elements. Mortgage /sale of business assets as one property/ as a whole/ would be more valuable than the value you would have sold each property independently. Business assets are interdependent. When they get them separate, they would lose the value that their combination would yield. It is advantageous for a trader therefore to deal with the business as a whole. 

A summary of this notion may be grasped from the following quotation.

In a nutshell, the term �business� embraces tangible and intangible assets, including tools, equipments, raw materials, goods in stock, good will, trade name, trade mark, patent, copy right, and the right to lease of the premises. But, immovable properties cannot form part of the business (fonds de commerce). Hence, the land or buildings which form of the business premises and the fixtures on such premises are no part of the business even though they are owned by the trader himself. To a greater degree, the business is regarded as an entity distinct from its constituent elements, as long as the whole is more valuable than the sum of the constituent parts. In this sense, the business is a res, thing, or object over which a person can exercise property rights, including ownership, usufruct, and lease. ( Exerpt from LAW OF TRADERS AND BUSINESS ORGANIZATIONS: A Course Material, ALEMAYEHU FENTAW AND KEFENE GURMU, SPONSORED BY JUSTICE AND LEGAL SYSTEMS RESEARCH INSTITUTE, ADDIS ABABA, ETHIOPIA, January 2008)

"The whole is greater than the sum of its parts." A trader is therefore entitled to an additional and invisible economic value more than the value of each part. This is so usually because of the existence of good will which is derived in the process of the commercial activity. Good will exists as parasitic business element. Up on segmentation of elements, this essential element is dispersed and likely to disappear. 

3.2. The Concept and Elements of Business in the Context of Ethiopian Law 

Dear colleagues, we have noted that the very concept of business implies the case where several properties are treated as one property which simplifies dealings and offers more economic value when treated as a whole. The concept and purpose of business in Ethiopian law is not different from this. Still there exists significant variation in defining business elements in different legal systems.

As mentioned above the content of the elements of business vary with the purpose of the business. All the different elements are there only to establish and preserve supply of the particular good or service to clients. The business elements constitute a separate unit different from the patrimony of the trader, being a logically coherent group of assets necessary to serve a particular trade operation. 

The concept and elements of business under Ethiopian context is predicted in Art. 124 and following provisions:

Art-124.Definition /of business/

A business is an incorporeal movable consisting of all movable property brought together and organized for the purpose of carrying out any of the commercial activities specified in Art 5 of this code       

At least the following features could be observed from this definition:

1. business is incorporeal movable property 

2. The incorporeal movable properties of a business arise out of combination of several movable properties that are both tangibles and intangibles. 

3. The rise of business as a single incorporeal property is due to the common commercial purpose to which the constituent movables are devoted

4. Business as incorporeal property exists only as a privilege for persons who would qualify as trader.

The definition in Art .124 makes it clear that business is a composition of tangible and intangible movable properties. This composition is put under the name "business" and treated as single property for legal and practical purposes.  

The constituent elements are provided in Arts. 127 and 129 by way of illustrations. 

Art- 127. Goodwill and incorporeal elements 

1. A business consists mainly of good will 

2. A business may consist of other incorporeal elements such as 

a) the trade-name 

b) the special designation under which trade is carried on; 

c) the right to lease the premise in which the trade is carried on; 

d) patents or copyrights; 

e) Such special rights as attached to the business itself and not to the trader. 

The incorporeal elements include trade mark, trade name and other industrial properties (such as patents, copy rights, designs, models) business lease right, certain licenses and administrative authorizations attributable to the business rather than the person (Art. 127). It includes every incorporeal property in so far as it is devoted to carrying out a certain trade.

The corporeal assets are made up of the materials, equipment and goods, which, of course, constantly change in the course of business (Art.128). 

On the other hand, debts and credits, and immovable properties are excluded (Art. 129, 124). They are not part of the business. Can you justify?  What is the effect of this exclusion?  Lament on it.

If assets and debts of a trader were included the concept of business (which is a group of properties as unit) would have been confused with patrimony of the trader (sum of assets and liabilities). Business only consists of properties being a logically coherent group assembled to provide service or goods in the course of trade. It should be limited only to those necessary to do so. The purpose of business as a unit is not to treat assets and liabilities of a person as one (patrimony). Neither would a person be interested to deal with (dispose of, lease, pledge, etc) his properties as a whole at one nor would it be feasible. Thus assets and liabilities remain with the trader while business elements would be dealt separately as a unit. 

Thus if a person wants to assign , together with the business,  the credits receivable to him and/or the debts he incurred in the course of business, this should be expressly agreed and a separate contract for such transactions is needed. No presumption as to their being transacted together with business would be taken. But transaction /say sale or pledge/ of a business implies transaction of each and every elements of the business unless otherwise expressly excluded.

Moreover, credits and liabilities are not necessarily important to continue the trade. They are not part of the logically coherent business assets. 

How would you justify the automatic exclusion of immovable regardless of the fact that the commercial activity may not be carried out without it i.e. in spite of the fact that the immovable may form part of the logically coherent assets to deliver the service or goods in the course of trade? What is the effect of the exclusion? 

The exclusion of immovable in France is said to have arisen due to the traditional view that transactions in immovable are not a commercial activity. Hence it should not be treated as part of a business which is a matter of commerce and subject to commercial code. But in Ethiopia even transaction in immovable is recognized as a commercial activity (Art. 5(1)) as opposed to the case in France}. So what is the justification? Is it due to inconsiderate adaptation from French or other laws that exclude immovable from the purview of commercial activity? Or what? 

The effect of exclusion is that if a trader owns the building on which he carries out trade, his right of ownership of the immovable is not part of the business. Thus, if he wants to deal with the business as well as the immovable (say sale), he has to enter into two separate contracts. One for business /all properties that qualify as unit/ which is governed by the Commercial Code, and a second contract for the immovable which is governed by the civil code. If it were element of business, the dealing would have been effected by single contract governed by the Commercial Code (sale, mortgage, hire or whatever).

Dear students do you think that the concept of business is necessary for business organizations?

Do we need to screen out some properties of the business organization to form a separate unit (business) for legal transaction purposes or do you think that the same propose could be achieved by treating the business organization as a whole as one unit for all legal transactions? 

It is held that in case of trader the concept of business stems from the need to distinguish some properties which a trader can deal with as unit from his patrimony (sum of all assets and liabilities) because it is not feasible for an individual to deal with his patrimony intotality at once. But, for the case of business organizations treating the undertaking as a whole/as a unit for all transactions (sale, mortgage, etc) is feasible and no need to segregate some properties of the undertaking/business organization forming a business and excluding others not to be elements of business. The business organization has its own separate accounts, different from the individual members,' with which dealing as a unit taking the undertaking as a whole is possible?  

But still some scholars call for consideration of the need for concept of business in undertakings as well. What is the Ethiopian scenario? Do you think that the provisions on business (Arts. 124.) apply only to traders or also to business organizations as well by virtue of Art. 3? 

3.4. Business as Incorporeal Property 

Dear colleagues, we have seen business is composed of corporeal and incorporeal movables. Out of this, we will have one unit of property. If you are asked to classify business as property whether it is movable or immovable, the answer may be a simple logical extension of the fact that its components are movable so business as a single unit is also movable property. 

The other classification of property is into corporeal and incorporeal. We have seen that a business is composed of both corporeal and incorporeal. But as a single property it can only be either corporeal or incorporeal. And for any legal purpose if any difference in the treatment of corporeal movables and incorporeals exists, it has to be subjected to the rules governing either corporeal or incorporeal. To which legal regime should a business (as a unit) be subject to?

Legal scholars faced with this apparently irreconcilable nature of business have opted to resolve the problem by categorizing business as incorporeal property. If you ask these scholars how a combination of corporeal and incorporeal gives incorporeal, they would say the owner's right in the business is "a sort of intangible property right, similar to an industrial property right or a literary or artistic right: an exclusive right for the exploitation of an idea, namely the organization of the business enterprise. The material basis for this right is made up of a group of elements which may be separated but which have one essential common factor, the purpose attributed to them by the merchant". Since it is not possible to point out to the business by pointing to this or that element of the business because it the sum total of its elements, it remains incorporeal. Because of the common purpose, the business idea, which is incorporeal and for whose exploitation the elements are assembled, they  have opted to treat business as an incorporeal property for all legal proposes if any difference in the  treatment of a property based on its nature as corporeal or incorporeal is necessitated. The Ethiopian law has adopted this solution as manifested in the very definition of business as incorporeal movable property (Art 124). It is a special type of movable property subject to its own rules for purpose of several dealings (sale, mortgage, hire). 

3.5. Protection of Business and its Elements 

The other significance of the development of the concept of business is, beyond subjecting several properties to single transaction for the sake of simplicity, to give some protection to those assets that are part of the business. Let us see some of the most important elements and their protection in brief. 

3.5.1. Goodwill

A. The concept:-It is the most important intangible element of a business. It is the existence of this invisible element that gives a business extra value over and above its physical assets. Good will which is only part of business is also a difficult concept to define. Oxford Dictionary of Law defines it as �the advantage arising from the reputation and trade connections of a business, in particular the likelihood that existing customers will continue to patronize it.� Also, a certain judge by the name Story has defined good will as" the advantage or benefit which is acquired by an establishment, beyond the mere value of the capital stocks, funds, or property employed there in consequence of the general public patronage and encouragement it receives from constant or habitual customers, on account of its local position or common celebrity-or reputation for skill, or affluence, or punctuality, or from other accidental circumstance or necessities, or even from ancient partialities or prejudices."  This definition, which is commonly taken as a good description of goodwill, points out that:

a. Goodwill adds a value to a business establishment beyond the value of the capital stocks. Off course that is why is recognized as a separate and additional element of business.

b. The value goodwill adds to a business establishment is attached to its power attraction of customers.

c. The source of power of attraction of customers of a business establishment might be different including:

i. its local position or

ii.  common celebrity or reputation for skill, or affluence, or punctuality or

iii.  from other accidental circumstance or necessities, or even from ancient partialities or prejudices."

Hence, we can see that things that affect the source of power of attraction of customers, positively or negatively, would increase or decrease the value of the business. What is more we need note that the value that goodwill adds to the business are not necessarily attached to objective valuation and excellence of the business establishment as it might arise just from accidental circumstance or necessities, or even from ancient partialities or prejudices.

The Ethiopian commercial code as well attempts to define goodwill. It provides:

Art. 130 � Definition of goodwill.

The goodwill results from the creation and operation of a business and is of a value which may vary according to the probable or possible relations between a trader and third parties who may require from him goods or services. 

This definition is too brief and not indicative of the features of good will in adequate manner. But still it indicates that goodwill is intractably linked with customer attraction. In general, goodwill may be described as the attractive force that draws customers to a certain business which is invisible but of much value. 

 B. Protection/preservation of Goodwill:- Goodwill is the main element business. Protection of business as property of a trader demands protection of good will. The Commercial Code has dedicated some provisions for preservation of goodwill. Art. 131 holds that:

Art. 131. � Preservation of goodwill.

A trader may preserve his goodwill by instituting proceedings for unfair competition or by setting up the legal or contractual prohibitions provided in Art. 30, 40, 47, 55, 144, 158, 159, 204 and 205 of this Code. 

Hence a trader may avail himself the contractual or extra-contractual alternatives to protect a treat to his goodwill/business. The contractual preventive remedies indicated in some of the above provisions points out the potential suspects that might usurp the goodwill of the trader by virtue the access they have the traders business. Some these prime suspects are commercial employees-art.30(2), commercial agents-art 55, seller not to compete with buyer-art.158(2), and the lessee may not compete with owner upon termination of lease-art.205). Hence the law advises the trader to restrain these persons by way of contract from potential treat against unfair competition and usurpation of his customers. Art. 55, for example, state that:

Art. 55. � Prohibition from carrying on similar private trade on termination of the agreement.

1. The agency agreement may provide that, upon termination of the agreement, the commercial agent shall not carry on the same trade as the principal or act as commercial agent or representative for a trader carrying on the same trade as the principal. 

2. Notwithstanding any provision to the contrary, any such prohibitions shall not be effective for more than five years. 

However, the contractual remedy may not be adequate either because the trader did not use a restraining contractual clause or else the treat comes from persons not contractually bound not to unfairly compete. Hence the trader has the general remedy based on extra-contractual liability. Once again the law has listed the potential suspects and imposed prohibitions failure of which leads to tortuous claim by the trader. See the above provisions (Art. 30, 40, 47, 55, 144, 158, 159, 204 and 205 of this Code) once again. For instance, arts. 40 and 47 hold that: 

Art. 40. � Acting on behalf of other traders.

1. Unless otherwise agreed, commercial travelers and representatives may not act on behalf of traders other than the trader to whom they are bound.  Where they act on behalf of other traders, they shall low their compensation as provided in Art. 42 and 43. 

2. In no case may they act on behalf of a trader selling goods or offering services similar to the goods sold or the services offered by the trader to whom they are bound. 

Art. 47. � Prohibition from carrying on private trade 

1. A commercial agent carry on private trade which is not similar to the trade carried on by the principal.  The agency agreement may be cancelled and damages may be due where the agent carries on trade similar to the trade carried on by the principal. 

2. Unless otherwise provided in the agency agreement, a commercial agent may not act in the area specified in the agreement on behalf of traders other than the principal. 

3. In no case may a commercial agent act, in the area specified in the agency agreement, on behalf of traders who carry on a trade similar to the trade carried on by the principal.  The agency agreement may be cancelled and damages may be due where the agent disregards this prohibition. 

None the less, these and other legal prohibitions indicated in art. 131 d do not exhaust the treats but also lists out the prime suspects. Hence art. 132 provides a general clause for tortuous claim under the caption �unfair commercial competition�. It reads as;

Art. 132. � Unfair commercial competition.

A trader may claim damages under Art. 2057 of the Civil Code from any person who commits and act of competition which amounts to a fault.

And art.2057 of civil code in turn provides:

Art. 2057. - Unfair competition.

A person commits an offence where, through false publications, or by other means contrary to good faith, he compromises the reputation of a product or the credit of a commercial establishment.

In sum, as noted above, goodwill does not exist in its own. It is dependent on other elements of business such as trader name, trade mark, the owners' reputation (skill), the place /location/, or even the product itself. Thus, anything affecting the element on which it is contingent affects good will. Thus it shall be preserved protecting these aspects of the business contractual or, more often, extra-contractually- by instituting action for unfair competition. For further understanding of unfair competition and the remedies envisaged in our law I here reproduced an excerpt.

( Exerpt from LAW OF TRADERS AND BUSINESS ORGANIZATIONS: A Course Material, ALEMAYEHU FENTAW AND KEFENE GURMU, SPONSORED BY JUSTICE AND LEGAL SYSTEMS RESEARCH INSTITUTE, ADDIS ABABA, ETHIOPIA, January 2008), originally reproduced from �Alemayehu FENTAW, Ethiopian Unfair Competition Law: A Critical Evaluation (forthcoming, Excerpt), Jimma University Journal of Law, Vol.I, No.II�

Commercial Unfair Competition

Art.133 sets forth acts of competition that are regarded as unfair as follows:

(1) Any act of competition contrary to honest commercial practice shall constitute a fault.

(2) The following shall be deemed to be acts of unfair competition:

(a) any acts likely to mislead customers regarding the undertaking, products or commercial activities of a competitor;

(b) any false statements made in the course of business with a view to discrediting the undertaking, products or commercial activities of a competitor.[Emphasis added.]

Art.133 has been modelled upon the Convention of Paris for the Protection of Industrial Property of 1833, as amended.  Thus, one should not be taken back if the definition of unfair competition in Art.133 follows closely Art.10bis of the Paris Convention. For the purpose of comparison, the full content of Art.10bis is reproduced below:

(1) The countries of the Union are bound to assure to persons entitled to the benefits of the Union effective protection against unfair competition.

(2) Any act of competition contrary to honest practices in industrial or commercial matters constitutes an act of unfair competition.

(3) The following in particular shall be prohibited:

1.all acts of such a nature as to create confusion by any means whatever with the establishment, the goods, or the industrial or commercial activities, of a competitor;

2.false allegations in the course of trade of such a nature as to discredit the establishment, the goods, or the industrial or commercial activities, of a competitor;

3.indications or allegations the use of which  in the course of trade is liable to mislead the public as to the nature, the manufacturing process, the characteristics, the suitability for their purpose, or the quantity, of the goods.
 

As quick look at the above cited provisions discloses, the definition of unfair competition in Art.133 is substantially the same as the 1st and 2nd alineas of sub-Arts (2) and (3) of  Art.10bis of the Paris Convention.

Implicit in the notion of commercial unfair competition are two ideas: unfairness and competition. Before we move onto a discussion of the unfairness aspect, a few words are in order about the competition aspect. Competition presupposes the existence of competitors. Competitors are traders who are trying to reach the same customers. In other words, competitors are traders who offer products or services in the same market. Thus, inherent in the idea of competition are three elements: they must be selling similar products, in the same area, and at the same time. Consider the following counterexamples:

(1) A trader who produces coffee beans is not in competition with a trader who grows roses. In economic parlance, the goods or services have to be at least substitutes.

(2) A trader who exports bottled potable water is not in competition with a trader who markets bottled potable water only in Ethiopia.

(3) A trader who ceases to offer  products or services for sale or does not yet offer products or services for sale is no longer in competition with a trader who does.

Turning to a tentative treatment of the unfairness aspect, Art.133 gives us two standards whereby we can designate certain acts of commercial competition as unfair. The first, which I may call the general standard, is provided for in sub-art.(1). The second, which might be called the specific standard, is provided for in sub-art(2). The specific standard can further be broken down into two alternative requirements:  likelihood of confusion and false discrediting statements. In connection with the scope of these standards, the first, by contrast, is broader than the second in that it is difficult, if not impossible, to figure out, at a given point in time and space(i.e., now and here), all possible situations of unfair competition that it covers. Put differently, the scope of activities prohibited by the general standard of unfair competition in sub-art.(1) is wider than the specific acts mentioned in sub-art.(2).As a result, this provision can be construed as a catch-all for all forms of unfair competition falling outside the purview of sub-art.(2). Unfair competition, as defined in sub-art.(1), expresses the idea that a particular act of competition is to be condemned as unfair because it is inconsistent with the community�s currently accepted standards of honest practice. Thus, unfair competition depends upon commercial custom in determining what acts are honest and what are not. By virtue of its flexibility, the general standard requires judges to exercise their discretionary powers. In exercising their judicial discretion, the judges must take into account the peculiarities of each case as well as the historical and cultural context in which the case arises.
   Therefore, the following discussion shall focus upon the specific standard. 

2.4.1. The Specific Standard

A. Misleading Commercial Practices

A confusion analysis has to be made to reach a decision pursuant to sub-art (2) (a) of Art. 133. Any act gives rise to liability if it is �likely to mislead customers�, though it does not create actual confusion. It is sufficient that an act passes the test of likelihood of confusion. One standard example of an act of unfair competition that is likely to mislead or confuse customers is trademark infringement. To prove a claim of unfair competition based upon trademark infringement, it is not necessary to prove actual confusion of specific customers.  Proof of the likelihood of confusion in the market circumstances satisfies the requirement, so that similarity between two marks can make the case for unfair competition. Strictly speaking, sub-art. (2)(a) Does not grant legal rights in trademarks beyond registration. However, sub-art (2)(a) affords a remedy for unfair competition involving special designations, including trademarks.  Unlike trademark infringement claims under the Trademarks Registration and Protection Proclamation, unfair competition claims do not require any registered marks. As a result, sub-art(2) (a) of Art.133 involves all unfair competition claims based upon trademark infringement and extends further to cover other situations of unfair competition.

A likelihood of confusion exists when there is confusion as to the enterprise undertaking business, products and services, or commercial activities. More particularly, confusion may occur with respect to any of the following:

                            (a) trade-names

                            (b) distinguishing marks

                            (c) the appearance of a product,

                            (d) the presentation, including advertising, of products or services

B. False Discrediting Statements

Sub-art.(2) (b) of Art.133 broadens the touchstone of liability for unfair competition by making actionable any false statement that is likely to discredit or compromise the reputation of a business or its activities, when made in a competitive context. A claim of unfair competition under sub-art.(2)(b) requires a showing that a party made misrepresentations in the course of business. The elements an alleged injured party must show to sustain a claim of unfair competition based on false discrediting statements are:

1. a party uses any false statement,

2. it is the course of business,

3. aims at misrepresenting the nature, characteristics, qualities or geographic origin of a competitor's undertaking, goods or services and,

4. it is with the purpose of discrediting the establishment, products or services of a competitor.

Typically, situations that fall under sub-art.(2)(b)  include, if not limited to, false advertising. Here, it has to be emphasized that any false allegations made, in the course of business, against the person, rather than against his undertaking, products or services, do not fall under sub-art.(2)(b). Such cases may constitute defamation, subject to the fulfillment of the requirements in Arts.2044-2049 of the Civil Code.

2.5. Effect of Unfair Competition

In any event where an act of unfair competition has been committed by one trader against another, the Commercial Code affords the victim remedies. Article 134(1) provides for certain remedies: damages and other orders that are deemed fit to put an end to the unlawful act.
 The orders may in turn take the form either of an order for corrective publicity under Art.2120 of the Civil Code or an injunctive order Art.2122 of the Civil Code. Sub-art (2) of Art.133 stipulates:  

(2)The court may in particular: 

(a) order the publication, at the costs of the unfair competitor, of notices designed to remove the effect of the misleading acts or statements of the unfair competitor to cease this unlawful acts in accordance with Art. 2120 of the Civil Code.

(b) order the unfair competitor to cease this unlawful acts in accordance with Art. 2122 of the Civil Code.

The courts, while entertaining a claim for damages arising from unfair commercial competition, must stick to the rules and principles of the Civil Code governing extra-contractual liability. In the words of Everett F. Goldberg: �Since unfair competition is  a species of extra-contractual liability, all the Civil Code provisions on extra-contractual liability dealing with matters not expressly covered in Articles 132-134 are applicable; for example, period of limitation, burden of proof, extent of damages, responsibility of persons or bodies corporate for the acts of others, etc.� 
  

Trade Practice Proclamation

The Trade Practice Proclamation, which entered into force on 17th of April 2003, contains 31 articles under 4 Parts. Part one, being general, deals with short title, definitions, objective, and scope of application whilst Part two contains rules regulating, as can be gathered from its caption, anticompetitive practices. Part three establishes the Trade Practice Investigation Commission and defines its powers. Part four provides for such miscellaneous matters as indications of prices, labels, power to regulate prices of basic goods, issuing and keeping of receipts, administrative measures and penalties, rule-making powers, repeal, and effective date.

A closer perusal of the above legislation reveals that it prohibits two types of commercial behaviour: anti-competitive and no-competitive behaviours. The former comprises of three categories of acts, viz. anti-competitive agreements, unfair competition, and abuse of dominance while the latter consists of non-compliance with the legal requirements pertaining to indications of prices, labels, price lists of goods and services subject to regulation; conditions of distribution, sales and movement of same; orders for replenishment of stock of same; and the issuance and keeping of receipts. 

The proclamation applies to all commercial activities except such �activities that are, according to investment proclamation, exclusively reserved for the Government.� Besides, �[e]nterprises having significant impact on development and designed by the Government to fasten growth and facilitating development� are also excluded and so are �[b]asic goods or services that are subject to price regulation.�

The declared aim of the Trade Practice Proclamation, in keeping with the free market economic policy of the country, is maximizing economic efficiency and social welfare by promoting competition and regulating anti-competitive practices.
 In particular, the proclamation has two objectives: to secure fair competitive process through the prevention and elimination of anti-competitive and unfair trade practices, on the one hand and to safeguard the interests of consumers through the prevention and elimination of any restraints on the efficient supply and distribution of goods and services, on the other.
 

In what follows, I shall focus on unfair competition as found in Article 10 of the Trade Practice Proclamation No.329 and leave out the remaining forms of unfair trade practices untreated, as they fall beyond the scope of this paper. Here, again, it has to be borne in mind, as a caveat, that the scope of activities prohibited by sub-Art.(1) is broader than the specific acts enumerated in sub-Art.(2), though the list in the  latter is more elaborate and lengthier than its counterpart in the Commercial Code.  

Unfair Competition

1. Any act or practice, in the course of commercial activities, that aims at eliminating competitors through different methods shall be deemed to be an act of unfair competition.

2. The following activities, in particular, shall be deemed to be acts of unfair competition.

(a) Any act that causes , or is likely to cause, confusion with respect to another enterprise or its activities, in particular, the products or services offered by such enterprise;

(b) Any act that damages , or is likely to damage the goodwill or reputation of another enterprise falsely;

(c) Any act that misleads or is likely to mislead the public with respect to an enterprise or its activities, in particular, the products or services offered by such enterprise;

(d) Any act of disclosure, acquisition or use of information without the consent of the rightful holder of that information in a manner contrary to honest commercial practice ;

(e) Any false or unjustifiable allegation that discredits, or is likely to discredit with respect to another enterprise or its activities, in particular the products or services offered by such enterprise;

(f) Any act that directly or indirectly restricts, impedes or weakens the competitive production and distribution of any commercial good or the rendering of any service;

(g) Any act that restricts or debars the timely or economic means of producing or distributing any good or rendering of any service;

(h) The importation of any goods from any foreign country into Ethiopia at a price less than the actual market price or wholesale price of such goods  in the principal markets of the country of their production with the intent to destroy or injure the production of such goods in Ethiopia or to restrict or monopolize any part of trade in such goods;

(i) Trading in any manner in goods imported into Ethiopia for humanitarian purpose without authorization by the Ministry. (Emphasis added.)

In connection with the definition of unfair competition in Art.10 of Proclamation No.329/2003, I should say the following by way of commentary. First, it is important to bear in mind that the logical organization of Art.10 is parallel to that of Art.133 of the Commercial Code. Despite the absence of the element of honest commercial practice in sub-art.(1) of Art.10, unlike sub-art.(1) of Art.133, both deploy general standards: likelihood of elimination of competitors in the former and contrariness to honest commercial practice in the latter. In spite of the structural similarity between these two provisions, however, the missing element renders the literal application of Art.10(1) broad and impractical. For example, under a strict interpretation of the provision, a trader who resorts to producing better products, which is an honest method, and thereby eliminates competition would be held to be liable for unfair competition. Also sub-arts.(2) of the two articles consist in specific standards. The difference between these sub-articles lies in the farmer�s inclusion of such activities as provided for in (d), (f), (g), (h), and (i). Even (d) can be interpreted to fall within sub-art.(1) of Art.133, as the test deployed is the one encapsulated in the phrase � in a manner contrary to honest commercial practice.� In my opinion, the whole of the provisions under sub-art(2) can be reformulated  in such a manner as to avoid redundancy, which I suspect has been an outcome of bad legislative draftsman ship. In this regard, my proposal is to merge some of the provisions together. 

(b) and (c): Misleading/confusing activities;

(c) and (e): False discrediting statements;

(d): Secret information;

(f) and (g):Restricting, impeding, debarring, or weakening the competitive(efficient)

production and distribution of goods and services;

(h): Dumping, and

(i): Trading in humanitarian aid. 

With respect to sub-art. (2)(d), it is interesting to note two serious pitfalls. That the information has to be secret is self-evident in as much as what is prohibited is the acquisition, disclosure, or use of such information contrary to honest commercial practice. But, what kind of information is considered secret is not clear. Besides, the legislation fails to pin down the nature of the sort of information that it purports to protect. The legislation should have made it explicit that to qualify for protection, a piece of information should not only be secret, but also a trade secret.
 

Finally, I wish to point out one substantive loophole in the Proclamation. In this regard, no where in the text of the Proclamation, unlike the Commercial Code, is it provided that a violation of any provisions thereof constitutes a fault. Of course, there is no question that any infringement of a specific and explicit provision of a law constitutes a civil offence by virtue of Article 2035 of the Civil Code. Consequently, it is doubtful whether a judicial remedy is available for a plaintiff claiming under Art.10 of the Proclamation in the first instance, rather than under Art.2035 of the Civil Code, as long as the only type of remedy mentioned by the Proclamation is administrative measure or/and penalty. 

 3.5.2. The Right to Lease of Business Premises and its Protection. 

A trader may operate his business by securing lease of business premise if he does not own it.  The right to lease is one element of business. In many legal systems lease as essential element of business is treated differently than other ordinary lease. The Commercial Code has enshrined some provisions on protection of lease of premises as element of business. 

Art. 142. � Civil Code applicable.

Without prejudice to the provisions of this Section, the provisions of the Civil Code shall apply to the right to the lease of the premises in which the trade is carried on. 

Art. 143. � Nature of the trade carried on.

Where the contract of lease specifies the nature of the trade to be carried on by the lessee, the contract may be cancelled where the lessee carries on a different trade. 

Art. 144. � Prohibition of trade by the lessor.

1. After the contract of lease has been entered into, the lessor may not carry on in the same building a trade similar to the trade carried on by the lessee. 

2. Where the lessor disregards the prohibition provided in sub-art(1), he shall be liable for damages and his business may be closed. 

 Art. 145. � Prohibition from assigning or sub-letting.

1. Notwithstanding the provisions of Art. 2959 of the Civil Code, any provision in the contract of lease which prevents the lessee from assigning the contract of lease or from sub-letting the premises to the person who buys his business, or which makes such assignment or sublease dependent on the lessor�s consent, shall be of no effect. 

2. Any provision which prevents or restricts a trustee in bankruptcy from exercising his rights under Art. 1062 of this Code shall be of no effect. 

 Art. 146. � Termination of contract of lease.

1. Where a business is mortgaged, the lessor shall inform the creditors when he terminates the lease or he intends amicably to terminate the lease or to enforce a provision for termination made in the contract.  The lease shall terminate not earlier than one month following such notice to the creditors. 

2. Where notice is not given, the termination of the contract of lease shall not affect creditors having secured rights on the business. 

 Art. 147. � Lessee declared bankrupt.

1. Any clause in the contract of lease providing that the contract shall terminate as of right where the lessee is declared bankrupt shall be of no effect. 

2. Where the lessee is declared bankrupt, the trustee may exercise his rights under Art. 1040 and 1062 of this Code and the lesssor may exercise his rights under Art. 1060 and 1061 of this Code. 

A trader is entitled as of right for renewal of lease of building and other premises in which he operates the business beyond the agreed period. This is important since displacement of lessee would entail loss. One apparent advantage given to a trader in relation to business lease right in Ethiopia is that unlike ordinary lease lessee for business purpose is entitled to sub-lease the building together with the business. (Art.145).

3.5.3. Trade Name; Trade Mark/ special designation under which trade is carried on/; Patents and Copyrights, and Their Protection. 

These incorporeal properties may also form part of the business and should be protected as elements of business. The Commercial Code has got the following few provisions on protection of these elements of business.

Art. 135. � Definition

1. A trade-name is the name under which a person operates his business and which clearly designates the business. 

2. The relevant provisions of Book II of this Code shall apply to firm-name used by business organizations. 

 Art. 137. � Trader�s Name.

1. Every trader may carry on his trade under his family name, with or without his patronymic: 

Provided that Art. 45 of the Civil Code shall apply where such name or patronymic is likely to create confusion in a manner prejudicial to the interests of another trader.

2. Where proceedings for unfair competition are instituted by reason of confusion created by the use of the trader�s name, the court may order that damages be paid by the trader who created confusion and may; in addition, prohibit such trader from using the assumed name. 

 

Art. 139. - Assignment of trade-name.

1. The trade-name may not be assigned except together with the business to which it refers. 

2. The trade name of such trader and by the new trader unless it is followed by the name of such trader and by the words �successor� or �lessee�.  The new trader may only use his own name in signing commercial papers. 

 Art. 140. � Definition

1. A distinguishing mark is the name, designation, sign or emblem affixed on the premises where the trade is carried on and which clearly designates the business. 

2. The use of a distinguishing mark is not compulsory. 

 Art. 141. � Choice of distinguishing mark.

1. A trader may choose any distinguishing mark. 

2. Damage may be claimed on the round of unfair competition where the distinguishing mark is likely to create confusion in a manner prejudicial to another trader having used an identical or similar distinguishing mark. 

Art. 148. � Patents.

1. A business may consist of patents relating to registered inventions, trade-marks, designs and models. 

2. Patents shall be subject to the provisions of special laws. 

 Art. 149. � Literary and artistic copyright.

1. A business may consist of literary or artistic copyright. 

2. The provisions of Art. 1647 � 1674 of the Civil Code shall apply to literary or artistic copyright

Currently, these elements of business are have got their own independent and consolidated protection and are generally labeled as industrial properties/intellectual properties (see the various proclamations of Ethiopia such as the copyright proclamations). 

3.6. Dealings in Business 

We have noted that business is a property which therefore may be subject of any transaction. It may be sold, let out for hire, mortgaged (as special property), contributed for business organization, etc. 

The very justification for the birth of the concept of business is to simplify transactions by treating all the elements of business as a single unit. Arts. 150-170 provide that sale of business has to be in writing and subject to publication requirements (arts.152 and 164);  These special rules of sale are applicable only for sale of business as defined in the preceding discussion. Art (5)(2) provides that the provisions governing sale of business apply only to sale of business as a whole or at least sales involving the good will. Sale of other individual elements is governed by laws governing individual elements , not as business. Thus, a certain corporeal chattel forming part of the business may be sold, pledged, hired, etc by the rules governing corporeal chattels, not business.  

Also business as (the various elements as a unit) property can be mortgaged. Though it is taken as special movable, it is subject to mortgage rather than pledge (Art. 1710). It can also out for hire (Art.194) and its formality requirements are provided. It can as well be contributed for business organizations. 

All the provisions related to dealings with business (Arts.150-209) reflect our prior attempt to explore the nature of business as composed of several properties forming a unit for all legal purposes. Several properties shall be dealt with a single contract formality (be it sale, mortgage, hire, etc) under the concept of business which otherwise might need several independent contracts and formalities.     

Summary 

The concept of business which is preferably called business assets is developed out of the wish to avoid several contracts and their formalities to deal with several properties put together to carry out a certain business activity. 

Thanks to those who developed the concept of business, transaction with all elements of business can be done by a single contract in single formality. The concept in the context of Ethiopian law is taken as composed of incorporeal and corporeal movable properties that are devoted to carryout a certain commercial activity. This property as a unit is taken for all legal purposes to be an incorporeal movable.  

The business concept exclusively applies to traders. That is why Art. 124 makes reference to commercial activities mentioned in art.5. Traders are entitled to a property having economic value more than the constituent elements which is usually the result of goodwill. The protection of business as property needs preservation of its elements. So the law comes to the rescue of a trader by providing various ways of protection. Goodwill is protected by way of unfair competition action; trader name and trade mark as well are protected if any one is misleading customers of another by using identical or similar trade name or trade mark. Also the right to lease of business premises is given some protection in that he can sub-lease the premises together with his business and no contrary agreement is allowed. 

Review Questions 

1) Explain the concept of business. 

2) What is the purpose of giving legal recognition to the concept of business? 

3) "Business is composed of incorporeal and corporeal properties but it is incorporeal proper." How would you reconcile the two? 

4) What are the circumstances in which action for unfair competition may be instituted? 

5) What do we mean by goodwill?

6) Distinguish between trade name and trade mark.  

PART II

LAW OF BUSINESS ORGANIZATIONS

SECTION-I: PARTNERSHIPS

UNIT ONE: BUSINESS ORGANIZATIONS IN GENERAL

Introduction

A person may carry on his business as sole proprietor (trader). If he needs service of others he may obtain it by hiring others by way of employment or principal and agent relationships. If he needs more capital than he owns he may borrow from others, creating debtor-creditor relationships. If there are losses he will bear it alone and if there are profits he does not have to share with others. Thus, this form of business operation is the most simple one. 

The alternative but a much more complicated way of doing business is by means of business organizations. They are association of business people having the common goal of operating business by combining their capital and labor. From there business transactions there would arise various legal consequences such as whether one person is liable for contracts entered by another; whether the income from the business organizations is taxable to the groups to each individual; whether the members enjoy immunity from personal liability for the entities' obligation; etc.

The laws of many nations including Ethiopian commercial code provide various alternatives of these business associations. They are ready made dress to wear according to the preferences of the persons who intend to join hands for their business success. 

Each form of association has its advantages and disadvantages. Which form is best adapted to a particular venture depends on many factors such as the nature of the business, the number of associates, their relative ability and willingness to participate in management, and the extent of their capital investments. 

The Commercial Code recognizes six forms of business organizations namely, ordinary partnership, general partnership, limited partnership, joint venture, share company, and private limited company as provided under Art 212. These business organizations based on their characteristics may be classified into partnerships and companies. The category of partnerships embraces four of the six business organizations namely, ordinary partnership, general partnership, limited partnership and joint venture. In fact joint venture is unique in that it does not have separate legal personality. The class of companies comprises Share Company and private limited company. Business originations may also be categorized into commercial and non-commercial ones based on the business activity they carry out and in fact also based on the form of organization. (Art. 213) and (10).

We will first deal with partnerships in fact preceded by introductory unit on business organizations in general, then in section two about companies.

At the end of this unit students are expected to:

· Explain the concept of business organizations.

· Appraise the advantages and disadvantages of operating business by way of business organizations as compared to sole proprietorship.

· Appreciate the elements of the partnership agreement. 

· Understand the classifications of business organizations and the basis for such classifications.

· Be able to advise clients on choice of form of business organization. 

1.1. Defining and Characterizing Business Organizations

Art. 210(1) of the Commercial Code provides a common definition for all forms of business organizations. Accordingly a business organization is any association arising out of a partnership agreement. A partnership agreement is in turn defined as "a contract whereby two or more persons who intend to jointogether and to cooperate undertake to bring together contributions for the purpose of carrying out activities of an economic nature and of participating in the profits and losses arising out thereof, if any." (Art. 211)

The elements of this definition can be segmented as follows:

i. A partnership agreement is a contract. 

Dear distance learner, for a partnership to come into existence the persons who associate themselves should enter into a contract of association. For a valid partnership agreement to exist there has to be a valid contract. For the existence of a valid contract you know from your study on contracts that pursuant to Art 1678 of the civil code, the parties should be capable and give their consent sustainable at law; the object of the contract is sufficiently defined and is possible and lawful, the contract is made in the form prescribed by law, if any. 

The notion of capacity and free consent does not require much consideration here but you have to note that minors are subject to a bit further incapacity in that even after emancipation there is no automatic capacity to act as a person of age in trade matters. An un-emancipated minor may not be a party to a partnership agreement that would give the minor the status of a trader unless he secures the written approval of family council (court where family council suspended). Dear colleagues what do we mean by membership to a partnership agreement that would give person the status of a trader? Which business organizations render the members the status of a trader and which do not? We will see it later. 

The object of a partnership agreement as any other contract should be sufficiently defined, be lawful, possible and of good moral. By object of a partnership agreement we are referring to the obligation of the partners they owe each other and the activity to be carried out by the business organization. As contract, their respective obligations should conform to the general requirements of the law of contract. 

With respect to formality, Ethiopian law of contract in principle allows the freedom of parties to determine form of contract. It is only exceptionally that the law requires special form. As far as a partnership agreement is concerned Art. 214 of the Commercial Code demands that a partnership contract other than joint venture should be made in writing. The written agreement of the parties is contained in what are commonly known as memorandum of association and articles of association. The sample of content of memorandum of association is provided in Art 284 of the Commercial Code. Accordingly it should embrace the name, address, citizenship of partners; the name of the firm, the registered office; the object/the nature and types of business activity to be carried out. A bit different content of a memorandum of association of companies is contemplated in art.313,314 and 517 of the Commercial Code. 

Note that the word person includes not only physicals persons but also legal persons as well. Business organizations and other legal persons as well can be partners.  

Dear distance learner what is the effect of failure for a partnership agreement to live up to the requirement of the law with respect to the requirements for contract for instance, incapacity of a partners? Would the partnership agreement be null and void? If so what effect would it have on third parties as well as the parties themselves? Would that result in invalidation of partnership agreement that would ultimately lead to death of the business organization? 

ii. Two or more persons who intend to jointogether and cooperate 

As business organizations are groupings we need at least two persons. This requirement of minimum of two persons is true for all business originations except Share Company where at least five persons are required (Art. 307(1)). 

A minimum of two people�s requirement ousts the possibility of one man business organization. Though it seems illogical there are one man business organizations with limited liability in other legal systems. But in Ethiopia there is no such business organization.  

For a valid partnership agreement to exist the parties must have a community of interest and intend to collaborate. A business organization arises from deliberate act. It does not arise from possession of status such as being heirs to one person and joint ownership of property. 

iii. Each party must contribute 

There will not be a business organization unless each party takes part in contribution. Contribution may be made in terms of cash, kind or service, (Arts. 229-232). But for companies service may not be contributed. We will see the reason later on. Contributions in kind include both corporeal and incorporeal properties such as movables, immovables, rights in literary or artistic ownership, industrial property (trade make, patent�), business, use of property, or even debts owed to the contributor. 

iv. Purpose is to carry out economic activity 

The business propose of a business organization could be any activity which the parties intend the organization to carry out but the purpose should be possible, lawful and not immoral.

v. Each part should participate both in profits and losses

A valid partnership agreement for establishment of a business will exist only if all parties  agree  to take part both in profits and losses. The share of the parties in profits and losses need not be equal. However, the partnership agreement may never award all profits to some of the partners alone. All should have a share in profits. Similarly no partner may be exempted from losses that may accrue. All partners should take parts in the losses as well. Otherwise the partnership agreement is not valid (Art. 215) 

However, there is one exception- the requirement that all should partake in losses. As per Art 254 a partner in ordinary partnership who contributed skill may be exempted from sharing in losses. 

If there is a partnership agreement that fulfills all of the elements elaborated above and then registered in the registry of commerce (Art. 222), there shall be a perfectly formed business organization having legal personality (Art. 222). The following are additional points worth noting in relation to partnership agreement and birth of business organizations. 

First, business organizations are defined as "any association arising out of a partnership agreement (Art.210(1)).� This gives the impression that for a business organization to be formed there has to be an association as a precondition. The term association is not used in the sense it is used in Art.404 of the civil code. Rather it is better to understand it as grouping of persons. 

Second, the phrase partnership agreement may mislead us to believe that a partnership agreement applies only to formation of partnership. But we have to note that the partnership agreement and its requirements apply to companies as well. It is a common definitional element for all forms of business organizations. 

Thirdly, some of the requirements of the definitional elements do not apply to joint venture. A joint venture as a business organization is somehow unique than other business organizations. Thus even though there has to be a partnership agreement for formation of joint venture, it does not need to be in writing unlike other business organizations. Nor should it be registered. And hence it does not have legal personality (Arts. 272(2) and (3). We will come to these issues in detail later. 

1.2. Classifications of Business Organizations 

Dear distance student at the introduction part we have pointed out that the six business organizations in Ethiopia could be categorized as partnerships Vs. companies on the one hand, and commercial business originations Vs. non-commercial business organizations on the other. Now we will see these classifications 

1.2. 1 Partnerships Vs. Companies 

This classification of business organizations is based on the typical characteristics that each category displays. Thus, business organizations included in the partnership category do have some common features as distinguished from those in the category of companies. The category of partnerships includes four of the six business organizations in Ethiopia i.e. ordinary partnership, general partnership, limited partnership and joint venture (Art. 212(1) (a)-(d)).

The class of companies comprises of Share Company and private limited company. Compare partnerships and companies on the following typical features.    

i. liability of partners 

We have highlighted that all business organizations arise from a partnership agreement and up on registration they acquire legal personality, except joint venture in fact. The acquisition of legal personality vests partners of companies the advantage of limited liability in addition to other advantages. But partners in partnerships do not have the benefit of limited liability. By limited liability we mean that the parties that established the business organization will be liable only to the extent of their contribution they promised under the partnership agreement. Creditors of the business organization do not have a claim against personal property of partners. But in case of partnerships the principle is that partners are liable for the debt of the partnership. Creditors may recover their claim from the personal assets of the partners.

ii. Partnerships are more of collections of persons while companies are collection of capital  

Partnerships are called associations of persons rather than capital. The personality of each partner is of much importance than his contribution to the capital. Because of unlimited liability in which each partner may be held liable for acts of the other partner, the general attributes of each partners is much more important. Also to creditors who the partners are is much value than who contributed what. This is so because in case the partnership fails to pay its debt creditors resort to the personal assets of partners. Thus the identity of partners is much more important. 

But in companies the creditors claims are limited to the contribution made that constitutes capital. So whether the member is wealthy or poor is no importance. Also whether a member is diligent or careless, active or passive is of little importance in companies since the management of companies is often beyond control of the members (we will see this later). But personality of a partner person as careless or diligent, active or passive, prudent is important in partnership. From this characteristics of partnerships and companies the following consequences follows: 

1. Shares in partnerships are not freely transferable i.e. substitution of a partner by a new is not simple because of the importance of personality of partner rather than his contribution /share/. But in companies shares are freely transferable. 

2. Partnerships have precarious existence (shorter life duration) than companies. Any thing that affects a partners such as death, in capacity, bankruptcy of a partner would, in principle, result in dissolution of the partnership while this is not true for companies. 

3. Decision taking in partnerships is by majority of individual partners rather than in proportion to partners� contributions. But in companies, decision making is in proportion to one's contribution to capital of a company.

iii. Other Differences  

A number of other distinctions could be made between partnerships and companies:

(a) With respect to management of partnerships, it is left to be the concern of the partners themselves. As we will see, the Commercial Code has rigorous formalized rules on management of companies, particularly share companies. Share company, for instance, should be governed by share holders' meeting at the apex of governance, followed by board of directors, managers and auditors. These rules on governance are mandatory. But in case of partnerships the law is flexible. It allows maximum liberty to partners in designing how to manage it. It plays only supplementary role where the partners do not agree.

b) Capital. Companies are meant to carry out business activities that relatively demand high capital. Thus minimum capital requirement is provided (Arts. 306(1), 512(1)). In partnerships no such minimum capital requirements exist.       

c) Tax. From the perspective of taxation, companies are subject to income tax as separate legal person and then they shall also pay tax on profits to be distributed to members (dividend tax). This subjects companies into a sort of double taxation (Art. 6Of income tax proclamation 284/2000). But partnerships are subject only to a single income tax as person and no more tax on profits to be distributed. 

These are the major common characteristic and distinctions of partnerships and companies. Appreciation of these features would enable you as a lawyer to advise clients whether they should opt for partnerships or companies given the facts provided by your clients. Then after choosing partnerships or companies you have to select which partnership or company. To do that you need to have deep knowledge of the unique attributes of each business organizations. That is what we are going to do in the next parts of this course. But before that we need to dwell much on the blurred classification of business organizations into commercial and non-commercial as well as the legal significance of such classification.

1.2. 2. Commercial Business Organizations Vs. Non-Commercial/civil/ Business Organizations

The concept and purpose of non-commercial business organizations has long remained to be a bewildering one lending itself to diverse understanding in different legal systems. At times the classification of companies into commercial and civil is alien to some legal systems1. A common law lawyer could be taken by surprise if you tell him a certain company is civil and the other is commercial while both engage in profit making activities, and as such the civil one is not subject to bankruptcy proceeding while the other is. A clear classification of companies into civil and commercial is made in French commercial code, and similar understanding is also held in other civil law centuries like Germany, Spain, etc.

The Ethiopian commercial code provides common definition for all sorts of business engagements in an association form. Pursuant to Arts. 210 and 211 of the Commercial Code, a business organization is an association arising out of a contract where by two or more persons who intend to jointogether and to cooperate undertake to bring together contributions for the purpose of carrying out activities of an economic nature and of participating in the profits and losses arising out thereof, if any. 

The code provides six types of business organizations as per Art.212 and proceeds to classify them into commercial and non-commercial.( Art. 213).Accordingly, we do have four partnerships(ordinary partnership which is always non-commercial; joint venture, general partnerships, and limited partnership that can be either commercial or non-commercial business organizations depending on the object of their economic activity). The two types of companies (Share Company and private limited company) are always commercial irrespective of their object of economic engagement. The criteria are two fold: form of organization and object .Pursuant to Art. 10(1) of the code, where the object of any business organization under its memorandum of association or in fact is any of the activities specified in Art.5 of the code, it shall always remain commercial nature. And Art.10 (2) stipulates that share companies and private limited companies shall always be deemed to be of a commercial nature whatever their object.

Contrary reading therefore gives us the understanding that non-commercial business organizations are always partnerships whose objects are activities outside Art 5. All partnerships, other than ordinary partnership could be either commercial or non commercial depending on their object. Therefore, the notion of civil business organizations    in Ethiopia has to be reduced to partnerships as we do not have by any means non-commercial business organizations. In fact it is doubtful also whether we could alternately use non-commercial business organizations for non�commercial business organization in strict sense. However, for our consumption let us use non-commercial business organizations for non-commercial business organizations that are in fact always partnerships.

So far the classification and parameters are supplied but what underpinnings led the legislature to divide partnerships into commercial and non-commercial while at the same time denying non �commercial nature in case of companies? What relevance would the criterion in Art .5 bring? How could this classification of same form of business organization into commercial and non- commercial based on whether the activity is one mentioned or not mention in Art.5 be conceptually sound?

Some tend to reduce the concept of non-commercial business organizations into forms of organization akin to cooperatives that engage in activities to provide goods or services for its members� consumption alone without supplying to outsiders and without making any profit. This sort of understanding could by no means apply for non-commercial business organization in Ethiopia. As noted earlier we have got a common definition stating that the association of persons is to engage in economic activities for sharing profits and losses.

The distinction between civil and commercial companies and its justification could be explained perhaps more on historical ground than scientific grounds. An inquiry into the origin of development of the distinction between civil law and commercial law will ultimately lead us to appreciation of civil and commercial companies. Historically, with the growth of commerce there appeared alongside a body of customs and practices applicable to merchants as a class that constituted what is commonly known as lex mercatoria or law of the merchants.
The lex mercatoria then underwent a profound change due to state intervention that ultimately led into the codification of rules governing traders and business companies on the one hand and separate rules governing civil matters on the other hand that finally resulted in the codification of separate civil and commercial codes among the ROMANO-GERMANIC legal families such as the Napoleonic civil code of 1804 and commercial code of 1807.Accordingly, the economic engagement of some persons is governed by the commercial law while others are governed by the civil law.

 Despite the absence of homogeneity in determining to whom or to what economic activities commercial law would apply, the ROMANO-GERMANIC legal families recognized duality of law (dichotomy into civil and commercial) and   agree that commercial law applies to merchants (broadly understood to embrace both individuals and organizations having legal personality that engage in certain activities).

 Recall our discussion in part I unit one. To whom or what the commercial law applies depends on two criteria.  In those that follow the subjective approach a   person who continually engages in certain economic engagement and as such qualifies as a merchant is subject to commercial law.  In the objective approach the commercial law applies to all activities labeled as acts of commerce though the engagement by the person is for a single moment and does not qualify as merchant. Though they all lack precision in their criteria, in both systems some persons who continually carry out some economic activities  in like manner to that of  merchants are excluded from the ambit of the Commercial Code taking the name non-traders and civil business organizations as opposed to  traders  and commercial business organizations. This distinction is made based on whether the activities for their economic engagement are acts of commerce or civil acts. Accordingly, as far as business organizations are concerned, those that engage in commercial acts are commercial business organizations while those that engage in civil acts are labeled as civil business organizations.

Roughly and traditionally, the activities for their economic engagement are classified into acts of commerce (those made on capitalistic competitive profit driven basis) and civil acts. Acts of commerce among other things include merchandize for resale, enterprises of manufacturing, transportation, exchange, banking and   brokerage. On the other hand agricultural business and liberal professions including physicians, actors, attorneys, authors, composers and teachers were traditionally regarded as act of civil life and subject to civil law. Therefore, business organizations that engage in civil acts, however enterprising it may be, used to assume the status of non-commercial business organizations unless of course, they have preferred some forms of organizations solely reserved for commercial ones such as company forms in Ethiopia. Similarly those that engage in commercial acts are commercial and subject to commercial law. This is the background for development of civil and commercial business organizations.

A critical examination of Ethiopian commercial code would reveal that the notion of non-commercial business organization has got a bearing from that historical distinction of civil law and commercial law that subjects non-commercial business organizations to the rules of civil code and commercial business organization into the Commercial Code. Commercial business organizations are defined in terms of commercial activities mentioned in Art.5 while engagement outside these activities seems to be the realm of civil acts. Engagement in such activities other than those in art.5 by business organization would render them to be civil business organizations unless the form is a sort of company. 

The activities mentioned in Art.5 are those commonly understood to be the proper sphere of commerce and industry totally driven by profit motive and made on capitalistic competitive basis. What is left out of that purview includes agricultural business (at small scale level), liberal professions including physicians, actors, attorneys, authors, accountants, other professionals, teachers and consultancy services. These activities are traditionally regarded not as totally driven by profit motive but by self maintenance. They were not regarded as the proper areas to operate on large scale and competitive basis though these days circumstances have grossly changed so as to necessitate merging them into commercial acts so that persons engaged in these activities would be subject to same legal regime to that of traders and commercial business organizations.

Pursuant to Art.5 individuals would assume the status of trader and hence subject to the Commercial Code. Those who fail to fulfill these parameters are outside the Commercial Code and their economic engagement is governed by the civil code. Therefore, could the classification of business organizations into commercial and non-commercial lead  us to the conclusion that non commercial business organization are out of the ambit of the Commercial Code? Definitely not. Unlike non-traders, the formation, organization, management and dissolution of non-commercial business organizations are regulated by the code in similar fashion as those of commercial ones. At the same time, can we dare to say that non-commercial business organizations are totally governed by the Commercial Code in the same manner as commercial ones? Again the answer is in the negative since if that were the case there would not have been such distinction. If so, what peculiar legal regimes are they subject to?                                                                                                                     

Let us explore the legal significance of civil business organizations focusing on the peculiar legal regimes applicable to them in contradistinction from commercial ones. These days the legal significance of demarcating business organizations into civil and commercial does not carry the weight that it used to have in the earlier times. The demise of this traditional difference reveals itself in the move many nations take. In the first place, some states that used to have separate civil and commercial code have unified them into a single code addressing both civil and commercial matters. Neither do other civil law nations maintain the earlier paramount distinction with magnificent, visible difference in legal effect.

In Ethiopia, as already discussed, the dichotomy of civil and commercial law does not display considerable difference. It rather approximates those that merged their civil and commercial law. The following constitutes the principal legal significance of civil business organizations as opposed to commercial ones.

i. Liability of the partners. The relationship of parties in relation to third parties is one important area where the legal significance of civil business organizations manifests itself.  Partners of civil business organizations are not presumed to be jointly and severally liable in the absence of otherwise agreement, at least historically. This is true in France, Belgium and also Quebec where civil business organizations are governed by the civil code in which joint and several liability is not presumed, save otherwise agreement whereas partners of commercial companies are presumed to be jointly and severally liable. Thus liability of partners in non-commercial business organizations is more moderate than in commercial ones. 

In this regard Ethiopian commercial code, which is the offspring of French commercial code, displays some features to that effect. The major features of legal regime of civil business organizations are to be found in the provisions dealing with ordinary partnership which is the typical civil business organization. Indeed the definition of the partnership in Art.223 is not a definition to one particular partnership rather it is a definition of forms of non-commercial business organizations. Accordingly, Art. 255 of the code permits an otherwise agreement to limit liability that does not have a counter agreement to limit liability that does not have a counter part in other partnerships that are principally meant for commercial business organizations. This stand is also supported by Art.276 (4) where hidden partners in commercial joint venture part in management would forfeit the benefit of limited liability while this does not seem to be the case in non-commercial joint venture according to this provision.

But still where civil acts are performed in the form of companies, commercial law instead of civil code shall govern them. In other words where civil business organizations opt for commercial form they shall enjoy and incur similar rights and duties including bankruptcy proceeding. 

ii. Legal capacity to be a partner

In general, special legal capacity is required for the exercise of a commercial activity and to assume the status of being a trader. Commercial activities involve greater risks than other livelihoods. Therefore stricter provisions in relation to minors and married couples are imposed in most countries.  This is justified on the ground to protect them from the punitive bankruptcy proceeding, which is specific to merchants. This stance is somehow reflected in Ethiopia as well. Art. 13 of the code denies an un-emancipated minor to acquire the status of trader absent written authorization from family council while such stringent requirement is not the case for civil activities. Nor can a minor carry on trade via his tutor as mirrored in art 127 the code. 

The implication of this requirement for the legal significance of civil business organizations lies in that it appears that a minor, via his tutor or an emancipated minor himself, could be a partner in civil business organizations while he can not be a partner in commercial partnerships. This could be inferred from Art. 280(2). It stipulates that �where the partnership (general partnership) is a commercial partnership, each partner shall have the status of a trader. � The implication is that where a partnership is a civil one the partners are not deemed to be traders and need not have the qualification for traders. Therefore a minor does not need special capacity to be a partner in civil partnerships. 

Similarly, Arts.16-21 of the code on married persons apply not only when a person carries on trade individually but also in cases of partners in commercial partnership that ultimately make him a trader. As such it could be said that since being a partner in civil partnership does not entail status of trader, these provisions on being trader are arguably not applicable in latter�s case. 

iii. Registration and publication

Inscription in a special register and publication is the oldest criterion for the distinction between civil and commercial business organizations. Registration and publication are used to be the characteristics of traders and commercial business organizations and entail their own legal consequences including a constitutive effect. Also keeping books and accounts are used to be typical features of traders and commercial business organizations. 

In Ethiopia these obligations are due for both civil and commercial business organizations and traders. No distinction is made in this respect. But in France though currently faded, they used to assume a different approach. Registration, publicity and maintaining books and accounts were attached only to traders and commercial companies excluding civil ones. Non-commercial business organizations acquire legal personality solely on authentication of the partnership agreement. The same used to be the case in Swish law. Societe simple in Swish law (a sort of ordinary partnership in our case) neither required to subscribe to these obligations nor does it acquire legal personality. 

In view of the fact that our law is mainly derived from France, the different approach taken in Ethiopia that similarly treats both civil and commercial business organizations has been subject of different opinions and arguments. It used to be forwarded that the law differs from French law as a result of incident and mistranslation of the French law into English and Amharic. They have gone to the extent of alleging that it is commercial business organizations that do have extensive and continual dealing and possibly engage in fraud and evil activities rather than civil ones. The purposes of registration and publicity particularly focus on control of them by the registering authority thus exempting civil ones from these duties. 

However, the reality is that the departure was deliberate. Even prior to the Code, the law on companies of July 1933, clearly held this approach. The Commercial Code also in Art. 63 subjects both types of business organizations to the obligation of keeping books; and Art. 73 of the code vividly tells us that this was deliberate in that while sub-article one focuses on commercial ones as a principle; sub-article 2 calls for special consideration of some traders and business originations. The doubt in this regard is done away by proclamation 280/2002 of tax proclamation demanding all profit earning businesses having annual turnover of more than100,000 to keep books and accounts.

Again the requirement of registration was so deliberate that Art. 100(1) laid down the principle for both civil and commercial business organizations and proceeds in its sub-article 2 to emphasize the need for registration of traders and commercial business organizations. Doubts in this regard are also dispelled by proc.67/1997 that demands all traders and business organization to register. So in these respects civil business organization/partnerships-since no company may be civil in Ethiopia/ could not posses any special legal significance in Ethiopia. 

iv. Bankruptcy.

Bankruptcy was also the traditional element of the very status of traders and commercial business organizations. This is an overall procedure for paying off merchant�s debt that allows collective action of creditors that used to be, in its origin, punitive to the debtor. It is in contrast with the classical proceeding against civil debtors where the general rule is first come first served. 

The importance of this element was more manifest than others and has influenced the very definition of merchants. �This has been extended or restricted to include or exclude this or that category of physical or legal persons, small merchants, artisans and some forms of companies.� 

Similarly the legal significance of civil business organizations in Ethiopia tends to assume special importance in this respect. More than any thing else it appears that civil business organizations in Ethiopia are exempted from bankruptcy proceeding but subject to the ordinary proceeding in the civil procedure code while traders and commercial business organizations are relegated to bankruptcy proceeding. 

Apparently, Art 968 of the code limited the scope of book V (bankruptcy and scheme of arrangement) to traders and commercial business organizations. However, the language of the code is not consistent and that has nourished some doubts as to the exemption of civil business organizations. This is evident in the code�s use of business organization in general in Arts. 1154,1155(1) and (3), and several subsequent provisions. In contrast, again Art. 1155(2) clearly states that all commercial business organizations, other than joint venture, may be adjudged bankrupt or be granted as scheme of arrangement.

The code lacks consistency. However, in view of the unusual and essential specification of commercial business organizations in Art. 968 and 1155(2) that are the cornerstone determinants of the scope of book V, I would say that civil business organizations are exempted. However, some argued that distinction could not be availed in bankruptcy proceeding and allege that it was deliberate assimilation. The mistake lies, they argue, not in use of business organizations in general term rather the use of �Commercial� in the said provisions. They attempt to persuade by alleging that the drafter has mentioned the fact that the codification committee insisted so that all assimilated, which I doubt. If he were aware he would have been consistent. If at all civil business organizations in Ethiopia do not have at least this essential distinction, they would not have been distinctly provided. 

There are also some lawyers who argue that any distinction between the two is done away by proc 67/1997. They claimed this legislation has extended commercial activities depicted in Art. 5 of the code thereby amended the said article. But obviously the scope of that proclamation is only registration and licensing, and not amendment of art. of the code and assimilation of civil and commercial business organizations for all purposes.   

These are the major legal significances of civil business organizations in Ethiopia as distinguished from commercial ones. In other legal systems the distinction between civil and commercial business organization does have numerous effects including: in civil matters written form may be mandatory whereas the same transaction may be exempted from formal requirement in commercial matters; production of evidence is flexible in commercial matters; no formal demand required where this might be the case in civil matters; the court may not give grace period in commercial matters while this is possible in civil matters;  interest rate is due without default notice in commerce while not in civil cases; period of limitation is shorter in commercial matters; also the books and records of traders and commercial companies have special evidentiary value as among themselves even availing once record in his own favor.  non-commercial business organizations are governed by civil code such as in France they differ in all these respects from commercial ones. Also in the old days many countries used to maintain special courts and summary procedure for commercial ones and traders only.

Summary 

The advantage of operating business in collaboration by combining capital, labor and skill has long been recognized. Legal systems have provided various alternatives of business organizations so that business men would have as many alternatives as possible.

The Ethiopian commercial code has provided six alternatives having their own unique attributes (ordinary partnership, general partnership, joint venture, limited partnership, Share Company and private limited company). These six business organizations could be classified into partnerships the first four and companies-the last two. Partnerships are characterized by the fact that members are liable on their own personal assets beyond their contribution while companies vest benefit of limited liability. In partnership the personality of partners is more important than his contribution so that shares in partnerships may not be freely transferable, factors affecting the personality of a partner such as incapacity and death may result in dissolution of the partnership, etc while in companies capital is essential than his personality. For this reason partnerships are called association of persons while companies are called association of capital. 

The other classification of business organizations is based on their object and form of organization. Business organizations are always commercial if they are established in the form of companies whatever the object of their business activity. Ordinary partnership is always non-commercial and may not carry on activities mentioned in Art.5. General partnership, joint venture and limited partnership may be commercial if the business activity they carry out is one mentioned in Art.5 or they may be non-commercial if the business purpose is not one mentioned in Art.5.   

Review Questions 

1. Business may be operated either individually as a sole proprietor (individual trader) or in group by forming business organization. Point out the advantages and disadvantage of both options. 

2. How would you define business organizations? 

3. "A business organization does not arise merely from assuming a certain status such as by virtue of several persons being heir to a single person or by being join-owners, rather only by deliberate act." Which element of partnership agreement envisages this distinction?.

4. x ,y ,z have formed a general partnership named x,y,z general partnership. The partnership has been in business for two years and has incurred several debts rather than profits. Assume that x was only 14 years old while he entered into the partnership agreement and has never been emancipated.

a) If x demands invalidation of the partnership agreement, what would be the fate of the general partnership? 

b) If y and z do not have sufficient personal asset but x, could the creditors recover their claim from the personal assets of the minor? 

c) Would your answer be different if the defect in the formation of the general partnership relates to the fact that the agreement was made orally. 

d) What about if the object of the partnership was to traffic children from rural area of Ethiopia and send them to Arab? 

5. "Partnerships are association of persons while companies are association of capital" comment.   

6. What are the bases for commercial-non commercial dichotomy of business organization?

7. Describe the nature and legal effects of non-commercial business organizations.  

UNIT TWO

DIFFERENTIATING PARTNERSHIPS

Dear distance learner, in the preceding chapter we have seen the common characteristics of business organizations. Now it is time to explore the unique attributes of each business organizations. 

In this chapter we will see the distinguishing features of the four partnerships. The liability of partners to third parties for partnership's debt is the hallmark of differentiation and as such we will explore this issue in detail. Highlight of formation, and some other features  may be provided as necessary. The management and operation, the relationship that exists among partners themselves and with the partnership, and dissolution of all partnerships shall be treated together in the coming chapter.  

At the end of this chapter, students will be able to: 

· Appreciate the distinguishing characteristics of each partnership.

· Understand the practical purpose they are designed to serve. 

· Appreciate the balance between protection of third parties and encouraging investment by partners in each partnerships. 

· Analyze the difference in legal effects that each partnerships would lead. 

2.1. Formation and Nature of Ordinary Partnership 

Ordinary partnership is governed by Arts. 227-270 of the Commercial Code, in addition to the general provisions applicable to all business organizations i.e.  Arts.210-226. 

Art 227- Definition 

A partnership is an ordinary partnership within the meaning of this title where it does not have characteristics which make it a business organization covered by another title of this code. 

Dear students, what do you understand from this definition? Is it a definition for a specific type of business organization?

This provision is not a definition for a single business organization. Rather any business organization that does not properly conform to the rest five business organizations shall be handled and governed under the catch all category of ordinary partnerships. Thus what the provisions regulating ordinary partnership provide is that the minimum legal frame work that any business organization that does not fall within the other five categories should not escape. Then it follows that whether a business organization is ordinary or not could be determined only after ascertaining that it does not fall in any of the rest five. 

The definition in Art 227 does not give us sufficient distinguishing nature of ordinary partnership but its catch all nature: its feature could be gathered from other provisions. The following are the features of ordinary partnership:

a) It is a business organization that arise from partnership agreement. (Art. 210) 

b) Ordinary partnerships are always non-commercial business organizations (Art. 213) 

c) The liability of partners to partnership's debt is in principle joint and several but liability may be individualized by agreement if such agreement is duly notified to creditors (Art-255) 

A). Ordinary partnership arises out of a partnership agreement: -To begin with an ordinary partnership as a business organization arises out of a partnership agreement and upon registration it acquires legal personality. (Art. 222,-223). Some of the provisions under ordinary partnership repeat at an least elaborate what is already included in the definition of business organizations. For instance, Art. 228 attempts to distinguish ordinary partnership from joint ownership. This provision merely repeats our previous discussion that a puniness organization arises only out of the intent to join together and cooperate, not from status. Always there has to be agreement to create ordinary partnership. 

Also provisions from Art. 229-232 merely elaborates our discussion on definition of partnership agreement that each party must contribute. They provide the form of contribution and obligation of the contributor in the respective cases. Contributions may be:

1. Money/cash- in such cases there is no problem (Art 229). The obligation is to pay on due date at the pain of interest (Art. 232).

2. Property- this is the case where a person transfers the ownership over his property to the partnership. The term property is so broad that it includes all sorts of property whether movables or immovable, corporeal or incorporeal (patent, trademark or any intellectual property). Where property is contributed, risk shall pass from the contributor to the partnership up on delivery (Art. 231).

3. Use of property- in which case the partner contributes only his use right retaining bare ownership with himself (Art-229(2), 230(2)). Where only use of property is contributed, the contributing partner shall carry out the duties of a lessor. Among other things, in such cases risk resides with the contributing partner, not with the partnership. (Art 231(2)).

4. Debt-in which a person assigns his claim from other persons to the partnership. The debtor may be a person who is going to be a partner or a third person. Where a partner contributes debt he is duty bound to guarantee the existence of debt i.e. obligation of debtor who owes the debt has not extinguished in any case. Unless other wise agreed he will not be liable to the partners in case the debtor is unable to pay (insolvent)(Art. 230(3)).

5. Skill- skill is also a valid contribution in partnership (art.229(1)). In such cases the partner undertakes to provide service to the partnership for fixed period of time. Note that all this discussion on contribution applies to all partnerships. But the unique feature of ordinary partnerships is that a partner who contributes skill may be exempted from sharing in losses (Art.254).    

As a business organization ordinary partnership acquires legal personality up on registration (Art.222-223). Note that the requirement of publicity for acquisition of legal personality is abolished for all business organizations (art.2(2) of proc.376/2003).

B). Ordinary partnerships are always non-commercial.

 Dear distance learner, we have seen in detail the feature of non-commercial business organizations. Ordinary partnership is typical of such business organizations. It may never carry out commercial activities mentioned in Art. 5. It is designed for carrying out activities that are civil in nature rather than commercial. If it engages in activities mentioned in Art 5 it shall be governed by the provisions governing commercial general partnership (Art. 213(2)). 

Dear students, why the law prefers to treat it as commercial general partnership? What differences in legal effects would this result?

C). Mitigated Joint and several liabilities: - Joint and several liabilities of partners in ordinary partnership may be mitigated by agreement (Art. 255). 

The general rule in partnerships is that partners are jointly and severally liable for debts of the partnership. But in case of ordinary partnership the law has permitted the partners to agree on different basis. They may agree that each partner will be liable in proportion to his contribution, or that a certain partner will not be liable beyond a certain amount. Also consider Art 254 that skill contributor may be exempted from any liability. But such agreements (other than Art.254) may be set up against third parties only if third parties were aware of such agreement (Art. 255(3)). Note also that even where third parties are aware of the agreement, partners who acted in the name of the partnership shall always be jointly and severally liable. Therefore, there is a room to avoid joint and several liability but such possibility is denied to partners in general partnership. 

Even where they are jointly and severally liable, every partner has the benefit of discussion, the right to demand that the creditor should first exhaust his claim against the partnership- (Art 255(2) 2nd sentence). This is the manifestation of the distinct personality of partners and the partnership. Also read arts. 256 and 257 that manifests this character. 

2.2. Formation and Nature of General Partnerships 

Among the four partnerships, general partnership is the most important partnership and typical of commercial partnerships. This partnership is governed by Arts. 280-294 and the substantial part of the provisions governing ordinary partnership (art. 295).

Dear students, in this section of our study, we will restrict ourselves only to the distinguishing features of general partnership and high light the formation the partnership. The management, rights and duties of the partners among themselves and with the partnership, and dissolution shall be finally treated together with other partnerships. 

As already discussed, all business organizations including general partnership arise from partnership agreement. A general partnership so formed shall acquire legal personality up on registration (Art 285,222,223). With respect to its nature, it could be well grasped from the following provisions. 

Art.280 Nature of general partnership: 

1) A general partnership consists of partners who are personally, jointly, severally and fully liable as between themselves and to the partnership for the /partnership/ firm's undertakings. Any provision to the contrary in the partnership agreement shall be of no effect with regard to third parties. 

2) Where the partnership is a commercial partnership, each partner shall have the status of a trader. 

3) The partnership shall have a firm name. 

Art 281 Firm name 

1) The firm name shall consist of the names of at least two of the partners followed by the words "general partnership," and may not contain names of persons who are not partners. 

2) Where a partner who is mentioned in the firm-name ceases to be a partner, the firm name shall be changed accordingly. 

3) Where a person not being a partner permits his name to be used in the firm name, he shall be liable as a full partner.  

Art. 294-liability of partners 

No action may be taken against individual partners for debts due by the partnership until after payment has been demanded from the partnership: provided that an action for the repayment of fictitious dividends may be brought directly against individual partners. 

Art. 295- Other provisions applicable 

The provisions of Art. 227-232, 233(1,235,248,249,258,260,267-270 of this code shall apply to general partnerships. 

Art 295 together with Art 227

A partnership is general partnership with in book II of title IV of the Commercial Code where it does not have characteristics which make it a business organization covered by another title of this code.  

Therefore, the following are the typical features of general partnership. 

a) Partners are jointly and severally liable.

b) General partnership may be both commercial and non-commercial.

c) The partnership as a legal person must have its own name for identification. 

d) Like ordinary partnership, general partnership also serves as a catch all category. 

The liability of a general partnership transcends to the personal assets of partners beyond the partnership's assets. In describing the nature of liability the code uses bundles of terms that partners are "� personally, jointly, severally and fully liable�" (art. 280(1)). This should not create confusion. It has to be understood in the same way that the civil code provides for joint and several liability of co-debtors. Each partner shall be responsible for the whole debt and the creditor has the option to sue one or any combination of the partners. Joint and several liability of partners is the very essence of general partnership that it cannot be mitigated by agreement while this is possible in case of ordinary partnership (Art 255(2)).

Although partners are jointly and severally liable, they can be sued for payment only after efforts to collect directly from the partnership have been unsuccessful i.e. they have benefit of discussion (Art. 294).

The name of general partnership should include the name of at least two general partners followed by the word "general partnership" such as 'X and Y  general partnership; this helps third parties dealing with the firm understand the nature of the firm and consequent liabilities of partners. The inclusion of the names of general partners is mandatory because third parties dealing with the firm rely not only on the assets of the partnership but also on the personal assets of the partners for final recovery of their claim. Thus, art. 281 warns persons who are not partners or who have ceased to be partners not to lend their name to the partnership. 

The fact that a general partnership could be either commercial (where the object is one mentioned in art.5) or non commercial (if the object is not mentioned in art.5) does not need much discussion (art.213,210(1)). How would you differentiate ordinary partnership from non-commercial general partnership?

A general partnership also has the feature of ordinary partnership that it serves catch the rest purpose. Art 295 makes a cross reference to art. 227 which is definition of ordinary partnership. At first you might have considered this cross reference as a matter of ill-considerate reference but it is deliberate. The fact that general partnership servers catch all purpose is substantiated by Art.213(2) that provides:

(2) Where a commercial business organization is created in the form of an ordinary partnership or where the form of the organization is not specified, the commercial business organization shall be deemed to be general partnership (emphasis added). The theme is that any business organization that does not properly conform to the other five business organizations nor to general partnership shall be treated as a general partnership for all legal purposes.   

This catch all purpose of general partnership could also be inferred, though arguable, from Art. 272(4) (Joint venture may be treated as general partnership) One additional point is that the necessity of memorandum of association and its content is stipulated for general partnership (Art.284) while no such counterpart provision exists in ordinary partnership. But Art 284 is advisable for adoption.

2.3. Formation and Nature of Joint Venture 

Dear colleagues, closely examine the following provisions before proceeding to the discussion. 

Art 271-Definition 

A joint venture is an agreement between partners on terms mutually agreed and subject to the general principles of law relating to partnerships.

Art-272- Absence of divulgation

1) A joint venture is not made known to third parties.

2) A joint venture agreement need not be in writing and not subject to registration and other forms of publication required in respect of other business organizations. 

3) A joint venture does not have legal personality. 

4) Where a joint venture is made known to third parties, it shall be deemed, in so far as such parties are concerned, to be an actual partnership. (emphasis added).

Art-276 partners who are not managers 

1) The manager is known to third parties. He shall be fully responsible for the liabilities of the joint venture. 

2) Partners who are not managers shall meet liabilities only to the extent fixed in the memorandum of association. 

3) The partners may supervise the work of the manager. 

4) In a commercial joint venture partners who are not managers and who take part in the management shall be jointly and severally liable as between themselves and with the manager. 

5) Every partner shall deal with third parties in his own name.

A joint venture is a partnership formed by partnership agreement. However, the partnership agreement need not be in writing unlike other business organizations (art. 272(2)). It is an informal relationship among persons who want to operate business by joining together. 
The following are typical features of joint venture:

a) A joint venture has two types of partners: some enjoy limited liability while some others are jointly and severally liable to the whole debts of the venture (art. 276(2)&(4)). 

b) It does not have legal personality (art. 272(2)).

c) The joint venture and limited partners are clandestine i.e. the existence of the venture and limited partners is secret (art. 272(1) & 276 (2), (4) & (5)).

In a joint venture the partners who are protected by limited liability are hidden. Third parties do not know the existence of the venture itself let alone who the partners are. Only managers are known to third parties. The hidden nature of joint venture is practically important for people who want to invest their capital but only in secret. 

Dear colleagues, why do people want their business engagement to be secret? 

A government official or you as a judge may want to trade but wish it to be secret. A joint venture is the best option for such people. Their hidden status is achieved by refraining from participating in the management. If they do not participate in the management they do have little chance to determine the success or failure of the venture. Hence the law has vested such partners the benefit of limited liability. Had it not been for limited liability, people may not dare to join joint venture in a situation where they can not control the fate of the venture.    

On the other hand as a partnership, a joint venture does have partners and/or managers who shall be jointly and severally responsible for the venture's debt. These partners are those that participate in the management. Where limited partners take part in the management they shall be jointly and severally liable (Art 276(4)).

Dear students, Art 276(4) specifically mentioned commercial joint venture. Does it mean that in non-commercial joint venture limited partners will remain limited partner even when they participate in the management? If so why it discriminates based on commercial or non-commercial nature? Relate this to the discussion on liability of partners in ordinary partnership.  

As a consequence of lack of legal personality, a joint venture does not have firm-name, managers act in their own name as if they are sole traders. (Art. 276(1) and (5)). It does not posses capital, assets and liabilities. Each member owns his contribution and the consequence of such contribution shall be governed by the provisions dealing with contribution of use of property (Art 273, 230(2)). The partners may provide, however, that their contributions will be their common property. That is what otherwise agreement in Art.273 implies. But in no case would the joint venture own property. 

A joint venture can not sue nor can it be sued hence cannot be declared bankrupt even where it is commercial. It is the manager(s) who acted in his own name that would assume the status of a trader who would be declared bankrupt (Art. 1155(1)). Note that a joint venture may be managed by a non-partner (Art.275(1)). Such a manager bears huge risk for any liability. The partners shall respond only to the extent of their contribution in so far as they do not participate in management. 

A joint venture is a hidden business relationship. Third parties know and rely only on managers who act in their own name. However, if third parties discover that there is an underlying venture behind the curtail and transact based on such belief, for the purpose of such third parties in good faith, Art. 272(4) provides that the joint venture shall be treated as "an actual partnership".

Dear distance learners, what is actual partnership? Is there a business organization known as actual partnership? If not the provisions of which partnership should apply? Ordinary partnership? General partnership or limited partnership? 

The very purpose of treating joint venture as another (actual partnership) is to protect third parties. Among the partnerships, general partnership is a prototype one that provides maximum protection by subjecting all partners to joint and several liability which may not be circumscribed by otherwise agreement. Hence it is plausible that the reference to actual partnership goes to general partnership. 

2.4. Formation and Nature of Limited Partnership 

Dear students, welcome to the fourth and last partnership. A limited partnership is formed by a partnership agreement and acquires legal personality up on registration (Arts. 210, 299, 222 & 223). 

The nature of limited partnership is well depicted in Art. 296.

Art 296- Nature of limited partnership 

A limited partnership comprises two types of partners: general partners fully liable personally, jointly and severally and limited partners who are only liable to the extent of their contributions. 

A limited partnership is similar to joint venture in that it has two types of partners. However it shares more the characteristics of general partnership as well. It has legal personality and should have a firm name and the name should include the names of general partners followed by limited partnership. Ex X,Y,Z limited partnership (art.279). The name should not include the names of limited partners. If it is found to include their names they shall be liable as if they are general partners to third parties who are misled in good faith to believe that they are general partners. 

Pursuant to Art 301(3) limited partners may not act as managers even under power of attorney. A limited partner who contravenes this rule shall be fully, jointly and severally liable for any liabilities arising out of his activities. Where appropriate, he may be declared jointly and severally liable in respect of some or all the firm's undertakings. 

This prohibition is for the protection of third parties who might extend credit to the partnership in the belief that the limited partner would be liable with out limit for the debts of the partnership. A limited partner who participates in the negotiation of a particular transaction by the partnership may be held jointly and severally liable for any debt resulting there from (from that negotiation) as can be understood from the phrase"� for any liabilities arising out of his activities". The liability may be extended for all debts of the partnership if his interference with the management has been frequent and important so that it indicates intent to assume the status of general partnership. This is the theme of the phrase "where appropriate" above. In such cases a limited partner could be judicially declared bankrupt. 

However, a limited partner is not totally devoid of participation in the firm. He may advise and counsel or control and supervise with out losing his privilege as limited partner. Limited partners participate in the internal administration (control) but not in the external administration that would assimilate them as managers or agents. They can be employed but not as managers or any similar position that might mislead third parties (art. 30) (4)).

It should be noted that a limited partner loses his privilege for acting as manager only for the protection of third parties. As far as the relation among partners is concerned, he retains the status of limited partners as originally agreed and he will be liable only to the extent of his contribution. 

General partners in limited partnership do have same rights and obligation as that of partners in general partnership. They are jointly and severally liable for debts of the firm. Only general partners can manage the firm, (Art. 300). 

Summary 

The Commercial Code has provided four partnerships that offer alternatives for businessmen to choose accordingly as it suits their circumstances. Ordinary partnership is designed for carrying out civil activities as distinguished from commercial activities enumerated in Art 5. It can not be commercial partnership and if at all it attempts to operate commercial activities enumerated in art.5, it would be automatically treated as general partnership. Ordinary partnership comprises partners of equal status as regards liability to third parties is concerned and in principle they all are jointly and several liable. But what makes it unique is that joint and severally liability may be avoided by agreement between partners with due notification to third parties. 

General partnership too has partners of equal status who are jointly and severally liable. And this liability may never be compromised by agreement unlike the case of ordinary partnership. General partnership may be both commercial and non-commercial. The distinction between the two in relation to avoiding liability by agreement seems to arise because ordinary partnership is non-commercial /for operation of civil activities that are usually subject of civil code/. And in theory traditionally in civil matters joint and several liability is not presumed or at least can be avoided by agreement while in commercial law joint and several liability is the rule and may not be avoided. 

Joint venture and limited partnerships consist of two categories of partners: some are limited and other are jointly and severally liable. Limited partners shall not participate in management while unlimited partners can do. A joint venture could be both commercial and non-commercial and the same is true for limited partnership. A limited partnership offers a chance for those who do not have time or willingness to participate in management but who want to invest. A joint venture does not have legal personality and is practically useful for business opportunities that lasts relatively for shorter period because of its informality and simplicity in formation. It also provides an option for long term business in so far as it is common that we do have potential underground investors. Such investors may not be willing to trade in public. So joint venture comes into the rescue. As partnerships, all the four partnerships have at least one person who will be fully liable on his personal assets. Nevertheless, since partners and partnerships are different persons, the law has given partners the benefit of discussion. 

Review Questions 

1. Ordinary partnership serves "catch all the rest" purpose. Explain 

2. An ordinary partnership is intended for carrying out noncommercial activities as opposed to commercial activities. What are these possible civil activities for which ordinary partnership may be established? What is the distinguishing feature of civil /non-commercial activities/ and commercial activities? 

3. In general partnership all partners are jointly and severally liable and this liability may not be compromised by agreement while there is little room in this regard for ordinary partnership. Can you justify why the law has made this distinction?

4. What possible differences do you observe between ordinary partnership and non-commercial general partnership? 

5. "A joint venture is a clandestine business relationship". Explain 

6. Limited partners in limited partnership should keep themselves away from external management while they can still participate in internal management and control. Elaborate. 

7. A limited partner is a sort of hybrid from joint venture and general partnership. Explain.         

UNIT THREE

MANAGEMENT, RIGHTS AND DUTIES OF PARTNERS AND DISSOLUTION OF PARTNERSHIPS

Dear colleagues, in this chapter we are going to explore how partnerships are managed: who may be a manager, what is the scope of authority of a manager and how managers may be appointed and removed. We will also see what are the rights and duties that the partners owe each other, why and how partnership come to an end /dissolution of partnerships/.

At the end of this chapter students are expected to appreciate:   

· The way partnerships managers may be appointed and removed. 

· The role of partners in the management of  partnerships 

· What rights and obligations partners own each other and to the partnership. 

· What are the grounds for dissolution of partnership.

· What consequences would follow from dissolution and how the dissolution process would be managed 

· Ultimately to be able to figure out what characteristics of partnerships would be observed from provisions dealing with management, right and duties of partners as well as dissolution.  

3.1 Management of Partnerships 

Introductory remark 

The management of partnerships is primarily left to the discretion of partners and the law plays supplementary role. Partners control the operation of partnership either by acting as manager or by supervising appointed managers.

The partners should cooperate throughout the life duration of the partnerships but they may not be able to arrive at consensus on every matter to be decided. 

The law has protected partners by demanding unanimous decision for some acts while making it practical by allowing majority decision in most other circumstances.  

Dear colleagues, read Arts 233-235. What matters may be decided by majority and what matters by unanimous decision only?  

The following matters may be decided by consent of all partners only:

1) Amendment of partnership agreement (art 233(1) 

2) Other special acts (art. 235). 

Amendment of a partnership agreement (memorandum of association/may be made only by unanimous decision but the partnerships agreement itself may provide that some of its provisions may be altered by majority (art 233(2).

The class of special acts is broad and vaguely described in Art 235. The indications in this provision are appointment of attorney and acts which goes beyond normal partnership practice. 

Dear students what does these phrases imply? Appointment of attorney implies appointment of a person to represent the partnership in legal proceeding or other matters. The managers may not litigate cases with out express authorization. Acts which goes beyond normal partnership practice also seems to imply acts which may not be categorized as acts of management and over which the partners/managers/ may not have power with out express authorization. Art. 35(2) may be of help in this regard. Thus, sell or pledge of immovable, sell, hire or pledge of business are some of the special acts that requires unanimous decision of partners. 

For practical reason the law has permitted majority decision in all other cases. What does majority imply?  

In partnerships the law presumes majority of individual partners as opposed to majority of their shareholding in the absence of express agreement for majority of shareholding (art.234) why? Or what future of partnership this provision reflects?  

i. Appointment of managers 

Art-236- Appointment of managers 

All partners shall have a right to act as managers, unless the partnership agreement or a decision of the partners has appointed one or more of the partners or a third party to be the manager. 

The following points can be understood form this provision 

1) Partners and non-partners as well are eligible as manager.

2) Appointment of managers may be effect in three ways:

a. By partnership agreement (memorandum of association) from the very beginning or when later amended may determine who the managers are going to be. 

b. If the memorandum at first does not provide, the partners may later at any time appoint managers. 

c. Finally appointment by law. In case where the partner do none of the above two, each partner may act for the partnership and bind the partnership by his transactions.  

3) The law has also depicted that managers may be more than one and in the absence of otherwise stipulation managers may act independently (art. 237(1)). The law has given partners the maximum freedom in designing management of partnership. All these features exist in all partnerships (read art.275,187 and 188, 303 com 287 and 288).

ii. Powers of managers 

Partnerships as artificial persons incur liabilities and acquire rights by their agent's /managers/. Mangers act and bind the partnership but only in so far as the act is within the scope his power. Other wise the manger himself shall a lone be liable. Consider the following provisions. 

Art-242 Unauthorized agency 

Were a person holds himself out to be a manger of a partnership or where a manger exceeds his powers, the rules relating to unauthorized agency shall apply. 

Art-290. managers exercise of powers 

(3) a manager who act outside the scope of his employment shall alone be liable.

But what is the parameter to determine whether it is within or outside the scope of manager's power? 

Art-289. Scope of duties of managers 

1. Managers may, in accordance with the law, act for and bind their firm 

2. Any provisions restricting the extent of these powers shall only affect third parties where such provisions have been entered in the commercial register or if it is shown that the third parties were aware of such provisions. 

The scope of power of managers may be specified in the memorandum of association and if such memorandum is deposited in the commercial registry, any thing beyond that would not bind the partnership but only the manager. But what is the parameter where memorandum does not provide the power of manager?  Could the phrase ". in accordance with the law�" in Art. 289(1) be of much help? In accordance with which law? 

The relevant law in this regard, where partnership agreement does not regulate scope of authority is, Art 35 of the Commercial Code. It authorizes the manager to have full power to carry out all acts of management connected with the exercise of the trade. But this reference to acts of management should not be taken to be synonymous with acts of management in civil matters as provided in Art. 220 4. Acts of management in commerce are broader than in civil matters. For instance, if the partnership is a real estate business, acts of management necessarily involves sale of immovable.  

An indication for broader interpretation of act of management in commercial matters is the phrase � connected with the exercise of the trade. Also signing negotiable instrument is included as acts of management which is not the case in Arts 2204 and 2205 of civil code. Thus the limitations on sell or pledge of immovable under art 35(2) is valid only depending on the nature of trade. But at any rate a manager may not sell, hire or pledge the business it self with out express authorization. Third parties can hold the partnership and partners for all act of management with in this broader interpretation. 

An express provision may broaden or restrict the power of managers from acts of management. But provisions narrowing power of manager than these provided by law could affect third pastries only if they are registered or where the third party acts in bad faith knowing restrictions though not registered (289(2)). 

Managers are agents of the partnership and as such must exercise reasonable care in their administration. Other wise they might be held liable for mismanagement (Art 241). 

iii. Dismissal of managers 

The ultimate control of operation of partnership resides with partners. Thus, they can promote and demote managers. Read the following provisions. 

Art-239. Manager appointed under partnership agreement 

A partner appointed as manager under the partnership agreement may carry out all acts of management in disagreement with the other partners in the absence of fraud.          

Art- 240. Revocation of the statutory manager 

1. The appointment of a manager appointed under Art. 239 may not be revoked or his powers restricted by the other partners, save for good causes 

Art-293. Dismissal of manager 

1) A manager appointed in the memorandum of association or following an amendment of the memorandum may only be dismissed by the courts for good cause. 

2) A manager not appointed as provided in sub-art (1) may be freely dismissed by the partners. 

Dear students, from these provisions I hope that you have observed at least the following points. 

a. Managers appointed in the memorandum of association may not be dismissed by partners but only by court and only if there is good cause 

b. Managers appointed in other ways (decision of partners) may be freely dismissed by majority decision of partners. Why the law makes distinction based on whether appointment is in the memorandum of association or by later decision? 

Recall our discussion that a memorandum of association may be altered only by the consent of all partners (Art. 233). Thus a partner who is appointed in the memorandum may only be dismissed only by unanimous decision (i.e. where the manager himself consents to proposal of his partners for his removal). Otherwise he may not be dismissed because had it not been for his expectation to manage the partnership, probably he may not have joined the partnership. 

However, if the other partners prove that there are good reasons that necessitate his dismissal, the court may dismiss such manager. Examples of good cause are provided in Art. 240(3) such as gross breach of duty and unfitness to exercise powers of management. Dear students, once again compare Art 240(1) Vs. Art. 293(1). What difference do you observe? 

Art. 293(1) seems to extend the privilege of not to be dismissed without good cause to any manager appointed in the memorandum of association while Art 240(1) clearly provides that this privilege applies only to a partner manager, not to non-partner managers appointed in the memorandum

Do you think that the discrepancy is a deliberately one designed to make distinction between ordinary partnership (Art.240) and general partnership (Art. 293)? I am afraid not. Art. 240 seems to be the correct one since it is only a partner who is a party to the memorandum of association that needs unanimous consent-for amendment   

3.2. Duties and Rights of Partners 

Partnerships arise out of the partners undertaking to jointogether and cooperate, accepting all legal consequences that stem from their relationship. The following are some of the rights and duties that would arise from their being partners. Most of the provisions dealing with rights and duties of partners are found under ordinary partnership (Arts. 243-254). Most of these provisions apply to other partnerships as well either by cross reference or by logical implication.  

a) To being with inherent in the partnership agreement is that each partner is duty bound to take part in losses and entitled to share in profits. In the absence of contrary agreement, profits and losses shall be shared equally irrespective of the amount of contribution of partners (Arts. Art 251 and 252). Why the law takes presumption of equal sharing instead of proportionality with contribution? (Arts. 251 and 252). 

b) In the second place, every partner has the right to check books and accounts of the partnerships so that he can assess the state of the partnership's business (Art. 248, 276(3)). A corollary to this is that any partner in control of the books and papers and manages are duty bound to account to partners and submit reports, within a year (Arts. 249, 277, 295 and 303 249). 

c) Duty to avoid conflict of interest and not to compete. Partners are generally subject to the general principles of agency. Therefore, they are duty bound to relegate their interest as agent to the interest of the partnership.

Art-244. Duty to abstain 

No partner may handle, either for his own benefit or for a third person, any business, which would be contrary or prejudicial to the partnership. 

Art-292. Restrictions on private trade 

1) Unless otherwise agreed, no partner may carry out transactions on behalf of a third party or on his own behalf which relate to business carried on by his firm, nor may he be a partner with joint and several liability in the management of a firm carrying on similar business.

2) An unlimited agreement under sub-art (1) shall be valid for one year only.

A partner may not carry on a trade individually that would compete with business of the partnership. A partner may not also be a partner to another partnership that carry out similar /competitive business. But still he can be a limited partner in limited partnership or a hidden partner in joint venture. In such partnerships he will not participate in management and he could not influences customers of a partnership and hence unlikely to affect the partnership. Also he could be a shareholder in companies notwithstanding that the business of the company is the same as that of the partnership.

The rational for such prohibition is obvious. The partners join hands to work with undivided interest and common goal. A partner acting in another business having competitive business is likely to cause unfair competition that may dismantle the partnership.

d) Duty not to transfer shares (Arts. 250, 282, 302)

As a general rule no partner may transfer his share in the partnership to another person so as to make the transferee a partner without the unanimous consent of the partners. 

The partnership agreement may provide for transfer of share on majority decision of partners but it may not provide for free transfer of shares. This is the manifestation of the fact that partnerships are association of persons rather than capital.  

Transfer of shares is not only a concern for partners but also for creditors as well. Even where transfer is approved by partners, the transferor shall be liable to debts incurred up to the time of transfer unless the creditors have approved the transfer (Art. 282(3)). 

e) Use of partnership property

Art 245 governs the relationship of partners with respect to use of partnership property and applies only to ordinary partnership. 

Art-245. Use of partnership property 

1) Property, debts and rights brought into or acquired by the partnership shall belong to the partners in common under the terms of the partnership agreement. 

2) Every partner may use partnership property in accordance with usual partnership practice. 

3) No partner may use partnership property against the interest of the partnership or so as to prevent his co-partners from using such property in accordance with their rights. 

Sub-art (1) tends to compromise the legal personality of the partnership and detach ownership of contribution from the partnership. Sub-arts(2) and (3) give the impression that the contributions are under the ownership of partners and that they entitled to use such property. 

Never the less, it is true that the partnership as a legal person owns contributions and other subsequently acquired properties. They can be used only for the interest of the partnership, not for personal use of the partners. This is also supported by provisions such as Arts. 246 and 247 where strict separation of property of partners and partnership is held. So what a paradox Art. 245 entails? 

The confusion arises from the fact that sometimes non-commercial business originations such as ordinary partnership may be established not to carry on trade but for use or exploitation of a specific property. In such cases partners may use the partnership property because the very purpose of the partnership is use or exploitation of that property under the partnership. In support of this possibility read the following excerpt from church's material  (p.370).

"a civil partnership (counterpart of ordinary partnership) is loosely defined by the civil code (French civil code) as a company concerned only with the ownership, use or exploitation of a specific property; but it may also be a company formed for the conduct of a particular enterprise, or for expertise of a particular trade or profession."      

Note that in French companies are classified into civil (counterpart of non-commercial business originations in Ethiopia) and commercial companies. The concept of civil companies (business organizations) in French is much more broader and includes operatives as well and possibly others and they are governed by the civil code. In Ethiopia ordinary partnership is civil non-commercial business organization/. But in Ethiopia ordinary partnership could be used only for exercise of a particular trade or profession, and not for use or exploitation of certain properties since at the center of every business organization in Ethiopia is profit. 

Rather such purposes i.e. use or exploitation of specific property may perhaps be handled via cooperatives which are governed by a different law in Ethiopia. Thus, Art. 245 seems to be an unfortunate and ill-contemplated adaptation of provisions from other countries probably from French. And hence it should not have been provided in Ethiopian commercial code. 

3.3. Dissolution and Liquidation of Partnerships

Partnerships do have limited life span and they will cease to exist at a certain time. The way partnerships extinguish is known as dissolution. There involved also a process known as liquidation/winding up/.

What is the difference between the two? 

There are several events that cause dissolution of partnerships. Once the ground for dissolution is set in motion it has to under go through the process of liquidation. Liquation and winding are used indiscriminately and implies the process where by the partnership property is administered for the benefit of its creditors and partners. Throughout the liquidation process the partnership maintains its legal personality. Only at the end of liquidation will the partnership lose its legal personality up on cancellation from the commercial register. Thus dissolution ranges from the moment the ground for dissolution is affirmed up to cancellation from registration-final phase of dissolution. In some legal systems liquidation precedes dissolution while in others the reverse is true. In our case liquidation seems to be only part of the dissolution process.  

Arts. 285-270 together with Arts.217 and 258 govern dissolution and liquidation of partnerships. 

3.3.1 Grounds for Dissolution 

The following are causes that lead to dissolution of partnerships. 

Art-217. Dissolution under the law or by agreement

Any business organization shall be dissolved:

a) Where its purpose has been achieved or cannot be achieved. 

b) Where the partners agree to dissolution prior to the expiry of the term for which the business organization was formed; 

c) Where the term for which the business organizing was formed expires, unless the partners agree to continue the business organization. 

Art. 218- Dissolution by court 

1. Notwithstanding any provision to contrary, a business organization may be dissolved for good cause by the court on the application of a partner. 

2. There shall be good cause in particular where a partner seriously fails in his duties or becomes through infirmity or permanent illness or for any other reason incapable of carrying out his duties or where serious disagreement exists between the partners. 

Art. 260- Death, incapacity or bankruptcy

1. A partnership shall be dissolved where one of the partners dies, or is no longer able under the laws to be a partner; 

2. A partnership shall be dissolved where a partner is declared bankrupt or where one of his personal creditors causes his share to be disposed of under art. 256(3)

3. The partnership may by agreement continue as between the remaining partners, or with the heirs or representatives of the deceased, in capable or bankrupt partner. 

Art 258- Partnership for an undefined period 

1) Were a partnership is entered into for an undefined period or for the life of one of the partners or where the power to dissolve on notice is provided in the agreement, every partner may bring about its dissolution by giving six months notice.  

All these grounds of dissolution could be grouped into three main categories: dissolution by operation of law, dissolution by court and dissolution by agreement of partners 

a) Dissolution by operation of law 

This category includes:

· Where the purpose is achieved or becomes impossible 

· Expiry of time limit for which a partnership was set up. 

· Death, incapacity or bankruptcy of a partner. 

· Where life span is for undefined period, up on notice by a partner (art 258(1)).

Where a partner dies, unless the existing partners agree to continue, a partnership shall be dissolved by operation of law. Art 260(3) mentioned that partners may agree to admit heirs of a deceased partner. This agreement may also be stated in the memorandum of association.  

A partnership may also be dissolved were any of the partners are declared incapable or bankrupt. When a partner is declared bankrupt, trustees managing the bankruptcy may attach partnership interest of the bankrupt partner and offer for sale. If the partners do not agree to pay the share of the bankrupt, the partnership may be dissolved. These are manifestations of the importance of personality of a partner. 

b) Judicial dissolution 

The court may order dissolution of a partnership where an interested person applies for dissolution and good cause is established. The following are instances of good cause. 

1. Where a partner seriously fails in his duties. 

2. Where a partner becomes incapable to carry out his duties in consequence of 

i. Serious illness 

ii. Infirmity 

iii. Permanent illness, etc 

3. Serious disagreement exists between the partners. Practically this is the most frequent cause of dissolution. But in case court finds out that one of the partners are disturbing the partnership, and dissolution is not justified, the court may order expulsion of the partner. The court may also order for expulsion where an act amounting to good cause arises and the cause was accessioned because of one of the partners and the remaining partners are willing to a pay out the leavening partner. 

c) Dissolution by agreement of partners  

The partners are always free to dissolve there partnership. Where there is unanimous consent, nothing would impair the partners from effecting dissolution at any time. In addition, where the life of the partnership is for on limited period and if the memorandum of association has provided for the right of a partner to dissolve up on notice, dissolution shall be effected according to such agreement (art. 258(1)). But notice should be in good faith. 

3.3.2. Liquidation 

We noted that liquidation is the process of administration of the business until final payment to creditors and distribution of surplus to partners before final death (dissolution/ of partnership. The liquidation process cannot be managed by the normal time managers but by liquidators. The liquidators may be named in the memorandum of association, by the partners who have decided for dissolution, or by court (art. 264).

Before liquidators shard the task of liquidating they have to make inventory in cooperation with managers (art 266). After completion of this task, having all assets and documents of the partnerships or joint venture, the liquidators have to start the liquidation business. They have to call creditors and make them prove debts, they have to pay debts proved, and they have to collect credits due. The main task of liquidators is to facilitate the process of liquidation. They can not start new business but  only complete those already at hand (art.267).

(3). If assets of the partnership are not sufficient to pay debts, the liquidators shall call up on par enters for contribution (art. 268(1)). If all debt is paid, the remaining assets shall be distributed to the partners equally unless there exists other wise agreement (art. 270). In case of joint venture each partner owns his contribution and hence up on dissolution takes his own contribution and the surplus, if any. The same is true for persons who contributed only use of property. The last business of liquidators is having the partnership cancelled from the registration kept in the office of registration (art. 112). From the moment of cancellation partnerships are considered dead i.e. no legal personality. 

Summary 

This chapter has compressed the management, rights and duties of partners and dissolution of all partnerships together. This is done so because in these respects they are too similar.

Management of partnerships is left to the partners. They can appoint any one they wish or manage them selves with out any appointment. They are also free in dismissing managers if they felt their interest is not well served. However, if the appointment is by a memorandum of association and if that manager is a partner, only the court may dismiss such manager if partners succeed to prove good cause. As a partnership arises from commitment of the partners they are duty bound to maintain undivided dedication to that effect. They are duty bound not to comet with the firm, they have to share in loses; they should not introduce third parties without consent of other partners. They are also vested with the right to share in profits, and distributions up on dissolution, the right to partnership in management, the right to check books and papers of the firm.

Partnerships have precarious existence. A number of grounds may lead to their dissolution including death, incapacity, and bankruptcy of a partner. Before the partnership finally extinguish the assets have to be administered and paid to creditors and the surplus, if any, to partners. This process is known as liquidation and persons who manage this process are called liquidators. Finally the partnership shall be cancelled from the commercial registers, which is the final death of the partnership. 

Review Questions 

1. Explain the modalities for appointment and removal of managers of a partnership. 

2. In partnerships every partner is the agent of the other partner. Comment 

3. With respect to dismissal of managers the law has made distinction between partner managers appointed in the memorandum of association who may be dismissed only by court for good cause and other managers who may be freely dismissed by majority decision. How would you justify this distinction?  

4. Explain the duty not to compete imposed on a partner. 

5. Mention at least four provisions that indicates partnerships are association if persons or the personality of printers is more import than his contribution. 

6. Distinguish between dissolution and liquidation. 

7. What is the remedy for creditors who appeared after final dissolution /cancellation/ of a partnership?  

SECTION-II

LAW OF COMPANIES

Introduction 

Dear distance learner went come to the second part of law of business organizations, which is about companies. Recall our discussion and classification of business organization into partnerships and companies. Companies under Ethiopian law are of two types: Share Company and Private Limited Company. Recall also the general attributes of companies as distinguished from partnerships: companies enjoy the benefits limited liability; personality of members is unimportant which is manifested in free transfer of shares, decision making is based on the proportion of one's contribution rather than pitheads votes in partnerships, management in companies is strictly and mandatory regulated unlike the flexibility and freedom in partnership.  

Thus in this part of the course we are glint to deal with companies. Companies are also known as corporations in common law legal systems. The two different companies in Ethiopia display a lot of similar characteristics but still they do have significant differences. Thus, our discussion in this chapter would treat the two separately; first share company and then private limited company.

UNIT ONE

SHARE COMPANY: NATURE AND FORMATION

The Commercial Code of Ethiopia devotes a major part of its provisions (arts. 304-509) to share companies. In this section of the course we will examine at some length several of these provisions in relation to formation, structure, management and dissolutions among other things. Given the vast provisions on share companies, we will not be able to cover each and every provision. Hence, students should try to understand the course by their own effort after being acquainted with basic principles of company law.

 At the end of this chapter students should be able to appreciate:     

· Nature of share company 

· How a share company comes into existence 

· The role, risks, and benefits of founders of Share Company.

· The content and drawing up of memorandum of association and articles of association.

1.1. Nature of Share Company 

As defined in the Commercial Code of Ethiopia, a share company is a legal person whose capital is fixed in advance and divided into shares and whose liabilities are met only by the assets of the company (art. 210 and 304). The members are liable only to the extent of their subscribed contributions. 

As distinct from legal personality of partnerships, already discussed, a share company's debts may only be recovered from the assets of the company. The personal assets of the members beyond their contributions are immune from action by company creditors (art 304(2)). The assets of a company are the sum total of what the company owns. The capital of a share company should be fixed in advance. Capital is the original value of contribution from members for which corresponding shares are issued. The value that a single share represents is known as par value. Thus capital is the sum total of par values or sometimes known as nominal value. Thus capital is part of the asset of the company. The capital remains fixed while the assets may be accumulated more and more. At times where there is loss assets my also be lower than the fixed capital. As the members` liability is limited to their contribution, as security for creditors the law provides elaborate rules on preservation of capital. We will come to it later on.  

Because of limited liability enjoyed by members and strict regulation of management, a share company attracts a large number of passive investors. Thus Share Company is the business organization for accumulation of large capital and suitable for may of capital-intensive investments. It is association of capital rather than association of persons as distinct from partnerships. 

1.2.  Formation 

A share company does not come into existence spontaneously. Rather it results from the activities of courageous and risk taker persons known by the name founders. We will come to the concept of founder later on but now let us see how the founders would bring the company into existence. From the view point of how the relatively huge capital in Share Company could be mobilized the Commercial Code recognizes two types of formation. These are formation among founders (Arts. 316 and 307(2); and formation by issuing shares for public subscription (Art. 317 and 307(3).

Formation among founders does not need appeal to the public for fund. The founders posses or borrow the required capital and establish the company among themselves privately. A company formed in such manner is sometimes referred to as closed company. On the other hand founders may not possess or be able to borrow the necessary resource to subscribe for the whole of the company's capital. In such cases the founders make an appeal to the public to subscribe for the whole or part of the company's capital (Art. 307(3)).  Because of this invitation to the public to invest, a company formed in this manner is commonly referred to as public company. It is this second way of formation that is common and we will be concerned with such formation. 

According to Ethiopian law the following preconditions should  be fulfilled for formation of Share Company. 

1. Minimum of five members (art.307(1)).

2. Minimum initial capital (art.306)

3. Full subscription of the fixed capital (art. 312(1)(a))

4. Payment of 1/4 of the par value of cash shares (art. 312(1((b)).

5. Submission and valuation of contributions in kind (Art 339(1) and 315).

6. Drafting and adoption of the memorandum of association and articles of association (art. 313, 314 and 321 (2)).

7. Registration of the company 

Dear distance learner, remember that the basis of any business organization is a partnership agreement (210) and a partnership agreement is a contract between two or more persons. Yes true that share company arises out of agreement of members. But the minimum number of two persons does not work for share companies. Art 307(1) insists that at leas five peons should exist.  

What do you think is the relational? The justification is not apparent. However, it could be contended that a share company enjoys limited liability and the lesser the number of share holders seems the more the possibility of collusion among them against the interest of creditors. In fact where there are mischief's they might be held on their personal assets. However proving that would not be a simple task. On the other hand one may contend that private limited company enjoys limited liability but the minimum is two (Art. 510). But share company is more likely to affect the public such as by issuing debentures to raise huge capital from the public. Under current legal regime reduction of members below five for whatever reason is a ground for dissolution of the company (art. 311).

In spite of the requirement of 5 persons, currently a new commercial code is at drafting stage and there are voices calling for a single member company enjoying limited liability. In fact it has long been in existence in other legal systems.

Dear distance learner, what is the justification for single member company? Is it not sufficient for a person to trade as sole trader? What are the possible harms and benefits to the public and the investor wishing to setup a single member company? 

The requirement of minimum capital is also one attribute of Share Company (Art 306). The rational for such requirement is to prevent failure of companies due to under-capitalization. Accumulation of capital often results in efficient operation or what economists say economies of scale. This protection applies for both shareholders who naively fail to predict the effect of undercapitalization as well as creditors that might suffer due to the company's failure. Also the requirement provides an alternative mode of investment since the other five business originations are available for investments with lower capital.

Art. 306 provides that the capital shall not be less than 50,000 Ethiopian dollars. The members should bring by way of contribution assets the value of which should not be at least less than this sum.

Dear learner do you think that this sum of money would enable running share company currently? In practice capital is more than this minimum and in fact for financial institutions like banking and insurance there is a special capital requirement which is much more higher. Not only the law sets a minimum capital but also that the capital already fixed which may be greater or equal to 50,000 birr should be fully subscribed. Subscription means promise to purchase shares when the shares issued are offered for the public. If the company fixes its capital at 500,000 each share having a par value of hundred (100 birr), there shall be 5,000 shares. 

The capital of Share Company is usually mobilized by inviting the public to invest. A call to the public is made by issuing and distribution of advertising document called prospectus. This documents provides information about the to be established business, the rights and obligations of possible investors. Please read Art. 318 for details of  content of this document.  

The capital of the company is fully subscribed only when all of the shares have got investors who promised to buy and becomes a shareholder.  Subscription by an investor does not mean that he should pay the par value immediately. After being bound by promise the payment could be effected by way of instilment up to a maximum of five years. (Art 338(2)) However, at least 1/4 of the subscribed capital should be paid and deposited in a bank on account of the coming company as an initial running capital. Dear learner do you think that time of payment would make a difference in so far as shareholders are responsible up to their promised contribution?  Payment of 1/4 of the subscribed capital will also serve as a minimum security for creditors. 

Note that due to corporate personality (legal personality of share companies) creditors of company have preferential right over the share of a shareholder in the company that the personal creditors of the share holders. If the shareholder himself is a trader in another business and goes bankrupt the creditors of the company would be unable to collect even the promised contribution to which every shareholder is liable. Thus payment in the shortest possible time is advantageous for creditors while subscribers may need some time to mobilize resource. In balancing such interests the law came up with the said mode of payment. i.e. ¼ before formation and the remaining ¾ in the next five years.

Submission and valuation of contribution in kind (Art 339 and 315). True that in every business organization the members should make contribution. We have seen that contribution may take various forms: in kind, service or skill (arts. 229-232, 295). It works for partnerships at least for ordinary and general partnerships. But do you think that contribution of service should be allowed in companies and limited  partners in limited partnership and non-managing hidden partners in joint venture? Why or Why not? 

The law on companies does say any thing about contribution in service. It only talks abut contribution in cash and in kind. Does it mean that contribution in service is not permitted? Where contribution is in cash there is no problem. However, where contribution is in kind it is a matter of great concern for shareholders and creditors. Often contribution in kind comes from founders. It seems for this presupposition that the law concludes that whoever makes contribution in kind is a founder and incurs the liabilities and enjoy benefits of founders though such absolute assimilation based on kind of contribution seems irrational (art. 307(3)).

Thus founders under the guise of contribution and company formation may derive undue benefit by over valuation of their contribution and own much shares at the expense of other shareholders. Even worse given the fact that creditors could rely only on assets of the company proper valuation is of vital importance. 

Hence the law to protect these interests subject contribution in kind to rigorous valuation process. We can say that contribution in kind is subject to triple valuation:

1. The person making the contribution should get it valued by experts from ministry of trade and industry (art. 315(1)).

2. This valuation shall be subject to approval of subscribers' meeting on the final stage of formation of the company (art. 321(3)).

3. For a third time it shall be valued /verified by the directors and auditors within 6 months from the date of the formation of the company (art. 315(3) and (5)).

Thus if any of these shows overestimation, either the contributor shall make the reduction good or his share and the capital of the company shall be reduced accordingly (Art.315 (4)). The law has tolerated reduction up to 20%. What is the relational? would not it be undue benefit for the contributor? Similarly, Art. 339 requires that contribution in kind should be paid at the latest not later than registration of the company. This should be so for the subscribers meeting should have a chance to evaluate contribution, if possible or at least not later than registration for other inquires on contribution in kind.  

The law further protects shareholders and creditors by demanding that shares issued in return for contribution in kind to remain deposited with the company (Art. 315(3)). They may not be assigned till verification of valuation by directors and auditors (i.e. up to 6 months from formation of the company) and for purpose of negotiation the law demands minimum of 2 years from registration (Art 339(2)).

Dear learner what is the difference between assignment of shares and negotiation of shares? Why does the law make a distinction in duration for the two? Discuss it with you tutor. Adoption of the memorandum of association and articles of association is the other step in formation process. Dear learner, contemplate about the difference between these document. What is their purpose?  The memorandum of association, also known as certificate of incorporation, is a document to be drawn by the parties as part of their partnership agreement. Its content helps for identification of the nature of the company by showing the name, capital structure, business purpose, location of the company; the names of the member and their nationality, the board of director and their power, etc. 

According to Art 313 the formation of a company shall be by public memorandum that shall contain. 

1. The names, nationality and address of the members, the numbers of shares which they have subscribed, provided that a member may not subscribe less than one share. 

2. The name of the company;

3. The head office, and the branches, if any; 

4. The business purposes of the company; 

5. The amount of capital subscribed and paid up; 

6. The par value, number, from and classes of shares;

7. The value of contributions in kind, their object, the price at which they are accepted, the designation of the share holder and the number of shares allocated to him by way of exchange. 

8. The manner of distributing profits. 

9. Any share in the profits allocated to the founders and reasons for such share. 

10. The number of directors and their powers and the agents of the company; 

11. The auditors; 

12. The period of time for which the company is to be established; 

13. The manner in which the company will publish its reports. 

The list shows the minimum information that should mandatory be included. Thus the law has some purposes for inclusion of these in mandatory ways. Dear learner try to inquire into the importance of all these.

For instance, indication of nationality helps to identify whether foreign investors are involved in sectors reserved only for nationals; indication of the business purposes of the company helps third parties and shareholders to know and limit the power of directors and mangers. Managers and directors do have full power of acts of management within the business purpose. (Art.35). Proceed justifying like this for the rest.

A second document to be drawn is articles of association. This document is similar to that of memorandum of association, and the distinction between the two is often blurred. Art. 314 does not give the contents of articles of association. However, it is generally held that memorandum of association rules are of substantive law nature that provides rights and duties while articles of association rules are of procedural nature that governs the internal operation of the company such as how shares could be transferred, etc. At the end you will be provided with sample of the two by way of attachment and try to identify the nature and content of the two. 

Art. 314(3) provided that articles of association shall be deemed to form party of the memorandum of association. What is its implication? For instance, it may be amended only in the same manner as that of the memorandum of association (only extra ordinary meeting can amend it (Arts. 423 and 425). It shall also be deposited in the commercial registry for public inspection (Art. 323(2)(b)).

Thus finally before the company is formed the content of the two documents should be verified and adopted as agreement of the future shareholders, at the subscribers meeting (art.321). They have to be signed.

At the final phase of formation comes registration in a commercial register. Registration is indispensable for acquisition of legal personality. The memorandum of association and articles of association have to be signed and authenticated before a public notary (proc. 334/2003 art. 2(2), s(1)(c)). Then these documents have to be registered and deposited in the appropriate commercial register. Up on completion of registration the share company becomes a legal person. Publication in newspapers used to be requirements for acquisition of legal personality as part of registration (Arts 323 and 324). The requirement of publicity is now banned for the cost and delays it entails. (Proc. 376/2003, Art 2(2)).

1.3. Defective Formation and its Effect 

Dear distance learner, up on registration the company is born. But a child may be born defective and may not be viable. Similarly after all the above painstaking tasks have been performed the formation of the company may be found to be defective. Defects on formation may relate to the agreement to form the company. Do not forget that a company arises from a partnership agreement which is a contract. Thus in the formation there may be defects affecting the contract such as incapacity of shareholders (e.g. minor shareholder), defective consent (e.g. subscribers were induced to subscribe for shares by fraud), or the partnership agreement may have a clause denying certain members the right to vote or share in profits. Beyond the defects related to contract itself there might also be technical defects like failure to hold meeting of subscribers' (Art. 320), failure to get at least 1/4 of subscribed capital paid (Art. 312(1)(b)), etc. 

So dear distance learner what would you, as a judge, do if any interested person brought to your attention any of the above defects? Would you dare to order invalidation of the company contract for incapacity of some subscribers? Would not that be chaotic after huge resource has been invested? Would not that be doing injustice rather than justice? The effects of defective formation are somehow regulated by art. 324 of the Commercial Code. Accordingly, if the requirement of registration is completed, the company will have legal personality regardless of the existence of other defects. If there is no registration, the company will not have legal personality. 

Dear distance learner what is the effect of lack of legal personality? The unregistered company does not have legal  personality so it can not own property, it can not sue or be sued  so it can not be declared bankrupt, it can not enter into contractual or other juridical acts so it can not have managers and agents, etc. so the creditors of the company do not have preferential right over the assets of the unregistered company ; all contracts entered by the manager or other persons who act on behalf of unregistered company will remain personal transaction between the manger and the third party since the principal (the company) does not exist, etc. A lot of chaotic consequences would follow. 

However, the effect of lack of legal personality is mitigated by the code's recognition of de facto personality. Where a business organization fail to fulfill criteria for acquisition of legal personality (de jure personality), the Commercial Code has protected third parties dealing with that business organization by recognizing its factual (de facto) existence. For instance, Art. 272(4) treats a joint venture, which is neither registered nor publicized, as a general partnership for protection of third parties. The de facto existence of unregistered share company should also be recognized  for protection of third parties. Most importantly Art. 1155 (3) states that business organizations which have been declared null and void but which exists in fact be declared bankrupt. Recognition of factual existence for public purposes such as taxation as well as for protection of third parties is apparent also in other provisions as well (read arts. 117, 118, 10(1), 213(2)).

The fact that Art 324(1) emphasizes registration does not mean that other defects of formation have no effect. Art 324(2) empowers the court to order the dissolution of the company and such provisional measures as may be necessary it the interests of a creditor or shareholders are endangered by failure to fulfill the requirements and if a request to that effect is made. It could be logical to hold that if defects are curable the court should not dissolve it but order their adjustment. Thus unpaid capital should be paid, unsubscribed should be subscribed, an in capable should be allowed to withdraw, but in curable defects such as illegality of object of contract would inevitably lead to dissolution. 

1.4. Founders: Liabilities and Privileges 

Dear distance leaner, we have gone through various requirements for formation of Share Company. You might have questioned how this onerous process would be carried out. It is the persons named founders that give birth to the company. Had it not been for them the company would not come into existence? Founders or in common law legal system known as promoters are those persons who organizes the company and getting it going on. 

Imagine for a moment what activities the founders should carry out until the company is set up as a going concern. They have to carry out feasibility study for success of the business; they have to prepare prospectus (Art. 318) and appeal to the public for raising the capital; they have to get the memorandum and articles of association prepared; they need to have office for conducting the formation process; they have to get the company registered and so on. You might have been tired of reading the formation formalities let alone doing it. So do you hesitate that these persons should be rewarded?

 On the other hand founders are neither saints nor angels.  They might abuse their role or as a matter of incident some unfortunates may happen to third parties. Thus they should shoulder some responsibilities. Before discussing the rights and obligations of founders, who are founders? Do we mean shareholders? Or outsides or what category? The considerable rights and obligations specifically applicable only to founders demands clear demarcation of these persons. 

Art. 307 describes persons who may qualify as founders. They are:-

1. Persons who sign the prospectus, (Art.307(3)).

2. Bring in contributions in kind, (Art.307(3))

3. Persons to be allocated a special share in the profits, 

4. Persons who has initiated plans or facilitated the formation of the company.

Also where the company is among founders (316 and 307(2), rather than by public subscription, all  persons are founders as well shareholders. Such company is known as closed corporations in common law legal systems. It is usually formed among family member or close friends. No appeal to the public, no prospects, etc. It is likely that they all are involved in the formation process and are entitled to same rights and obligation. In such company there shall be founders and other ordinary shareholders only if at later time the company called for public subscription to increase capital.   

Dear distance learner, the justification for special treatment of founders stems from the special position of these persons that they might use the process of company formation for good or for bad. 

Persons who sign the prospectus are the pioneers who appealed to the public. They do have active rule in the formation process. Thus, this is legitimate categorization. The categorization of persons allocated with special share of profits is a simple restatement of benefits /rights of persons already identified as founders and given privileges as per Art. 310. However, sometimes persons may be given this privilege with out expressly being identified as founders. Thus where there are liabilities to be incurred by founders rights given to such persons would be a good indication in hunting the wanted ones.

The other category includes persons who took the formation process as their own (not those who provide their professional or other services for others).They might have played active role. But they might have withdrawn for whatever reason and did not get special share of profits. Thus the criteria of persons allocated with special benefits may not be of help. Thus where there are liabilities founders should incur these persons as well should pay for their instigation and involvement that ultimately harms   third parties. 

Dear distance learner, the justification for special treatment of founders stems from the special position of these persons that they might use the process of company formation for good or for bad. So what justification do you see for the inclusion of persons who contribute in kind as founders regardless of the fact that these persons might have come at the very latest stage of formation? Is that the intention of the law maker? 

i) Liability of Founders 

The founders have assumed huge risk in the formation process. Also they have the opportunity to abuse their position and even where they act diligently there are unavoidable liabilities. Some of  the grounds of liability are the following:

1. Founders are liable for all anomalies created in the formation process. Art 209 lists some of their liabilities. They have to make sure that the capital is fully subscribed, a least a quarter is paid, contributions in kind are properly valued, and the information provided in the prospectus on which they have signed to appeal for fund to the public are accurate. They are jointly and severally liable for damages to third parties as a result of their failure in these respects. 

2. Founders obviously enter into several transactions for the formation of the company like payment for a lawyer who prepared the memorandum, renting office, etc. The founders shall be jointly and severally liable for all such commitments.  If they succeed in setting up the company, of course, the law imposed on the company duty to take over these expenses and commitments.  But still such transactions and expenses should be approved by the general meeting of subscribers. If the general meeting did not approve, the court shall determine whether expenses were necessary to be imposed on the company or not necessary so that they to be born by founders themselves. (Art. 308(1)(2)).

3. A rigorous risk is imposed on founders per Art. 308(3). In principle where the company is formed necessary expenses and transactions shall be taken over by the company. On the other hand if the company is not formed for whatever reason (even for reasons beyond founders� control) the subscribers shall not be liable even to the extent of their subscription. The fact that acts have been done in good faith and were of necessary to formation of the company will not be a defense. The whole liability will devolve up on founders. Similarly Art. 312(3) asserts not only liability of  founders for commitments with third party but also that subscribers shall be repaid their payments for subscription if the company is not registered and set up within one year from the date 1/4 of the capital is paid and deposited. Every subscriber is not bound to tolerate more than one year and can dismantle the formation process. This all is done at the risk of founders. These are only the specific obligation and liabilities. Other liabilities also may arise flowing from the general  liabilities related issue shares provided in Art. 346. Dear student read Art. 346 and identify for which of the provisions founders maybe liable. The provision confuses the status of founders and directors. While the provision generally applies to directors, founders do have little role to play in chapter 3 (Arts. 325-345-matters related issuance of shares). Unless founders are also appointed as directors, the liability of founders should be limited to acts done before formation. But still try to spell out for which provisions founders who are not appointed directors may be liable among provisions enshrined from Art. 325-345. One instance is Art. 327 where shares issued prior to registration of the company are null and void but founders remain liable. 

ii) Rights of Founders 

Dear learner we have seen the onerous tasks to be accomplished by founders. What is more, the law tends to be strict and merciless in imposing huge risks on founders by making them jointly and severally liable for whatever happens in the formation process. So would not being a founder be playing with fire? Would you dare to be a founder assuming all the consequences? On the other hand without founders we will not have investment though we do have the capital. Founders as risk taker investors play vital role for the economy in general. We badly need them. Thus the law provides some special incentives for founders.  

The founders are entitled to a special share in profits to be distributed (Art. 210). This right may not be exercised for a period exceeding three years. Nor may the special share exceed 20% of the annual net profit. If the founders want to avail this right it has to be indicated in the memorandum of association. Other wise it does not exist by virtue of law. 

Do you think that this remuneration is compensatory enough? Note that if the profits for 3 years is taken to be the first three years there may not be a profit at all or it would be minimal as a beginning business. Can the founder choose the three years? 

What is more for fear of abuse of position by the founders the law expressly prohibits any more privilege in any form (Art. 310(2); and the benefits are personal to founder and may not be assigned (310(3). This remuneration may not be much appealing.  Probably what might instigate founder would be their interest to invest their money and ripe business profits as a shareholder. It is likely that they would have substantial share and possibility to be appointed as directors, managers etc. They entitled for reimbursement of expenses incurred provided that they are necessary for formation of the company. The company should take over these expense and commitments (Art 308(2)). 

Summary 

A share company is as commercial business organization primarily designed for capital intensive investments. The minimum capital is  fixed by law and the company's assets could be met only by the assets of the company. A share company owes its existence to founders who initiates and organizes its formation. 

A share company may be closed or public. For the formation of a share company a minimum of five persons is mandatory. A minimum of five persons may set up the company among themselves by raising the necessary capital in which case the company is known as closed company. Where persons who took the initiative do not have the required capital they will invite the public to invest. They issue a prospectus to provide details of the to be established company so that the public would have adequate information to invest. A company formed in this manner is referred to as public company.

For a company to be formed there has to be at least five members, the capital should not be less that legal minimum, it should be fully subscribed and at least 1/4 be paid, the contributions in kind should be properly valued, the memorandum and articles of association should be drafted. All these have to be submitted to subscribers meeting adopted. Then finally the company should be registered. Founders organize the onerous process of formation and for that they are entitled to some benefits. They are also liable for acts done in the formation process. 

   Review Questions

1. How do you describe a share company?

2. A share company owes its existence to founders. Who are founders and what are the major activities they may perform? 

3. Formation of Share Company may be among founders (closed share company) or it may be by inviting the public to invest (often referred to as public companies). What differences in the formation process do you notice between the two? 

4. What is prospectus?

5. What are the requirements for formation of Share Company? Discuss the effect of formation without fulfillment of the requirements. 

6. Discuss the difference and similarity between subscriber and shareholder. 

7. Prepare a memorandum of association and an article of association of a share company (see samples at the attachment).

UNIT TWO

SHARES

Dear student in this part of the course we will generally discuss the nature, classification and types of shares and the rights of shareholders that accrue from these shares. 

Objectives 

After the end of this unit students are expected to:

· Explain the concept of shares

· Identify the different types and classes of shares 

· Explain the scope of the rights the different shares confer to shareholders

· Explain the concept of par value, premium and their relation with capital.  

2.1. Concept of Shares 

Dear student what do you understand by the term "share"? 

Every shareholder is basically a member of a share company. He has contributed either in cash or in kind or in both forms to the capital of the company. Thus, a document evidencing his contribution shall be issued for that shareholder. Out of being a shareholder bundles of rights would accrue to that person including the right to share in profits, the right to vote in decisions affecting the management of the company, etc. Thus for our purpose "share" refers to a document evidencing the bundles of rights that arises from being a shareholder. 

All shares issued for shareholders do have some common characteristics. Share must have a nominal value of at least 10 birr. Art. 304 demands that the capital of a share company should be fixed in advance and divided into shares Art. 306 proceeds to state that the minimum capital should not be less that 50,000 birr and the value of a share (par value) of a share shall not be less than 10 birr. Thus if capital is 50,000 we will have 5,000 shares each having a value of 10 birr. Par value represents the minimum value that a person should contribute to get a single share. Note also that the par value of a share does not necessarily indicate the contribution paid by the owner of that single share. Sometimes a person may pay more than (but never less than) the par value of a share to obtain a single share. In such cases shares are said to be issued at a premium (art. 306(2)). The premium is the difference between the price a shareholder actually paid and the par value of the share. 

Thus par value does not necessarily show the real contribution the shareholder made. For this reason par value is called nominal value. There is also a second reason why par value is nominal. Once the company is formed it might have accumulated lots of assets more than the capital it has at the outset. But the par value of the share will remain the same. Thus a par value does not represent the actual value of a share holder's proprietary interest but only the percentage of his share out of the total assets of the company.  

Dear student why do companies issue shares at premium? 

Shares are corporeal chattels. Recall that Art. 1128 of the civil code provides "unless otherwise provided by law claims and other incorporeal rights embodied in securities to bearer shall be deemed to be corporeal chattels." They are negotiable instruments which are beyond ordinary documents evidencing a right. As a property they can be owned by any person whether individual or legal person. A person does not need to be qualified to be a trader in order to be a shareholder. Minors and other incapables as well may exercise their rights as shareholders through their legal representatives. As property, they can also be pledged or given in usufruct (art. 329). 

Shares are indivisible. Please read art. 328 and explain what you understand from that provision. 

Although shares have certain common characteristics, the shares of a particular company do not necessarily confer the same legal rights, and are not always subject to the same legal rules. The distinctive features of different shares may be classified in various ways. 

2.2. Classification of Shares

2.2.1 Classification of Share According to the Form They Take

Shares may take two forms: either registered in the name of the shareholder or to bearer. 

We have already noted that shares are negotiable securities which mean that they may be transferred by commercial procedures such as delivery which is simpler than ordinary assignment in the civil code. Shares as transferable securities entails that the company cannot rely against the transferee on any defense or counter-claim which it could involve against the transferor (e.g. that the shares wee issued to the transferor by fraud, that the transferor is indebted to the company and so on), where as such defenses could be pleaded against a transferee under a civil form of transfer (ordinary assignment). 

Negotiable instruments may take three forms: negotiable instruments in a specified name, negotiable instruments to bear, and negotiable instruments issued to order (art. 719). But only two of these apply to shares. Shares may be in a specified name /registered in the name of the shareholder/ or to bearer (art. 325(1)). Share may not be to order. Why? 

Dear student, this section may be a bit hard to digest for you before you take the course on negotiable instruments. Please discuss it with your tutor. In principle, whether a share is to be a registered or to bearer is the choice of the shareholder to whom the share is to be issued (art. 325(1)). However, this discretion may be taken away by the law, the memorandum or articles of association and share may be demanded to be in a registered form (art. 325(2)). In the absence of such prohibition a person may demand his share to be issued in any of the forms, i.e. registered or to bearer. Also he has absolute right to demand conversion from one form to another (art. 325(2)). Instance of prohibition of issuance of shares to bearer is provided in art. 338(1) that reads as �[s]hares subscribed in cash shall be paid up upon subscription as to one fourth of their par value or a greater amount if so provided in the memorandum of association and, where appropriate, as to the whole of the premium. They may only be registered shares until they are fully paid.� (emphasis added). Though 3/4 of the subscription may paid in five years a person who want to have his share in a bearer form should pay the whole subscription he made. Otherwise, the share remains registered. (See also art. 349).

Dear student, why the law is so much concerned about the form of shares? What advantages and disadvantages each form would bring to the company and to the shareholder's? (Hint read art. 340 and Art 341).

2.2.2 Classification of Shares According to the Right They Confer 

A shareholder has various pecuniary rights in connection with his holding. Such rights comprise the right to receive dividends, the right to subscribe for shares on an increase of capital, the right to be allotted bonus shares, the right to distribution of assets on dissolution, etc. The extent of the rights conferred to a shareholder in these respects may vary depending on the class to which his shares belong. 

Art. 335 recognizes that the memorandum of association or an amendment there to by a general meeting may provide for the setting-up of several classes of shares with different rights. It has also set up the basic principles to be respected. Primarily, all shares of the same class shall have same par value and same rights. It also guarantees protection of these conferred rights by demanding that any change on class of rights to be subjected to approval of the specific class of shareholders (Art. 335(3)). 

i. Ordinary Vs. preference shares (art. 336) 

The common classification of shared based on the right they confer is into ordinary and preference shares. Share that provides special advantages over other are preference shares while those that do not enjoy the special advantages are commonly termed as ordinary shares. In fact there might be more than two classes having different rights and in that case they shall be known in different classes. 

The preferential right that preference share may confer to their holders includes preference for future subscription on increase of capital, preference over profits, preference over distribution of surplus assets on dissolution or a combination of preference over profits and assets (art. 336(1)). Does it mean that preference other than these forms is prohibited? Read Art. 336(1). If so why the law excludes preference over voting right? (Art. 336(2)). 

At any rate preference shares may not provide preferential vote such as share having double voting weight. Rather even though every share shall confer voting right (Art. 345(3)), shares providing preference over profits and distribution of capital may be deprived of voting rights on certain matters. (Art.336 (3)). 

Note also voting rights of shares carrying preference over profits and distribution of capital may be suspended only on certain matters-what are the matters in which they can cast vote and they cannot? Can they vote on allocation and distribution of profits? What about on amendment of the memorandum of association? Read Arts 336(3) with 419 and 423. 

ii. Dividend shares /reimbursed shares/ 

Another sort of class of shares is what we call dividend shares.  Dividend shares could be considered as a third class of shares i.e. in addition to ordinary and preferential shares in art. 336.  In principle, shareholders are not entitled to be repaid their contributions to the capital of the company while it is a going concern. It is only up on dissolution of that the shareholders shall be paid if at all there is surplus after payment to creditors. Sometimes, however, shareholders may be repaid the amount of the capital they have contributed while the company is a going concern. In such cases the company is said to have amortized its shares. That is what  Arts. 337 and Art 483 talk about. 

Art. 337- Dividend shares

1) A company may repay, form profits or reserve funds, with out reducing the capital, to shareholders the par value of their shares.

2) Shareholders whose shares are thus redeemed shall receive dividend shares. These shares do not confer any right to that part of the dividend representing the statutory interest, nor to repayment of contributions up on the dissolution of the company. They retain, however, the right of vote, unless otherwise provided in the memorandum of association, the right to that part of the dividend exceeding the statutory interest and right to distribution of share of the surplus in the winding-up 

The pecuniary rights of dividend shares are somehow different from other shares.   

Note the following points from this provision 

1) Shareholders may be repaid their capital contribution (par value). Shareholder whose capital contribution repaid as such shall be given dividend shares /reimbursed shares/ and return the original shares. (Art. 337(2). 

2) The company's payment of these par values should only be from profits or reserve funds. As such it does not reduce capital and do not affect creditors. (Art. 337(1)).

3) The shareholders whose contribution as such repaid will remain shareholder for all purposes but somehow reduced right. Principally the dividend shares result in loss of part of the dividend. The share of their profit would be the amount that they would have received had it not been for repayment of their capital minus amount of profit equal to statutory interest on their repaid contribution. But if there is surplus after creditors are paid and other shareholders repaid their contribution, they are entitled to share in the surplus. 

For example, assume that a shareholder's contribution was 500,000 birr. Assume also that had he not been repaid he would have received 5000 birr in a year as dividend (profit share) of the company. Assume also that the statutory interest is 4% per annum. What amount of dividend would he get if his contribution is already paid (if his share is dividend share)?

In a year his contribution yields statutory interest equal to 50,000 (4/100) = 2000 birr. Thus the dividend shareholders dividend share would be 5000-2000= 3000 birr. 

Dear students what do you understand by the phrase statutory interest? It is something to be fixed by agreement/the articles of association as indicated in art. 457. 

Art. 457- Fixed or interim interests 

1) The articles of association may provide that a fixed or interim interest shall be paid to shareholders even where there are no profits. 

2) Such interest, in a fixed amount, shall be carried to the debit of the installation account. It may only be provided for during the period of preparatory works and contribution of the enterprise and shall cease to be payable as soon as normal business beings. The articles of association shall, with in these limits, specify the date when such interest shall, with in these limits, specify the date when such interest shall cease to be paid. 

3) Where the articles of association provide for a fixed or interim interest as defined in sub-art. (1) and (2), such interest shall not be paid unless the articles of association have been published.

Why should an investor who preferred to invest his capital and ripe profit be entitled to  double benefit in the form of interest?

The rationale for such interest is that some businesses may take a long time until established and become profitable. Investors may not be willing to invest on the expectation of long-term gain. Thus company law attempts to lure such investors by permitting payment of fixed interest from the capital itself. Also there would not be substantial harm to third parties since the payment of interest will be provided and deposited at the registry of commerce for their awareness. There is no double benefit since payment of interest would be interrupted the moment the company commences its business.

A second question is that why a shareholder whose contribution repaid should continue as shareholder after repayment and drive some benefits? The answer to this question lies in that the shareholder is repaid only the par value/nominal value/, not the real market price of the share. Thus he remains with residual proprietary rights. Recall our discussion that par value is only nominal value. Art. 337 (2) unfortunately and mistakenly uses the word "redeemed" which implies purchase at market value in which case Art. 332 applies and persons whose shares thus redeemed will no more be shareholders. 

A third question pertains to the issue that if up on dissolution there exists surplus persons whose contribution repaid may participate in the surplus. But if after the creditors are paid the remaining is not sufficient to repay contributions of other shareholders, should those already paid be required to repay back? 

Finally, repayment can be made only from profits or reserve funds and obviously all shares could not be repaid at the same time or even after long time. If so how to prioritize? Art. 483 offers the answer. 

Art. 483- Amortization of capital 

1) Only the articles of association or a resolution of an extra ordinary general meeting may authorize amortization of capital. 

2) Only profits and reserves other than the legal reserve may be used for such amortization. 

3) Amortization is effected by the redemption of shares with in the same class. The date on which shares shall be redeemed may be selected by drawings.

4) Reduction of capital shall not result from amortization. 

Either the articles of association or resolution of extraordinary general meting may provide for creation of dividend share. Since profit or reserve fund may not suffice to repay /amortize/ all shares of a class at the same time it shall be determined by drawing lot (art. 483(3). 

2.3. Purchase of its Own Shares by a Company (Redemption of shares) 

Sometimes allowing a company to purchase its own shares may be advantageous. This is particularly true in the context of Ethiopia where there is no share market, or stock exchange, in which shares can be readily bought and sold. In the absence of stock exchange or at least purchase by the company itself, potential investors may be unwilling to become a shareholder in the company because they might be unable to sell their shares when they need money. But if the company buys its shares it would encourage investors to become shareholders. What is stock market? 

However, care should be taken so that purchase by a company should not affect creditors and shareholders. This is regulated by art. 332. 

Art.332. � Purchase by the company of its own shares.

(1) A company may acquire its own shares where:

( a) the acquisition has been authorized by a meeting of' the shareholders; and

(b) the purchase price is made from the net profits of the company; and

( c) the shares are fully paid.

(2) The directors may not dispose of shares thus purchased and the voting rights on such shares  shall be suspended.

(3) The provisions of sub-art.. (1) shall not apply where the purchase has been decided by an extraordinary general meeting to reduce the capital.

(4) The provisions of this Article shall apply where a company receives its own shares in pledge. 

The first thing that this provision is primarily concerned is that purchase by company of its own share should not result in reduction of capital that would otherwise reduce security of creditors. Thus purchase could only be from net profits and in fact also from reserves as well (art. 332(1)(b)). Again sub-article 4 similarly holds that where a company extends loan to a shareholder receiving the share it issued as pledge, the loan could only be given from profits not out of the capital. For a shareholder to get as loan against pledging his share he should have already paid the subscription fully (art. 332(1)(c) and 332(4)). The law protects creditors not only up on purchase by a company of its shares but also up on sale of shares to third parties. A company shall not grant advances on its own shares, nor can it make loans to enable third parties to acquire shares (art. 334). 

Dear student the code uses the phrase advance or loans" in its several provisions. What is the distinction between advance and loan? (hint read art. 947). At anyrate shares should not be handed over to persons who show a tendency of insolvency from the outset that may not be able to pay their subscription in the future and failure to pay contribution would ultimately affect creditors whose main security is contribution by shareholders (capital).

Purchase by a company of its own share may be made not as a matter decision by meeting of shareholders at certain time as required in art. 332(1)(a) but from the very out set the articles a association may provide a right of pre-emption (Read art. 333). What is right of pre-emption?

The law also lends its hand to shareholders who might be affected by purchase by a company of its shares. The directors may not dispose of shares purchased by the company and the voting rights on such shares shall be suspended (arts. 332(2) and 400). How would suspension of vote on purchased shares protect shareholders? If these shares were to carry voting right it would obviously be exercised by directors who act on behalf of the company. They would have a chance to control the affairs of the company using their double capacity as shareholder and representing shares purchased by the company. Ultimately other shareholders would lose control over directors. 

You have to note that purchase under art. 332 is different from purchase under arts. 337 and 483. Purchase under art. 332 is at market price. The sellers are no more members of the company. It is this purchase that properly qualifies as redemption of shares. 

2.4 Cross-Holding between Companies 

We have already pointed out that shares could be owned by individuals or artificial persons as shareholders. Though one company may be a shareholder in another company, Art 344(1) prohibits a company (say Company A) from holding any share in another company (say company B) if company B already holds shares representing ten percent(10%) or more of the capital of company A. A company may hold any number of shares in the other company in so far as the second company does not hold shares in the first company or cross holding by each is below 10%. Here is the text of the provision. 

Art. 344- Joint holdings 

1) Where ten percent or more of the capital of one company is held by a second company, the first company may not hold shares in the second company. 

2) Where two companies each have a capital holding in the other company and one of such holdings is ten per cont or more of the capitol, the companies shall declare their holdings to the ministry of commerce and industry which shall require the companies by agreement to reduce their holdings so as to comfort to the provisions of sub-art (1). If the companies fail to agree, the ministry of commerce and industry shall order the company possessing the smaller holding to dispose of that holding.

3) Where the respective holdings are equal, and failing one company disposing of its shares in the other, each company shall reduce its holding to less than ten percent of the   capital of the other. 

4) The companies shall furnish to the ministry of commerce and industry as worn statement that they have complied with either sub-art. (2) or sub-art. (3) of this article. 

What is the rationale for this prohibition? 

The purpose of this rule is to prevent fraudulent avoidance of the minimum capital requirement and any possible harm to creditors. Consider the most extreme situation where two companies A and B each with a capital of 50,000 birr fully paid in cash. Company A then subscribes to the whole of the capital of company B paying all shareholders of company B i.e. 50,000 birr. Then company B does the same thing with the shares of company A. The net effect is that neither company has an asset except the shares of the other company. 

Normally it appears that there comes into place four companies i.e. A's capital and the capital it has with company B. From the perspective of B thee is capital of B and another capital which with company. Thus we do have only capital of two companies for security of creditors while it appears fictitiously there are four companies. Then come two companies without any capital. Creditors of company B would rely on capital of B as well as assets of A that it has in B. Similarly creditors of company B would rely on capital of B as well as on assets of B that it has with company A by way of share. Anything that affects one of the companies would necessarily affect the other. If company goes bankrupt, the creditors of A would exhaust all the assets of A (its capital and asset it has with B as share which is capital of B. Thus creditors of B will also be affected. Also such companies may have directors and general managers in common that might lead to conflict of interest. 

Dear students, what to do if there are two companies having cross-holding in which at least the holding of one company is 10% or more in the other? The enforcement mechanisms are provided in art. 344(2)-(4). Read them. 

Where one company owns most of the shares of the other company, such company is often called parent/holding/ company while the company whose shares so owned is known as subsidiary company. The Commercial Code has recognized the concept of parent-subsidiary relationship as can be understood from its frequent reference to holding and subsidiary company (See Arts.370,379.384). Nevertheless, the code has failed to define what percentage of holding and/or what circumstances would constitute parent-subsidiary relationship. 

For instance, in French law, a parent-subsidiary relationship between companies shall be deemed to exist where one company owns 50% or more of the other company or when its holding is in between 10%and 50% but the company is assumed to have special interest in the other company.  

Both parent and subsidiary companies have separate legal personality but interconnected by reason of the powers of control the holding company exercises over the subsidiary. Such interdependence between companies is suspected to have adverse effect on creditors and minority shareholders of the subsidiary company and several legal systems have subjected parent-subsidiary companies to strict rules of regulation on several matters including prohibition of cross-holding. Subsidiaries are not allowed to own shares in the holding company. The collusion between such companies would be at climax if subsidiaries were allowed to own shares in the holding company. 

In Ethiopia parent-subsidiary relationship is not regulated by the code except that it has manifested its suspicion of such relationship as can be inferred from the scant provisions in the code (See Arts.370,379,384). But the issue of cross-holding is tackled by the general prohibition of cross holding in Art.344 regardless of whether the relationship amounts to parent-subsidiary relationship or not. 

2.5. Rights Arising out of Share (Art. 345).

Art. 345 summarizes the rights that accrue to a shareholder. 

Art. 345. - Rights arising out of shares.

(1) Every share shall confer a right to participation in the annual net profits and to a share in the net proceeds on a winding-up.

(2) Unless otherwise provided in the memorandum or articles of association,  the share in the profits or in the net proceeds on a winding-up shall be calculated in proportion to the amount of capital held.

(3) Subject to the provisions of Art. 336, every share shall confer voting rights.

(4) Every shareholder has a preferred right, in proportion to his holding, to allotment of cash shares   issued on an increase of capital.

(5) The provisions of Art. 470 et seq shall apply to the exercise of this right.

(6) Similar rights may be reserved to holders of preference shares by an express provision in the memorandum or articles of association.

 In any business organization the rights that shares confer to their shareholders may be categorized into pecuniary rights and right to control. Pecuniary right primarily devolves to how the shareholder shares in the profits during the life time of the company and the property upon dissolution. The right to control consists of the manner and extent to which he exercises voting in the affairs of a company.

2.5.1. The right to annual net profits and net proceeds on a winding up. (Art. 345(1))   

Art. 345(1) provides that "every share shall confer a right to participation in the annual net profits" and to share in the net proceeds on a winding up. A net profit for the purpose of distribution is technically defined in art. 452.  But for the present purpose it is total revenue for a year minus the expenses incurred. Art. 345(1) appears to confer on the shareholder an absolute right to annual net profits. But the ultimate decision whether or not there will be distribution of profits and how much is made by annual general meeting of shareholders which is beyond individual shareholder�s aspiration for distribution (art. 419(1). The right to annual net profit is also restricted legally which is beyond decision of shareholders. Art 453 (1) (2)(a) demands mandatory legal reserve out of the net annual profits which is about 5% of the net profit of the year (art. 454) while the remaining may be retained as various reserves up on  resolution of general meeting (read Art. 453 closely).

The right of the shareholder to net profits begins to be operational only up on the date set by the annual meeting for distribution of profits. Till that date fixed arrives even the decision of the general meeting for distribution of profit may be varied or cancelled by another general meeting but only for good cause (art. 458(4)(5).

The law also warns possible hazards to creditors under the guise of distribution of profit. Art. 458(2) states that "dividends distributed contrary to the provisions of sub-Art (1) (i.e. not from net profits) shall be treated fictitious dividends and the persons making the distribution shall be criminally and civilly liable. And Art 459(1) (provides that "dividends distributed contrary to the provision of art. 458 including fictitious dividend) may not be claimed back from the shareholders, except in the case of family companies or where distribution was made in the absence of a balance sheet or not in accordance with the approved balance sheet." What is dividend? What about fictitious dividend?

To what extent this provision protects creditors? Is the personal liability in Art.485(2) sufficient? What is a family company in the Ethiopian context? Does it mean companies formed among founders without public subscription as per Art. 316 which are named closed corporations in common law? Probably so. But why should a distinction is made based on where a company is public i.e. by public subscription or among founders? Perhaps in the later case founders may be family members and or close friends where the possibility for collusion is elevated, and as such distribution in good faith is not presumed.  

Is it logical to claiming back fictitious dividends in partnerships (art. 294) and denying this right in share companies (Art 459)? Rather the reverse may be logical since partners are personally liable fictitious dividend would do less harm than in case of companies. 

Finally, one point in relation to distribution of profit is that profits are allocated in proportion to amount of capital. (Art.345(2). The same applies to distribution of assets on dissolution. This principle may be derogated by otherwise agreement in memorandum of association or articles of association. This provision is in contrast with sharing of profit in partnership in which the presumption is every partners share equal in profits and losses irrespective of his contribution (art. 252). What futures of share companies this approach displays? 

2.5.2. Rights of Control. 

A shareholder acting with other shareholders collectively exercises a good deal of control over the activities of a company using his right to participate and vote in shareholders meeting. 

What is the difference between right to participate and right to vote? 

The law has guaranteed the shareholders right to participate in any meeting (art. 389(2), 420, 424). Participation may be by the shareholder himself or by means of an agent (art. 42(2)).

The right to participate in shareholders meeting may never be dependent on the number of shares he owns or the proportion of capital they represent. The right extends to every shareholder equally. A shareholder has the right to vote. However, this right, unlike the right to participate is measured by the number of share he owns and the proportion of capital they represent.

Every share carries at least one vote (art. 345(3), 407(2)). The total number of votes it carries is in proportion to the amount of capital it represents. (Art.407(1).

Art. 407. - Voting rights attached to shares.

( 1) The voting  rights attached to ordinary or dividend shares shall be in proportion to the amount of capital represented.

(2) Every share carries at least one vote.

 Compare this provision with art. 234 (1) on partnerships in which voting does not depend on contribution. Why this difference arises? In principle the voting rights may not be restricted by the memorandum of association, or by any other agreement (Art 410) and every share carries one vote. However, there are three exceptions to this general rule. The first instance is provided in Art. 408. 

Art. 408. - Limitation of votes.

The memorandum or articles of association may limit the number of votes which shareholders may exercise at meetings so long as such limitation is equal for all shares without distinction of class.

Such clauses in memorandum or articles of association have the effect of modifying the general assertion that in companies the control of a shareholder is in proportion to the amount of his contribution. The rationale behind this principle is to protect minority shareholders from total domination by large shareholders. Thus it may be provided that any shareholder may not cast more than a certain number of votes whatever greater shares he may have. This rule is particularly essential where companies are shareholders that may have absolute dominance in a certain company relying on their economic muscle (their substantial share). Thus a shareholder having shares beyond the limit of the number of votes may be tempted to sell them. 

The second limitation on the rule that every share shall carry at least one vote pertains to preference shares. The voting right of preference shares, if they exist, may be restricted to matters which concern extraordinary general meetings. Thus, their right to vote in annual general ordinary meeting could be withhold. (Art 336(3) and (4)). The third limitation concerns dividend shares. The memorandum of association may provide that dividend shares may carry no right to vote. (Art 337(3)). 

The other right related to the right of control is the right to inspect and take copies of certain basic documents concerning the activities of the company. This would enable a shareholder to cast an informed vote and ensure transparency of the activities of the company. The code is rich in this respect and a number of provisions are devoted to the right to inspect documents and take copies of documents. (Read arts. 406(1) 417, 422(1) and (2), 427, 331(3), 359(3), 360(2) and (4), 383).

2.5.3. Preferred right of subscription (Art 348(4))

Art. 345(4) vest every shareholder "a preferred right in proportion to his holdings, to allotment of cash shares issued on an increase of capital." The purpose of this preferential right of subscription is to ensure that existing shareholders benefit by the new shares being offered for subscription. This is a real concern since the subscribers of new shares will acquire the same rights as the existing shareholders to share in distribution of profits, and assets up on the dissolution of the company. It would be unfair to existing shareholders if outsiders are given equal right to compete for the offer. Often the subscription price of shares /the par value of shares/ is probably of less  than the market value of existing shares. Hence we do have all reasons to ensure priority to shareholders.

Again there might be competition among existing shareholders for the subscription. To ensure fairness among themselves the preferential right of an existing shareholder to subscribe for new shares is proportionate to the shares he already holds. (Art. 345 (4) and 470(1)).  For example, if a company's capital is doubled, each shareholder is entitled to subscribe for one new share for every share he already holds. Every shareholder shall be given due notice and called up on to exercise his right of preferred subscription (art. 477). 

The preferential right to subscribe must be exercised by an existing shareholder within a period fixed under the resolution for the increase of capital but this period may never be less than thirty days. (art. 467) and valid subscription should be accompanied by the amount to be paid on subscription as indicated in the publication announcing the subscription (art. 478 and 477 (1)). 

An existing shareholder who is unwilling or is unable to exercise his right to subscribe personally has the right to sell the right to subscribe to another person (art. 470(2)). However, if a shareholder fails to exercise his right to subscription nor assigns his rights, the shares thus not taken up shall be allotted to other shareholders who apply for them in proportion to their original holding before these shares are offered to outsiders but no shareholder would be allotted more than he has applied (art. 471). If still any more shares exist the balances shall be allotted according to the decision of the general meeting. (art.472). The general preferred right of every shareholder upon issuance of new shares are recognized under art. 345(4) suffers from some exceptions. 

First, an extraordinary general meeting that has resolved on increase of capital under art. 465(1) may also resolve to suppress or reduce the normal preferential right of existing shareholders by restricting the right only to certain shareholders rather than to the existing shareholders in general (art.473(1)). For instance, it might resolve that an issuance and offer of ordinary shares may be limited to existing ordinary shareholders to the exclusion of preference shareholders and vise versa. This could only be done after considering the report of directors on the proposed suppression or reduction of rights from the board of directors and from the company's auditors (art. 473(1)(a) and (b)). It has assured fairness in such resolution by providing that shareholders who are to benefit from the resolution do not count towards the quorum at the extraordinary general meeting on this question nor may they vote on it (art. 473(3)).

The second limitation on the general right of every shareholders preferred right of subscription is uphold in art. 474. Where a company issued convertible debentures and if the debenture holder exercises his discretion to convert the debenture into shares, the right of shareholders subscription would be ousted for the benefit of such creditors. Issuance of convertible debenture inherently results in exclusion of right of shareholders. Hence the law demands that from the very beginning the issue of convertible debentures be subject to prior approval of an extraordinary general meeting (art. 474(1)).

Dear student for the moment the concept of debenture and convertible debenture may be alien to you. But roughly take it to mean a document evidencing a loan extended to the company against interest. Thus, convertible debenture is a debenture that offers to the holder (creditor) the right to change into shares and become a shareholder or to be paid the loan and interest up on it. We will come to debentures later in details.

The third restriction on preferential right of subscription applies only to some shareholders instead of to all shareholders it is the case where accompany has preference shares conferring to their shareholders as preferred right of subscription (arts. 336(1), 345(6)). These preference shares are special class of shares as depicted in Arts 335(1) and 336(1). Thus shareholders having preference shares with preferred right of subscription would be entitled to exercise their right in priority to shareholders of other classes (ordinary shareholders). 

Their preferred right of subscription is assured not only against ordinary shareholders but also from the adverse of issue of convertible debentures. Art. 474(2) demanded that issue of convertible debenture should not only be approved by extraordinary general meeting as provided in art. 474(1) which concerns every shareholders but also that it specifically assured that class of shareholders with preferred right of subscription should expressly waive their right before issues of such debentures (art. 474 (2)). This provision is in fact a restatement of what is endorsed in Art 335 (3) and art. 426.

Dear students, so much about preferred right of subscription, what a concept does Art 475 comes up with by stating:

Art. 475. - Documents conferring special preferred rights prohibited.

        No documents conferring a preferred right of subscription may be issued. 

Given the fact that the code has been talking about a class of shares with preferred right of subscription time and again, how do you understand this provision? Would it by any means imply total exclusion of class of shares with preferred right of subscription that the code depicts in art. 336?   No way! The writer of this material calls your attention to an excerpt that could help us to appreciate the theme in art. 475. Consider the following excerpt from a book written on French company law: 

"If an existing shareholder does not wish to exercise his right to subscribe for new shares personally, he can sell the right to subscribe to another person for what it will fetch. For this purpose the right to subscribe for is represented by a COUPON issued by the company with the share certificate for the original shares, and during the period while the new shares are being issued the subscription COUPON may be detached from the share certificate and transferred to one or more persons successively (Art 183(3))" of French commercial code (source, J.le Gall, French company law, 1974)                         

Dear colleagues, is it not plausible to say that what art. 475 prohibits is the issuance of such accessory document /COUPON/ in addition to the share certificates though no clear justification of its prohibition and departure from French law could be supplied? Read also art. 470 (2).

Art. 470. -- Preferred right of subscription.

( 1) Shareholders shall have a preferred right of subscription of new cash shares, in proportion to the number of shares held.

(2) This right may be transferred or assigned under the same conditions as the share itself, during the period of subscription.

( 3) This right may not be exercised in the event of conversion of debentures into shares. Shareholders shall renounce such right under the provisions of Art. 474, at the time of issue of debentures convertible into shares at the will of the holders.  

Art 470 (2) assures that the right of subscription itself may be a subject of separate dealing without dealing with the share that one has. And the modality of transfer or assignment may be under the same conditions as the share itself.  How can the right to subscribe could be "transferred or assigned under the same conditions as the share itself" without a separate document for the right unless the person disposes the share together? However, the general statement in art. 470(2) does not always work as regards transfer/ assignment. (with respect to assignment of shares see arts. 340-341). For instance,  Art. 340 states that� bearer shares are assigned by delivery, without any other requirement�. Since  Art. 475 restricts issue of separate document representing subscription right (either in registered or in bearer form), the transfer of subscription right depicted in art.470(2)may not be effected by deliver of document as in case of bearer shares. In general what art. 475 prohibits is the issuance of certificate representing right of subscription.  

 Also read art. 343 temporary warrants which are documents issued in addition to the share. Temporary warrants entitle the holder to a right to payment of dividends when due and may be assigned while the shareholder retaining the share and all other rights arising from the sharer concerned. By transferring the temporary warrant and retaining the share, a shareholder can assign the right to  dividend alone. Why temporary warrants are permitted but documents in respects of the right to preferred subscription is prohibited by art.475? A number of issues could be raised but let the puzzle about this issue end here. 

2.5.4. The Right to Transfer Shares 

In principle, every shareholder has the right to freely transfer his share. This is one of the most important attributes of a share company that manifests its being accumulation of capital rather than collection of persons as in partnership.

The issue of shares which are negotiable instruments eases free transfer of shares in Share Company. However, the law has recognized limited restrictions on free transfer of shares that may arise from the articles of association or else by resolution of extraordinary meeting (art. 333). A typical restriction is that transfer may be subject to the pre-emption right of the company or shareholders. But still this restriction could apply only if the conditions for exercise of the pre-emption right and price is fixed in advance so that the shareholder would not suffer serious damage (art. 333 (2)(3)). In no circumstance total prohibition of assignment could be made (art. 333(2)). Both registered and bearer are negotiable instruments. 

Note that while bearer shares could be transferred by mere delivery (art. 341 (1), 721) registered share is transferred by somehow stringent procedure that requires entry  of the name of the transferee in the share itself and in the register of shares held by the company in accordance with Art. 381(art. 341, 723).

Dear student, discuss these modalities of transfer with your tutor. 

2.5.5. The right to be a member

Art. 389 asserts that:

1. Notwithstanding the provision of Art. 388 (the rule that decision of general meeting binds all shareholders), no shareholder may be deprived without his consent the right inherent in membership. 

2. Rights inherent in members are rights which, under the law or the memorandum or articles of association do not depend upon decisions of the general meeting or board of directors or which are connected with the right to take part in meanings, such as the right to be a member, to vote, to challenge a decision of the company or to receive dividends and a share in a winding-up.

Thus a shareholder may not be forced to sell his share in the company or otherwise be expelled from membership in the company (except art. 487). Nor may he be compelled to lose rights, as described above, inherent in membership by whatever majority without his consent. Instances of such protection are found in article 428 (2) where change of nationality of company and requiring a shareholder to increase his investment in the company are subject to unanimous decision. 

2.5.6. The right to withdraw from the company (Exit Right)

The law has attempted to balance interests. Though some decisions are subject to unanimous vote most decisions are taken by majority. Still the law provides an out way for those who do not want to be bound by the majority vote. In such instances the law imposes on the company the duty to redeem shares of such party at market price (art. 463). To sump up, these are the notable rights only. There are also others like the right to attack decision of a company (art. 416(2), 381 etc). 

2.6 Call on Shares (Art. 342) 

A call on share is a demand that the shares be fully paid. It is true that the shareholders of companies have benefit of limited liability. They are liable only to the extent of their contribution only. Still more the law father provides that shareholders may pay their contribution by way of installment i.e. 1/4 before formation of the company (Art 312(1)(b)) and the rest 3/4 within a period of five years (art. 338(1)). However, shares issued in return for contribution in kind are to be fully paid at formation (Art. 339(1)), and as such the grace period works only for cash shares. This holds true even in case of issue of shares to increase capital of company (read art. 478 art. 480).

Art. 342 regulates the consequence of failure to pay subscription upon demand and the persons liable for that. Accordingly, holders, previous assignees and subscribers shall be jointly and severally liable for calls on shares.  Only after two years that a transferors ceases to be liable for calls on share which he transferred. (Art. 342(1) & (2). Dear colleagues isn't it in contradiction with our previous assertion that shares are negotiable instruments that vests a holder in good faith all rights enshrined in the negotiable instrument free of defenses attributable to the transfer (rule of limited defenses art. 717)? Is it meant to demand that as far assignment of shares are concerned every acquirer should  inquire whether subscription is fully paid or not thereby excluding possibility of good faith acquisition on such matters? Discuss it with your furor.

Not that until shares are fully paid they shall only be registered shares (art. 338(1) 2nd sentence). Also that transfer of registered share is effected only upon entry in the register of the company (art. 341). Hence there is a good deal of opportunity for any acquirer of shares to know the status of subscription payment for which failure to know may not be availed. 

Art. 329(4) provides liability of the usufructuary for calls on shares but he may claim from the owner reimbursements. Where shares are given in pledge, it is the pledger who is liable and the share may be sold by the pledgee if the pledger fails to pay (Art. 329(3)). 

A number of measures could be taken against a shareholder who fails to meet calls on share. First his right of voting shall be suspended, then the share may be sold in auction, and finally if sale fails, forfeiture of the shares shall be ordered including acclaim for the balance- (Read Arts. 342, 329). 

Review Questions

1. Discuss the concept of shares 

2. Compare and contrast registered shares and bearer shares. 

3. differentiate the following 

a. common shares 

b. preference shares 

c. dividend /reimbursed/ shares 

4. Purchase by a company of its own shares is subjects to strict regulation why?

5. What is the justification for restriction of crossholding by companies? 

6. What are some of the rights that arise from shares? 

7. Explain the concepts of par value and premium. 

8. Every share carries voting right. Do you agree? Why or why not.

UNIT THREE

DEBENTURES AND/OR BONDS

Introduction

Company's financial need may not be met by the fund raised from shareholders by way of contribution. In such cases the company frequently looks for alternate source of finance. Two alternatives are available for that. Either the company will issue new shares as we have seen with regard to right of preferred subscription or the company may borrow money. In case the company does not want to issue new shares borrowing is the ultimate option. Money may be borrowed from individuals, banks and other ending financial institutions. A single lender may provide loan only within a limit. Thus the desired amount of money should be split into several units to enable every potential lender to participate and contribute to the needed sum of money. The management and payment to such dispersed lenders should also be administered in simplest way by organizing these lenders into a single collective body. This is done by issuing what we call debt securities rites such as bonds and debentures. 

Dear students, I hope you have heard issuance of treasury bills by government and the appeal to the public to buy these bills against entitlement for payment of interest. Similar advantage is given to share companies to issue debentures to quench their financial thirst within a regulated limit. 

In this section of the course we will explore the purpose, the limits and regulations of issue of debentures by share companies. 

At the end of this section students will be able to:

· Explain the nature of debentures 

· Explain the difference and similarities of debentures and shares. 

· Discuss the precondition for issue of debentures 

· Discuss the right and protections given to debenture holders. 

· Explain how debenture holders, as collective body, act to protect their interest and their relation with the company.  

3.1 Concept of Bonds and Debentures 

Dear colleagues, well come to this section of the course. It is better for you to have survey of Arts. 429-444 at first. Almost all of these provisions talk about debentures. However, Art. 432 mentions bonds though it appears to be as a matter of incident. 

How do you understand bonds? What about debentures? How the two differs? 

Both bonds and debentures are transferable securities that confer on their holders the right of creditors in respect of the loans made to the company. While shareholders who contribute to the capital of the company receive shares /bond holders/debentures holders will receive documents evidencing their loan to the company.  

The distinction between bonds and debentures is subtle one. Also the distinction is more of the feature of common law legal system rather than civil law legal system. In common law debenture stands for a document evidencing a promise to pay a debt which is unsecured and represents any general charge on all the assets of the company. A bond is also regarded as similar to that of debenture but secured by certain specified assets of the company such as by mortgage on company real estate. Also bonds are taken to be for relatively long term debt payment while duration of debentures is relatively shorter (usually five years).

Dear colleagues, do you believe that the Commercial Code maintained this distinction in Ethiopia? I am afraid not. (Read Art. 430). Debenture could be issued both with and without security. Both bonds and debentures are mentioned in the code. The writer prefers to use the repeatedly used term debenture in our discussion.  

A debenture is different from a share. Debenture holder is entitled to receive interest at a fixed rate and repayment of the principal (the money given as loan) and while a shareholder is entitled to the bundles of rights that arise from a share as we have discussed in the previous section.  

However, debentures and shares some common features. First both are transferable securities and debentures like shares could be either in registered form or to bear (art. 434, 325). As such taking similar forms they are transferred by entry in the register of the company (if they registered ones) or by delivery if they are to bearer (art. 434, 3.4 and 341). Also debentures like shares are indivisible (art. 434 and 328). They can be given as pledge or for creation of usufruct (art 434 and 329). What is more convertible debentures like shares carry the right to subscribe for shares when issued (art 474, 470(3)).

3.2. Issuance of Debentures 

The issue of debenture is subject to similar form and publicity requirements as that of the issue of shares to appeal to the public for fund it. If a loan is to be raised by means of prospectus or something like that (art. 434 and 318). The prospectus issued in marketing the debentures must contain relevant and adequate information about  the terms of loan: face value of each debenture, time for repayment of loan, interest on the loan, information about priority issued debentures, if any (art 434 and 318). 

3.2.1. Conditions for issuing debentures 

Among all business organizations it is only share companies that are allowed to issue debentures and raise loan by such means (Art. 429, 510(3)). In fact Art 429 tends to give the impression that debentures could be issued by partnerships but that is not the intention of the legislature. Also Art. 274(1) prohibits joint venture from issuing negotiable securities like debentures that seems to permit other partnership to do so. These arise as a matter of poor drafting.  

However, event the power of share companies to issue debentures is circumscribed by various preconditions so as to protect the investing public from fraudulent acts. The following are some of the basic preconditions. 

a) The company wishing to issue debentures must have been in existence for at least one year and have had at least one year approved balance sheet (Art. 429 (3)).

b) The share capital of the company must be fully paid up (Art/ 429(2)). This is so because the very reason for issuing debentures is insufficiency of capital. The shareholders should not do their business at the risk of the investing public without at least discharging their obligation to pay subscription. Thus, the advantages given for payment by installment (Art 338(2)) could not be availed. 

c) The issue of debentures must have been approved by ordinary general meeting of shareholders (art. 419(2) and 233(d)), and where debentures are convertible debentures it has to be by resolution of extraordinary meeting (art. 474(1). 

3.2.2. Maximum amounts of the issue

It is obvious that debenture holders are creditors. In the existences of limited liability the sole security of creditors is the contributions of shareholders to the capital, unless the company in business has come to be prosperous and accumulated more assets than the capital. Thus the law has protected debenture holders as creditors by limiting the debentures to be issued only to the amount of paid up capital. Paid up capital in this case is the whole fixed capital since as precondition full payment of subscription is required. 

However, there is exception to this limitation. Debentures issued may exceed the fixed capital where debenture holders are adequately protected by securities. The security may take:  

a. Immovable property of the company (art 430 (1)(a). Debentures exceeding paid up capital may be issued upon mortgage of company's immovable but still the debentures should not exceed 2/3 of the value of the mortgaged immovable.  

b. Registered securities belonging to the company or others. These securities may shares, debentures or others. We have also seen that negotiable securities may be in specified name (registered), to order or to bearer (art 713) which are transferred in different ways.   

So do you think that the reference in art. 730(1)(b)(i) to "registered securities" is so deliberately used to exclude securities to order and to bearer? If so what rationale? "if not what does "registered " in this provision  stands for? 

c. Securities issued by government. We have noted that often government issues securities like treasury bills. Holder of such bills may give them as security. Also securities guaranteed by state, in which case, it appears, that they need not be registered securities. 

d. Entitlement to annuities from government or public authorities may also be given as a security for issuing debentures (art. 430(1)(b) (ii)). Anyone to whom the government or any public authority owe periodical payments may give it in security. Such payment is security but should not be sorts of payments for subsistence such as pension since such earnings are not subject to attachment.

Note also that the demand that companies should not issue debentures exceeding their capital or else should be secured does not apply to real estate loan or agricultural mortgage companies (art 430(3). Thus they can fetch loan without restriction and search for security.

The favor for such companies could be justified in that as such companies invest in immovable, debenture holders can execute their claim on such immovable. Second, the field of investment is assumed socially very essential and at the same time costly that requires huge capital and the same time term decades. Thus without special favor and encouragement, tare would not be such investment.  

3.2.3. Premium Debentures and Debentures at Discount 

Debenture issued at a price greater than their par value (fact value that the company will repay in addition to the interest). In such cases, the purchases of the debenture will pay more than the par value that the company will pay at maturity as principal. Similar to share the extra payment is called a premium and the debenture (bond) is called a premium debenture. Art 432(1) for instance, if a company issued a debentures having face value par value of 2000 each and payable in 5 years at an interest rate of 10% and if the market interest rate is less than this buyers would be willing to pay more than 20000 for a debenture. They may be willing to pay 2200 per debenture to get the debentures with the attractive interest rate. The company would repay 2000 birr per debenture and 10% interest. The 200 birr is the premium.  

On the other hand a company may issue debentures bearing interest rate less than the market interest rate. In such cases there may not be debenture buyers unless they are compensated by any other mode of adjustment. Thus the company may fix the par value higher than the actual price that a debenture buyer should pay. Example, a debenture may have par values of 1000 while the actual selling price may be 8000 birr, and interest may be  5% which is supposed to be below the market interest rate. The company will pay at maturity 1000 plus interest. The debentures may be sold for 800 birr which is less than their par value. Such debentures are called debentures at discount. Under Ethiopian law debentures at discount are prohibited unless a special law authorizes that (art. 432(2). 

Dear students art 326 prohibits issue of shares below their par value. The rational is obvious i.e. to protect creditors from fictitious capital since capital is the sum of the par value of shares. But what harm and on whom would it cause if a company promises to pay more than it has received?  

3.2.4. Convertible Debentures 

Like that of shares, there is no limitation on creating different class of debentures. Convertible debenture is one such instance. Convertible debenture is a debenture that allows its buyer to convert his debenture into share if he wants to be come a shareholder and to share if he wants to become shareholder and avail rights thereof instead of repayment of face value and interest. This is recognized by art. 474. 

This debenture offers a special advantages or exercising the discretion to claim the loan with inters or become shareholder. As such its implication on shareholders is more than other debentures. 

Therefore its approval is subject to an extra ordinary general meeting (art. 474(1)). A convertible debenture would result in increment of the capital of the company up on conversion that would necessitate amendment of the memorandum of association. It also derives shareholders preferred right of subscription (art. 470(3). The discretion to apply for conversation may be limited within a period of time, and the manner of conversion should also be stipulated in advance (art. 474(3)).

3.2.5. Protection of Debenture Holders as a Class 

Debenture holders have the right to repayment of the par value and interest at maturity. They may not be compelled to immediate repayment in case the market interest rate goes down. They are also, as holders of transferable security, entitled to transfer same. To ensure that their interests are well-protected debenture holders of same serious (a given issue art. 435(1)) are given a special collective status and are treated given a special collective status and are treated in law as a single group or class. Members of this class re subject to the principle of majority voting in activities concerning their interest, as such it does not seem to be correct to say that debentures re contractual individual debtor-creditor relationships. 

Note that a company may issue debentures at different times each class of debenture holders shall be represented by one or more agents (art. 442). Unless otherwise resolved by meeting of debenture holders, the agents have full power to do all acts in the name of the class which are necessary for the protection of the debenture holders� interest (art. 443(1)). In particular the agents represent the debenture holders in all legal proceedings, take part in shareholders general meetings, they shall prove claim of the class during bankruptcy of the debtor company, etc (art. 443 (a) and (3), 444).

Beyond participation by representation the class of debenture holders may hold their own general meeting at any time (at. 435(2). The meeting may be called by the debtor company or agents (art. 436(1)), or shareholders constituting 5% of unredeemed /unpaid/ debentures (436(a)). The meeting and their resolution is protected from possible interference by persons having diverging interests (read art. 436 (4), (5), (6).

The meeting and its resolutions are generally subject to the rule of majority and resolutions adopted by meeting of debenture holders bill and whether absent, dissenting or in capable if the gunroom and majority is in accordance with the law (art. 437(1), 439, 440).  However, the meeting may not increase liability of any debenture holder by imposing additional payments, or agreeing to the conversion of debentures in shares, resolution for different treatment of debenture holders. These decisions require unanimous consent (art. 438(41)).

The company may not carry out acts that may affect debenture holders without their approval or otherwise compensating (Read Art. 431, 438). Moreover, all expenses for debenture holders meeting and remuneration of their agents is to be covered by the company (art. 436 (6), 442(2)).

In summary, debentures are transferable securities issued by a company in return for loan extended to it. It is an essential and exclusive privilege for share companies. At the same time the law has protected such creditors by demanding that such securities may not exceed paid up capital or else should be protected by securities. 

Even more, debenture holders of same series (one issue) are given a class status so that they could follow up activities of the debtor company as a group. They may be represented by the electing their agents whose total expense is to be covered by the debtor company. The debenture holders are also allowed to hold a general meeting at any time to consult on matters that might affect their interest. And again the expenses of all these meetings are covered by the debtor company. All these step measure are to protect their interest in the best possible manner which could not have been the case as dispersed creditors. 

Debentures may be premium debentures that are issued at a price higher than their par value or they may be issued at a price lower than their par value in which case they are called debentures or discount. Debentures at discount may only be issued when a law specifically authorizes otherwise they are prohibited. 

Debentures may be ordinary debentures that vest their holder a status of creditor of a company. On the other hand the law has authorized a bit different kind of debenture known as convertible debenture. Convertible debentures entitle the holder the option whether to continue as a creditor or to convert the debenture into share so that he becomes a shareholder.  

In general debentures are important for a company because they provide of good alternative to secure finance when needed and loan from a single lender or approaching several lenders individually may not be feasible. For debenture holders as well they provide opportunity to invest their capital with attractive return.  

Review Questions 

1. Explain the concept of debentures 

2. Way do companies prefer to raise funds by way of debentures rather than approaching potential lenders such as banks? 

3. What are the special features of convertible debenture that makes it different from the other common debentures? 

4. Explain the preconditions for issuance of debentures and why the law demands such preconditions? 

5. What is the importance of treating debenture holders of a given issue as a group creditors rather than individual creditors of the company?

6. Suppose that a student made the following remarks. "It is not possible to say that debentures create individual contractual relationship between each debenture holder and the debtor company." Comment 

7. Explain premium debentures and debentures at discount. 

8. At a recent meeting of the debenture holders of Y Company, 700 of 900 debentures issued by the company were represented. All members present voted in favor of a resolution converting the debentures into shares. Ato A, who was not resent at the meeting, now objects. Is he bound by the resolution? (Taken from McCarthy; p. 117) 

UNIT FOUR

INCREASE AND DECREASE OF CAPITAL

We have already discussed that the capital of Share Company is fixed in advance(art.304).  We have also seen that the fixed capital may be less than sufficient to finance the affairs of the company. Resort to loan may be one option and in that regard we have well discussed the issue of debentures to finance a share company. Alternatively, a company may prefer to increase the capital and finance its affairs by contribution. Financing by increasing capital is called equity financing. Increase of capital could be done in several ways that we are going to deal with. 

 On the other hand, a company may be motivated to decrease the already fixed capital. This may stem from the fact that the capital is more than necessary or the company might have faced losses that rendered its capital less than the originally fixed or there might be other instances such as where a subscriber may fail to pay the full subscription in which case he will forfeit his right and capital would be reduced. Or may be contributions in kind might have been over estimated in which later valuation may result in reduction of shares and thereby the capital.

In this part of the course we will see how and why capitalization and reduction in capital would be effected. 

At the end of this unit students are expected to:-

· Explain   why companies capitalize or decapitalize the fixed capital 

· Explain  how capitalization (in crease in capital) and reduction in capital could be effected. 

· Discuss the legally stipulated preconditions for doing either. 

· Evaluate the adequacy of the law in protecting the interest of third parties in the process of capitalization and reduction in capital.

4.1 Increase of Capital 

The increases of capital may be accomplished in two different ways, namely; increasing the par value of existing shares or by issue of new shares.

Art 464- Increase of capital. Procedure 

1 The capital may be increased by the issue of new shares or by an increase in the par value to existing shares. 

1. News shares issued may either be paid up: 

a) in cash 

b) by paying of current debts with shares; or 

c) by capitalization of reserves or other funds at the disposal of the company; or 

d) By conversion of debentures into shares. 

2. An increase of capital by increasing the par value of shares may only be effected under art. 425(2) where such increase is not paid up by capitalization of reserves or other funds.

4.1.1 Increase of capital by increasing par value of existing shares 

Increase of capital by increasing par value of existing shares shall be effected by requesting existing shareholders to contribute more so that their existing shares will be raised to a higher par value without affecting the proportion of control of capital already existing. This may not be simple to achieve. The law has guaranteed every shareholder not be compelled to increase his/her contribution /investment/ without his consent. It needs extraordinary general meeting and resolution should be by unanimous vote which is very difficult to secure (Art. 425(2)). Thus the usual way of increasing capital is probably by issuing new shares.  

4.1.2 Increase of capital by issuing new shares 

This could be effected in three ways: by appealing for new contributions; by converting existing debts into shares or self financing by the company itself. 

There are some preconditions to be complied with before accompany ventures up on increase of capital. 

i. Preexisting shares should be fully paid. A company's capital cannot be increased by issuing new shares unless its existing share capital has been fully paid (art. 467). This limitation applies in case of increase by issuing new shares to be paid in cash and issue of convertible debentures. But it is possible to increase capital by contribution in kind or by converting other debts into shares before shares are fully paid. Why does the law make such a distinction? 

ii. Resolution to increase. The power to increase the capital is vested in an extraordinary general meeting. Capital is already fixed in the memorandum and change in capital results in change of memorandum of association. Amendment of memorandum is always by extraordinary meeting (art. 423).

When an extraordinary general meeting has resolved on the increase of capital, it may delegate to the board of directors the necessary power to give effect to the increases by issuing shares immediately or in installments over a period not exceeding five years (art. 465 and 466). 

iii. Issue price of shares. New shares may not be issued at a price lower than their nominal value but they may be issued at premium (art. 468 com 326). In fact it is a common practice that when new shares are offered to the public are often issued at premium. This is so to compensate preexisting shareholders in that the real value of the existing shares is often greater than the par value. The new comers will have equal rights for all assets up on dissolution. So they have to pay price by way of premium. 

iv. Procedure for Increase 

If the increase of capital is by way of offer to the public for subscription, similar procedure as that of formation of companies by public subscription shall be followed. Therefore, the company should prepare a prospectus informing the investing public as to the particulars of the company so as to enable the public to take informed decision. (Read art. 469 as to the content of prospectus and compared with art. 318). 

Similarly the board of directors must assure and declare that the new shares have been fully subscribed and pain up to the required extent (art. 479). They have to ensure that the necessary modification of the company's memorandum of association in respect of the increase of capital is effected by registering an amending entry in the commercial registry (Art. 479(d)). Note that offer to the public for subscription of new shares is subject to the shareholders' preferred right of subscription (Art. 470). Revise our discussion on exercise of right of preference for subscription.

v. Nature of contributions

The contributions to be made by existing share holed by the public take the same form as that of contribution at formation. Where contribution is in cash, the subscriber should pay the fixed amount as fixed in the publication for invitation  (Art. 477(1), and 478). Where contributions are in kind, they have to be fully paid and the rigorous valuation process in arts. 315, 326, 322 shall be complied with (art. 480). Contribution of skill is not allowed. 

4.1.3 Increase of capital by incorporation of reserves (self-financing by the company)

How do you understand reserves? 

Reserves imply funds deposited other than the fixed capital. The source of reserve funds are either net profits (art. 453(1)) or premiums collected beyond the par value of shares (art. 455). Reserves may take different forms according to the source that created them: 

1. Legal reserve:-in which the law has imposed duty to deposit of 5% of the net profits each year prior to distribution in the form of dividend. The deposit of 5% shall continue till the legal reserve amounts to 20% of the capital. (Art. 454). This is an additional security for creditors beyond the fixed capital. 

2. Supplementary reserve:- in which the articles of association demanded for deposit of such additional reserves and to be effect by an ordinary general meeting (art. 453 ()2(b)).

3. Optional reserve:-in which the article of association may provide for such deposit. It is optional and not mandatory. (art. 453(2)(c)).

4. Free reserves:-in which neither the law nor articles of association demand its deposit but ordinary general meeting may pass a resolution to that effect. (art. 453(2)(d)).

Thus Art.482 authorizes the conversion of any of these reserves including the legal reserve thereby resulting in increase of capital. This conversion as well is subject to prior resolution of an extraordinary general meeting. The conversion may apply to whole or part of these reserves but where the legal reserve is so transferred the shareholders will not have the right to distribution of profits until the legal reserve is restored. It is not only 5% of annual profit that shall be transferred into the legal reserve but any net profit as a whole (art. 482). The requirement in art. 467 that pre-existing shares should be fully paid before capital increment does not apply in case of capitalization of reserves. 

The incorporation of reserves into the capital entails either an increase in the par value of existing shares or by issue of new shares to be credited as fully paid. Finally the adjustment of capital should be made in the memorandum of association. 

4.1.4. Increase of capital by conversion of liabilities 

Capital may be increased by the issue of shares credited as fully paid by the cancellation of liabilities of the company at least equal to the par value of shares. This may be done in two ways:- 

i) The conversion of current debts in shares. The payment of the issue price is made by a set off the issue price against debts due from the company. The debs must be set out in a statement prepared by the board of directors and this statement must be certified correct by auditors (art. 464(2)(b) and 481). 

ii) The common way of converting liabilities into shares arises in case of issue of convertible debentures. It is the option of the debenture holder whether to convert it is to shares or remain a creditor (art. 474). Other ordinary debentures may also be converted in share by agreement. 

4.2. Reduction of Capital 

Increase of the capital entails no harm but reduction of capital does. Thus reduction has to be closely scrutinized to protect creditors. The reduction of capital may be made in order to write off losses/ in order to adjust the capital to its actual value after reduction due to losses/ or in order to repay part of the capital when it is considered to be in excess of the company's needs.  

If the capital of a company is reduced below the legal minimum (Art. 306(1) 50,000 birr) because of losses, the capital must be increased to the legal minimum level within one year after reduction (art. 490(1). If this is not done within a year the company should be converted into another business organization (say private limited company) that demands lesser minimum capital (art 490(3)). In case neither of these options is employed, any interested party may cause dissolution of the company by application to court (Art. 490(3)). Art.487 guides the way reduction of capital should be effected. 

Art. 487- Manner of reduction 

1) A reduction of capital shall be effected: 

a. By reducing the par value of shares; or 

b. By exchanging old shares for a lesser number of new shares. 

2) Where a general meeting resolves that a reduction of capital shall be effected as provided in (b), the share holders holding an insufficient number which can be exchanged or dispose of their shares to another be exchanged or dispose of their shares to another share holder.  

The reduction of capital may be carried out either by reducing the par value of shares while same number of shares retained or exchanging the older shares by new shares lesser in number but equal in par value. At any rate the reduction should treat all shareholders on equal basis i.e. reduction of capital must be proportionate to existing shares. But this may be a little bit departed by requiring shareholders having number of shares not exactly divisible by the reducing factor to dispose of shares for such adjustment. (art. 487)

 Art. 487- Manner of reduction 

3) A reduction of capital shall be effected: 

a. By reducing the par value of shares; or 

b. By exchanging old shares for a lesser number of new shares. 

4) Where a general meeting resolves that a reduction of capital shall be effected as provided in (b), the share holders holding an insufficient number which can be exchanged or dispose of their shares to another be exchanged or dispose of their shares to another share holder.  

4.2.1 Conditions for Reducing Capital 

A proposal for reducing capital must be submitted by the board of directors to the company's auditors at least fifteen days before calling the meeting to approve such reduction (Art. 484). The auditors must prepare a report stating their views on the reason for the reduction. The reduction of capital is then resolved by extraordinary general meeting (art. 484). A minute of the resolution for reduction of capital should be prepared and particulars of the reduction must be published in a news paper (art. 494). The necessary amendments to the memorandum of association should be effected and as well published (art. 494(2)). 

4.2.2 Protection of creditors and debenture holders  

If the reduction of capital is not necessitated by a reduction exceeding 10% by applying to the court within three months from publication of the reduction and reduction with in this period is prohibited (art. 493(1)(3)). But a creditor may do so only if his claim arises before publication. The court may reject the objection or order payment or security to the claimant (art. 493(2)). 

On the other hand if reduction is occasioned by loss, creditors and debenture holders may not object to the reduction but still they have some steps to require to be done. They can restrain distribution of profits until the capital and the legal reserve are restored to their original position (art. 431 and 489). 

Summary 

Company finance may assume the form of equity financing in which new shares are issued to increase capital there by raising fund or simply par value of shares may be increased by more contributions from existing shareholders. Company finance may assume debt financing in which a company issues debentures to raise funds as discussed in preceding unit. 

A company may also be tempted to reduce its capital either when loss necessitates the reduction or when the company's capital is found to be in excess of what is necessary for its finance. 

An increase in capital may be achieved: 

· By appealing for new contributions:- in which shares may be offered to the public for subscription provided that the preferential right of subscription for share holders preserved. This modality of investment of capital is subject to similar requirements /procedures/ of prospectus and publication, modality of contributions and their approval, etc. 

· Alternatively capital may be increased by capitalization of reserves whatever form the reserve takes including legal reserve.  

· Capital may be increased by converting debts due and debentures in shares by way of set-off. 

An increase in capital is an issue of vital concern that it may be carried out only after extraordinary general meeting resolution. It entails amendment of resolution and it entails amendment of the memorandum of association. The law also attempts to protect creditors by requiring full payment of existing shares before venturing into increase of capital. 

Reduction of capital may also be taken as one aspect of company finance. Reduction of capital poses special concern to the interest of creditors. Thus where reduction is not motivated by loss but the fact that capital is in excess, creditors have the right to object reduction so that either they will be paid or given security. Where reduction is occasioned by loss, they can not object but follow up that profits should not be paid before the originally fixed capital and legal reserve existing at time of loss is restored. 

Also both increment and reduction of capital should be carried out in a way that maintains preexisting balance of shareholding. 

Review Questions 


a. Differentiate between equity financing and debt financing?

b. How would you classify and describe reserves if you are asked to do so?

c. From the perspective of considerations paid to issue of new shares, increment of capital by issue of new shares may be categorized into three. Enumerate and elaborate them?

d. Can you summarize the substantive and procedural preconditions for issue of new shares for new contributions? 

e. Would you be kind enough to lament on the issue that why the law disregarded the requirement for full payment of preexisting shares in case of capitalization of reserves? 

f. What procedural difference do you observe between increase of capital by increasing par value of existing shares by contribution from individual shareholders on the one hand versus increasing par value of existing shares by capitalization of reserves?  

g.  The x share company has 1,000 shares having par value of 100 birr each, and a legal reserve of 20,000 birr. The company wishes to increase the capital to 500,000 by issuing new shares at par value of 100 birr, each. What procedures must the company follow? 

UNIT FIVE

MANAGEMENT OF SHARE COMPANIES

Introduction

Share companies being artificial persons can accomplish their mission only by physicals persons acting on their behalf. Unlike partnerships the management and control of share companies is subject to formalized and hierarchically arranged organs of management. Although the management of companies may differ from country to country, it is a common denominator for all that management is strictly regulated. It is not left to be designed by shareholders.  

The Ethiopian law has provided three organs of management: shareholders, directors and auditors. Additionally, general manager who, while not an organ per se, plays crucial role in the management of the company. The hierarchical arrangement of these organs of management may be sketched as. 

Shareholders meeting








Auditors 






Board of directors 





General Manager 

The ultimate power of managements and control of share companies resides with shareholders acting collectively at meetings. Shareholders meeting as an organ of management plays significant role by passing resolutions on top issues of managements. All the rest are accountable to shareholders meeting as shown in the skeleton of management.

There are different category of meetings that we will see later but you have to be informed that the shareholders as a whole must meet at least annually to evaluate the performance of directors, managers, auditors and overall state of affairs of the company. And whenever urgent and crucial matters that are beyond the scope of powers of board of directors arise they shall hold an extraordinary meeting without awaiting the annual meeting.  

Shareholders are usually too many and widely dispersed to be able to oversee the complete management of the company. In reality they do have only passive involvement by approving and disapproving acts of directors and others, by appointing and removing directors and auditors. 

Therefore, the board of directors is devised as a mechanism to closely manage and oversee the affairs of the company. It is an organ composed of elected shareholders that act on behalf of all shareholders. It is the single most important organ of management that determines the fate of the company when seen practically though nominally the ultimate power resides with shareholders. 

Again the board of directors is composed of several members (e.g. in Ethiopia 3-12 member). It acts in group and the group as a whole may not feasibly accomplish all acts of management including the day to day affairs of the company. Directors are not employees of the company and are usually busy of their own personal affairs and unable to spend every day concerning themselves with minor management affairs of the company. Thus lesser management issues have to be assigned to persons who have the time and expertise. Therefore, the office of general manager is devised. It is accountable to and under the immediate supervision of board of directors. 

The other organ of management constitutes' auditors. Auditors in fact do not have much involvement in decision making. But they disclose irregularities in financial management to the shareholders. They do protect shareholders by investigating accounts, inventors, and balance sheets of the company and verify their accuracy by reporting to shareholders meeting. 

Dear colleagues, in this unit we will explore how these organs of management run the company, how the division of power among the different organs is handled in Ethiopia. The roles and responsibilities of these organs of management will be explored. The law has provided this complex structure of management because in share companies ownership and management are divorced. Shareholders are too many and dispersed thus unable to control the company. In our discussion, you have to evaluate the law in its attempt to protect the interest of the dispersed shareholders. 

At the end of this unit students are expected to explain:- 

· The general framework of management of share company 

· The different organs of management, and the role played by each. 

· The powers, duties and liabilities of board of directors. 

· The demarcation of power between the different organs 

· The different types of shareholders meeting and their functions.

5.1. Board of Directors 

Dear colleagues, let us begin with board of directors as organ of management. Though in theory the ultimate power remains with shareholders, directors have the actual control due to the inherent powers given to them and the informal power that arises from their influence over shareholders. Thus their role is held to be "far greater than a simple reading of the provisions of the Commercial Code would suggest" (McCarthy  p. 93).

5.1.1 Appointment and Removal of Directors 

According to Ethiopian law, a share company must be managed by a board of directors composed of three to twelve members (art. 347(2)). And some qualification /eligibility requirements are provided by law. In the first place directors must be shareholders. Being a shareholder say having a single share, may not be sufficient. A director must also hold a minimum numbers of shares to be specified in the memorandum of association (art. 349). These shares are referred to as qualification shares. They are meant to serve as a pledge guaranteeing claims that may arise against the director for possible future mismanagement by the director. With a view to accomplish this purpose, qualification shares can only be in registered form, not in bearer form (Art. 349).

The director is not allowed to transfer such registered shares in so far as he remains director. The company's claim over such shares is superior to any claim by any private creditor of the director. A person who was auditor to the company or its subsidiary or parent company within the past three years may not qualify to be elected as director (Art. 370(2). A director may be individual or legal person in so far as it fulfills the above requirements but a legal person (bodies corporate) may not be elected chairman of the board of directors (Art. 347(4)). 

Apart from these there are no detailed qualification requirements. In some countries there are limitations such as that a person may not be a director of more than a fixed number of companies, members of certain professions such as advocates, accountants, etc, and at times nationality requirements may be imposed. 

Basically, appointment of directors is power of shareholders meeting but the board of directors itself sometimes appoints directors temporarily. The first directors may be appointed under the memorandum of association that shall be submitted to approval of subscribers' meeting (art. 321(4)). If the memorandum does not appoint or if the appointment is rejected by subscribers meeting, new directors may be elected by subscribers meeting (art. 351(1)). Subsequent directors shall be appointed by a general meeting (Art. 350(2)). Which general meeting dear colleagues? Ordinary or extraordinary? 

In the subsequent sections you will face frequent reference to general meeting. In identifying which general meeting try to identify whether the issue's one to be decided by ordinary general meeting (Art. 419) or by extraordinary general meeting (Art. 423). If this is difficult at the moment, you have to revise and identify the type of reference after reading our discussion on shareholders meeting. 

The board of directors may also fill a vacancy of directorship if death or resignation of director occurs. This appointment is only temporary and shall be subject to approval of shareholders' meeting to be held at the end of the year. The directors may appoint another director only if at least half of them exist. If the remaining directors are below half, they have to call a general meeting without waiting the coming annual meeting. In the absence of any of directors the duty to call the general meeting is imposed on auditors (Art. 351(4)). Although appointment by directors may or may not be confirmed at the general meeting, all acts done by the appointed director are retroactively binding on shareholders (art. 351(2)). 

The term of the office of directors is to be fixed by the memorandum of association but in any case it may never exceed three years subject to re-election possibility (Art. 350(3) and (4)). Directors may be removed at any time by ordinary general meeting. However, a director removed without good cause is entitled to claim compensation (Art. 354). 

5.1.2. The Structure of Board of Directors 

In some countries like France and Germany a double-tier board of directors: one composed of supervisory board and another executive board is envisaged as an alternative to the single tier board. The attempt is to have separate executive body and another supervisory organ so that the same organ will not be an executive and evaluative of its execution.

In Ethiopia, there is only a single board composed of three up to twelve members. The board shall have its own chairman to be elected among the directors by general meeting or by directors themselves. The board may also appoint a secretary (Art. 348(1) and (5)). The function of a two-tier board to avoid mixing of management and supervision seems to have been achieved by having a general manger that is prohibited from being a director (Art. 348(4)). But to what extent execution and supervision could be held distinctly allocated between board of directors and general manger is a puzzling one that we will deal later on powers of the two. 
However, Art. 363(2) tends to contradict the purpose envisaged in art. 348(4) that prohibits general manager from being director. Art. 363(2) seems to permit that a director may also be a manager if the articles of association provides so. How would you reconcile the two? 

The directors act collectively. Decisions may not be taken individually but only by absolute majority (art. 358(1). Dear student you know that simple majority is fifty plus one. What is absolute majority in this provision 66%, 75% or what? 

5.1.3. Duties and Powers of Board of Directors 

Duty implies the minimum tasks a person under obligation should not fail to perform and may not do so with impunity. Power on the other hand implies the bulk of activities a person authorized to act on behalf of another (principal) may perform without exceeding the scope of legitimate authority conferred and there by bind the principal.

The directors are under the general duty to manage the company with due care and diligence expected from an agent (art. 364). Specific duties are also provided in art. 362 of the code. 

Art 362- duties of directors 

In addition to their duties under art. 364, directors shall be responsible for:  

(a) Keeping regular records of the management and of meetings;  

(b) Keeping accounts and books;

(c) Submitting the accounts to the auditors and an annual report of the company's operations including financial statement to the meetings;

(d) Convening meetings as provided in the articles of association;

(e) Convening a general meeting with out delay where three quarters of the capital are lost;

(f) Setting up the reserve funds required by law or the articles of association;

(g) Applying to the court where the company stops payments with a view either to a composition with creditors or the winding-up of the company. 

These are not the exhaustive list of duties that might entail liability but only of indicative nature.  As far as powers of directors are concerned there is no proper induction of their scope within which the board may act and bind the company. Arts. 363 merely states the source of authority of directors which includes: 

a) law 

b) memorandum or articles of association 

c) resolution of general meetings 

The law simply tells us that they are expected to manage the company by referring to the words 'manage' or 'management' here and there (art. 347(1), 363, 364). In particular the code anticipates that specific powers of board of directors would be provided in the articles of association or by resolutions of the shareholders' meetings. In case where this is not done or done improperly, problems of interaction would inevitably arise. 

So in the absence of specification, which law is to be availed? Which law is referred in Art. 363(1)? Note also the fact that under Ethiopian law management of share companies is allocated to shareholders meeting, board of directors, general manager, and somehow to auditors. 

In addressing this problem we have to be cognizant that board of directors may not encroach on powers inherent to shareholders as it is subordinate to that body. The matters which are inherent in shareholders meeting are generally those to be decided in ordinary general meetings (art. 419) and matters that demand amendment of the memorandum of association (Art. 423). This is not in fact clear demarcation of the maximum power but only a general reference. 

Secondly, we have to also take into account what matters may be vested to the general manager. In some countries, in the absence of stipulation in the articles of association, the power of directors is taken to be parallel to powers of managers in partnerships. But in our case such powers are vested to the general manager who may not be a director (art. 348 cum 35). The general manager is empowered to exercise all acts of management in connection with the exercise of the trade (art. 35(1)). Can board exercise powers excluded from the general manger is art 35(2) such as sell or pledge of immovable, hire or pledge of the business?  Unlikely. 

In view of this circumstance, where to locate the upper and lower boundary of the powers of directors, can we say that the board of directors is merely a supervisory organ? 

Being is such dilemma; we can mention at least some powers that would legitimately fall under competence of board of directors based on literature and the scant provisions in the code. 

1. The primary function of board of directors is held to be to secure competent executives to operate the company. This is evidently supported in art. 348(3) that authorizes the board to appoint the general manager and logically to remove the general manager. 

2. Directors consider and approve the basic policies under which a company operates such as what products should be made; those facilities to be used; how products should be sold; price policies; watch out relations with shareholders, consumers, labor and the general public.

This can be inferred from Art. 364 which states "directors who are jointly and severally liable shall have a general duty to act with due care in relation to the general management "(emphasis added). 

3. Directors supervise, control, and act on important financial matters such as approving capital and operating budget, set up the salaries of senior executives, approve bonus and pension plans and other policies relating to payment to executives. 

4. Directors cheek executives and the result they achieved such as sales volume, profits, competitive position of the company, dishonesty and extravagancy character, and they have to be active in cases of near failure. These functions would be somehow achieved by annual report of directors.  

These only depict the general picture of powers' of board of directors. In the absence of clear stipulation over lap and conflicts particularly with power of general manager would arise. 

5.1.4 Remuneration of Directors 

The directors may be paid a fixed annual sum determined by general meeting (art. 353(1)). The division among them is left to the directors them selves (art. 353(3)). Alternatively, the remuneration may be fixed in terms of percentage of the net profits which shall be calculated after the necessary reserves and other deductions are made (art. 353(4)). The remuneration may not exceed 10% of net profit and if no dividend to shareholders, no remuneration to directors. Any remuneration so fixed may still be challenged by shareholders representing 10% of the capital (art. 353(7). 

5.1.5 Dealings between a Company and its Directors 

With a view to control abuse of position by a director the law has totally prohibited some transactions between a company and its directors while some transactions may be effected but only after approval. 

Loan by a company to its director is prohibited. Nor can a company provide guarantee or security for loan extended to a director by third persons are prohibited.  A contract in respect of such transactions is not valid if the company is other than one carrying out bank business. (Art. 357). This prohibition does not, however, apply where the company is one that carries on banking business (Art. 357(2)). Does the above prohibition apply to companies that are directors (company as director)? 

With respect to other transaction the law has provided authorization procedure.

Art. 356- Dealings between a company and its directors. 

1) Any dealings made directly or indirectly between a company and a director shall receive the prior approval of the board of directions and notice shall be given to the auditors. 

2) Approval and notice under sub-art. (1) shall be required in respect of any dealing made between accompany and another concern where one of the directors of the company is owner, partner, agent, directors or manager of such concern. 

3) The auditors shall submit a special report to the general meeting relating to dealings approved by the board of directors. The meeting may take any action it thinks fit. 

4) Dealings approved by the meeting may only be set aside on the ground of  fraud

5) Dealings not approved shall remain in force but the director concerned shall be liable for damages arising from fraud and if he fails to meet his liability the board of directors shall be liable. 

6) The provision of this article shall not apply to normal agreements between the company and its clients. 

5.2 Auditors 

Though auditors do not have direct involvement in management, they do play crucial role for transparency of managements of the company. The accounts and reports of directors of a share company must be audited by one or more auditors' who may be assisted by one or more assistant auditors, (art. 370(1)). The appointment, remuneration, removal of auditors shall be effected by the general meeting (art. 377(1)). 

The most important attribute expected from auditors is independence. The law has provided certain qualification requirements on persons to be elected as auditors with a view to strengthen their independence. Thus no person may be appointed as audit or if he has any of the prescribed director indirect interest in the company or its subsidiary or holding company (art. 370). 

The following persons are therefore disqualified to be an auditor of a company. 

1. Founders 
2. one who contributes in kind 

3. persons having special benefits 

4. directors 



     1. Spouses  

 
     2. Relatives by affinity or consanguinity 


     3. Persons receiving salary or periodical income 

Although the law provides disqualifying grounds, it tends to be smooth on effects of violation of these stipulated grounds. Art. 370(3) provides that reports of auditors may not be invalidated for reason of non-compliance with qualification requirements unless there exists fraud. 

The first auditors re appointed at the subscribers' meeting and hold offices for a year (art. 369(1) and (2)) while subsequent auditors are elected at general meeting and may stay in office for a maximum period of three years (art. 369(2)). The remuneration of auditors shall be fixed by the general meeting on their appointment. Where some share holders feel that the remuneration is exaggerated, they are entitled to request the Ministry of trade and industry of adjustment (Art. 372 (2) and 353(7)). Auditors may be removed at any time by general meeting but at cost of compensation in case dismissal is wrong full (art. 371). 

5.2.1 Function of Auditors 

Auditors participate closely in the life of the company. They must closely investigate and inspect affairs of the company. They shall be present at any meetings of shareholders (art. 378(2)). The following are the most important functions of auditors. 

i) Certification of company's annual accounts and other financial affairs. 

At the end of each financial year the auditors must certify the regularity and sincerity of the company's inventory of assets, its general account, its profit and loss account and balance sheet, report of directors (art. 373). But their task is not confined to this annual certification. They must also exercise a constant, and where necessary on the spot, over sight of the company's affairs (art. 374, 378). 

Investigation may also be carried out in connection with the affairs of subsidiary or holding company (art. 379 com 451). 

ii. Communication of opinions and findings: 

  The auditors' power in this regard may be exercised in several ways. 

i. The auditors must inform the board of directors of any irregularities or in accuracies they have discovered in the company's accounts and records as well as the correction they think proper (art. 376(1). Where they think irregularities are grave they shall communicate it to the general meeting, and if it discloses commission of crime, they shall inform to the public prosecutor (art. 376(2)).

ii. The auditors must inform any observation or comment or even refuse to approve accounts, reports of directors, proposed distribution of profit (art. 375(2) and (3)). Auditors must specifically report at an issuance of convertible debentures (art. 474(4))., on increment of capital (art. 481(2)), etc.  

iii. Calling General Meeting 

Auditors are duty bound to call a general meeting of shareholders Where the board of directors fail to call a general meeting required by law or memorandum of association or at any time when shareholders representing 20% or more of the capital request (art 377 (1) and (2), or under art. 351 (4) where no director exists to call a meeting. 

In general, auditors have wide power to exercise by which they can contribute much to the success of the company and protection of shareholders' interest. They are accountable to shareholders meeting. 

5.3. Shareholders� Meeting 

The shareholders general meeting is the supreme organ of the company. The exercise of the powers begins with the subscribers meeting called to approve activities done prior to formation (art. 320). Then the shareholders exercise of their power will continue through out the life time of the company. There are different types of  shareholders meetings 

1. General meetings (art. 390 (1)(2).

a. Ordinary general meeting 

b. Extraordinary general meeting 

2. Special meetings. (art. 390(3))

The first two meetings are called general meeting because all shareholders are entitled to participate in such meetings. Special meetings refer to meeting of shareholders of a specific class. Recall that there might be several classes of shares. Thus matters that specifically affect specific class of shareholders needs special meeting of that shareholders. 

Dear student what is the need for such different category of meetings? How do they really differ? 

The bases of distinction for the class of meetings are basically:

i .The issued on which the meeting deals 

ii. The quorum needed to hold the meeting 

iii. The majority needed pass a binding resolution. 

5.3.1 Ordinary General Meeting 

To begin with ordinary general meeting allows participation of every shareholder. For that matter no shareholder may be prohibited from participating in the meeting. Even the memorandum of association may not provide for such exclusion (art. 420). Members are allowed to present at meeting personally or by proxy but the articles of association may provide that a proxy may only be a shareholder, not any third party (Art. 420 (2)). 

You have to bear in mind that although every shareholder has an inherent right of membership to participate in ordinary general meeting, it may not necessary mean that he/she has the right to vote. We have seen that some shares such as dividend shares or preference shares may be issued without voting right. So you have to differentiate the right to participate and the right to vote. Indeed what makes ordinary general meeting general is that it permits participation of all shareholders regardless of the fact that they do not have the right to vote. 

i. Quorum- the quorum requirement for ordinary general meeting is provided in art. 421. The quorum is arranged in such a way that for the first call in meeting it suffices that shareholders representing 1/4 of the voting shares are present. In case this quorum is not fulfilled in the first call, a second meeting shall be called and no quorum is required i.e. the meeting shall be held without regard to the shareholders present. The decision of those that present shall be binding up on all whether absent, dissenting, incapable or having no rights to vote (Art. 388)

ii. The majority required- the majority required for passing binding resolution is simple majority /fifty plus one/ art. 421(3)). Note that in company, unlike in partnerships, quorum and majority is calculated based on the proportion of the shareholders contribution to the capital rather than number of shareholder. (Art. 407). Thus all decisions of ordinary general meetings may be decision of a single person if he has fifty plus one share in the company. This would be a reality where big companies participate in another company. So how would you avoid possible anomalies by a person controlling a majority share? Consider art. 408. Though in principle every share carries one vote, voting right of some shares may be limited. Recall the three possible (limitations we have already discussed. 

iii. Agenda- ordinary general meeting must be held annually within four months from the end of each financial year or at most within six months if provided so in the articles of association (art. 418). The following are the principal issues to be dealt with annually /every year/. 

1. Evaluation of financial statement: At the end of each financial year the board of directors must prepare annual accounts and reports (art. 362(c)). The annual accounts which the bard of directors must prepare include: inventory of the assets of the company at the end of the financial year; balance sheet and this report must be verified by auditors before submission to the annual general meeting. The annual general meeting discusses the company's situation and prospects on the basis of these documents and reports and it shall approve, amend and approve or refuse to approve. (Art 419 (1)). If the annual accounts are approved and profits are available for distribution, the meeting shall decide how the distribution shall be effected based on proposal of directors (419(1)). As to how and when profits should be distributed, read Arts. 452-159). 

2. The second agenda that would be dealt with in general meeting is appointment and removal of directors and auditors, fixing their remuneration (art. 419(2)).

3. Approve the issuance of debentures (non convertible) (art. 419(2) cum 474). Ordinary general meeting can also decide an issue of non-convertible debentures. 

4. All matters other than those reserved to extraordinary general meeting. We will see matters reserved for extraordinary meeting. But in general all maters as a general rule are subject to ordinary general meeting which is relatively simple in terms of requirements of quorum and majority as compared to those of extraordinary general meeting.

Thus matters to be decided by ordinary general meetings tend to be numerous. For that matter they may not all be addressed at the single ordinary annual general meeting or even more they may be of urgent nature to await the upcoming annual session. So what? 

Art. 418(3) provides the solution in that ordinary general meeting may be held at any time in addition to the annual meeting. This meeting is subject to the same quorum and majority requirements to that of ordinary annual meetings (art. 421 applies). It differs only time wise. Thus it is sometimes known as ordinary general meetings convened extraordinarily.

5.3.2 Extraordinary General Meeting 

Like that of ordinary general meeting, extraordinary general meeting is also general because it involves all shareholders (Art. 424). However, it is meant to resolve on stricter rules as to quorum and majority requirement.

i. Quorum and majority. The quorum requirement for extraordinary meeting is principally shareholders representing 1/2 of the capital in the first call, 1/3 in the second call, and at the third meeting at least 1/10 of shareholder must present or represented to hold the meeting, where either of the three quorum requirement are fulfilled, the meeting shall be hold and decision shall be binding only if at least 3/4 majority is secured (art. 425). 

Change of nationality of a company or request for increment of par value of shares or any made of request for increment of shareholder's investment shall be effected only if all shareholders present and vote is unanimous. (art. 425(2)). 

ii. Agenda 

Art.423- business 

Unless otherwise provided by law, only extraordinary meeting may amend the memorandum of association or articles of association. 

Thus matters to be decided in extra ordinary meeting are very essential that necessitate amendment of the memorandum or articles of association. Extraordinary general meeting, therefore, even may not be called throughout the life time of the company if no need for amendment arises.  What matter do you think fall under this agenda? Note that the agenda for ordinary general meeting is also defined as every thing other than those reserved for extra-ordinary meeting. So knowing such matters is essential. A look at the content of the memorandum of association may help you (art. 313). The code makes several references to extraordinary meeting here and there. Try to screen out them 

The following are some of the issues that can only be decided by extraordinary meeting 

· Change of nationality of a company (art 425(2)) 

· Change of head office of the company (art. 313(3)). 

· Sell of a branch 

· Dissolution of a company before fixed period extension of period (art.495(1) (a) and (d) 

· Merger and conversation (art. 545(2)). 

· Change of purpose of company (art. 313 (4)). 

· Issue of convertible debenture (art. 474(1)) 

· Increase in capital (art. 464 (3), 465(1)). 

· Change of class of share.

 Do you think that all matters included in the memorandum need extra ordinary general meeting?

5.3.3. Special Meetings 

Unlike general meetings which may be attended by all shareholders of any class, special meetings may be attended only by the holders of a particular class of shares, such as holders of preference shares and dividend shares.Special meetings must be called to approve decision of general meetings which modifies the special right attached to shares of the class in question. The decision of generals meeting becomes effective only if the special meeting gives its approval (art.426) 

The quorum for special meetings is that: 

· First meeting- 1/2 of voting shares 

· Second meeting - 1/3 of voting shares 

· Third meeting - 1/4 of voting shares 

And the majority required is 3/4 majority of those constituting the quorum, abstentions and black ballots being disregarded. (art. 428(2)). Therefore, availing their voting right in these meetings shareholders pass essential resolutions and control other organs of management. Next let us see how the procedure for holding these meeting is to be hold. 

5.3.4 Rules Common to All General Meetings 

i) Convening general meeting 

In principle, the board of directors decides whether and when general meetings shall be held under normal circumstances. But in some instances the auditors, liquidators or an a officer of the court may call general meetings (art. 39, 377). 

Irrespective of the person who called the meeting, shareholders should be given notice before fifteen days for a first meeting and for as second meeting not less than eight days (art. 395). The mode of notice may be by publication in news paper or sending registered letter (art. 392). 

Shareholders are entitled to inspect and be given relevant information in advance of any general meeting which will enable them to take decisions with full knowledge of the facts (417, 422, 426). Within fifteen days preceding ordinary general meeting relevant documents should be made available which include inventory of assets, profit and loss accounts, balance sheet, proposed report of directors, the auditors report, text of resolutions, etc. should be available in case ordinary general meeting. Similarly in extraordinary meeting proposed resolution, report of auditors and directors and other relevant documents ought to be made available 

ii) Conduct of the Meeting 

In case the required quorum is fulfilled, the chairman of board of directors shall preside the meeting or in his absence the senior director shall preside at all meetings (art. 404). On the other hand if meeting is called by others (liquidators, auditors, officer of the court) the person calling the meeting shall preside 

The person who called the meeting shall prepare the agenda (Art. 397(1). In the absence of contrary stipulation, only items on the agenda may be discussed but appointment and removal of directors and auditors may be effected without it being set on agenda (Art. 397(2)). 

In principle every share carries one vote and every shareholder is entitled to vote personally or by proxy. But shares whose voting right suspended can not. Also where there   is possibility of conflict of interest between a member and the company, such shareholder may be excluded from voting on such specific matter, but they count for purpose of quorum (art. 409(1) and (4). A good example for this scenario is the case where directors are excluded from voting on matter concerning their duties and liabilities (art. 409(3). 

iii) Resolution 

Shareholders resolutions adopted up on fulfillment of the procedural requirements and quorum and majority requirements shall bind all members, including these who were not present or dissented. Resolution passed in violation of quorum and majority requirement are automatically void (art. 399). Other irregularities or contravention of the law or memorandum articles of associations may be grounds for challenging a resolution within three months from the resolution (Art. 416(2)). But the party seeking to set aside the resolution may be requested to provide for security (Art. 416(3)) 

5.4.Liability of Directors 

The board of directors has broad and in fact vaguely described power either to properly use or abuse. Directors are encumbered with several duties failure of which would entail liability. They are expected to discharge their function with due care expected from an agent (Art. 364(1)). Though in principle they are liable only to the extent of their contribution as shareholders, sometimes their liability would transcend to their personal assets if they fail to discharge their duties properly. They are also criminally liable (art. 376(2)).

Other officers are also liable for failing to discharge their duties (auditors -Art. 380, 460, managers Art. 460). But here we will limit ourselves to the liability of directors as principal target they are. 

5.4.1. Nature of Liability 

Directors are jointly and severally liable to the company, to the shareholders and third persons for loss caused by breaches of law, memorandum or articles of association, or resolutions passed (Art. 364(1) and (2)). The board of directors is a collective body and acts involving liability may therefore be done by the directors together. Decisions can only be taken by majority of directors (art. 385). However, there are two instances where only some of the directors may be liable. First a director or directors may be appointed as managing director in which case he/she would be involved both as a member of board of directors and at the same time a manger in executive capacity. Thus liability may concern only the executive director (Art. 363(2)). In such cases the liability is not in his capacity as a director rather as a manager.    

Secondly, a director may exempt himself from liability if he is not part of the decision that entailed the liability. A director should have his dissenting opinion recorded in the minute failure of which by mere allegation of objection may not be availed (art. 364(6). Mere absence from meetings is not a defense. But absence for justified causes, such as company's business, may serve. Even then, if he has the chance to object and abort the decision, he will be held for failing to respond so.

Apart from this they all are jointly and severally liable. But directors are not insurers. They are not liable in so far as they have exerted due care and diligence. But the burden of proof lies on them (art. 364(5)). 

We have highlighted that in general directors are liable for disregard of the law, memorandum or articles of association and resolution, as well as any negligent disregard of their general duties. Can you mention some instances where they might be liable? 

Failure in duties specified in Art. 362 and if any damage arises gives a fertile ground for liability. Other instances may constitute: 

· Carelessness such as buying a property encumbered with mortgage without checking; extending credit to notoriously insolvent person; failure to renew fire insurance in due time; placing blind confidence on executives. 

· Others might relate to abuse of authority such as obtaining loan without authorization or disregard of any of the duties in art. 356; concealing the true condition of company to prevent dissolution in due course; improper dividends /Art. 460/; use of company funds for personal purposes, etc. The grounds for instituting liability are numerous as the code itself imposes numerous duties here and there. 

 5.4.2. Forms of Actions against Directors 

Actions for civil liability of directors may be categorized into three based on the persons claiming against and conditions for their claim. 

i) Liability of directors to the company 

Art. 364 and 365 regulate the liability and proceedings against directors for their liability to the company. The action against directors may be brought by the company where the loss caused by directors has been suffered by the company itself (e.g. action for negligent management). Action by company against directors is subject to prior approval by shareholders meeting. If the general meeting resolves not to institute action, they may escape liability. The law has circumscribed the possibility of escaping by two mechanisms. In the first place, even though the majority resolves not to institute a suit, it suffices that only 20% of share capital holders resolve to institute the claim. But if shareholders representing more than 80% resolve not to institute, the minority can do nothing. 

Secondly, the law has come to the rescue of shareholders who might be out voted by those representing more 80%. This is accomplished by art. 409(3) in that directors may not vote on resolutions concerning their liability, who are likely to have considerable share in the company. 

Thus where shareholders representing at least 20% of the capital (directors� shares being excluded) vote for institution of proceeding, the company itself shall bring the action. Action for the company has to be brought by its legal representatives who are in effect board of directors. It is therefore impossible for such an action to be brought in practice if all or several of the directors are guilty of the breaches of duty complained of since they are not going to initiate an action against themselves. So what do you suggest? 


The law has adopted what is known as derivative action in common law legal system. In such cases shareholders representing 20% of the capital and who voted for institution of action are allowed to enforce the company's right. They can do this if at lest for three months no action is taken by the company itself. Note that since action is in the name of the company, the compensation shall also go to the purse of the company instead of to that of shareholders (who brought the suit).

ii) Liability to creditors 

Art. 366- Liability to creditors 

1) Directors shall be liable to the company's creditors where they fail to preserve intact the company's assets 

2) Proceedings may be instituted by the creditors against the directors where the company's assets are insufficient to meet its liabilities. 

3) A resolution of the general meeting not to institute proceedings against the directors shall not affect the creditor's rights. 

4) Creditors may not apply to set aside a resolution to compromise except on the grounds available to them under civil law. 

There are several duties imposed up on directors for protection of creditors. The sole security of creditors is the company's asset. Shareholders as well as directors in their capacity as shareholders are liable only to the extent of their contribution. The door is not, however, totally closed for creditors to proceed against personal assets of directors. In common law legal systems there is the doctrine of "piercing the corporate veil" where the limited liability of shareholders and directors may be disregarded under certain circumstances. In Ethiopia the doctrine is limited to directors only, not to shareholders as a whole.

Directors owe a duty to manage the company with the care an ordinary prudent person in like position would exercise under similar circumstances. Directors will be liable for failing to preserve assets of the company which result in insufficiency to meet liabilities to creditors only if they are at fault to exercise such expected care. Thus the liability in Art. 366 to creditors is fault based liability since strict liability would be against the rule of limited liability in companies. However, it seems that whenever creditors claim is not satisfied, the onus of proof of the fact that they have acted with diligence seems to be on directors. Particularly, where damage is caused by failure to observe clearly stipulated provisions such as failure to observe the legal reserve (art. 454) and fictitious dividend (art. 460) and similar instances, directors should not be allowed to invoke mistake or any ground of defense.  

Proceeding by creditors may not be crippled by any resolution of shareholders (art. 366(3) but proceeding may be temporarily suspended if there is a resolution to compromise (Art. 366(4)). One more thing to be raised in connection with Art. 366 is that can creditors claim against directors while the company is solvent whatever wrong they have committed?

In such cases a company creditor has adequate remedy against the company itself, and there is no reason to permit a creditor to proceed against directors even though they have acted wrongfully. Thus Art. 366 is envisaged only in case of bankruptcy of company. 

iii) Personal action by shareholders or third parties

 Art. 367 provides that "nothing in this section shall affect the rights of shareholders or third parties who have been injured by the fault or fraud of the directors�.. 

What sort of personal claim could shareholders or third parties have other than being prejudiced  as shareholder under Art. 365 or as a creditor under Art. 364? 

The above two are only group actions. Creditors of a bankrupt company can only proceed collectively under bankruptcy proceeding. Also under Art. 365 shareholders act jointly. The personal action under Art. 367 may take a situation whereby loss is caused by a director to shareholder or third parties in individual capacity (e.g. action for fraudulent misrepresentation by directors inducing the plaintiff shareholder or third party to subscribe for new shares on the basis of false balance sheets).

In France, there is also personal action by one or more shareholders to enforce a right against directors for a loss caused to the company. Because of its personal nature, the shareholders may claim only the fraction of loss attributable to him among the whole loss caused to the company. Hence he need not insist on joint action under art. 365(4)).

Do you think such action is permissible in Ethiopia? 

5.5. Protection of Minority Shareholders 

Shareholders meetings as a supreme organ of management control essential affairs of the company. The meetings of shareholders are subject to the rule of majority. "Resolutions adopted by a meeting in accordance with the law, the memorandum or articles of association shall bind all members including those who were not present or dissented�� (Art 416(1)). We have seen the quorum and majority requirements of different meetings. The fact that majority is observed may not be necessarily just decision. It is only adopted as a matter of being pragmatic since unanimous decision requirement may cripple the overall management of the company or sometimes majority may be abused and totally directed to personal interest rather than common goals of shareholders. Therefore, protection of minority shareholders /those that fall on the other side of majority decision /is important aspect of company law. The law has deviated from the general rule of majority in several instances for protection of minority. 

What are the protections for minority shareholder under Ethiopian law? 

a) In the first place Art. 352 demands that if there are different classes of share holders, each group is guaranteed to be represented by at least one director. Thus the possible minorities will have a say on the top management. 

b) Again shareholders representing not less than 20% of the capital are allowed to have one auditor selected by them. This is also a good protection in the very delicate area of financial matter. They could have been out voted in financial statement approval or disapproval but guaranteed prior protection to know real affairs of the company by having their own elected auditor (Art. 368(2)). 

c) Matters affecting shareholders of a specific class may not be effected without a resolution confirming the matter by shareholders of the class concerned. The majority decision of general meeting alone may not affect that specific class (Art. 426, 474).

d) Shareholders constituting only 10% of the capital may request the Ministry of Trade and Industry and cause the state of affairs of the company investigated where they have a ground to suspect (Art. 381). Usually problems arise where there is subsidiary-holdings company relationship. The holding /parent/ company having a majority may drift resources or abuse its power of having majority capital. In such cases investigation may be extended to other companies so suspected (Art. 384).

e) Similarly where the directors have caused damage to the company, institution of action needs prior approval of shareholders. In such cases minority resolution constituting 20% of the capital suffice (Art. 365(3)). 

f) Resolution by majority may be challenged by any shareholder if he has shown good cause (Art. 416 (2) and (4). 

g) A company may be dissolved up on application of not only minority but also even an individual if there is good cause (Art. 495(1)(e)).

h) The law after subjecting most decisions for ordinary general meeting, it has subjected crucial matters to extraordinary general meeting which is a manifestation for greater protection (compare Art. 419 Vs. 423). Even more change of nationality of accompany or request for increment of shareholders investment can not be effected without unanimous decision (Art. 425(2)). 

i) Further more, persons who dissent from extraordinary meeting on crucial issues such as change in heads office or purpose of company or conversion of the company are guaranteed the right to withdraw up on proper payment rather than being bound to continue by majority decision (art. 463)

5.6. Protection of Creditors 

Commercial law is sometimes referred to as the law of creditors. It is basically designed for protection of creditors or third parties there by assuring security in transaction. The protections are so numerous that we can not deal with them all.  In our discussion we have repeatedly touched up on such points. Try to screen out some of the provisions. The following are some of them:

a) From the very outset a company may not be formed without full subscription of its capital (art. 312(1)(a)), and 1/4 should be paid up before formation (Art. 312(1)(b) and the remaining in five years  (Art. 338(2)). 

b) Recall the rigorous valuation process for contributions in kind (Art. 315, 312(3)). 

c) Conditions for a company to redeem its own shares (Art 332). Purchases should not be out of capital.

d) Conditions for issuing dividend shares (i.e. should not be from the capital) (Art. 337(1). 

e) Prohibition of cross holding (Art. 344). 

f) Liability of directors to creditors (Art. 366). 

g) Requirements of legal reserve beyond capital 

h) Limitation on issue of amount of debentures 

i) Prohibition of fictitious dividend, etc. Search others. 

Summary 

The management of share companies in Ethiopia falls under three organs of management (shareholders meeting, board of directors and auditors) and a general manager not an organ per se.

The shareholders' meeting is the supreme organ of management. The shareholders exercise their control over other organs of management by participating and voting in meetings. Shareholders' meeting are of three types ordinary general meeting which  is to be held at least once a year for approval of companies management for preceding year and may be called at any time. Ordinary general meeting is relatively flexible and decisions are taken by simple majority.

On the other hand extraordinary general meeting is subject to strict rules of quorum and majority requirement. It is meant for deciding on issues of great importance that demands amendment of the memorandum or articles of association. Decision may not be taken unless at least 3/4 majorities are secured. Extraordinary meeting is rare and may probably not be held even through out the lifetime of the company. The third type of meeting is limited to members of specific class of shares to resolve on matters concerning specifically that group. It needs 3/4 majority.  The two general meetings are the instrumentalities that give reasonable protection and control for shareholders. 

Board of directors is the most important organ in the management of a share company. They are vested with the general power to closely control the affairs of the company. They are also encumbered with numerous duties accompanied by liabilities. They are primarily expected to deal on issues of general nature. The day to day management is devoted to the general manager that operates under their supervision. They are jointly and severally liable to the company, share holders and creditors as well. 

Auditors play essential role by closely investigating and disclosing mismanagements to shareholders. To the law effect that has taken great care to assure their independence, and they are liable for failure to discharge their duties. They are accountable to shareholders rather than to directors. 

The main concern in the management of a company is protection of shareholders and creditors. The law has therefore provided mandatory organs of management and mandatory rules in conducting management than it is with partnership. Apart from protections to shareholders in general, the majority rule of governance in shareholder's meeting is subject to several exceptions so as to provide minimum guarantees to minority shareholders. The law is also rich in provisions protecting creditors including piercing the shield of limited liability as far ass directors are concerned.   

Review Questions 

1. In share companies ownership and management are divorced than are in partnerships. Elaborate. 

2. How do you describe the division of power among shareholders meeting, board of directors and general manager?

3. Compare and contrast ordinary general meeting and extraordinary general meeting.   

4. What do you understand by ordinary general meeting called extraordinarily? 

5. Explain the care taken by the law to ensure independence of auditors. 

6. what do you understand by "piercing the corporate veil in the context of Ethiopian law 

7. What is derivative suit against directors? 

8. Explain protection of minority shareholders under Ethiopian law? 

9. Ato A is a director of the X Company. The company has decided to build a new refinery to the south of Mojo. Ato A buys 10 hectars of land for 5000 birr per hectar and then sells it to the company for 7000 Birr/hectar. The latter is affair price and is accepted by a majority of shareholders. What remedy is open to the company if it later discovers all the facts. (taken from McCarthy; P. 97). 

10. The X share company was originally founded in Dire Dawa. The memorandum of association provides that the board of directors may change the head office to Addis Ababa at any time if they feel that the move would benefit the company. The board announced their intention to move the company at the last ordinary general meeting of shareholders. The shareholders passed a resolution forbidding the change. May the directors nonetheless change the head office of the company to Addis Ababa? (taken from McCathy; P. 110)   

UNIT SIX

PRIVATE LIMITED COMPANY

Dear students, we have seen what share company in detailed manner. Now you have the basic knowledge what a company as business organization is. Share Company needs more money and often the fund is raised from the public by invitation to invest. For that matter share company is often referred to as public company, in French. 

A private limited company as a company shares many characteristics with Share Company. But as the name indicates it is private because it does not appeal to the public for its formation. Members of the company form it by consulting among themselves. It is formed among persons who acquaint each other like that of formation of Share Company among founders. 

In this chapter we will explore the salient features of private limited company:-

At the end of this chapter students are expected to be able to: 

· Explain the characteristics of riveted limited company.

· Specifically, explain the formation, management of private company.

· Analyze the adequacy of the rules for protection of creditors sand shareholders.

· Compare and contrast private limited company with Share Company. 

6.1 Nature 

Private limited company (PLC) is today the most popular form of company employed in practice. A large number of groups of companies we get in Ethiopia consist of PLC�s as their members. Businessmen prefer PLC for small and medium sized operations due to its flexibility in structure and functioning with the advantage of limited liability for its members. There are characteristics it shares with a share company and a partnership PLC can be taken to be a hybrid of a share company and partnerships. Art.510 depicts its nature. 

Art.510-Definition. Nature 

1. A private limited company is a company whose members are liable only to the extent of their contributions. 

2. A private limited company shall not have less than two or more than fifty members and is always commercial in form. 

3. The company shall not issue transferable securities in any form. 

The details of its nature shall be explored through the discussion but for the moment it is important to notice that PLC is a hybrid of a share company and a partnership. Many of the rules applicable to PLC display this characteristic including the existence of limited liability like Share Company while on the other hand management is flexible like that of partnerships. May of the rules have a middle ground stance between the two? 

6.2. Formation 


The formation of PLC is subject to the general rules governing formation of business organizations. Its base is a partnership agreement. Only the rules peculiar to the formation of PLC will be examined. 

6.2.1. Substantive Rules as to Formation 

i. Members. The members of a PLC must not be less than two and must not exceed fifty. The minimum of two persons is in fact common to all business organizations but the maximum number limitation is peculiar to PLC. PLC is normally expected to be larger than partnership but while there is no such a limitation on partnerships it is done for PLC. 

What justification would you suggest? 

Perhaps the law wants to maintain the close relationship between members and to make it manageable. If there were no such limitation there might have come a number of dispersed shareholders having tiny pecuniary interest in the company in which case future of the company would be at stake. Because of limited liability members are unlikely to be concerned about the fate of the company if their share is too small. As we shall see also management is not subject to strict rules unlike the case of share companies. 

ii. Capital. The capital of a PLC must be at least 15,000 birr. And this capital is composed of shares representing equal par value but the value of each share may not be less than 10 birr. A single member should contribute at least 10 birr which is the minimum part value (art. 512). The whole of the capital must be subscribed and fully paid at the time of formation (art. 517(g)). Contribution may be in cash or in kind. The usual problem of contribution in kind is addressed differently than in case of share companies. The valuations of contributions in kind are left to the members themselves. Third parties are protected by making members jointly and severally liable to the extent fixed as value of the contribution regardless of the fact that members were not aware of overvaluation (art. 519).

iii. Object of the Company. In principle, PLC may be formed to pursue any object or carry on any activity whether civil or commercial but always it remains commercial business organization (Art 10.(2), art. 510 (2).). But a PLC may not be formed to undertake "banking, insurance or nay business of a similar nature"   (art. 513). These sectors are reserved only for share companies. 

What does the phrase "� any business of a similar nature" signify in Art. 513? In France investment companies and saving institutions may not be carried out by PLC (SARL-societe responsabilite' limitee').

What does investment companies and saving institutions may imply in Ethiopian context? Do they exist?

iv. Firm-Name. It is advised that the firm-name of PLC indicates the nature of business it carries out. But at any rate the name should be followed by the word" private limited company." Moreover, it is mandatory that such firm name and the amount of the capital of the company must appear on all company documents, invoices, publication and other papers of the PLC. 

This all is done to protect third parties. The name should inform that its liability is limited so that third parties would not be misled to believe it to be a partnership. As there are no strict institutions for protection of third parties when compared to share companies the mention of the capital is of help to third parties to warn that their sole security is the amount indicated. 

6.2.2. Procedural Rules as to Formation 

Like that of Share Company PLC must have memorandum of association and may have articles of association. (Art 517,518). Their content is similar to that of Share Company (compare Art. 313 Vs. 517).

Art-517. Terms of the memorandum of association. 

The memorandum of association shall show: 

a) The names, nationally and address of the members:

b) The company name, head office, and branches if any;

c) The business purposes of the company; 

d) The amount of the capital; 

e) The value of contributions made by each member; 

f) The valuation of contributions in kind; 

g) A statement that the capital is fully paid; 

h) The number of shares held by each member; 

i) The procedure for distribution of profits; 

j) The number of managers, their powers and the agents if any; 

k) The number of auditors, if any; 

l) The period of time for which the company is established. 

Then the memorandum of association establishing the company must be signed by all members and shall be authenticated before a notary. There is no law obliging subscribers meeting to approve commitments entered prior to that unlike the case in share companies. Since there is no appeal to the general public, rather since the members are familiar with each other, signing of the document implies approval of prior activities.

Finally, the company shall be registered in the registry of commerce in which the memorandum of association and articles of association, if any, shall be deposited. Up on such registration the company shall acquire legal personality (Art. 520). Note once again that the requirement of publication in commercial Gazzeta, which in fact has never existed is done away. 

6.3. Shares 

6.3.1. Nature. 

The contributions in cash or in kind for a PLC constitute its capital, and the capital is divided into shares with equal par value which may not be less than 10 birr (Art. 512). 

Shares in PLC are used in a bit different sense than in Share Company. The shares in PLC, unlike in share companies, may not be represented by negotiable share certificates. Thus share in PLC may not be transferred by way of transfer of negotiable instruments. Neither registered nor bearer shares may be issued because a PLC is prohibited from issuing transferable securities including shares and debentures (Art. 510(3)). A document evidencing a member's interest in a PLC may be issued but not in negotiable form. Therefore, share in PLC implies only the percentage of one's contribution /proprietary interest/ in the company. 

6.3.2. Transfer of Shares 

As there are no negotiable share certificates transfer of shares in PLC is subject to ordinary assignment rather than the case in share companies where shares are transferred by simple commercial forms of transfer. Shares in PLC can be transferred only by written agreement. The transfer is effective against the company or third parties only if the transfer has been entered in the share register (Art. 522). 

The degree of one�s freedom to transfer one's share takes the middle ground between the stringency in partnership and the leniency in share companies. The degree of freedom depends on to whom the transfer is to be made.  In the first place shares are freely transferable among members. However, the articles of association may provide condition on free transfer among member (Art 523(1).

Transfer to outsiders is subject to prior approval of members with a quorum requirement of 3/4 capital representing members and upon approval by simple majority. However, a larger majority or even unanimity of members representing 3/4 the capital may be provided by the articles of association which is little less than in partnerships (Art. 523(2)). Transfer is possible at any time including where the company is in liquidation (art. 523(4)). Where a member's share is attached and subjects to execution, the judgment creditor or purchaser upon execution would not become a member automatically. He may be paid the value and ousted unless the members consent to admit him as member (Art. 523(5).

The other instances of transfer arise up on death of a member. Up on intestate succession, legal heirs are automatically entitled to be a member. Nevertheless the memorandum of association may exclude such possibility (Art 524(1)). In case of testate succession, where heirs other than by operation of law /legatees/ come into place, the presumption is otherwise. In the absence of prior agreement in the articles of association legatees other than heirs at law do not have the right to be a member (art. 524(2)).

6.4. Management of the Company 

The management of PLC is not strictly regulated as that of share companies. The management organization of PLC may assume two forms based on the number of members. Where the number of members is twenty or less the management shall be carried out by one or more managers (Art. 525(1) and (3)). Beyond this the members are free to design the management. They may provide for members meeting, auditors or other structures as they want. 

Where, on the other hand, members exceed twenty, the law tends to be a bit strict. This is justified in that as number of members increase their interest would be dispersed and control of managers may be far fetched. In case where members exceed twenty the management structure will mandatory assume:

Members meeting











Auditors

Managers         

In both cases (whether members are more than or less than twenty) there shall be one or more managers.

 6.4.1. Appointment and Removal of Managers

Managers may be members or outsiders. The members of PLC may appoint one or more managers. The appointment of the first managers may be made by the articles of association /memorandum of association, and all other appointments are made by resolutions passed by the members in general meeting/ (Art. 526).

The majority required to pass such resolution is a simple majority where at least members representing 1/2 of the capital are present to constitute the quorum (Art 535(1)). Where the meeting is called for a second time no quorum requirement is needed (Art. 535 (2)). The duration of time shall be fixed by members appointing the managers. 

The removal of managers is subject to the same manner as the manner of appointment. Thus a manager appointed in the memorandum of association may be dismissed only by decision of the members that would enable amendment of the memorandum /articles of association i.e. quorum of members representing 3/4 of the capital and simple majority vote unless larger majority is required by articles of association (Art 527 (1)). A manager appointed by resolution of members as well is subject to removal up on same quorum and majority for his appointment i.e. quorum of members resenting 1/2  and simple majority (art. 527(2)).

A manager may not be removed without following such procedures. Removal of a manager without good cause even by following the about forms of removal would entitle the manager to claim compensation. A manager may, however, be freely removed regardless of the manner of appointment if this is provided in the articles of association (Art 527(4)). Minorities are also protected in that even a single member may cause dismissal of a manager up on application to court and proof of good cause (Art 527(5)).

6.4.2. Powers of Managers 

Managers have extensive power. They may act on behalf of the company in all circumstances, provided that they do not infringe the provisions of the articles of association and that they do not act outside the scope of managing a business of the kind the company carries on (Art 528(1)). The scope of their power is determined by reference to Art 35. Any provision reducing the power of managers below those envisaged in art. 35 is binding only as between members and the managers. It does not affect third parties even where such restriction is properly publicized (art. 528(2)).

The only situation where the company may not be bound is where it is ultra virus of the company's object (out side the business purpose of the company). In such cases even the members could not ratify because it is out of the scope of the company's object which it is not permitted to do without amendment of the memorandum of association. All acts beyond the manager�s power but within the scope of the company's object shall bind the company though it is ultra virus of power of manager but not ultra virus of the company.  

6.4.3. Liability of Managers 

Managers are liable to the company and third parties to whom damage is occasioned from infringements by them of the law, memorandum /articles of association or any acts of mismanagement (Art. 530). Where the assets of the company are shown to be inadequate in times of bankruptcy, the doctrine of piercing the corporate veil comes into place. Mangers shall be liable to creditors on their own personal assets unless they prove that they have acted with due care and diligence (art. 531). 

Art. 531(1) refers to liability of managers and members. Is there a situation where members who are not managers would be liable beyond their contributions? As per Art. 531(2) the reference to managers and members should be understood to mean that managers and members who acted as managers though not legally appointed ones are managers/defacto/ managers.  

6.5. Members of PLC 

The essential role of the members of PLC is to take the major decisions, which are beyond the powers of the managers. They are entitled to be kept informed about the affairs of the company. In particular they are entitled to inspect and copy the principal documents of the company. The law has made a distinction as to entitlement to inspect inventory, balance sheet and auditors report. Where members are twenty or less they are entitled at any time to inspect while in case of where members are more than twenty, they exercise this right only during the fifteen days preceding general meeting (art. 537). 

Why the law is interested in making distinction? This is perhaps because when the members are less than twenty, they do not have annual meeting so as to fix period of time to inspect. Thus, they are allowed to inspect at any time of their own convenience. But still why the law limits right to inspect where members are more than twenty? Compare this with the right of shareholders in Share Company (art. 406). Every member is entitled to participate and vote in meetings. Votes shall be in proportion to one's contribution for the capital (art. 534).

Where members are more than twenty, it is required by law that there shall be held annual meeting and other meetings to be called as necessary (Art. 532). Where members are less than twenty the law does not require periodic meeting but left it to the members whether to put this in the articles of association or not.  So a clause requiring holding annual is include in the articles of association, that regular annual or other meetings shall be mandatorily held as fixed in the articles of association. If the articles of association does not require they may meet as the need arises such as where they have to appoint or remove managers, to amend the memorandum of association. 

The quorum for general meetings in matters that do not involve modification of articles of association is presence of members constituting 1/2 of the capital for first call, and where the meeting is called for a second time no quorum is required. Decision shall be made by simple majority vote. Where the matter entails amendment of articles of association: 

a) Change of nationality of a company and call for increment of contribution demand unanimous vote (art. 536 (1)(2)).

b) Other matters need quorum of 3/4 and simple majority suffice unless articles of association demands larger majority (art. 536 (2)).

Where meetings are not required by law (i.e. when members do not exceed twenty) or by articles of association (i.e when members do not exceed and articles of association do not require meeting of members) matters beyond powers of manages may be submitted to resolution of members by sending to each member by registered letter the text of the resolution or decision papered to be taken there by inviting members to vote by writing there on without calling a meeting. 

On what matters should managers consult members by requesting their opinion via written consultation? Such matters are matters beyond scope of mangers such as those envisaged in Art. 35(2) which consist of sell or mortgage of immovable property, sell, hire or mortgage of business (Art. 35(2)). On such matters a manager of a PLC having members not exceeding twenty may take authorization by written consultation without formal meeting (Art. 533). Where members exceed twenty meeting is required by law (Art. 525(2) &532) and hence decision shall be taken only by calling general meeting 

6.6. Auditors 

A PLC having more than 20 members is required to have at least 3 auditors (art. 525(2), 538(1)). They may be appointed in the memorandum/articles of association or by a latter resolution (Art 538(1) and (2)). The removal of auditors may be carried out by simple majority vote of members representing half of the capital. 

The powers and duties of auditors are prescribed by reference to the provisions governing share companies (art. 538(4)). Accordingly auditors must be notified of general meetings in the same way as members and may attend all such meetings (art. 378(2)). Copies of accounts and documents which must be submitted to the members meeting for approval  i.e. manager's reports, inventories of assets, trading accounts, profit and loss accounts and balance sheets must be put at the disposal of the auditors. 

Summary 

Private limited company (PLC) is currently the most employed form of business organization. As company the member enjoy the benefit liability while at the same time they have got the flexibility in administration and simplicity of formation. A PLC is formed with a relatively small capital than Share Company and hence no need to appeal to the public for fund. This avoids the complex process of formation and the risks involved in the formation process particularly when seen from the perspective of founders in Share Company. 

Capital of PLC is divided into shares. Unlike in share company, shares in PLC may not be represented by a document in the form of negotiable securities nor can a PLC issue debentures. Generally neither share can be in the form of transferable securities nor may other transferable securities be issued. 

Transfer of share is subject to ordinary rules of assignment. More than that, unlike in share companies, transfer is subject to approval of members which makes a member a prisoner of his co-members, somehow similar to partnerships.  

The management of PLC is basically carried out by one or more managers who may or may not be members. Manages do have full power for the exercise of any matter related to the trade carried out. In PLC having twenty or less members, management is too informal. There is no members meeting, no auditors but only managers. The law does not make mandatory but only if they wish they provide for such organs of management. Therefore, members' interest may be affected on one hand while on the other hand it gives members' the liberty to design mode of management organization.

In PLC having more than twenty members the interest of dispersed equity holders is protected by making it mandatory that there shall be annual general meeting and other meetings as necessary.  

One problem in PLC is that the managers do have full power within the object of the company, and even restricting such power by articles of association and publication could not help members. The PLC is bound to third parties. Removal of a manager is not simple unless otherwise provided in the memorandum of association. Manages may be dismissed only in the way they are appointed i.e. if in the memorandum, dismissal requires procedures laid for amendment; others appointments need majority approval for dismissal. Even more dismissal according to such procedure entails claim by a manager if good cause is not proved by members. 

Simplicity of formation and management coupled with limitation of liability in PLC is suspected to entail perils to creditors. The small amount of capital liability required and limited liberty may be abused to trap creditors.   

Also, a substantial number of PLCs now a days are suspected to be de facto individual companies; one of the members owning a very large majority of the share and other members being only figureheads. A PLC thus constitutes a way for establishing a one man company which the law prohibits in Ethiopia. A single member company with limited liability is susceptible to abuse because strict separation of assets of the company and assets of the individual are unlikely to be there. 

The law attempts to cohesion this problem by introducing the doctrine of piercing the corporate veil in case of bankruptcy. Managers are liable to creditors for mismanagement that occasioned the loss. Members as well are jointly and severally liable for over valuation of contributions. But still it does not seen to be adequate. Therefore, though PLC practically helps to run multitude of businesses reconsideration for detailed regulation to supplement the few summary provisions and reform seem to be imperative.  

Review Questions 

1. A private limited company may be labeled as a sort of hybrid of partnerships and Share Company. Do you agree? Why or why not? 

2. A private limited company may not engage in banking and insurance business. Can you justify why the law imposes this limitation? 

3. In PLC managers are dismissed the way they are appointed. Explain 

4. In PLC, a manager removed in the manner he was appointed but without good cause is entitled to claim damage but not reinstatement to management position. Do you agree? 

5. Describe the management organization of PLC. 

6. Compare and contras the nature and form of transfer of shares in PLC and share company. 

7. Ato X, a member of a PLC, wishes to borrow birr 1, 000 from Bank. The only thing he owns of any real value is his interest in the company. He offers this interest in pledge to the bank. You are the Bank's legal advisor. 

1) Can a share in private limited company be pledged? 

2) If the share can be pledged, under what circumstances would you advice the bank to accept the pledged?

3) Is there any alternative course of action open to Ato 'X as regards his share? (taken from McCarthy p. 138) 

8.   Ato M has been elected as manager of the X PLC> by the members of the company. The members now disagree with several of Ato M's decisions and wish to remove him. Ato M can show that his actions were in no way improper and that his disagreement with the members is purely a matter of business judgment (a matter of difference of opinion). 

Is Ato M still empowered to act as manager of the company/ 

If not, has he any remedy against the company?

 (taken from McCarthy p. 139)

UNIT   SEVEN

DISSOLUTION OF SHARE COMPANIES AND PRIVATE LIMITED COMPANIES

Introduction

Dear colleagues, we have been dealing with these companies beginning from formation up to how the life of the company goes on within their life span. No person inducing legal persons is immortal and neither are companies. In this part of the course we will explore why and how companies come to an end. 

Companies are pledged to exist in perpetuity beyond the life span of their members unlike partnerships but it is probable that they will come to an end at a certain time. The way companies come to an end is known as dissolution. 

The notion of dissolution is often confused with liquidation or winding up, as discussed already. To recapitulate the distinction once again, dissolution is the process where by the life of a company comes to an end. It begins with the setting up of grounds for dissolution. Once the ground for dissolution is put into effect the company is seriously ill and caught with incurable disease. Then after the company ultimately dies when it is cancelled from registration from the register of commerce as it was registration that gave it personality. In between from the time when the company was caught by deadly disease and its final death i.e. from setting up of grounds and final cancellation from commercial register,, there are several activities to be carried out. Death is not automatic. During this period the company has only restricted capacity because it is sick. It ceases to operate as usual rather it can only operate activities that facilitate its death. It may not engage in new ventures. With respect to new engagements the company is dead. Rather only activities that facilitate its death can be undertaken. Such activities include collecting assets and paying liabilities of the company, and if any surplus, it shall be distributed to shareholders. 

The process of carrying out such activities that facilitate the death of the company is called liquidation. The persons who carry out such activities are different from normal time directors or managers. Rather persons named liquidators will assume this task. Where liquidators accomplish this task the company will die once and for all by cancellation from registration. This cancellation is the final stage of the process of dissolution. Thus dissolution is broader than liquidation. It begins with the setting up of grounds for dissolution, beginning from which the company will only have limited capacity. Then the process of transformation of its affairs to liquidators from managers is also dissolution process. After that liquidators take the process. And where liquidation process ends one again the typical aspect of dissolution comes, can cell action from the commercial register. Thus, liquidation is only part of the process of dissolution. 

In this unit we will consider the grounds for dissolution, the process of dissolution /liquidation/, the protection given to creditors in the process, and functions and liabilities of liquidators. 

At the end of this chapter students are expected to 

· Identify causes of dissolution 

· Explain  and analyze the rules governing dissolution 

· Explain how dissolution process is accomplished 

· Explain the rights and duties of  liquidators, shareholders and creditors in the process 

7.1 Grounds for Dissolution of Companies   

The dissolution of companies is governed by few provisions: Arts. 495-509 on share company, Arts. 542-543) on private limited company, and Arts. 217 and 218 general provision for all business organizations.

These provisions set out several grounds of dissolution. The provisions on grounds of dissolution are reproduced here in below as follows.  

Art. 495 Grounds for dissolution (of share companies)  

1) A share company may be dissolved for one of the following reasons:

b. Expiry of the life of the company as fixed in the memorandum of associations, unless extended by a decision of an extra ordinary general meeting; 

c. Completion of the venture for which the company was formed; 

d. Failure of the purposes or impossibility of performance; 

e. Voluntary dissolution resolved by an extraordinary general meeting; 

f. Dissolution by order of court for good cause on the application of a member; 

g. Subject to the provisions of art. 311(possibility to introduce additional member in six months),acquisition of all the share by a member; 

h. Institution of bankruptcy proceedings;  

i. Loss of three quarters of the capital 

Art. 542- Grounds of dissolution (of private limited company) 

1) A private limited company may be dissolved on the grounds applicable to all business organizations, including dissolution by the court for good cause and dissolution at the request of any member where the term of the company has not been fixed. 

2) Provisions may be included in the articles of association permitting redemption of the members' shares for a fixed sum. 

3) A judicial interdiction, bankruptcy or insolvency of a member shall not cause dissolution of a company, nor shall the death of a member, unless otherwise expressly provided in the articles of association. 

4) The articles of association may provide that the heirs of a deceased member may, at their option, join the company or be repaid the deceased members' shares at a rate based on the last inventory. 

Art. 543. Loss of three-quarters of the capital (of PLC)

1. Where three-quarters of the capital are lost, the mangers shall consult with the members and decide whether the company should be dissolved. 

2. Where the managers fail to consult the members or no valid decision is taken, any interested person may apply to the court for dissolution. 

Most of the grounds of dissolution, as can be observed from the above provisions, are common to both Share Company and PLC.  Generally the grounds of dissolution could be categorized into three; dissolution by operation of the law; judicial dissolution; and voluntary dissolution by shareholders. 

7.1.1. Dissolution by Operation of the Law 

The law plays an essential role beginning from the inception of companies up to their final death. At times it provides permissive rules to supplement gaps in agreement of the members while at other times it provides mandatory rules from which derogation by agreement may not be possible as a matter of public interest. Where the ground for dissolution is set by the law the court does have discretion to rule otherwise. By setting grounds for dissolution by operation of the law, the law avoids unnecessary congestion of cases as well as unnecessary intervention of courts. There are a number of instances where companies may be dissolved by operation of the law. 

I. Failure or Impossibility of Purpose 

The law provides the minimum contents that must be included in the memorandum of association. One of the most important particulars to be provided in it is the business purposes of the company (Art. 313 (4), Art. 517(c)). The company may not operate any business other than that provided in the memorandum without amendment. Otherwise the activity would be ultra virus. Where the purpose for which the company was established failed or becomes impossible the company will be come useless and will be dissolved by operation of the law.   

The business purpose may fail or become impossible where the government issues laws forbidding trading in that activity or purpose may fail due to mismanagement in which the company is no longer competitive to continue the business purpose, or consumer preference might have changed and the product may be outdated and so on. Failure or impossibility of purpose affects both shareholders and creditors. Shareholders no more receive profits and creditors no more receive interest. In such cases both share company (Art. 495(1)(c) and PLC (art. 542 cum 217 (a)) shall be dissolved. 

ii. Completion of the Venture 

A company may also be dissolved when the purpose for which it is formed is completed. Some companies are formed for continuous business activity such as banking and insurance. Such companies may be dissolved by the failure or impossibility of purpose but not completion of purpose. On the other hand some companies may be formed having in view some specific business opportunity that may last only for some duration. For instance, a company may be formed to construct a certain road, rail way, or other limited activities. Where such specified purposes are completed the company is a automatically dissolved and the appointment of liquidators would follow for its final death. Both Share Company (art. 495(b)) and PLC (art. 542 cum art. 217(a)) shall be dissolved up on such ground. 

iii. Expiration of the Life of the Company 

As general rule the memorandum of association should fix the period of time for which a company is established while at the same time members are rested with the flexibility to extend the duration or shorten it by agreement. Where the fixed period is not extended for further period of time, the company is automatically dissolved by operation of the law. Court proceedings are not required to effectuate the dissolution and hence the liquidation process shall begin. 

iv. Loss of Three-Quarters of the Capital 

One of the fundamental doctrines in company law is that the capital of a company must be maintained in order to ensure that creditors of the company the capital of a recover their claim. Any thing that affects will company endangers the security of creditors who may not proceed against personal assets of the members. 

Loss of three quarters of the capital may be a ground for dissolution of companies (art. 495 (1)(h) and art. 543). But loss of ¾ of capital is not automatic reason for dissolution. Loss of capital may be cured by farther contribution. Where such loss has occurred, the directors of Share Company should call an extraordinary meeting (art. 495(2)). The meeting may decide either to dissolve the company or continue the business by reducing the capital. The reduction in capital should be registered and publicized for interest of creditors. If continuation of the business is the resolution the capital should be restored to its original position through time prior to payment of dividends. (Art. 489). However, if loss of ¾ of capital has resulted in reduction below the legal minimum (art. 306), restitution should be made within a year or else any interested party may cause dissolution by application to court (art. 490).

In case of PLC, managers must consult with members where ¾ of capital is lost (art. 543(1)). The members may decide to continue with the reduced capital but not below the legal minimum (Art 512 (1)- 15,000 birr), or they may decide to dissolve such company. In case the managers fail to call members and consult or appropriate decision is not taken by members any interested party may cause dissolution of the PLC (art. 543(2)).

v. Institution of Bankruptcy 

Share Company and PLC which are always deemed to be of commercial nature are the proper subjects of bankruptcy law (art. 968(1)). According to Art. 495(g), a share company shall be dissolved when bankruptcy proceeding is instituted. Though no mention of this ground for dissolution of PLC is found either in Art. 542 or to its reference to arts. 217 and 218, Article 968 makes it clear that bankruptcy applies to PLC. Therefore a PLC shall also be dissolved on such ground. The winding-up /liquidation/ of a company declared bankrupt proceeds under the provisions of Book V of the Commercial Code. Such procedure comes into place where a company is insolvent which may be manifested by suspension of payment that constitutes factual bankruptcy or by a clear judicial declaration of bankruptcy. Bankruptcy of companies results in their dissolution by operation of the law. An insolvent company should not be allowed to continue at the expense of creditors. 

vi. Reductions the Number of Members below the Legal Minimum

The law has determined the minimum number of members in companies (5 in share companies and 2 in PLC). They do have a great role to play in the activity of a company. When the number of members decreases below the legal the number of members decrease below the legal minimum the organs of the company may also cease to exist. For example Share Company needs 3-12 directors who could be elected only from members (Art (1) and (2)). The law does not tolerate reduction in number below the minimum. Accordingly,  Art. 311 demands that, where the numbers of a share company are less than five or does not possess the required oceans of management the court may order winding up of the company unless the defect is edited in six months. 

With respect to a PLC, Art. 511 states that where the number of members is reduced below two or where the organs of the company cease to exist, the court may order dissolution of the company up on application of a member. This is a case of dissolution by operation of the law. If the stated ground is proved to exist the court does not have reason to proceed otherwise.

7.1.2. Judicial Dissolution of Companies 

Companies may also be dissolved by court for good cause. It is an instance where one or more members of a company petition a court for the dissolution of the company. It is designed to protect the rights of the minority shareholders or other interested persons. Judicial dissolution for good cause applies for both companies (art. 495(1)(e)) and PLC (Art. 542 cum 218(1)). Good cause is not defined and nor is it necessary. What circumstances justify dissolution depends up on case by case discretionary resolution of the court. Art. 218(2) provides guidelines by providing instances of good cause. 

These circumstances are "where a partner (shareholder in companies) seriously fails in his duties or becomes through infirmity or permanent illness or for any" other reason incapable of carrying out his duties or where serious disagreement exists between the partners" (Art 218 (2)). However, it is unlikely that the example state here would constitute sufficient cause for dissolution of Share Company. They are personal elements of the shareholder in share companies as association of capital rather than association of persons the generality of shareholders tends to be immaterial. Serious disagreement between the members may be ground in circumstances where companies are formed among few members such as among founders. other good causes for dissolution of share companies may reveal themselves in practice. 

In a PLC the above instances may constitute good cause. A PLC is less than a perfect association of capital. The personal elements of a member may be of considerable value that things affecting the member may affect the PLC. The importance of personal element is manifest in many of the provisions governing PLC such as limitation on transfer of shares to outsiders, limitation on number of members, absence of formalized organs of management where the members do not exceed twenty. Even more, Art. 542 (3) permits the possibility to incorporate in the articles of association personal grounds such as incapacity, death and insolvency as grounds of dissolution. The recognition of a member's right to put on end with a company formed for indefinite period is also another ground for dissolution by court applicable to PLC but not to share company (art. 542(1) which signifies a PLC is somehow like a partnerships.

Irregularities in management may be ground for dissolution. Art. 495(3) holds that where directors or auditors fail to call a general meeting or general meetings are not regularly held, share company may be dissolved by court up on application.   

7.1.3. Voluntary Dissolution 

Companies are creations of their members. The members can also decide that their creations be perished. Voluntary dissolution is hence recognized as one mode of dissolution (art. 495(1) (a) and 542 cum 217(b)).

An extraordinary shareholders' meeting may dissolve a company provided that the meeting satisfies the quorum and majority requirement related to such decision. In such cases a company may be dissolved even before the expiry of the period fixed in the memorandum. 

7.2. Liquidation 

Once any of the above grounds of dissolution are set in motion the liquidation process shall begin. Liquidation of a company comprises of all the operations required to complete the company's current transactions, to collect and realize its assets, to discharge its liabilities to creditors and to distribute any surplus of assets among its member. The term winding-up is also used as synonymous for liquidation. Art 496-509 govern the liquidation process in share companies while there are no similar provisions for PLCs. Thus the provisions on Share Company should apply mutatis mutandis (by adaptation) to PLC as well.  

The company continues to exist and has legal personality throughout the liquidation process until final completion. However, the word "in liquidation" should be added so that third parties would be aware of the company�s limited capacity (Art. 497). The survival of the legal personality of the company is limited to the needs of the liquidation. The dissolved company will be able to complete unfinished current transitions' and to enter into new transactions to the extent that they are consistent with the purpose of winding up its affairs. 

7.2.1. Liquidators: Appointment 

In all cases of dissolution i.e. whether the ground for dissolution is by operation of law, by court or voluntary the liquidation process is carried out by liquidators. Thus, the first task is to appoint liquidators: persons who would carry out the liquidation process. Liquidators may be appointed in one of the following ways. 

1. They might have been listed in the memorandum or articles of association, (Art 496(1)); 

2. If the dissolution is voluntary one, the liquidators shall be appointed by the extraordinary   general meeting that resolved for dissolution (art. 486(1), 

3. If dissolution is by operation of law or by court for good cause, liquidators shall be appointed by the cruor up on application of members, directors or auditors (art. 496(2)).

7.2.2 Liquidators: Powers and Functions

Liquidators do have full power in so far as activities necessary to facilitate dissolution are concerned including the power to sell the whole property of the company, to compromise and arbitrate, and representing the company in legal proceedings (art. 500). At the same time they are subject to similar rights and duties of directors and/or managers in their management/ liquidation of the company (art. 499). They are subject to supervision of the shareholders. They have to call annual meeting of the shareholders and other meetings as necessary (art. 499(1)).

As soon as they are appointed the liquidators take possession of the property and books of the company. They have to prepare an inventory of assets and liabilities of the company as soon as possible. The directors and managers are duty bound to prepare a report on management of the company from the end of the financier year up to the date their function is transformed to liquidators. They have to assist liquidators in preparing the balance sheet based on the report (art. 499 (2)(3)). 

Once inventory of assets is prepared, the second task of liquidators would be calling on creditors (art. 502). Some creditors may be found on the books of the company, or known by other mechanisms. Such creditors shall be notified by registered letter. Still there might be other unknown creditors. the liquidators are duty bound to publish the dissolution of the company and call creditors to prove their claims. At least three months successive publicize calling on creditors is required by law (art. 502(3)). The liquidators should be careful in calling creditors. Otherwise they shall be liable for creditors who are not paid due to liquidators� negligence (art. 508(2)).

Then, once the liquidators have full information about the assets and claims they liquidators shall pay creditors (art. 502(1)). Art 499(4) provides that "where the assets appear to be insufficient to cover the debts of company, the liquidators shall call up on the members to pay according to their shareholding such installments as may be due on their shares." 

Dear student, what is the theme of this provision?  This provision should be understood to mean that members should pay the unpaid subscription proportionally as far as the claims of creditors would be satisfied. In fact where the assets of the company are insufficient the procedure would be under bankruptcy (art. 498). And even in that case members are not liable beyond their promised contribution. Creditors whose claims are undisputed and are due shall be paid by liquidators. Creditors who are known but did not appear for payment shall be protected by depositing their claims into court (art. 503). On the other hand creditors whose claims are either disputed or not due shall be protected by setting aside sums adequate to cover their claim (art. 503(2)). 

7.2.3. Liquidators: Distribution of the Surplus 

After paying liabilities as discussed above the remaining assets would constitute the surplus to be distributed to members. Distribution to members shall be made only after making sure that as far as possible all creditors are notified and paid (arts. 501, 502). With a view to ensure this the law forbids that distribution of surplus would not be made at least before one year from the last publication for calling creditors though the court may exceptionally permit distribution before a year where it appear that thee are no other creditors (Art. 505). 

The distribution of the surplus shall be in proportion to shareholders' contribution, without prejudice to persons having preferential right of distribution (art. 504 (2) cum 336). Shareholders aggrieved by proposed distribution of assets may apply to court for setting aside the liquidators planned mode of distribution (art. 504(3) and (4)). Where no objection has been filled the proposed distribution shall be effected and the share of members not present shall be deposited in Bank (art. 506).

Finally, the liquidators shall make an application for the registration of the company to be cancelled which culminates in the final phase of dissolution of the company. Where the company is so cancelled its legal personality ends at that moment. 

Dear colleagues what is the fate of creditors who appear after distribution to member is effected? (Read Art. 508).

Summary 

Every person including legal person may not exist in perpetuity. Dissolution of companies is the process of ending the life of companies. The law has provided several grounds of dissolution that may in general be classified as dissolution by operation of the law, by court for good cause, or voluntary dissolution. Whenever any of the stipulated grounds are set in motion the capacity of the company is limited to acts necessary to effect its final death. 

The death of the company is not automatic. The assets and liabilities should be determined, claims should be collected, liabilities should be paid, and if any surplus it shall be paid to members. This process is termed liquidation and persons carrying-out such activities are known as liquidators. 

The management function that revolves around liquidation is transformed to liquidators from directors and/or managers. The liquidators should immediately prepare inventory of assets and liabilities and they have to call creditors properly at a pain of liability.

After due notification to all creditors liquidators shall pay debts due and set aside sums to cover debts not due or disputed. The remaining assets constitute the final balance sheet of surplus for distribution to members. But for the sake of protection of creditors distribution shall be suspended for a year from the last date of publication. However, the court may dispense with such suspension if it believes that no creditor would be harmed. 

Ultimately surplus shall be distributed to members in proportion to shareholding unless there are special provisions such as persons having preferential right of distribution. 

The last task of liquidators and the last stage of dissolution is cancellation of the company from the commercial register. Upon cancellation the legal personality of the company ends once and for all.

Review Questions

1. How do you explain the notion of dissolution of companies in Ethiopian? 

2.  What is the difference between dissolution by the operation of law and judicial dissolution? 

3. Describe the modalities of appointment of liquidators.  

4. Outline the basic functions to be discharged by liquidators with possible sequence in which they have to be carried out.   

How would you explain the protection of creditors in the process of liquidation?                           

UNIT EIGHT

CONVERSION AND AMALGAMATION OF BUSINESS ORGANIZATIONS IN ETHIOPIA

Ethiopian commercial law has provided six forms of business organizations that serve as alternative ways of doing business and investment. The choice of form of organization depends on the particular situation and needs of businessmen. But a certain business organization that was the choice of businessmen at a time may become obsolete. The preference of the businessmen and circumstances might have changed so that the particular business that used to be carried out by a certain form of business organization may be better if carried out by another form of business organization. Thus members of the original business organization may avail the rules of conversion without undergoing through the pain of dissolving the original and forming a new one.

Also we have pointed out that business men join hands to carry out trade in collaboration by way of business organizations. Similarly, several business organizations may perceive that their business purpose would be better achieved if two or more business organizations merge and operate resource by joining capital and human resources by using the rules on amalgamation. They do not need to suffer from the pain of dissolution and then formation process.

In this part of the course we are going to deal with the law governing conversion and amalgamation of business organizations. We will also have few statements on the status of foreign business organizations under Ethiopian commercial code.


At the end of this chapter student will be able to:

· Explain the substantive and procedural requirements for conversion and amalgamation of business organizations.

· Explain the protections given to creditors and members of business organizations in the course of the conversion and amalgamation.

8.1 Conversion

The conversion of business organization from one form to another is governed by Arts.544-548. Conversion refers to the case where the legal form of a business organization is changed to another legal form, for instance general partnership to private limited company. 

Conversion of business organization does not result in the creation of a new legal person. Its legal personality remains intact and treated for all purposes as a continuation of the original business organization (Art. 544 (1)). But it is mandatory that adjustments must be made so that the conversion would conform to the rules governing the business organization to which transformation is made. All requirements for formation of such business organization should be complied so that the converted business organization would assume and continue the new legal form (Art 544 (5)).

8.1.1. Protection of Members in Conversion 

Conversion can only be effected where the members of the company or partners of a partnership agree to that effect. Conversion is a matter of special importance that affects members. It might change the nature of liability from limited to unlimited and so on. So the conversion of a partnership into another partnership or company requires the unanimous consent of all partners. Conversion necessarily demands modification of the partnership agreement which can take place only with the consent of all partners (Art 233 (1)). The partnership agreement may provide conversion of an ordinary partnership by majority consent (art. 233(2)) while general partnership and limited partnership may never be converted by majority (Art 295 um 233, (1), 303 cum 233(1)).

In respect of share companies conversion may be carried out only upon resolution of an extraordinary general meeting duly constituted (Art 425) i.e. not less than half of the holders of all shares being present to constitute a quorum and at least two-third (() majority voting is required (Art 545(2)). The remedy for dissenting minorities is that they are entitled to withdraw up on payment of market value of their share (Art 545 (3) cum 463). 

In case of private limited company conversion could be effected only up on resolution of members constituting quorum of members representing ( of the capital and up on majority resolution (Art 547 (1) cum 463). Dissenting members are entitled to withdraw upon payment of the values of their shares (Art 547 (3)). Alternatively members of a company who dissent on conversion are entitled to preserve the inherent right of membership and remain a members of the converted company without being obliged to incur additional liabilities nor obligations that may accrue due to conversion. They are entitled to maintain the status they had prior to conversion (Art 544 (2) and (3)). 

The Commercial Code mentions conversion of a general partnership, limited partnership and share company into private limited company (Art 545) and conversion of private limited company into share company (Art 547) only. This may nourish some doubts as to whether other conversions are possible or not. There is no clear prohibition. No prohibition for conversion of ordinary partnership to any other business organization, no prohibition for conversion of general partnership or others to share companies. Thus the specifications in Arts.545 and 547 should be taken as mere illustrations. Any form of conversion except joint venture, is possible in so far as the rules related to the formation of the relevant business organizations are complied with and third parties are not prejudiced by the conversion. This is the emphasis that the law demands in case of conversion (Art 544 (5)). Particularly the law demands that the conversion be registered and publicized and creditors be informed (Art 544 (5) and 546). Note that since a joint venture is not a legal person if it is to be changed it would not be conversion rather formation of new business organization.

8.1.2. Protection of Creditors 

Protection of creditors is the main concern in the course of conversion. On conversion, the assets and liabilities of the former firm shall automatically pass to the new business organization right from the date of registration in the commercial register. This is the manifestation of the continuity of the legal personality of the former firm (Art 546 (1) and 544 (1)). The creditors of the former firm shall be called to prove their claim and warned that unless they object to the conversion they shall be creditors of the new firm (Art 546 (2)). In the absence of objection by creditors duly informed about decision of conversion with in thirty days, creditors shall be deemed to have approved the conversion and loss any right to claim against the former firm /members (Art 548). They shall lose the right to claim against partners that were jointly and severally liable if a partnership is converted into a company.

Creditors who prove their claims in due course may demand payment or approve their creditor ship to the new firm and continue without special security or may demand guarantee /security/ from the new firm (Art. 546 (4)). Creditors prejudiced by failure of managers to take appropriate steps such as publication of conversion and  calling of creditors shall be entitled to claim against managers who shall be jointly and severally responsible (Art 546 (5) & (6)).

8.2. Amalgamation of Business Organizations

Amalgamation (often referred to as merger) is an operation by which two or more business organizations unite to form a single business organization. Amalgamation may be effected either by the creation of a new business organization into which two or more existing business organizations are absorbed (e.g. A+B → C), or by one or more business organizations being absorbed by another existing business organization (e.g. A+B → B) (Art. 549 (1)). 

Amalgamation is a frequent practice. It enables firms to combine capital and skill to strengthen their economic power. They can reduce overhead costs and win global competition.  But amalgamation may be used in abusive manner. Amalgamation of business organization may aim at avoiding competition among the firms. This leads to monopoly in production of goods or services and harms consumers. Many countries therefore subject amalgamation to strict prior scrutiny of why the firms want to under go amalgamation. They accomplish this purpose by anti-competition practice law but in Ethiopia the law related to anti-competition practice (proc. No 329/2003-Trade practice proclamation) kept silent on the issue of merger as anti-competitive behavior. 

8.2.1. Protection of Members and Creditors

Arrangements for amalgamation require long preparation from all business organizations to the amalgamation. The members of each business organization should decide on amalgamation (partnerships by unanimous decision, companies by extra ordinary meeting) as discussed in case of conversion (Art 550).

The law demands that the scheme of amalgamation be drawn up by a deed that should be published (Art 551). Notice of amalgamation should also be published at the head offices of the firms ceasing to exist and the emerging firm (Art 551(2)). The protection of creditors in amalgamation is similar to in case of conversion. All assets and liabilities shall be transformed to the new business organization (Art 551(3)).

The decision for amalgamation shall be published and creditors and debenture holders shall be informed. Creditors who object amalgamation within three months from publication shall be either paid or given adequate guarantee as appropriate (Art 552 and 5523).

8.3. Foreign Business Organizations

So far we have been dealing with business organizations established under Ethiopian law and operating in Ethiopia. The Commercial Code has also made a remark on business organizations that have attachment to foreign country. Such business organization may be a business organization formed in accordance with rules of foreign law and operate in Ethiopia, or one which is formed pursuant to Ethiopian law but operates abroad. Both situations may be regulated by Ethiopian law.

A business organization may be set up abroad but its head office or principal place of business may be situated in Ethiopia. Such business organization may be treated as a business organization formed under Ethiopian law. Thus the Commercial Code applies as a whole (Art 555).

Also in these days of proliferating multinational enterprises, big corporations formed abroad usually operate in other countries either by way of subsidiary or a branch in another country. Technically speaking a subsidiary has its own legal personality and operates as an entity separate from the parent multinational business organization. Therefore such firm could be one that is either incorporated in Ethiopia and operating abroad or one that is incorporated abroad and whose head office or principal place of business is in Ethiopia. As such, a business organization treated as a subsidiary in this technical sense would be subject to the provisions of article 555. Accordingly, it may be treated as a business organization formed under Ethiopian law. Thus the Commercial Code applies as a whole (Art 555).

Article 556 mentions a subsidiary office to mean an extension (office) of a firm incorporated above. Nevertheless, as we mentioned above, for a business organization/firm to be treated as a subsidiary of some other organization/firm, both must have distinct personality though the parent company exercises control of basic managements of the subsidiary.  Therefore, the term �subsidiary office� under Article 556 should not be taken to mean a subsidiary in the aforementioned technical sense, since this provision subjects a subsidiary office to rules similar to those of a branch while the latter does not have a personality distinct from the �mother� firm. Rather, it is submitted that the term �subsidiary� should be understood as a �representative office� as employed in Proclamation No 67/1997 and Council of Ministers Regulation No. 13/1997. Dear colleagues, we will have a detailed discussion on the concepts branches and subsidiary/representative office of foreign company and their regulation after a while.

On the other hand a branch does not have separate legal existence and assets and liabilities are not distinct from the parent business organization. If any of the two methods are employed by a foreign firm to carry out business in Ethiopia only the subsidiary or the branch is subject to Ethiopian law with Code�s limited application.

The memorandum of association of the business organization having the subsidiary or the branch should be deposited in the commercial register (Art 556(1)).  In particular the name of persons representing the firm in Ethiopia should be deposited (Art 556(2)). If the form of organization of the parent company abroad does not have a corresponding form in Ethiopia, they shall be assimilated to share companies for the purpose of publication (registration) and liability of persons representing them (Art 557).

8.3.1.Branch company

A branch company is an organizational unit of a foreign company. It has no legal personality.  The parent company will be held liable along with its branch for all the activities and debts born by the latter.

A foreign business organization wishing to establish a branch in Ethiopia must be accompanied by the following documents for registration.

·       a notarized copy of registration of parent company in the country of origin.

·       copy of the memorandum and article of associations.

·        an authenticated decision of the parent company's board of directors or a similar authorized body for the establishment of a branch in Ethiopia.  The decision should indicate the types of activities of the branch; the individual(s) appointed by the parent company to act on its behalf and the capital allocated for its operation.
·       an authenticated power of attorney issued by an authorized organ of a company for the permanent representative in Ethiopia.

·    financial reference from the company's bank .

·   a notice published in a newspaper announcing the establishment of a branch company in Ethiopia.

 8.3.2. Representative office 

The representative office is considered as a pre-condition to embark on any investment by a foreign investor.  The activities of the representative office is restricted to advertisement of products and services of parent company, carrying out project studies that will enable the parent company to undertake investment in the country; and promoting Ethiopia's export product in the country of parent company.

The legal provisions governing the activities of representative office of a foreign company in Ethiopia are contained under Proclamation No 67/1997 and Council of Ministers Regulation No. 13/1997.

The commercial representative, before starting operation, should be registered in The Ministry of Trade and Industry and acquire a certificate of the commercial representation in his name and on behalf of the principal.

Application for representative status must be accompanied by the following documents. 

· a notorized and authenticated copy of  registration of the parent company.

·     where the applicant is a business organization, its memorandum and article of associations. 

·      a statement of expenditure allocated for its  operation  in Ethiopia which is signed by the appropriate organ of the principal.

·   an authenticated mandate for the individual or individuals appointed to act as commercial representatives.

Business organizations incorporated under Ethiopian law may also operate business abroad. They are treated in a way similar to those operating in Ethiopia.

In general, the Commercial Code is too brief on matters concerning business organizations having attachment with more than one country. Basically such matters are addressed via private international law. Also other laws including tax law do have substantial role on how they should be treated.

Summary

Several forms of business organization are recognized by law as alternative to business undertaking. But even after formation a form of organization other than existing may be necessary. Thus either the existing business organization has to be dissolved and a new one formed or other alternatives should be employed.  As we have seen dissolving a business organization is costly process. Recognizing this problem the law has permitted conversion and amalgamation without dissolving existing business organization. This ensures flexibility informs of eases business undertaking as deemed appropriate and continuity of a business organization once formed.

Conversion and amalgamation should be carried out with due care for members as well as creditors. Thus decision should be by unanimous consent of partners or extraordinary resolution of companies. Dissenting members in companies are also protected since they are entitled to with draw against payment of the estimated value. Even more they are entitled to remain a member of new firm without being obliged to incur additional obligations and liabilities than that used to exist in the former firm. Creditors are also protected in that they shall be duly informed. They have the option to demand payment or security.

Review Questions

1. Differentiate conversion and amalgamation.

2. Conversion does not create new legal person. Legal personality of former firm remains intact what advantage would it have?

3. Explain the two ways by which amalgamation may be effected.

4. Can you justify why business organizations undergo through conversion?

5. Conversion and amalgamation applies to all business organizations except joint venture. Why a joint venture is exception?

6. What are the reasons that urge business organizations to undergo through amalgamation?

7. Try to differentiate the notions parent, subsidiary and branch business organizations. Also describe the extent to which they are subject to the Commercial Code.

ANNEXES

ANNEX ONE

 MODEL MEMORANDUM AND ARTICLES OF ASSOCIATION

The following model memoranda and articles of association for the different forms of Ethiopian business organizations were prepared by the Legal Department of the Ministry of Commerce and Industry in 1969 (Gr. Cal. ).These model memorandum and articles of association may be used with any necessary modifications.

I have reproduced these models from Winship�s material on business organizations so that it would help understand and be able to draft such documents for your clients.

 1.1.1. Model Partnership Agreement 
1.1.1.1. General Partnership Memorandum of Association
We, the undersigned, desiring to form a general partnership in accordance with Title IV of Book II of the Commercial Code, agree as follows: 

Article 1. Name of the Firm 
The name of the firm is the �  ______________________________________
General Partnership". 
Article 2. Members 
The members of the firm are: 
(1) (a) Name:____________________________________________ 
(b) Nationality: ________________________________________ 
(c) Address: ___________________________________________ 
(2) ___________________________________________________ 
Article 3. Head Office and Branches 
(1) The address of the head office of the firm is:______________________________________________________________________________ 
(2) The addresses of the branch offices are: 
(a) __________________________________________________________________ 
(b) __________________________________________________________________ 
Article 4 Business purposes 
The business purposes of the firm are to ____________________________

and to carry on any other lawful activity which directly or indirectly may further the above. 
Article 5. Contributions 
(1) The partners have made the following contributions: 
(a) Name of partner: ________________________________________ 
(i) nature of contribution: ___________________________________
(ii) total value of contribution:______________________________ 
(iii) method of valuation: _________________________________
(b) ______________________________________________________ 
(2) The partners who are contributing skills shall perform the following services: 
(a) Name of Partner: ___________________________________________
(i) skill contributed: ___________________________________________ 
(ii) required services __________________________________________
(b) ___________________________________________________________

Article. 6. Profits and losses 
(1) Each partner shall share equally in the annual net profits and losses  of the firm. 
(a) �Net profits, less any amounts which the partners unanimously decide to retain in the firm, shall be distributed in a form agreed upon by the partners within __________________days following the end of the fiscal year. 

Article 7. Managers and agents 
(1) Each partner is a manager of the firm. 
(2) The other managers are: 
(a) Name __________________________________________________ 
Nationa1ity: ______________________________________________
Address: ________________________________________________ 
(b) _____________________________________________________ 
(3) The agents of the firm are: 
(a) Name:_______________________________________________ 
Nationality: ___________________________________________ 
Address: ____________________________________________ 
(b) . _______________________________________________________________
(4) The firm, with the consent of all the partners, may employ other managers and agents. 

Article. 8- Power and Duties of Managers

Each Manager has full power to carry out all acts of management, except that the consent of a majority of the partners is necessary for the following acts: 
(a)______________________________________________ 
(b) ___________________________________________

Article. 9-Exceptional powers of partners  

A partner, with the consent of all the other partners, may:
 (a) deal with the firm on his own behalf;

 (b) carry out transactions on behalf of a third party or on his own behalf which relate to the business carried out by the firm. 

Article 10. Accounts
(1) Each partner has the right to check the state of the firm a 
business, to consult the books and papers of the firm, and to 
draw up a statement of its financial position. 
(2) The following manager, _____________________ , shall keep all the accounts and reports required by law and shall submit all the necessary papers to the appropriate Government authorities He shall submit to the partners an annual report on the arrangement of the firm within ___________________ days following the end of the fiscal year. 
(3) The fiscal year beings the first day of _____________ in each year, except that in the first year the fiscal year begins on the date of registration. 

Article 11: Transfer of Shares 

A partner may not transfer or assign part or his entire share in the firm except with the consent of all the other partners. 

Article. 12- Duration and Dissolution of the Firm 

(1) The firm shall exist until _____ , 200_ (E.C.) unless the firm is dissolved at an earlier date:

(a) by the consent of all the partners;

 (b) by a decision of the partners not to continue the firm fo1iowinj the druid, incapacity or bankruptcy of any partner; or 

(c) by the withdrawal of any partner following six months notice. 
(2) The partners remaining after the death, incapacity, bankruptcy or withdrawal of any partner may agree to continue the firm among themselves or by accepting the heir or representative 
 of the resigning partner. 

(3) Within ______________ days following a decision to dissolve the firm the partners shall select _______________ liquidators to take all steps necessary to complete the winding�up of the partnership. 

Article. 13 Amendments 

This Memorandum may be varied only with the consent of all the partners. In witness whereof, we make and acknowledge this Memorandum of Association and declare it to be the govern in document of this firm. 
Done at _______________this __________ day of_________, 200_ ____________

               (city) ___________________________



(name)___________________________

1.2. MODEL MEMORANDUM OF ASSOCIATION OF COMPANY
 1.2.1.  Model Memorandum Of Association Of Private Limited Company 
We, the undersigned, desiring to form a private limited company in accordance with Title VII of Book II of the Commercial Code, agree as follows: 

Article 1 � Name of the Company 
The name of the company is __________________________ Private Limited Company. 
Article 2. Members 
The members of the company are 
(1) (a) Name:________________________________________ 
(b) Nationality: ____________________________________ 
(c) Address: ______________________________________
(2) _____________________________________________________ 
Article 3. Head office and branches 
(1) The address of the head office of the company is ____________________
(2) The address of the branch offices are: 
(a) __________________________________________________ 
(b) ____________________________________________________ 
Article 4. Business purposes  

The business purposes of the company are to _____________________ and to carry on any other lawful activity which directly or indirectly may further the above. 
Article 5. Capital 
The Company has a share capital of ___________ Ethiopian dollars. As of the date of this memorandum the share capital has been fully paid up.

Article 6. Contribution and Shareholding 
The members have received the number of shares 
specified in return for the following contributions: 
(1) Name. ______ _____________ ___________ 
(a) Number of shares received: _________ 
(b) Total value of contributions: ____________ 
(c) Contributions in kind: 
(i) Nature of contribution: ____________ 
(ii) Value of contribution: ___________________________ 
(iii) The price accepted: _______________ 

(iv) Shares allocated: __________________ 
(v) Method of valuation: ______________ 
(2) ______________________________________________

 Article 7, Distributions of profits 

The managers shall distribute the annual net profits as defined by law and the Articles of Association to the members in proportion to the number of shares held by each. The members shall decide on the time and form of distribution. 
Article 8. Interest Payments 

During the period when works are being constructed prior to business operations, the Company shall pay annual interest of ______ per cent to the members, even there are not profits. In no case shall payment be made for more than ____ years.

 Article 9- Managers and agents. 

(1) The company has ______ managers. A general meeting of the members may appoint further managers and fill vacant manager ships. The Managers are authorized to perform all acts necessary to carry not the business purposes of the company, subject to restrictions specified by law, the Articles of Association, or a resolution of a general meeting of the members. 

1.2.3.MODEL ARTICLES OF ASSOCIATION 
1.2.3.1. Model Articles of Association of Private Limited Company (20 members and less) 
These Articles, drawn up in accordance with the law; govern the operation of the Company. 

Article 1. Rights of members 
Each member has a right: 
(a) to participate in all meetings of the members; 
(b) to vote at all meetings a number of votes equal to the number of shares hold by him; 
(c) to inspect and to copy the inventory, the balance shoot, and the auditors� report, if any, at the head 
office; and
(d) to enjoy all other rights granted by law, the Memorandum of Association, and these Articles, 
Article 2. Transfer of Shares 

(1) There is no restriction on the transfer of shares between members.

(2) To transfer shares outside the Company requires the approval of a majority of the members representing at least three-quarters of the capital.

(3) The shares of a deceased member devolve upon his heirs. Each member has the right to leave his shares to the heir he wishes. 

Article 3. Redemption of Shares

On the withdrawal of a member from the Company, the remaining members may redeem the withdrawing member�s shares at a rate based on the last inventory, unless  otherwise agreed, payment for the shares shall be in equal monthly cash payments spread over _____ years, 

Article 4. Share Register 

(1) The managers shall cause a share register to be kept at the head office. Thu register shall contain all entries required by law, the Memorandum of association, and these articles. 

(2) Upon being notified of an error in the register, t1i managers shall cause the register to be corrected within � days. 

Article 5. Meetings 

(1) The general meeting of the members is the ultimate of the Company. 
(2) The managers shall call a general meeting of the members when: 
(a) ____________________________________ (b)___________________________________
(3) Members representing more than one�half of the capital may call a general meeting at any time. 
(4) The person or persons calling a general meeting shall notify all members of the time and place of meeting    registered mail at least �� days before the meeting. 
Article 6. Conduct of  meetings  

(1) At each general meeting the members shall elect a member to be chairman of the meeting. 

(2) The secretary of the Company shall attend all meetings and shall keep all minutes and records required by law, the memorandum of association, and these articles.

(3) The Commercial Code governs the rules relating to quorums and the majorities required for decisions to be taken.

 Article 7. Managers

(1) The following managers are appointed for a term of _______ years: 
(a) Name:____________________________________ 
Nationality:_________________________________ 
Address:_____________________________________ 
(b)_________________________________________ 
(2) Managers are eligible for reappointment. 
(3) Managers may be removed t the pleasure Of the members voting in a general meeting 
(4) Each year the members shall fix each manager�s remuneration, either as a fixed salary, or a share in the profits, or both. A member who is also a manager may not vote on the amount of his remuneration.

 Article 8. Powers and Duties of Managers 
(1) Each manager has full power to carry cut all acts of management, except that the consent of a majority of the managers is necessary for the following acts:

(a) _________________________________________________________ 
(b) __________________________________________________________ 
Article 9. Secretary

The managers shall appoint a secretary of the company to keep all required records and to submit all the necessary papers to the appropriate Government authorities. 

Article 10. Auditors

(1) Auditors are appointed for terms of____________ years. At the end of their term a general meeting of the members shall reappoint some or all of the auditors and appoint other auditors to fill the vacancies. 

(2) Auditors shall be jointly and severally liable for any fault r negligence in the execution of their duties.

(3)  A general meeting of the members may remove an auditor for good cause. 
Article 11Accounts 
The managers shall appoint a treasurer to keep all the accounts and financial records required by law, the Memorandum of Association, and these Articles. 

Article 12. Fisca1 Tear

The fiscal year begin the first day of _____ in each year., except that the first fiscal year o gins on the date of registration.
Article 13. Net Profits

For dividend purposes not profits moans the profits remaining after all liabilities have been paid and all transfers to reserves have been made. 
Article 14. Reserve Funds

(1) One�twentieth of the annual net profits shall be transferred to a legal reserve fund until it amounts to one-fifth of the capita of the company . 

(2) The managers may, with the consent of a general meeting of the members, create an optional reserve fund. 

(3) Reserve funds bear no interest. 

Article 15. Fixed Interest 

The fixed interest paid to members when there are no profits shall be entered in the �� account in equal amounts over the first _____ years in which profits arc made. 

Article 16. Dissolution

A judicial interdiction, bankruptcy, insolvency or death of a member shall not cause dissolution of the Company.

Article 17. Option of Heirs

The heirs of a deceased member may, at their option, join the Company or be repaid for the shares at a rate based on the last inventory. Unless otherwise agreed, payment for the shares shall he in equal monthly cash payments spread over _____ years. 

Article 18. Amendments

Amendments to tie Memorandum of Association or these Articles require a majority vote of members representing three questions of thus capital voting in general meeting, except that a change in the nationality of the Company requires the unanimous approval of the members. The full text of the proposed amendments shall be mailed with the notice calling the meeting. 

1.2.4. MODEL MEMORANDUM OF ASSOCIATION  OF SHARE COMPANY 
We, the undersigned, desiring to form a share: company in accordance with Title VI of Book II of the Commercial Code of 1960, agree as follows: 
Article 1. members 
The names, nationalities and addresses of the founding members and the number of shares subscribed by each are as follows: 
Name 

Nationality 

Address 

No. of shares 






(P.O. Box) 

Subscribed 
1. 
2. 
3. 
4. 
5. 
Article 2. Nome of the Company 
The name of the company is"������������� Share company." 
the name of the company in Amharic is: "���������������"

Article 3. Company offices  
The address (P.O. Box and location) of the head office of the companies "�����������������������..". 

Article 4. Business Purposes 

The business purposes of the company are: and to carry on any other lawful activity and enter into any agreement or arrangement which directly or indirectly may further the purpose stated herein. 

Article 5. Capital 

The company has a capital of ���������.. Ethiopian dollars (Eth.$...................). As of the date of this Memorandum the capital has been fully subscribed and ������� paid up in cash and in kind. The total contribution in kind has boon evaluated at ����.............. Ethiopian dollars (Eth.$.......................), in accordance with the export report attached to this Memorandum. The name (s) of the contributor(s), and the nature, value, use and price of the contribution(s) in kind are as follows: 
1. 
2. 
3. 
Article 6. Description of shares

There shall be one (1) class of shares with a par value of �����..Ethiopian dollars(Eth$...........................) per share  a total of . . . . . . . . . . , . . . . . .�. . . . . . . ( . . . . . . . . . . . . . . . . ) shares. The shares shall be registered in form.

 Article 7. Distribution of Pots

The balance of the net profits in excess of amounts required to be transferred to the legal reserve and any other amount retained in accordance with the Articles of Association may be distributed as dividends on shares in proportion  to the number of shares held by each shareholder. ]

Article 8. Board of Directors 

 The Board of Directors shall consist of .......,.......(���..) directors. The Board is authorized to perform all acts necessary to carry out the business purposes of he company, subject to any       specified by law, the Articles of Association, or a resolution of a general meeting of the shareholders, Upon accepting a position on the board each director shall deposit as security with the company ..........................  (�����) of his shares in the company. 
Article 9.Agents 
The board of Directors shrill employ a general manager who sh�1l be the chief administrative officer of the company.

 Article 10. Auditors 
The company shall have ...(.........)auditors. 

Article 11. Duration 
The company shall have perpetual existence. 

Article 12. Publications

The annual reports of the company and all other publications required by law shall be published and deposited in accordance with the relevant provisions of the Commercial Code of 1960. 
IN WITNESSS WHEREOF, we make and acknowledge this Memorandum of Association and the accompanying Articles of Association, and declare them to be the governing documents of this company. 

Done at Addis Ababa This ....................,day of������..19���. 


1.2.5.   MODEL ARTICLES OF ASSOCIATION  OF SHARE COMPANY 
                    Articles Of Association 
These Articles, drawn up in accordance with the law; govern the operation of the Company. 
           I. Shares 
Article 1. Rights of shareholders  
Each Shareholder, including holders of preference shares, has: 
(a) a right to participate and to vote at general meetings and, when appropriate, special meetings; 
(b) a right to challenge a decision of the Company; 
(c) a right to participate in the annual net profits and in the net proceeds on a winding-up; 
(d) a right to but a candidate for a directorship; 
(e) a right to inspect and to copy Company documents in accordance with the law; 
(f) a preferred right, in proportion  to his holding, to allotment of cash shares issued on an increase of capital; and 
(g) any other right granted by law, the Memorandum of Association, and these Articles, 

Article 2. Form

 Shares are either registered in the name of the shareholder ° to bearer, as required by the shareholder. Any shareholder may convert his bearer shares into registered shares and vice versa. 

Article 3. Premium 
Shares may be issued at a price greater than their par value. 

Article 4. Restrictions on Transfer 
The transfer of shares is not restricted. Shares may be transferred to foreigners. 

Article 5. Joint ownership, Pledges and Usufructs 

(1) Shareholders who hold shares jointly shall appoint a re-preventative and shall register his name and addres8 in the register of shareholders The company shall send notices only to this representative. 

(2) A shareholder who holds �a share which is pledged or subject to a usufruct shall register the name and address of the pledge or usufructuary and the rights to be exercised by him. The Company shall send notices to both shareholders and the pledgee or usufructuary. 

Article 6. Register of Shareholders.

(1) The general manager shall cause a register of shareholders to be kept at the head office. The register shall contain all entries required by law, the Memorandum of Association and these Articles. 

(2) Upon being notified of an. error in the register the general � manager shall cause the register to but corrected within  _______ days. 

(3) The Board of Directors shall prescribe the� fees to be paid for inspection, copies and extracts of the register. In no case shall the fee be larger than ___________ Ethiopian dollars Shareholder, may inspect the register without charge.

 Article 7. Calls on unpaid shares 

 (1) A Shareholder who fails to pay a call for payment of unpaid shares by the due date shall be liable to pay interest of ________ per cent. 

(2) At any time after the due date the Company may send a re-glistered letter demanding payment to shareholders who hold unpaid shares. If a shareholder does not make payment within fifteen days following the receipt of the registered �over, the Company may offer the unpaid shares for sale by auction.

 Article 8. Replacement of Bearer Shares 

Bearer shares damaged, lost or stolen shall be reissued on payment of a fee and on such terms as to evidence and indemnity as the Board of Directors shall prescribe. In no case shall the fee be larger than..... Ethiopian Dollars. 

Article 9. Meetings 

(1) Thu annual general meeting shall be held at the head office on the  ________ of ____________ each year unless the Board of Directors decides on another time or place, In no case shall an annual general, meeting be held later than __________ months following the end of the fiscal year. 
(2) Thu annual general meeting may discuss and decide all matters other than thou reserved to other meetings by law, the Mom random of Association, and these Articles. 

Article 10, Notices

The general manager shall cause notices calling meetings to be mailed by ordinary mail to the registered shareholders or their representatives at the address recorded in the register of share-holders. He shall also cause a notice to be printed in a newspaper empowered to publish legal notices and circulating at the place: where the head office is situated.. The article shall include all the information required by law, the Memorandum of Association, and these articles. 

Article 11. Proxy Nominations

(1) A shareholder may nominate one proxy to represent him at a any or all meetings. A proxy need not be a shareholder.

 (2) A proxy has all the powers and duties of a shareholder unit his powers are expressly limited on the proxy nomination. 

(3) A proxy nomination shall be in writing, signed and dated by the nominating shareholder. In case of dispute the proxy nomination with the most recent date prevails.

(4) In no case shall a proxy nomination be valid for more than__________ years.

 Article 12. Agenda 

(1) A. copy of the� agenda shall be mailed with the notice calling 
a meeting. 

(2) The agenda of a general meeting may be modified at the time of meeting only on the affirmative vote of shareholders (or their proxies) holding a majority of the shares allowed to vote at the meeting. 


Article 13 Register and Deposit before Meetings 

To be eligible to vote at a meeting, at least _________days before the meeting, the holders of registered shares shall be entered in the register of shareholders and bearer snares shall be deposited at the head office. 

Article i4. Secretary 

The Board of Directors s1all appoint a secretary to keep the attendance sheet at meetings. To record the minutes required by law, and to submit all necessary papers to the appropriate Government authorities. The secretary need not be a shareholder.

 Article 15. Conduct of Business 

(1) The chairman of all meetings shall be the chairman of the Board of Directors or, in his absence,, the senior director, In the absence of both, the directors in order of seniors shall preside.

 (2) Two tellers shall he appointed from shareholders (or their proxies) in order of the number of shares held or represented. 

(3) All resolutions shall be voted by-voice vote unless any shareholder (or his proxy) asks for a ballot.

 (4) The Commercial Code governs the rules relating to quorums and the majorities required for decisions to be taken.

III. DIRECTORS AND AGENTS

 Article 16. Powers and Duties of Directors  

(1) The directors have the powers and duties granted by law, the Memorandum of Association, these Articles, and resolutions passed at meetings of shareholders.  

(2) The directors have the following. Specific powers and duties: 

(a)___________________________________
(b)_________________________________
(3) The directors are jointly reponsible3 as mangers or agents of the company. 

Article 17. Election and Dismissal, of Directors

(1) Directors shall serve for three-year terms or until their successors are elected and qualify for office, except that the first directors shall serve as follows __________________for one year, _________________for two years, and ___________ for three years, as determined by lot.

(2) The annual general meetings shal1 elect new directors to replace all retiring directors. A retiring director is eligible for re-election. The voting for directors shall be by ballot.

(3) Whore there arc several groups of shareholders with a different legal status, each group shall elect one director.  The remaining directors shall be elected by all shareholders voting together.

(4) When one or more directors withdraws from the Board, the 
remaining directors, if more than one�half remain,- shall appoint shareholders to the vacant directorship. If less than one�half of the Board remains, the remaining directors shall call a genra1 meeting to fill the vacancies. All appointments shall be submitted to the subsequent annual general meeting for confirmation of his appointment a new director shall serve for the remainder of the term of the term of the director replaced. If an appointment is rejected the annual general meeting shall fill the vacancy. 

Article 18. Register  of Directors

(1) The Board of Directors shall cause a register of Directors and their shareholdings to be kept at the head office, The register shall contain all entries required by law, the memorandums of association, and these articles.  

(2) Upon being notified of an error in the register the chairman of the Board of Directors shall cause the register to be corrected within ___________ days.

(3) The J3orxrd of Directors shall Prescribe the fee to be paid for inspection, copies and extracts of the register. In n case shall the fee be larger then______________ Ethiopian dollars. Shareholders may inspect the register without charge 

Article 19. Remuneration 

(1) The annual general meeting shall fix the remuneration of the  Board of Directors for the following fiscal year. The first Board of Directors shall receive ______ Ethiopian Dollars for the first fiscal year. 
(2) The Board shall also receive __________ per cent of the not profit of a fiscal year. This share may be varied or revoked by the annual general meeting. 

Article 20. Meeting of the Board 
(1) The Board of Directors shall meet at the head office on the ___________ of every month unless the Board decides on a different time or place. In no case shall meetings of the Board take place less frequently than once every___________________ months. 
(2) At the first meeting of the board following the annual general meeting the directors shall at chairman. The chairman servos fur one year or until his successor is elected and qualifies for office. The board a may revoke the appointment of as chairman it elects. 

(3) The secretary of the Company shall keep the required records of Board meeting. 
Article 21.  General Manager.  
(1 ) The Board of Directors shall appoint a general manager. 

(2) The general manager has full power to carry out all acts of management related to the business purpose of the company, including, but not limited by, the following specific powers and duties: 

(a) _______________________________________ 
(b) ________________________________________ 
(3) the Board of directors may delegate, under its strict supervision, any or all of its powers to the general manager, including the power to sell or pledge immovable property. 

( 4) The general manager or his representative shall attend all meetings of the Board of directors. He may participate in discussions but may not vote. 

Article 22. Auditors 
(1) The auditors and assistant auditors shall have the powers and duties specified by law of memorandum of association, and these articles. 

(2) In particular all auditors have the following specific powers and duties: 

(a) _______________________________ 
(b) _________________________________
(3) Each auditor shall exercise his duties separately. Article 23. 

Article 23. Additional Auditors 

Shareholders representing not less than twenty per cent of the capital may appoint at their own expense an auditor in addition to the elected auditors. Such auditors shall have the same powers rind duties as the elected auditors. A general meeting may resolve that the Company shall bear some or all of the expense of the additional auditor. 

Article 24. Agents and Employees

(1) The Board of Directors and the General manager may employ any agents or employees necessary to carry out the business purpose of the Company. 
(2) The Board of Directors may compensate agents of the Company and any or all classes of employees with a percentage of the Company�s profits. The annual general meeting of the shareholders shall review the amount of this compensation.

 IV. ACCOULTS 

Article   25. Accounts
The Board of Directors-shall employ, under its strict supervision, �a treasurer �to keep all the accounts and financial records required by law, the Memorandum of Association, and these Articles. The treasurer need not be a shareholder. 
Article 26 Fiscal Year 

The fiscal year begins the first day of ___________ in each year. Except that the first fiscal year begins on the date of registration. 

Article 27. Reserves 

(1) One-twentieth of the annual nut profits shall be transferred to the legal reserve fund until it amounts to one firth or the capital of the company.  

(2) An ordinary enera1 meeting may, on the recommendation of the Board of Directors or any of the auditors, create a supplementary or optional reserve fund. 

(3) Reserve funds shall bear no interest. 

Article 28. Distribution of Profits 

(1) The annual general meeting may vote a dividend Payment from the balance of assets after all liabilities have been paid and all transfers to reserve funds have been made.

(2) The dividend shall be distributed to shareholders in proportion to their shareholdings and in the order of preference established by contract. 
(3) The annual general meetings shall decide on the date and methods of dividend payment. 

 Article 29. Interest Payments  

The Company shall pay shareholders interest of ________ per cent. during the period of preparatory works and construction of the enterprise when there are no profits. In no case shall payment be made for more than _________ years. This interest shall be paid up to the end of the fiscal year in which the Company balance sheets show a net profit for the first time. 

V. DISSOLUTION 
Article 30. Appointment of liquidators  
( 1) Thu general meetings resolving  to dissolve the Company so all 
appoint liquidators. 
(2) If a court orders dissolution the Board of Directors sh.1 call a meeting  to appoint __________ liquidators within 
(lays of the court order. 
(3) Thu appointment of any or all liquidators may he revoked for good cause by a general meeting on the application of any member or auditor. 
(4) Each liquidator shall he remunerated at the same rate as the 1eneral manner is being remunerated at the time of dissolution, unless otherwise resolved by the general meeting appointing the liquidators.

Article 31. Powers and Duties of Liquidators 
(1) The iiqui3itorn have the same powers and duties as the directors with the following exceptions: 
(a) ____________________________________________ 
(b) ____________ _______________________________ 
(2) The general meeting appointing  the liquidators may further limit the powers of the 1iqui�vtors. 

Article 32. Distribution  of Assets 
Liquidators shall distribute assets remaining  after dissolution to the shareholders in proportion to the number of shares held by each. 

VI. AMENDMENTS 
Article 33. Amendments 
(1) Only an extraordinary enera1 meeting shall consider and vote on proposed amendments. 
(2) The full text of the proposed amendments shall be mailed with the notice calling the extraordinary general meeting. A summary of the proposed amendments shall be published in the newspaper notice ca1lin the meeting. 
(3) The secretary of the Company shall register all amendments with the appropriate government authorities not later than fifteen days after the meeting in which they resolved. 

ANNEX 2

ETHIOPIAN COURT CASES

The following court cases are taken from Winship`s material on business organization which are collected from the files of the Law Faculty and of the Supreme Imperial Court and High Court in Addis Ababa. As Winship stated many of the cases were translated from Amharic by Ato Zemariam Berhe over the summer of 1971. 

The cases would enable you students to integrate the law on paper and its real application. So you are highly recommended to read them.  

Case one

HIGH CC�JRT 

Addis Ababa, Civ. Div. No. 1

Asegedetch Alarnrew v. Asfaw Tekie Hairnanot

Civil Appeal No. 132/56

 Obligations -- Contract -- Interpretation trade name -- Assignment -- Art. 139 (1 Com.C. 

On appeal from a judgment of the Addis Ababa Awraja Court deciding that the trade name �Patrice Lumumba� is owned by the appellee, or the ground that the contract whereby appellee sold to appellant furnishings did not include the trade name.

 Held: Judgment of the Awraja Court reversed. 

1. The absence of a clear stipulation in a contract makes it necessary to determine the intention of the parties at the time of the contract from the surrounding circumstances. 

2. Whereas a trade name may only be assigned together with the business to which it refers, Art. 139(1) Com. C., the assignment may be explicitly stipulated or may be inferred from the assignment of the business. 


Megabit 16, 1956 E.C. (March 25, 1964 G.C.); Judges: Ato Belatchew Asrat, Ato Wolde Mussie Yihdego, Ato Makonnen Getahun:- This appeal is brought against the judgment of the Addis Ababa Awraja Court, which decided that the trade name �Partice Lumumba� is owned by the appellee. 

The facts of the case are stated by the Addis Ababa Awraja Court and need not be repeated here. 

The only issue to be decided in this appeal is whether the appellee, while selling to the appellant the furnishings from his bar, also sold the trade name under which the bar operated. In the contract of sale whereby the furniture of the bar was sold, it was not stipulated whether or not the name of the bar was included in the sale. This led to a dispute between the contracting parties, and we should therefore analyze the surrounding circumstances to see events or circumstances are analyzed in order to determine, as far as possible, the intention of the parties at the time the contract was concluded. 

The appellee had his bar registered under the name �Patrice Lumumba�. The appelee also sub-let to he appellant the house let to him by J Wolde. He sold the furnishings in the house to the appellant. He left in the house so sub�let a license entitled �Patrice Lumumba Night Club at Dejazmatch Wube Sefer.� Among the items sold there was a picture of Patrice Lumumba hanging above a shelf used for keeping beverages. 

The sub-letting of the house, the selling of the furnishings in the house, the leaving of Patrice Lumumba�s picture in the house, each viewed separately, does not properly indicate an intention to transfer the trade name. To leave the license behind, however, throws some light on the intention of the parties. Irrespective of whether the appellant can make use of the license, and whether or not the appellee can transfer his license, the fact that the appellee left the license hanging on the wall of the house sub-let to the appellant among the items sold to the appellant implies that the appellee intended to transfer the trade name too or at least left it for the appellant. 

When the appellee knew or should have known where the license was, his contention that he lost the license and that he reported same to the police does not seem to be reasonable and therefore is rejected. We imagine that to a trader who changes his place of business, his license is one of the most important items so that he would not leave it behind.   The fact that the license was left with the appellant, and since the report of its loss to the police is not found to be reasonable, both coupled with the sale of furniture and the sub-letting of the house, indicate that at the time of the contract the appellant intended to receive and the appellee to transfer the trade name.

If the contract had clearly stipulated whether or not the parties intended to sell the trade name, the present dispute would have been avoided. The absence of such clear stipulation has made it necessary for us to determine the intention of the, parties from the surrounding circumstances. 

In a contract, anything that is not clearly provided for has to be interpreted. Article 139 of the Commercial Code provides that a trade name may not be assigned alone. Whereas the trade name can only be assigned together with the business to which it refers, the assignment may be explicitly stipulated or may be inferred from the assignment of the business. Our approach is also in harmony with these rules.

The Addis Ababa Awraja Court, in its decision, went beyond the facts and permissible procedure. Judgment is not passed for the sake of publicity and to satisfy public curiosity. The decision of the Addis Ababa Awraja Court was given without considering the common intention of the parties at the time of the contract and is, therefore, hereby reversed. The appellee, for the above reasons, has assigned the trade name to the appellant. Each party should bear his own cost. 

A copy of this decision shall be sent to Addis Ababa Awraja Court to inform it that its decision is reversed. This judgment is given by majority. 

Dissenting Opinion 

I dissent from the above decision for the following reasons. The appellee brought an action before the Addis Ababa Awraja Court against the appellant stating that, whereas he sold to the appellant the furnishings and the business, but not the license and the trade name, the appellant should not use the trade name and should remove the name �Patrice Lumumba� from her shop. The appellant, through her counsel, replied in his defense that she bought the furniture together with the trade name. After considering evidence produced by both parties, the court of first instance was satisfied that the present appellant bought only the furniture and, hence, gave judgment to the effect that the trade name �Patrice Lumumba� should remain with the plaintiff. Appeal against that decision was then lodged with this Court.

In this appeal, the counsel for the appellant argued as follows: that in the sale of the bar it was the appellee himself who drafted the contract and the appellee had the intention to make the terms more favorable to himself at the cost of the appellant; that the appellant in good faith and without suspecting the appellee paid the appellee E$24,OOO; that the appellant was previously summoned to the woreda Court and, after being informed that the trade name was never registered in the name of the appellee, was instructed to remove it from the bar; that after the Court instruction, the appellant realized that the appellee deceived her with a trade name that was never registered, and instead of suing the appellee, the appellant preferred to have the trade name authorized and registered; that the appellant applied to the appropriate authority to have the trade name authorized and registered in her name; that the appropriate authority after confirming that the trade name was never registered for any person, authorized registration in the appellant�s name; that the appellee objected to the authorization upon the ground that the trade name was already authorized for his use and that he did not sell it to the appellant; that after studying its records the authority could not find any authorization for the appellee, and hence overruled the appellee�s objection; that the appellant then paid the necessary fee and had the trade name registered in her name; that the appellee then brought action before the Addis Ababa Awraja Court; that the defendant, present appellant, in her reply to the action requested the plaintiff, present appellee, to produce evidence to substantiate his claim; that upon his statement that he lost the original license, the Court instructed the defendant to accept its photocopy and prepare her defense; that she, the defendant and present appellant, objected and lodged an interlocutory appeal with the High Court but later on dropped the appeal and proceeded with her defense realizing that the trial judge was eager to expedite the proceedings; that the Awraja Court gave an erroneous judgment which should, therefore, be reversed with costs against the appellee. 

The appellee, on the other hand, stated: that in 1961 he applied to the Ministry of Commerce and Industry and received authorization No. 2191/54 to run and operate a hotel, bar and night club under the trade name of �Patrice Lumumba�; that he also applied to the Municipality of Addis Ababa for a license and after paying the necessary fee, took license No. 1195/52 and also paid E0.50 per letter against receipt No. 011211 for publicity of the trade name which was published in the �Addis Zemen�; that the appellee first opened his business at New Market but in quest of a more specious house  he sold the furnishings of the bar and opened another one at Dejazmatch Wube Sefer; that the appellee again found the area and house not to be pleasant and therefore, sold the furnishings to Woz. Asegedetch Alamrew and moved to Bjshoftu Road; that Woz. Asegedetch Alamrew then claimed to have bought the trade name and hence applied to the Vice-mayor of the City of Addis Ababa to use the trade name and he accepted her request; that the appellee objected and appealed to the mayor stating that he did not sell the trade name; that the Mayor reversed the decision of the Vice- Mayor; that the appellee then brought action before the Addis Ababa Awraja Court and, after proving that he did not sell the trade name, obtained judgment in his favor; and that the judgment of the lower court is correct and should therefore be upheld.

 
The records of the lower court upon investigation show that the title of the written contract between the parties reads: �contract of sale of furnishings in a bar situated at Jejazmatch Wube Sefer,� In the written instrument, there is a list of items sold to the buyer with no mention made of the license and the trade name. The contract of sale was concluded in the presence of witnesses and before a public officer. The buyer signed in writing and it is, therefore, clear that she must have read and understood the content of the written instrument. However, the written instrument states that she had the advice of a third party while making the contract. If the written instrument stated that the vendor sold �Patrice Lumumba Bar and Night Club�, then the appellant would have a proper claim to the license and the trade name. But where items of furniture of the bar were listed as forming the subject matter of the sale, and where she confirmed by her signature that she bought the listed items for E$24,000, and since she had on her side a certain Ato Legese Temtimme as an observer, there is nothing to justify her c1im that she bought the trade name as well. Whereas Article 2005(1) of the Civil Code states that, �A written instrument shall be conclusive evidence, as between those who signed it, of the agreement therein Contained . . .� the appellant has not produced any evidence that can set aside the agreement or contract of the parties. Article 139(1) of the Commercial Code provides that, �the trade name may not be assigned except together, with the business to which it refer. The contract clearly shows that the trade name of the appellee was never sold with the furnishings of the bar. The law provides that the buyer can use the trade name where he bought the trade name with the furnishings; but the buying of furnishings does not in itself entitle the buyer to. Claim the trade name of the vendor, Contrary to the contention of the appellant�s counsel, a photocopy of the license was submitted as an exhibit showing that the appellee did request and obtain from an appropriate authority a license to operate a bar at New Market under the trade name in dispute. The appellee sold the furnishings of his bar and moved to Dejazmatc �wube Sefer where he again sold the furnishings and moved to another place.. This prior conduct can be considered as an additional evidence that the appellee did not� sell the trade name with the furniture. I, therefore, dissent and would hold that the decision that the Awraja Court gave after weighing the evidence produced by the parties is proper and should be confirmed. /This case has been prepared for publication in the Journal of Ethiopian Law./ 

Case Two

HIGH COURT

Civil Case 1557/62

 Tabsas 1, 1963

 Appellant: Wzo Jemmanesh Dugda

 Respondent: Ate Getachew Degaga

 
Judgment 
This is an appeal submitted on Hamle 21, 1962 (Lth.Cal.) by Woizero Jemmanesh, the appellants. The ground of the appeal is that the judgment given by the Addis Ababa Awradja Court is totally erroneous and appellant prays that the appellate court:

(1) reverse the lower court judgment and appoint an auditor;

(2) if respondent denies that he received the capital of the partnership, the court should hear the testimony of witness who were present at the time of the agreement in accordance with Article 1730 of the Civil Code and Article 345 of the Civil Procedure Code. 

The following is the summary of the facts of the case.

Present appellant, plaintiff in the lower court, asserted that she and the respondent have a partnership and requested the Awradja Court to issue an order under Article 18 of the Civil Procedure Code for reporting of accounts on Tikimt 18, 1962.

 The defendant, present respondent, Ate Gotachew Degaga, replied on Tahsas 22, 1962. �Plaintiff has introduced an instrument written on Hamle 13, 19599 which she claims to be evidence; but since the instrument does not show the working capital of the business it is not admissible.� He did not say whether there was a partnership between them or not. 

Then the issue of accounting was dropped and the arguments continued on whether or not there was a partnership. Concerning this new issue, the plaintiff, present appellant, argued as follows: 

(1) The two parties signed a partnership agreement on Tir 1, 1958. 

(2) It is mentioned in the contract that respondent has contributed 5,054 dollars to the firm� s capital(3) Because both parties had a strong mutual trust the business has been running in good faith for a long time. 

(4) The contract signed on Hamle 13, 1959 was not to vary, to cancel or to modify the partnership agreement signed on Tir 1, 1958. It was only to require defendant to give a report and to transfer all his equb to plaintiff�s name because of his failure to report occasionally in accordance with the earlier agreement.

(5) When plaintiff asserted that there was partnership�, instead of affirming or denying the existence of the partnership as required by Article 255 of the Civil Procedure Code, defendant has tried to evade the issue, which is an indication that there was a partnership.

In his short defense, respondent argued, the written instrument introduced as evidence by appellant has no legal force. It says �working capital ...� with a blank space for the amount of the working capital. This is only a future intention, not a true agreement.� 

After hearing the above arguments and seeing the pieces of evidence introduced, the Addis Ababa Awradja Court decided on Sine 26, 1962 that there was no partnership and no auditing was necessary. The reasons given for tee decision were: 

(1) The agreement signed on Tir 1, 1958 mentions the sum without saying who gave it and who received it. 

(2) In any case, the partnership agreement was established (signed) on Hamle 13, 1959, while the document which shows the contribution is of an earlier date (Tir 1, 1958). 

(3) A partnership agreement is said to exist when it is recognized by law, and the agreement has to follow the form prescribed for forming a partnership. The instrument introduced by the plaintiff says �the amount but is not completed.

(4) One cannot say whether the document which mentions the sun is a partnership agreement or a receipt. The presiding judge, in a dissenting opinion, said, �Instead of dismissing the case on vague grounds, t would be far better to hear the testimony of the witnesses mentioned in the agreement and ascertain whether or not there was a partnership between the two parties.� 

The appellate court is now called upon to decide whether or not the judgment given by the Awradja Court, that there is no partnership agreement, is right and legal.

 
We shall start our legal composition with the instrument which appellant introduced as evidence and which respondent said was only a draft and not a partnership agreement.

A draft is a prior agreement entered into to provide for entering into a later, final and binding contract. Such agreements are recognized by law. But an agreement is said to be a draft when it says, either on top, in the body or at the foot of the agreement that it is a draft, Since there is no indication in any of the documents introduced by appellant that shows that all or any of them is a draft we have rejected respondent�s contention that they are drafts. 

Secondly, respondent�s major defense which has been repeatedly raised is �because the written document introduced to prove the existence of a partnership does not mention the amount of capital, it is invalid in the eyes of the law.

It is true, as respondent says, that a partnership agreement has to be complete like any other agreement. If a partnership agreement does not mention the capital, it cannot be said it is a complete agreement. Thus it is necessary to examine whether the agreement is complete or not; and, if it is found to be incomplete, to decide what legal consequences would follow. 

It is to be remembered that two separate contracts were entered into by appellant and respondent on two different occasions. The writing says that both are partnership agreements. First, the contract signed on Tir 1, 1958 shows that appellant contributed 5,054 to the working capital of the firm. Thus, this first contract is not incomplete as the respondent says. The second agreement signed on Hamle 13, 1959 says �working capital ...�but is not completed. This can be said to be an incomplete agreement, The contract signed on Hamle 13, 1959 does not say that it cancels the earlier contract of 1958. It is clear that the partnership agreement was entered into by the complete agreement in which the amount of capital was mentioned and which was signed on Tir 1, 1958. Even if the partnership agreement mas established in 1959, as the Awradja Court found, we do not find it proper t pass over the Tir 1, 1958 agreement without comment. 

We have reversed the majority opinion and have decided that there is a partnership agreement. We order the Awradja Court to give orders for auditing as requested by the appellant. Respondent shall pay damages and attorney�s fees to the appellant. Damages shall be awarded when the claim is submitted in accordance with Articles 463 and 464 of the Civil Procedure Code.

This case has been translated from Amharic by Ato Zemariam Berhe (l971) 

CASE THREE

HIGH COURT

Civil Case 769/62 

Tir 19, 1962 (Eth.Cal.) 

Plaintiff: Ato Negusse Gizaw

 Defendants: 1. Lidj Tariku Aberra 



2. Mr. Leslie FL Cramer

Judgment 
Plaintiff, Ato Negusse Gizaw, has filed this claim to regain 22500 dollars and interest on this sun on the ground that it was taken unjustly by first and Second defendants under the pretence that they had established the �Mojo Farms and Hatcheries Private Limited Company".

The summaries of the arguments are as follows.

Plaintiff has paid 22,500 dollars o become a member of the Mojo Farms and Hatcheries Private Limited Company. He has also received a certificate of membership issued on Meskerem 15, 1967 (Gr.Cal.)�

Plaintiff explained that defendants took the money in 1967 but has submitted no report for three years. Nor has an identity card for his membership been issued. No auditors have been appointed to audit the accounts. The company has not been carrying on business in accordance with the purpose for which it was established. Moreover, since it exists in rumor and not as a business organization, there is no evidence that it is doing its intended business or that it is legally constituted. Hence, he concluded, there is no legal1y�constituted "Mojo Farms and Hatcheries Company.

The second defendant, in a reply filed on Megabit 15, 1962 (EthCa1.), said that plaintiff should not complain because a report of the accounts had not been sent to him. He did not want to see the books of the company, for he had and still has the right to see the books and even ask for copies under Article 537 of the Commercial Code. Moreover, in Tir of 1970 (Gr.Cal.) plaintiff was called to a meeting to be informed about the state of affairs of the company. The company being private, it is not required to send reports to the members, Nevertheless, a copy of the report was sent to him on the said month of the said year. He has said the company had a duty to appoint auditors. But the company is a private limited company with only seven members. Under Article 538 of the Commercial Code, appointment of auditors is required when there are more than twenty members. Yet the Company ha evidence to show that its accounts have on occasion been audited by experts. Finally, plaintiff�s assertion that the company is not legally established is wrong. The memorandum and articles of association of the Mojo Farms and Hatcheries Private Limited Company were prepared in conformity with Articles 510�543 of the Commercial Code. In addition to being signed by the members, they were registered pursuant to Articles 516�518 of the Commercial Code in the High Court under registration no. 481/59 on Tahsas 7, 1959 (Eth,CaL. ). The amendments to them have also been roistcrcc with the notary of the High Court under Registration no. 168/59 on Sene 30, 1959 (Eth. Cal. ). Moreover, the establishment of the company was publicized through a Notice in the Ethiopian Herald of Tahsas 20, 1966 (Gr.Cal.) as directed by Article 520 of the Commercial Code.  Then according to the law it was registered under the name �Mojo Farms a Hatcheries Private Limited Company� with the Ministry of Commerce, Industry and Tourism and obtained a license, It is flow functioning on a modest scale. It may be said that it is not prospering but One cannot say it is out of business. Second defendant therefore concluded that plaintiff�s claim was unfounded and prayed the court to dismiss, the claim.

In an elaborate reply submitted on Megabit 24, 1962 (Eth.CaL.) the first defendant repeated most of the second defendant�s arguments. In addition, however, he forwarded the following argument. The company being a legally� constituted business organization and the first defendant being its manager, plaintiff, knowing these facts, should not have joined him as a defendant. Moreover, plaintiff�s claim for the return of the money he contributed to the company is illegal. The certificate of shares found in the hands of the plaintiff shows that he is a member and as such has to share in the profits and losses of the company like thus other members. He cannot ask for the return of the money as if ho was a third party who had lent money to the company.

The above being the arguments of all the Parties, the issues to be decided are: 

(1) Whether the organization known as Mojo Farms and Hatcheries Limited (sic) is a commercial origination with legal status? 

(2) If the organization is found to be a commercial organization established according to the law, whether its failure to report to the members, to send certificates to show that it was duly registered, to appoint auditors, to audit the accounts and to carry out only the line of business for which it was established renders it non�existent?

 The status of the organization 

A certificate issued by the I.E.G. Ministry of Commerce and Industry on Megabit 4, 1959 (Eth.Cal,) shows that the Mojo Farms and Hatcheries Ltd. has been duty established under the Commercial Code, The certificate being authentic, we have accepted that the company is legally established. 

As for the argument that the Company has been at fault after it was established-failure to report and to send out copies of the certificate of registration and failure to appoint auditors and to carry out auditing-this is not a good reason for saying a company never existed. In fact, Articles 537 and 538 of the Commercial Code say that companies, such as the Mojo Farms and Hatcheries Ltd., which have less than twenty members, are not required to carry out any of the above�mentioned acts. Finally, plaintiff asserted that the company was not doing business in line with the purpose for which it was established, but did net introduce any evidence to prove this allegation. And even if there wore such evidence it cannot render the company non-existent 

Plaintiff, after willingly buying shares and becoming a member in a company, can exercise his membership rights but cannot sue other members privately because he is not satisfied with the management of the company.

Thus, as discussed above, we do not find plaintiff�s claim for the return of the 22,500 dollars paid to the company sustainable at law. We have decided that plaintiff pay to first and second defendants damages suffered because of this law suit and attorneys� fees, The extent of damages shall he decided in accordance with Articles 463 and 464 of the Civil Procedure Code when submitted. 


/This case has been translated from Amharjc by Ato Zemariam Berhe (l9717) 

Case Four

SUPREME IMPERTPL COUPT 

Civ. App. 48V52

 Appellant: The Guardian and Administrator of the Heirs of Ato Gabremaskel Wasihoun, Ato Hailernariam Gemeda

 Respondents: 1. Antoni Sakerapoles

                       2. Costa Sakolarepolos 



3. The Imperial Ministry of Commerce and Industry

 Judgment 

This is an appeal against a judgment of the High Court dismissing the claim of the plaintiff/appellant for the dissolution of the Company formed under the name of �Plantations of Limu�Gumar, A&C Sakelaropolos, Gabremaskel Wasihoun, Co,Ltd. between the deceased Ato Gabremaskel. Wasihoun and the first and second respondents.

The ground of appeal, which was the contention held in the High Court, is that the Company was illegally constituted in that the first and second respondents, who are of foreign nationality, cannot hold land for more than thirty years, while according to the statute of the Company the deceased. Ato Gabramaskel Wasihoun, contributed as his share land, which is to be held for a period of 99 years. 

The High Court very rightly pointed out that the land in question was not to be held by the first and second respondents in their personal name; any interest in the land was vested in the Company which has a legal personality different from that of the individual members. The Company was formed and registered in Ethiopia and, according to law, has an Ethiopian legal personality. There is no law which prohibits an Ethiopian Company from holding land for any period of time. It also appears from the documents presented to Court that the deceased, Ato Gabremesket Wasihoun, never had any doubt about the validity of the Company; he himself, together with the other shareholders, the first and second respondents, signed agreement of loan from the Development Bank; he signed both in the name of the Company and as guarantor in his personal capacity. There is also no doubt that the agreement of association binds the heirs of all shareholders as laid down in article 4 of the articles of association, The appellant seems to find it impossible to distinguish between the legal personality of the company and the legal personality of the individual associates of the Company.

For the above reasons this Court holds that there is no ground in the appeal and the judgment of the High Court must be confirmed; the appeal dismissed and the appellant shall pay . . costs of E$10O. 

Case Five

HIGH COURT

Civil Case 272/55

Appellant: A.M. Delbourgo & Sons (Ethiopia) Ltd. 

Respondent: The Inland Revenue Dept.

           Judgment 

This is an appeal from a decision given on Megabit 23, 1955 by the Tax Appeal Commission which held that salaries payable to Managers of the appellant company are not to be considered as general expenses but arc to be reckoned as profits of the company and liable to tax. The appellant is now appealing from that decision on the ground that the Tax Appeal Commission erred in law in so holding. 

Now there is no question that the appellant company is a limited company which employs three directors who are also shareholders of the company. The ground of decision of the Tax Appeal Committee is that as the managers or directors are owners of the company the salaries paid to them are not to be considered as expenses but should be assessed as profits; this contention is based, according to the Tax Appeal Committee, on article LDmitte7 of the Income Tax Decree which lays down that salaries payable to owners of business are not to be considered as expenses and are taxable. 

It is to be noted, however, that a limited company is not an ordinary association; a limited company acquires on registration a personality of its own and such personality is different from the personality of the share� holders �of the company. It is not correct to say that the shareholders are the owners of the company; the shareholders have an interest in the company but are not the owners. Thus if a limited company goes bankrupt this does not mean that the shareholders also become bankrupt; the shareholders are liable only to the extent of their contributions in the shares. As the company has a different personality from the shareholder and, in this particular case, from that of the managers, the provisions of article [omitted] do not apply. The position is the same if the appellant company had employed outsiders, i.e. persons who are not shareholders, to be managers or directors. For these reasons the Tax Appeal Committee was wrong in law in deciding in the way it did and the decision must be quashed.

For the above reasons the appeal is allowed and the decision of the Tax Appeal Committee quashed and this Court holds that the salaries paid to the managers of the appellant company are to be considered as expenses of the company. 

Case Six

IN THE HIGH COURT OF ETHIOPIA at Addis Ababa.

 Com. Div. No 2

 Civil Case No. 168/57

Between 

1. E.M�. Deihourgo

2. V.J. Delbourgo

3. R.J. Delbourgo petitioners

4. E.M. Delbourgo Sons (Ethiopia) Ltd. 

and

The Inland Revenue Department respondent

                  ORDER 
This is a petition for a declaration that the letters (Exh. P/l,P/2 and P/3) issued by the Inland Revenue Department on May 19, 1961, to the  first three petitioners is ultra vires and unlawful. These letters were issued in connection with the assessment of income tax on the fourth petitioner which is a company duly registered in Ethiopia and Carrying on its business in Ethiopia; as such it has a legal personality different from and independent of the individual persons or shareholders or members constituting the company. In the said letters the first three petitioners were requested to produce to the Inland Revenue Department all the Bank Pass Books and Bank Statements; the reason for this is stated to be that it has been found necessary to examine the bank account and bank statements standing in the name of the first three petitioners in their private capacity, that is, as shareholders or members of the company. The ground for the petition is that the question before the tax authorities is the assessment of tax of the company and that the share of profits of the first three petitioners are included in the taxable income of the company, the fourth petitioner; that being so, there is no ground for the examination of the private bank accounts of the first three petitioners, members or shareholders of the Company. 

Although, as it seems to be in the present case, the first three petitioners are members of the same family constituting a company which is the fourth petitioner, the principle remains that a company has a completely different legal personality from the individual members or shareholders. It is not contested that in the present case the tax to be assessed is in respect of the company. Furthermore, under Article 17(f) of the Income Tax Decree income from dividends received by shareholders from companies incorporated in Ethiopia is exempt from income tax. There is therefore no reason why the individual members of his company or of any other company should be made to disclose their private bank accounts. 

For the above reasons this Court holds that the issue of the letters  Exh. P/i, P/2 and P/3 are not supported by any of the provisions of the Income Tax Decree and are ultra vires the powers of the Inland Revenue 

Department and the petitioners are not bound to comply with the requests contained in the said letters.The Inland Revenue Department shall pay the court fees according to receipt and costs. 

Case Seven


HId-H COURT OF ASMARA 

Commercial Case 2/59

 Hedar 5, 1959 (Eth.Cal.) 

Plaintiffs: 1. Ato Lebssu Booru 


    2. Ato Yohannes Booru 

Defendant: Ato Isak Fessehatsion

                                     Judgment 
The cause for the dispute is this Plaintiffs, the defendant and another person had established a firm on Tahsas 5, 1957 (Eth.Cal.) to press white wine under the trade name �Isak� s Company�. The defendant, being manager, was not willing to give the s profit and loss accounts when asked by the members. He has also changed the trade name from Isak Company� to �Isak� without the permission of the members. The plaintiffs now pray the court to order defendant to give an account of the firm�s dealings in a short time and to retain the previous trade name. The request is submitted in their capacity as members and on the basis of their contract.

This law suit was first started in the Asmara Awradja Court. It was sent to this court on the basis of Article 15(d) of the Civil Procedure Code.  The main points of defendant�s reply to plaintiffs� claims, as submitted by defendant attorney, are the following:  Although the firm was not established according to the Commercial Code, their agreement as ordinary partners t establish a wine press and the manner in which the scheme was to be managed has been put in a private written document, Moreover, present defendant has repeatedly notified the members that the firm was going bankrupt and house rent and workers� wages were long overdue. There was a written suggestion that the firm�s property be sold and defendant requested that he or another partner be allowed to buy the property at its cost price. But nothing resulted from this suggestion.

Thus, it has not been denied that four people had established a partnership to establish a wine press. But there was no agreement that there will only be one trade name; nor was it a legally�protected trade name under the Commercial Code. Although there was a label on the bottles with the words �leak�s Company� there is nothing that prevents defendant from changing the label or the name, whether to his own name or someone else�s. In fact, present plaintiffs cannot claim to be partners under Article 9 of the partnership agreement because they have abandoned the partnership. 

It is the defendant�s will that the firm�s accounts be audited by an auditor for the time when plaintiffs fully participated in the firm as partners. The accounts for the period in which plaintiffs did not participate, however, has nothing to do with this dispute. In addition, without pointing out any legal provision or a separate agreement which protects the trade name, plaintiffs have requested that it be protected. Such a request is not legally tenable. 

As we have examined the arguments of both parties, it is proved that an ordinary partnership was established under the name of �Isaik� s Company by the plaintiffs and the defendant to press wine. Moreover, the suit was instituted because defendant refused to give accounts and also changed the trade name.

However, this dispute was initially started in the Asmara Awradja Court It was sent here pursuant to Article 15(2)(a) and (2)(d) of he Civil Procedure Code because it involved a trade mark. But as we find the case to be now, both parties have contributed money and agreed to form a partnership with �Isak�s Company� as a trade name and with its license to be in the name of the defendant. The trade name, however, was not registered and publicized as required by the Commercial Code. Thus, the case at hand does not involve a trade mark; the High Court does not have exclusive jurisdiction under Article 15 of the Civil Procedure Code over this dispute Under Article 18 of the Civil Procedure Code we return the case to the Awradja Court for that court to examine and decide the case as it is within that court�s jurisdiction. We have also been considerate and order each party to bear his own expenses. 
This case has been translated from Amharic by Ato Zemariam Berhe (1971) 

CASE EIGHT 

HIGH COURT 

Civil Case 109/62 

Tahsas 8, 1962 

Plaintiff: Ato Ghebre Tensae Tecila

 Defendant: Mr. Evangelos Ortenzatos

Judgment 
According to plaintiff�s claim written on Meskerem 24, 1962 (Eth.Cal.) he and the defendant have a joint venture, established by an agreement entered into on Tir 21, 1960, which deals in pastries. According to the agreement, defendant worked as the administrative manager and the plaintiff as the technical manager. After working as technical manager during 1960, plaintiff went abroad in 1961 for his private affairs but with the agreement of both partners and stayed abroad for eight months. During plaintiff�s management the profit was 6,90 dollars, whereas during the defendant�s management the business made only 69 dollars profit. Strong suspicion of the good faith and proper management of the defendant caused serious disputes between the partners. Plaintiff therefore wants the dissolution of the joint venture pursuant to Articles 218, 278(l)(f), 278(2) and 277 of the Commercial Code and also wants the appointment of an auditor.

Plaintiff, in a reply written on Hedar 2, 1962, argued as follows:  According to Articles 8 and 9 of the partnership agreement signed on Tir 30, 1968 (Tir 21, l960), any dispute concerning the dissolution of the joint venture or the reasons for dissolution should be submitted to arbitration. This agreement being binding on both parties because of Article 1731 of the Civil Code, the present dispute should be submitted to arbitration. Although plaintiff has sent a letter dated Sene 14 asking defendant to come with his arbitrators because plaintiff wanted to cancel the agreement, plaintiff did not specify the issues he wanted to discuss. He did not name his arbitrators. He gave the defendant only a period of two days instead of thirty days. Thus, because the letter does not qualify as a notice under Article 3333 of the Civil Code, it cannot be said that defendant refused to submit to arbitration. Because of these reasons, attorney for defendant prayed the court to direct the case to arbitrators for lack of jurisdiction under Article 244(2)(a) and (f) of the Civil Procedure Code.

 Under Article 218(1) of the Commercial Code, a court can decide the dissolution of a firm upon the request of one partner where there is good reason, notwithstanding any agreement to the contrary. Similarly, under Article 278)(f) of the Commercial Code, a joint venture can be dissolved by court order at the request of One partner where there are good reasons. In addition, Article 278(2) provides that the provisions of Article 278(1) are applicable even if the memorandum of association provides to the contrary. The meaning of �good reasons� is expressly provided in Article 218(2: of the Commercial Code. One of these is where there is a serious disagreement and dispute between the partners. The existence of� a serious dispute and disagreement has not only been declared in court but has also been affirmed by the defendant Thus what has been expressly provided by the Commercial Code concerning the court�s power to order dissolution of a joint venture cannot be restricted by the Civil Code or the memorandum of association. Hence, the court by virtue of the power vested n it by the Commercial Code has to order dissolution and appoint an auditor. This was the counter�argument of plaintiff�s attorney. 

We have examined the arguments of both parties and their evidence. Article 218(1) provides that a business organization can he dissolved for good cause by the court on the application of a partner, notwithstanding any provision to the contrary. Sub�article (2) of the same article also provides that serious disputes and disagreements between the partners are good cause for dissolution. Moreover, Article 278(l)(f) and (2), which is more directly relevant to the issue at hand, provides that the court can order dissolution for good cause at the request of one partner notwithstanding any agreement to the contrary in the memorandum of association. Thus, the issue to decide is whether there was a serious dispute and disagreement between the partners. It has been proved that plaintiff had enjoined defendant by court order. It has also been proved that before this law suit was instituted on Sene 7, 1961 plaintiff asked defendant in writing to name his arbitrators and come to arbitration. Thus, there being no agreement between the partners, this is good cause for the dissolution of the firm under Articles 218(1) and 278(l)(f), 

Therefore, because defendant�s argument that the case be referred to arbitration is not sustainable under Articles 278(2) and 218(1) of the Commercial Code, we decide that the joint venture known as �Ghebre Tensae Tedla and Evangelos Ortenzatos� is dissolved. We have appointed Ato Assefa Metaferia as the liquidator for the dissolved firm. 

This case was translated from Amharic by Ato Zemariam Berhe (l971) 

CASE NINE

High court 

Civ1 Case 1583/62

Hamle 15, 1962 (Eth.Cal.) 

Plaintiffs: Ato Kelelew Awlachew and others, 26 people. 

Defendant: Ato Ketema Adano, manager of Debre Zeit Grain Co., Private Limited Company

 
                                   Judgment 

In their claim of Sene 1, 1962 (Eth.Cal.), plaintiffs complained that they had founded the above�mentioned company which bought a Lorry (plate no. ABA. 21423) and a trailer (Plate no. A.A. 588). The lorry and its trailer have been used from Hedarl9, 1959 to Tir 27, 1962 but they brought in no profit. On Sene 1, 1962, therefore, the shareholders had a meeting and decided to dissolve the company by a majority vote. They now pray the court to enforce the decision and to appoint auditors for the company�s accounts. To support their claim they have annexed to the file (1) the company�s articles of association, (2) a document showing the appointment and dismissal of the company�s managers, and (3) the document showing the decision to dissolve the company. The defendant, in his reply of Hamle 2, 1962, has said that he has no objection to the sale of the lorry and the dissolution of the company. One member, Ato Taddesse Hirpo, however, in a pleading filed as an interested party, has objected to the dissolution on the ground. that the company is progressing since it began with a capital of $22,000 but now has $60,000. 

As we examine the matter, we find the issue is whether or not the company should be dissolved.

Article 542(1) of the Commercial Code says, �A private limited company may he dissolved on the grounds applicable to all business organizations, including dissolution by the court for good cause and dissolution at the request of any member where the term of the company has not been fixed.� We have to read the word in this case to mean a business organization  as in Article 210. Thus the phrase �to all organizations� (in the Amharic text) in Article 542(1) refers to commercial business organizations. Our task is, therefore, to know the grounds for the dissolution of business organizations. 

The grounds for the dissolution of any business organization are given in Article 217 of the Commercial Code and in order to dissolve any business organization the reasons enumerated in that article have to be present. Article 217(2) says that a business organization can be dissolved. by a decision of the members even before the  expiry o the period for which it was established. This provision, however, tells us only that an agreement is needed between the members to dissolve it. It does not tell us whether the agreement has to be unanimous or not, nor does it tell us how many votes are needed to have a binding decision. Although Article 542(1) of the Commercial Code says that a private limited company is subject to the grounds for dissolving business organizations, it is not mandatory that all the business organizations enumerated in Article 212(1) be examined. Since one business organization can have some qualities similar to those of another business organization, let us see which other business organization from those enumerated in Article 212 has qualities similar to those of private limited company. 

In short, a private limited Company is similar to a share company in some respects, hence let us examine under what circumstances such a company can be dissolved by the decision of the shareholders. The grounds for dissolving a share company are Given in Article 495 of the Commercial Code and we see that one of these reasons is where an extraordinary meeting is held and decides to dissolve the company as provided in Article 495(l)(d). 

We have examined Article 425 of the Commercial Code, which deals with extraordinary meetings, majority votes and quorum, Article 425(3)(a) provides that except in the case of changing the nationality of the company and raising its capital, the decision of an extraordinary meeting is binding where at the first call half of the shareholders or their proxies appear and pass a decision with a two�thirds majority. Article 416(1) says that decisions taken in meetings held in accordance with the memorandum of association and the articles of association are binding on absentees and those who voted against the motion. Sub�article (2) of the same article says that any interested party can object to a decision taken under sub�article (1) within three months from the day the decision was reached at or from the day it was entered in the commercial register if it has been entered in the commercial register. Now, after examining that the provisions of the Commercial Code (Arts. 495(l)(d), 425(5)(a), and 416(1), (2)) are applicable to a private limited company because of Article 542(1) of the Commercial Code, what we have to ascertain is whether the shareholders of this Debra Zeit Grain Co, Private Limited Company have decided to dissolve the said company and whether the decision was legal. We have seen the document annexed to the file which shows that on Sene 1, 1962 twenty�six of the forty�four members of the company held an extraordinary meeting and unanimously decided to dissolve the company. Since the president (chairman) of the company has also agreed to the dissolution, the number of shareholders who want dissolution is twenty�seven. There are forty�four shareholders with contributions of $500 each. Thus every shareholder has an equal vote. Therefore under Articles 425(1) and (3)(a) and 416(1) of the Commercial Code,  we find the decision of the extraordinary  meeting of Sene 1, 1962 binding. 

Although the dissolution has been opposed, the opposition was not pre� CS seated pursuant to Article 416(2) of the Commer6ial Code but on the ground that the company was not losing money. This is not sufficient reason and thus the objection has been rejected.  Hence, because plaintiffs� request is found to be in accordance with Articles 542, 495(l)(d), 425(1) and 425(3)(a) and 416 of the Commercial Code, we have accepted their request and confirmed the dissolution of the company. Since the meeting that decided to dissolve the company did not appoint an auditor, we have asked both parties if they can appoint one by mutual agreement, but they have asked the court to appoint one. Ato Marcos Wolde Senbet, an employee of the High Court, is therefore, appointed to be the auditor for the dissolved company. We order that Ato Marcos be notified of this appointment in writing. 

This case has been translated from Amharic by Ato Zemariam Berhe (1971)                     
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� GOLDBERG, supra at n. 5, p.135 


� See Art.155, the Civil Procedure Code.


� GOLDBERG, Supra at n.5, p.140


�The Trade Practice Proclamation No.329/2003, Art.4


�Ibid, Preamble


� Ibid, Art.3


� It is instructive to consider, at this point in time, the manner in which other legal systems deal with the same problem. For example, Art.8(2) of the Protection Against Unfair Competition Act of 1998 of Barbados defines the term �secret information� as follows:


� For the purpose of this Act, information shall be considered �secret information� if


it is not, as a body or in the precise configuration and assembly of its components, generally known among or readily accessible to persons that normally would have knowledge of or access to the kind of information in question;


it has commercial value because it is a secret; and


the rightful holder has taken responsible steps under the circumstances to keep it secret.�


Cf. Sub-art.(1) of same to see how the law of Barbados attempts to establish the nature of the secret information. 


 The Uniform Trade Secrets Act, §1(4) (1979), defines trade secret as �information including a formula, pattern, compilation, program, device, method technique, or process, that: (i) derives independent economic value, actual or potential, from not being generally known to, and not being readily ascertainable by proper means by, other persons who can obtain value from its disclosure or use, and (ii) is the subject of efforts that are reasonable under the circumstances to maintain its secrecy.�


  See also Art.39 (1) and (2) of Agreement on Trade Related Aspects of Intellectual Property Rights(TRIPS), which reads:


In the course of ensuring effective protection against unfair competition as provided in Art.10bis of the Paris Convention (1967), Members shall protect undisclosed information�.


Natural and legal persons shall have the possibility of preventing information lawfully within their control from being disclosed to, acquired by, or used by others without their consent in a manner contrary to honest commercial practices so long as such information:


is secret in the sense that it is not, as a body or in the precise configuration and assembly of its components, generally known among or readily accessible to persons within the circles that normally deal with the kind of information in question;


has commercial value because it is secret; and


has been subject to reasonable steps under the circumstances, by the person lawfully in control of the information, to keep it secret.
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