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ABSTRACT  
Private equity investment has been a driver of growth in the world economy for decades and is 

emerging in many countries especially in Africa. PE is under-developed in Ethiopia despite it 

is one of the most important source of finance for developing countries. It is confirmed that 

access to finance remains a top obstacle for business enterprises in the Ethiopia but the sector 

is not well developed the country. The existence of conducive legal and regulatory 

frameworks for the entry and establishment of PE contributed to successful development of 

the sector. As a new emerging investment in a developing economy to which Ethiopia not 

exception, regulatory frameworks can restrict the entry and establishment PE. Accordingly, 

the research aimed at examining the impact of Ethiopia legal regime on the development of PE 

by finding answer for the question what is the impact of existing regulatory frameworks on the 

entry and establishment of PE in Ethiopia. For this purpose, the study involves 

doctrinal/qualitative type which relies on both primary and secondary sources. It is found that 

PE is strictly regulated financial investment and has not been recognized as a form of 

institutional investment. Any financial institutions including PE cannot operate in Ethiopia 

unless they are established in accordance with the appropriate law of the country and as 

determined by the NBE and there is no law in effect to introduce the PE in Ethiopia. Plus PE 

firm is excluded from positive list sectors open for foreigners under working investment laws.  

For those reasons as any PE firm, whether nationals or foreigners cannot be licensed to 

establish, raise and manage PE fund in the country except the Ethiopia Capital the first and 

only domestic PE firm established in 2019. Practically some foreign based PE firms enter in 

Ethiopia through opening their CR office to invest foreign established fund in local companies 

by SPV channels. However, they are not required to be legally registered, licensed or obtain 

investment permits due to absence of appropriate legal framework enabling the regulatory 

body to regulate and license the existing PE. Thus it is recommended that Ethiopia needs to 

introduce legal frameworks allowing for the entry and establishment of domestic PE fully 

owned by nationals until liberalization of its financial sector. Further research is needed on 

how to regulate the existing foreign PE firms. 

Key Words: PE Investment, Regulation, Entry and establishment, Ethiopia



 
 

 
 

 

1. INTRODUCTION 

1.1 Background of the Study 

Private equity (PE) investment is one of the alternative investments operating as means to fund 

business which require capital to drive innovation and growth but lack sufficient funds
1
. It has 

been a driver of growth in the world economy for decades and is emerging in many countries 

especially in Africa where large sectors of the economy have remained unexploited.
2
 

While growth and profitability remain the primary goals of the PE, it has also great contribution 

to economic development. In addition to capital, private equity managers bring managerial 

expertise and knowledge to the companies in which they invest.
3
 Moreover, through active 

participation on the board of directors or in partnership with management, PE investors equip 

companies with critical improvements in governance, financial accounting, and access to 

markets, technology, and other drivers of business success.
4
 Various studies have showed that 

the private equity investment is an alternative and complementary source of financing small and 

middle business firms.
5
 Moreover while banks are often reluctant to finance such firms because 

of high uncertainty, information asymmetry, and other costs, PE investors are specialized to 

overcome these problems through the use of staged financing,
6
 expert advising and active 

monitoring.
7
 Apart from being alternative financial sources for SME, PE also has a significant 

                                                           
1
Sudhansu Nanda, Role Of Private Equity In Indian Economy, 2 INT. J. OF R. SC & MNGT. 1, 1-4 (2015).; 

Mwirigi, Role of Private Equity in Emerging market to the Economicy, (Doctoral Thesis, Nairobi University, 2014) 

PP 14-23; alternative investments sre those investment other than conventional investments such as shares, bonds 

and cash. 
2
 ibid 

3
David Stowell, Investment Bank, Hedge Fund and Private Equity  315-435 (2

nd
 ed, Elsevier Inc 2013). 

4
Id 

5
The World Bank, Private Equity and Venture Capital in SMEs in Developing Countries The Role for Technical 

Assistance, Working Paper 6827, 2014 available at t http://econ.worldbank.org;  See also  Tamir Agmon, Financial 

Foreign Direct Investment: The Role of Private Equity Investments in the Globalization of Firms from Emerging 

Markets (2012)  
6
 Stage financing means providing finance only when the investee company is in need of capital and it is step by step 

providing of capital as contrary to providing all at once 
7
The World Bank (2014), supra note 4;  Festu K, Role Of Venture Capital On The Growth Of Startup Enterprise 

(2017) 

 

 

http://econ.worldbank.org/
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impact on increasing the number of employment. Generally all those role of PE has positive 

contribution for GDP of the given country‟s economy.  

It is estimated that of the total PE funds raised globally (USD 4.8 trillion) between 2007 and 

2016, approximately 0.6% (USD 28 billion) is earmarked for Africa and 0.06% (USD 2.7 

billion) for East Africa.
8
As at May 2017, the EAVCA has estimated that the total number of PE 

funds investing is approximately 4000 in the world and 207 in sub-Saharan Africa whereas those 

targeting in East Africa are close to 72.
9
Most funds have a regional or sectorial focus, and those 

with an East Africa focus are heavily invested in Kenya and Uganda.
10

 

Ethiopia, as one of the fastest growing economies and the second most populous country in Sub-

Saharan Africa, should be a natural beneficiary of increased private equity investments flows to 

Africa. Unfortunately, Ethiopia is currently one of the lowest recipients of PE capital both in 

volume and number on the African continent and East Africa.
11

 Unlike many sub-Saharan 

countries, the PE investment has been introduced in Ethiopia very recent years in 2012 when the 

Schulz Global Investments (SGI), an American investment firm and family, become the first 

international PE firm opened its office in Ethiopia.
 12

 

As a new emerging investment/asset class in a developing economy, the growth of private equity 

investment can be affected by various factors such as legal and regulatory infrastructure, 

economic, political, social and human development as they foster or restrict both its startup and 

expansion in the country.
13

 The establishment of an efficient and transparent legal and regulatory 

framework is a critical element for the development of the PE industry.
14

PE investment being 

                                                           
8
EAVCA and KPMG, Private Equity Sector Survey of East Africa for the Period 2015 to 2016 (2017) p. 21. 

Available at http://eavca.org/wp-content/2018/08/2017   accessed on December 16 of 2018 
9
Id. at10.; Preqin Global, Global Private Equity & Venture Capital Report (2018);  available at 

http://docs.preqin.com/reports/2018-Preqin-Global ; EMPEA, The Road Ahead For Private Equity( 2018) available 

at https://www.empea.org>app>2018/05accessed onDecember,2018.;  
10

UNDP, Toward a Framework Attracting Private Equity and Venture Capital in Ethiopia, Breif No.3/2014 (2014) 

pp 4-17 
11

Id.   
12

Schulze Global Ethiopia Fund I , LP(2018); available at https://www.oikocredit.coop<funding (accessed on 19
th

 of  

December 2018); UNDP(2013)supra note 9 
13

Ferran Elies, Regulation of Private Equity Backed Leveraged Buyout Activity in Europe, Working Paper 

N°.84/2007, 12 (2007) 
14

Shanthi etland World Bank Group, The Investment Funds for Development Program Background Note (2016). 

http://eavca.org/wp-content/2018/08/2017
http://docs.preqin.com/reports/2018-Preqin-Global
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such a distinct asset class
15

 requires clear cut industry specific legal and institutional frameworks 

for efficient investment operation.
16

  

This study aims to examine legal and institutional regulatory environment in line with the PE 

investment in Ethiopia, and thereby to recommends appropriate way outs which help to create 

PE friendly environment. Besides a lack of adequate awareness about PE too can impair the fast 

growing of the investment,
17

and this research seeks to address that deficiency. 

1.2 Statement of Problem 

PE is under-developed in Ethiopia despite it is one of the most important source of finance for 

developing countries. Even though there is a confirming the need of increased access to finance, 

private business in general and SMEs in particular are limited from generating external financing 

to expand their business.
18

  Besides, the recently published data of the 2011 Ethiopia Enterprise 

Survey (WB, 2012) confirm that access to finance remains a top obstacle for business enterprises 

in the country.
19

 Indeed PE is one of the best alternative sources of finance and can be solution 

for the existing lack of capital for business in Ethiopia but the sector is not well developed the 

country.  

Even though more investors look into East Africa as a PE investment destination and funds 

raised for East Africa investment have also increased nowadays, Ethiopia is proved to be one of 

the least recipients of PE in the region.
20

 PE is very recently introduced in the country when the 

first foreign PE firm, SGI, opened its office in the county in 2012. As at May 2017, the EAVCA 

                                                           
15

An asset class is a grouping of investments that shows similar characteristic and are subjects to the same laws and 

regulations. Assets can be divided in asset class such as stocks, bonds,  private equity, cash, and property 
16

Private Equity in Africa, Preqin Private Equity Spotlight, 2014, p.4; see also BVCA, A Guide to Private Equity 

(Keith Arundale ed, 2nd ed, BVCA 2010), p.7; Dolma Development Fund, Regulatory Issues in Private Equity 

Investment in Nepal, 2014  available at  www.dolmafund.org accessed on 24/11/2018; Eilís Ferran, Regulation of 

Private Equity Backed Leveraged Buyout Activity in Europe, Working Paper N°.84/2007, May 2007,  
17

JM Gatauwa, A Survey of Private Equity Investments in Kenya  6 Eur. J. of Bus& Mngt 3, 15–20(2014);  Mwirigi, 

supra note 7 
18

 Collateral rates in Ethiopia are much higher than in more developed African economies. For example, collateral 
rates are only 120.8 percent of the loan value in Kenya (2007) compared to 234 percent in Ethiopia. Small frms are 
also the most likely to use personal assets as a type of collateral 
19

 Fredu Nega, Edris Hussein, and The Horn Economic and Social Policy Institute (HESPI), Small and Medium 
Enterprise Access to Finance in Ethiopia: Synthesis of Demand and Supply, Working Paper 01/16,   2016The Horn 
Economic and Social Policy Institute (HESPI); World Bank Group (2014), SME FINANCE IN ETHIOPIA: ADDRESSING 
THE MISSING MIDDLE CHALLENGE, p.21  
20

 UNDP, 

http://www.dolmafund.org/
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has estimated that the total number of PE funds investing in East Africa is close to 72. As for 

investment activity, a total of 115 PE backed deals in East Africa have been reported from 2007 

to 2016 with an estimated value of over USD 2.7 billion. Of the total the PE investments in East 

Africa, Kenya remains the most popular PE in EA both in volume and value with 61% and 80% 

of the total deals reported within the period whereas Ethiopia is one of the least recipients both in 

volume and in value 6% and 2% respectively in East Africa.
21

 In the years 2015 and 2016, there 

was an estimated total of USD 1.1billion raised for private equity investment in East Africa.
22

  

It is undeniable fact PE is only introduced Ethiopia very recently when the first foreign PE firm – 

the SGI open its office in the country in 2012.  Since then some foreign PE firms have been 

investing their funds some local private business in the country. Sadly there is no domestic PE 

firm established in Ethiopia except the Ethiopia Capital and Investment P.L.C owned by 

Development Bank of Ethiopia. The firm is the first and only domestic PE firm established in 

2019 and licensed to manage asset of the Bank in private companies. No other PE firm has been 

allowed to be incorporated in Ethiopia and licensed to raise and/or manage PE funds in the 

country. Besides no single PE fund has ever been established in Ethiopia to raise investable fund 

both from local and international investors to reinvest the fund in diversified portfolio companies 

in the country.  

Many researches done on PE investment in the advanced economies such as the US and the UK 

justified that existence of viable institutional and legal frameworks conducive for the entry and 

establishment of PE contributed to successful development of PE investment in these countries.
23

 

On the other hand, inefficient legal system has been reported to be prevalent in many developing 

markets and also hamper efficient operations of firms in these markets. Most PE funds in Africa 

are currently registered in countries with PE friendly and attractive investment and financial laws 

                                                           
21

 KPMG and EAVC, P. 25 
22

 
22

 KPMG and EAVC, P.2 
23

Douglas Cumming and Grant Fleming , A Law And Finance Analysis Of Venture Capital Exits In Emerging 

Markets, Working Paper Series in Finance 02-03; Patrick Fenn and David Goldstein, Tax Considerations In 

Structuring US-Based Private Equity Funds, Reprinted by permission (2002) International Financial Law Review; 

See also Agyeman SK, Challenges Facing Venture Capitalists in Developing Economies An Empirical Study about 

Venture Capital Industry in Ghana  30-38(2016) 
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which create conducive environment for PE players by relaxing the entry, establishment and 

operation of the PE.
24

  

In evaluating the interrelationship between PE regulation and its development, it is justified that 

a well-developed legal and regulatory framework leads to increased entry and establishment of 

PE in the country.
25

 As a new emerging investment in a developing economy to which Ethiopia 

not exception, regulatory frameworks can restrict the entry and establishment PE. Indeed 

Ethiopia has not yet enacted securities law whose function is to regulate PE among others. The 

relation between the PE sector and the role of regulations beg the question that what is the role of 

the existing Ethiopia legal regime in general and investment and financial laws in particular in 

developing the PE in the country. Accordingly, it is imperative to find answer for the question 

what is the impact of existing regulatory frameworks on the entry and establishment of PE in 

Ethiopia. 

Therefore the research will examine the legal frameworks relevant to PE and regulatory 

challenges constraining its entry and establishment in Ethiopia. 

1.3 Research Question 

The research focuses on the following research questions: 

1. Do the existing legal regime in general and investment and financial laws in particular 

provide an enabling environments for entry and establishment of PE in Ethiopia? 

2. What are legal and regulatory barriers constraining the entry and establishment of PE in 

Ethiopia? 

3. What are the experiences of other countries with regard to the regulation of PE 

investment? 

                                                           
24

 Cumming D and Johan S, „Financial Markets, Laws, and Entrepreneurship‟, Demographics and 

Entrepreneurship: Mitigating the Effects of an Aging Population (Fraser Institute 2017); See also Ferran Elies 

,supra note 13 
25

Eilís Ferran, and Dolma,  Supra note 16; see also Nigeria Securities & Exchange Commission, Trends In Private 

Equity (Sec Learning Series, 2016). 
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1.4 Scope of the Study 

The research basically limited itself to legal and institutional perspective of PE in Ethiopia. The 

issues of dealing with regulation of PE under Ethiopian legal regime may be as wide as it 

includes different factors that need to be considered. However, this study gives more concerns 

for financial and investment laws specially issues related to entry and establishment as very 

crucial for PE development. The growth of PE investment could be influenced by regulatory 

framework, economic activity, human and social environment, corporate governance and 

entrepreneurs opportunities, however the research focus only on the legal and institutional 

regulatory aspect affecting the PE. 

1.5 Objective of Study 

1.5.1 General Objective 

The general objective of the study is to assess and examine legal and regulatory frameworks in 

relation to the entry and establishment of PE investment in the Ethiopia 

1.5.2 Specific Objectives 

 To discover whether there is any legal and regulatory frameworks conducive for the entry 

and establishment of PE fund investment in Ethiopia;   

 To examine how the existing regulatory challenges constraining the entry and 

establishment of domestic PE financial investment in Ethiopia; 

 To assess the legal and regulatory bases for  the entry and operation of the existing 

foreign PE investment in Ethiopia; 

 To examine the existing financial and investment laws in a line with the PE and 

recommend on a required regulatory reform to facilitate the entry and establishment of 

PE in the country.  

 

1.6 Significance of the Study 

The research has paramount importance to understand the principles and practices of PE 

investment in general and its growth and regulation within context of Ethiopia in particular. 
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Professionals in the PE industry and policy makers in Ethiopia can find results from this study 

will help in their quest to develop a viable PE into the country.  

The research can be an input for the policymaker to make a reform and formulate appropriate 

policy relevant to the subject, and the legislature to enact attractive private equity law. In 

addition to this, the thesis can fill the gaps identified in the academic literature on private equity 

in Ethiopia This study will also be used as standing stone for those who require to do further 

research on the area. 

1.7 Methodology of the Study 

The method employed in this study was qualitative doctrinal legal research including relevant 

primary and secondary data sources. Here, the relevant international and national legal 

instruments including the existing literatures, policies and laws were analyzed. Moreover, the 

experience of other countries was also high lightened as benchmarks for the study.  

As a primary data sources, the researcher reviewed relevant domestic laws in general and 

investment laws and financial laws in particular. In order to make the study more viable the 

researcher supported the theoretical and legal issues with key informant interviews. Participants 

were also selected purposively. The approaches followed to conduct interviews with the 

participants were semi-structured and non-directional in order to allow further investigation by 

introducing additional questions not anticipated at the start of the interview and to explore 

subjective explanation participants given to me. Accordingly interview was made with relevant 

personnel from Ethiopian Investment Commission, National Bank of Ethiopia (NBE), Ministry 

of Trade, Ethiopia Development Bank (EDB), Ethiopia Pension Security Agency and lawyer of 

PE funds in Ethiopia. 

Secondary sources of data were also applied in this research. Accordingly relevant books, 

internet sources, articles and journals were used. Thus relevant information and facts about the 

PE and its regulation were gathered from books, internet, articles and journals. Besides, 

international experiences of other countries were also analyzed as benchmarks for the study. 

Accordingly I purposively selected some countries based on the geographical location, the level 

of development in PE, economic policy back ground etc. as relevant to Ethiopia case.  
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1.8 Limitation of the Study 

Despite growing interest in the subject, academic studies and analyses of PE investment has been 

relatively less. On top of this unlike some of other sub-Saharan African countries with more or 

less few literature, the concept of PE investment is a very recent and new phenomena as 

introduced to the country only about five years ago. For these reasons it is not surprise to say 

almost there is no literature and analysis on the PE investment in Ethiopia. Absence of prior 

researches in relation to PE investment in the country limited the research not to deal with 

specific issues of PE regulation. Besides shortage of materials on the topic along with the 

unfamiliarity of most of the issues of the PE was also a challenge to the research. 

1.9 Structure of the Thesis 

The paper contains five chapters. The second chapter discusses the general overview of PE 

investment including its definition and type, evolution and operation in order to introduce the 

reader basic concepts of the industry. Under this chapter justification for regulation of PE, its 

market participants, and the process of PE business activities are also discussed. The third 

chapter elucidates other countries‟ experience of regulatory framework and instruments of PE 

regulation. The fourth chapter concerned with the development PE investment from legal and 

institutional aspects in Ethiopia. The last chapter dwells itself to the conclusion and possible 

recommendations of the paper. 
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2. GENERAL OVERVIEW OF PRIVATE EQUITY INVESTMENT 

2.1 Definition and Types of Private Equities  

2.1.1 Definition  

Many scholars have defined private equity differently depending on the activities they engage in 

those economies. British Venture Capital Association (BVCA) defined PE as a medium to long-

term investment finance provided in return for an equity stake in potentially high growth private 

companies.
26

  PE investors typically hold these securities for a period of three to seven years 

with the expectation of generating attractive risk-adjusted financial returns upon exiting the 

investment.  Elias Ferran defined PE as a type of alternative investment which is illiquid and 

more risky than public companies but which offers potentially higher returns.
27

  

PE is defined by Gilligan and Wright as „ a form of „investment club‟ in which the principal 

investors are institutional investors such as pension funds, other  investment funds, endowment 

funds, insurance funds, banks, family offices/high net worth individuals and funds of funds, as 

well as the private equity fund managers themselves‟.
28

 Stewoll and Lerner (1999) shortly 

defined PE as a risk capital provided in a wide variety of situations, ranging from finance 

provided to business start-ups, small and middle to the purchase of large mature companies.
29

  

Metrick and Yasud also provide definition of PE funds saying that it is financial intermediary 

invested only in private companies by taking an active role in monitoring and helping the 

companies in its portfolio with primary goal of maximising its financial return by exiting 

investments.
30

 

 Generally from all above definitions, PE can be commonly explained as a form of a medium to 

long-term equity financing into private business in exchange of stakes to realize the return by 

selling the stakes or company after limited periods of time. PE funds are investment companies 

managed by PE firms that pool capital from sophisticated investors such as banks, insurance, 

pensions, wealthy individuals to invest in ownership interests in companies for resale or other 

                                                           
26
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27
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28
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Finance Faculty, 2nd Edition, March 2010, at page 29 
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disposition.  In most of the literature on PE, the terms „private equity‟ and „venture capital (VC)‟ 

are used interchangeably. VC in the USA refers only to investments in early stage and expanding 

companies.
31

 Where as in Europe, use the term VC to cover all stages, i.e. synonymous with PE. 

To avoid confusion, the term “private equity” is used throughout this thesis to describe all VC 

and other PEs. 

2.1.2 Types  

Private Equity investment can be broadly classified into four categories based on investment 

stages: Venture Capital, Development Capital, Buy-out, and Distress Funding.
32

 Venture capital 

refers to equity investments in less mature nonpublic companies to fund the seeds, startup, early 

stage development, or expansion of a business. Funding for research, evaluation and 

development of a concept or business before the business starts trading.  It is a means of funding 

for new companies being set up or for the development of those which have been in business for 

a short time (one to three years).
33

 

Growth capital typically refers to minority equity investments in mature companies that need 

capital to expand or restructure operations, finance an acquisition, or enter a new market.
34

The 

growth capital helps such companies to restructure and reduce the amount of the debt the 

company has on the balance sheet. With the expansion of a business and growth it offers the 

shareholders in a company, an opportunity to unlock a cash value in their shares arises.
35

 

Leveraged buyout (LBO) refers to the purchase of all or most of a company or a business unit by 

using equity from a small group of investors in combination with a significant amount of debt 

and the targets of LBOs are typically mature companies that generate strong operating cash 

flow.
36

 Buy-outs are examples of PE investments in which investors and a management team 

                                                           
31

 BVCA, supra note 24 
32

Andreas M. Fritzen, Venture capital and private equity investments: An analysis and statistical modeling of returns 

generated by VC and PE funds investing in emerging markets (Master dissertation:  MSc. International Business 

Studies,Copenhagen Business School 2012) p.13; Stilwell, supra note 3; 
32

 Dolma, supra note 15 
33

 Cumming, D. and Johan, S. Regulatory Harmonization And The Development Of Private Equity Markets (2006); 

Hong Kong Financial Services Development Council, A Paper on Limited Partnership for Private Equity Funds, 

2015, FSD Paper No. 17 available at www.fsdc.org.hk accessed on February 27, 2019; Stilwell, supra note 3; see 

also 
34

 Ibid  
35

Stowell, supra note 3, p.17 
36

ibid 
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pool their own money, usually together with borrowed money, to buy a business from its current 

owners.
37

 

Distressed private equity is PE investment which is directed to companies that are experiencing 

financial distress. Financial distress is a situation where the company has high fixed costs, 

illiquid assets and the revenues are low.
38

 The opportunities for such companies to raise capital 

are hard and there is a chance of the company filing for bankruptcy.
39

 Private Equity firms invest 

in such companies because the securities in trading are hugely discounted.
40

 

Additionally, based on place of incorporation and source of funds, PE fund can be categorized as 

offshore Funds, domestic onshore fund, and foreign onshore fund. Offshore PE fund is offshore 

when it is established outside of the country but invest in various portfolio entities in hosting 

countries.
41

 Whereas domestic onshore funds are set up by nationals or entities registered in a 

given country to invest in various targets in the same country. Such domestic onshore funds are 

fully owned by the local investors and operate like an investment company. 
42

 Foreign onshore 

PE funds are created in country under foreign investments and such foreign onshore funds invest 

in different targets in that country. Such foreign onshore funds can be fully or partly owned by 

the foreign investors.
43

 The local investors are beneficial to onshore PE funds as they can make 

decisions fast as they have a great understanding of the local economy and investment trends. 

The offshore funds are large and help the PE firms make huge investment due to availability of 

funds.
44

 

2.2 Evolution and development  

Private equity, both as a contracting strategy and an industry, is relatively young. PE investment 

first emerged in its organized form in America after WW II, when the first true PE firm -

                                                           
37

 Gilligan and Wright, supra note 27, p. 2 
38
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39
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40
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41

 Dolma, supra not 16 
42
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43
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44
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American Research and Development (ARD) - was established in 1946.
45

  ARD was a publicly 

traded and closed-end investment company with a view to offer a private-sector financing for 

new and small businesses. PE spread to the Europe in the late 1970s and early 1980s when a 

number of PE firms were founded in UK.
46

  

The rationale behind the formation of ARD as PE firm grew out of the intense concern in the 

1930s and early 1940s about the inadequate rate of new business formation and the unavailability 

of long-term financing for new business. 
47

 The major goal of ARD‟s founders was to devise a 

private sector solution to the lack of financing for new enterprises and small businesses. 

Accordingly, the founders recognized that a growing proportion of the nation‟s wealth was 

becoming concentrated in the hands of financial institutions rather than individuals, who had 

traditionally been the major source of funds for small businesses.
48

 Therefore, they hoped to 

design a private-sector institution that attracted institutional investors. A second major goal of 

ARD‟s founders was to create an institution that provided managerial expertise as well as capital 

to new businesses.
49

  

Generally, the ARD was formed as the first PE organization, which financed over 100 companies 

and made profit over times its investment. Since then PE has grown vastly in USA, UK, Europe, 

and china and has been an important contribution in the economic development of these 

countries. For decades, PEs have nurtured the growth of high technology and entrepreneurial 

communities in those countries especially for America resulting in significant job creation, 

economic growth and international competitiveness.
50

 Apple, Intel, and Microsoft are famous 

examples of companies that received PE early in their development.
51
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205(2010); see also George  Fenn, e.t.l., The Economics of the Private Equity Market, Federal Reserve Bulletin  , 

168, 7-15(1996) 
46

Ibid  
47

Fenn, supra note 43 
48

 Id  
49

Ibid  
50

 ibid 
51

 Ibid; see also Jain and Manna, supra note 27 



13 
 

 

2.3  Private Equity Business Operation 

Equity finance can be categorized as private equity and public equity. Whereas public equity 

concerns companies that are traded in some form of stock exchange, private equity provide 

capital for private business which doesn‟t sell its share publicly.
52

 Also, while public equity 

investors are not generally involved in the management of the company, PE financiers provide 

advice and actively control the management of the company.
53

  The objective of a PE fund is to 

invest equity capital in a portfolio of private companies which are identified and researched by 

the PE firms; and which are generally designed to generate capital profits from the sale of 

investments in the portfolio companies rather than income from dividends, fees and interest 

payments. Compared to other forms of external finance, the investor accepts more risk and 

expects a higher return.
54

 

In PE business, professional managers establish PE funds in order to raise fixed pools of capital 

from institutional investors and wealthy individuals, and then invest the fund in multiple 

investments in specified industrial sectors.
55

 Usually PE firms are general partners whereas 

institutional investors and high-net-worth individuals are limited partners in the fund.
56

 PE fund 

invest equity or risk capital in a portfolio of private companies which are identified and 

researched by the PE fund managers. A PE fund may take minority or majority stakes in its 

investments.
57

 Apart from providing financing, PE firms typically take a “capital plus” approach, 

in that they help the investee companies to enhance management capacity, improve market focus 

and presence, strengthen governance, and manage growth.
58

 Indeed the funds are managed by 

specialist investment managers who invest the capital and know-how in companies across a wide 
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variety of sectors, including consumer, industrial, engineering, bio-technology, computer 

software, infrastructure, etc., and at various stages of the life of the company.
59

   

The fund managers sell (exit) those investments often 3 to 5 years later, and return the proceeds 

from the exit to the external capital partner.
60

 The fund managers receive carried interest which is 

20% of the total return as a reward or management fee from successful investment. In case the 

investment falls in loss, the manager will not get any rewards. Generally, its operation is one 

inter-connected investment chain which includes the whole sequence of raising capital from 

investors, establishing closed-ended funds, investing that capital via long-term into companies, 

value adding and managing companies, selling the investment and then pay back original capital 

plus returns to PE investors.
61

 

2.4 Private Equity Market and its Participants 

The PE market provides investible capital to invest in business especially startups and SME. 

Moreover these investments may take the form of buying shares from an existing shareholder (a 

buy-out if control is acquired) or an investment in new shares providing new capital to the 

underlying company (development capital) or both.
62

 The key participants in a private equity 

transaction include the following:
63

 

2.4.1 Private equity firm 

PE firms are professional managers raising and managing the PE fund. The private equity firm 

selects the target companies, negotiates the acquisition price and completes the acquisition, serve 

as owner and controlling member of the board of directors, operates the acquired company 

through either existing management or new management, oversees the activities and decision 

making of senior management, makes all major strategic and financial decisions, and finally 

decides when and how to sell the company by initiating an exit strategy. 
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2.4.2 PE Investors 

Various types of investors contribute capital to PE funds. These may include public and 

corporate pension funds, endowments, foundations, bank holding companies, investment banks, 

insurance companies and wealthy families and individuals.
64

 Institutional and high-net-worth 

investors become limited partners in a fund organized by a private equity firm. Investors sign 

investment contracts that lock up their money for as long as 10 to 12 years. Typically, however, 

distributions are made to investors as soon as investments are turned into cash through one of 

exit strategies. They commit to provide capital over time rather than in a single amount up 

front.
65

 Majority of institutional investors contribute capital to PE funds because they expect the 

risk-adjusted returns in PE to be higher than the risk-adjusted returns on other investments and 

for potential benefits of diversification.
66

 

2.4.3 Issuers or Investee Companies 

 Investee companies are those companies, where private equities invest in, which cannot raise 

money through capital market or has chosen to raise money through private equity
67

. They are 

generally firms that do not have recourse to an alternative source of financing such as a bank 

loan, or the public equity market.
68

 Entrepreneurial firms seeking PE capital include young 

entrepreneurial  that are expected to show high growth rates, early stage capital for companies 

that have commenced trading but have not moved into profitability as well as later stage 

investments where the product or service is widely available but capital is required for further 

expansion or growth.
69

 

2.4.4 Other professionals: Lawyers, accountants, tax experts  

There is a significant amount of work by professionals such as Lawyers, accountants, tax experts 

etc. who advise private equity funds in the full array of private equity activities described in the 

preceding. As a result, there are many professional service firms that have dedicated staff that 

focus principally, or only, on private equity transactions. 
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2.5 The private Equity process 

The PE cycle consists of processes central to the PE business model and is a repeatable cycle, 

employed by all firms in the PE industry.
70

 Accordingly the first stage of a PE business cycle is 

to raise investable capital by establishing PE fund which is closed for fixed periods (10 yrs. in 

average)  that collect capital from PE investors.
71

 The PE firms raise the funds for a limited 

period on average 10 to 15 months.
72

 Usually investors decide to pool their capital into funds 

based on due diligence including the experience of the management team, its quality, its 

investment strategy and fund structure.  

The next stage of PE is a deal and investing process in which investment professionals within the 

PE firm filter through hundreds of potential targets to identify companies that meet their 

investment objectives and invest in the capital thus raised through buying equity stakes in high-

potential companies following a clearly defined strategy.
73

 In other words once the acquisition 

targets have been identified and the due diligence has been performed, the PE firms proceed to 

facilitate a deal and investment in targets.   The investment stage will continue until a 

predetermined date has been reached, at which point no new target companies may be acquired 

within the fund.
74

  The third stage is monitoring and managing in which the PE engage in the 

management, monitoring and control of portfolio companies through participating in board of 

directors to control performance of investments.
75

 Therefore they seek to acquire control of 

companies, implement value adding changes and then realize the resulting capital gain by 

disposing of their investment within a relatively short time frame which is generally 3-5 years.
76

 

During this period active fund managers strive to make significant value-adding improvements 

strategy and developing the company‟s performance and prospects within their industry.
77

  

The last stage is an exit which is very important PE process which entails the divestment of 

assets in the investee companies in order to realize a return on investments. According to 
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Gompers and Lerner the successful exits are not only crucial to ensuring attractive returns for 

investors but also to raising additional capital.
78

 According to the definition of most authors in 

this field including practitioners, there are five main types of private equity portfolio company 

exits: Trade sales, secondary buyouts, initial public offerings (IPOs), buy-backs and write-offs
79

 

Sale to a strategic buyer  is a widely used exit route which involves the PE fund selling its shares 

in an underlying portfolio investee company to a third party trade buyer, which is often a 

company operating in the same industry as the investee company and is acquiring for strategic 

purposes to supplement its own business. This method entails a complete and an immediate exit 

of the investment by the private equity fund from the underlying portfolio investee company.  An 

initial public offering (IPO) on a stock exchange is another option that is commonly used.  This 

allows shareholders to have continued involvement in the investment, should they wish, but also 

limits liquidity, as shares generally must be held for a predetermined lock-in period.  In 

challenging economic times, the IPO market tends to dry up in developing economies, limiting 

the potential for this form of exit.
80

 

 Secondary Purchase involves the sale of the portfolio company to a financial buyer instead of a 

strategic buyer.  Often another PE firm will make the secondary purchase when the company is 

not yet ready for an IPO or sale to a strategic buyer, and still has significant value-adding 

potential.
81

  Buybacks the entrepreneurs repurchase their interest from the venture capital fund; 

and   Write-offs also called „liquidation‟ is when the investors „walk away‟ from the investment 

with little or no return. Finally, the capital recovered from the exit is redistributed to original 

investors on a pro-rata and this completes one private equity business cycle.
82

  Normally 

successful private equity firms stay in business by raising a new fund every 3 to 5 years.
83
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2.6  Unique Characteristics of Private Equity Investments 

A PE fund is a financial intermediary, meaning that it takes the investors‟ capital and invests it 

directly in portfolio companies.
84

A PE fund‟s primary goal is to maximize its financial return by 

exiting investments through a sale or an initial public offering (IPO). PE originally evolved as a 

conduit to finance young entrepreneurial firms which require substantial capital to drive growth 

and innovation. PE is inherently riskier than a loan, because PE investments in companies are 

usually not supported by collateral.
85

 Hence, PE funds finance firms trapped in troubled waters 

which typically find it difficult to raise debt finance from other sources.
86

 PE funds depend on 

the founders and/or management to make the company successful and the investment pay off.
87

 

PE firms finance these high risk situations and expect high rewards in return.
88

  

Another unique attributes of private equity investments is their relative illiquidity compared to 

other asset classes (such as listed shares and bonds), and the low correlation to public equity 

markets.
89

 But, important character of investing in PE funds at inception is that an investor must 

commit capital for a fund‟s entire life.  Within this period, a limited partner (LP) is committed to 

provide capital on demand to the general partner (GP) for the fund‟s investments and usually 

does not have access to the invested capital. During this time, investors have virtually no control 

over the cash flows generated by the private equity fund. Thus PE investments represent illiquid 

investments, which cannot be sold as easily and quickly as shareholdings in public equity via 

stock exchanges.
90

 

Having limited lifespan is another special characteristic of PE investments, in contrast to public 

equity investments which, in theory, have an indefinite lifetime. PE funds do not intend to 

maintain indefinite control of the target company.
91

 Instead they seek to acquire control of 
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companies, implement value adding changes and then realize the resulting capital gain by 

disposing of their investment within a relatively short time frame which is generally 3-5 years, 

after which the investment is wound up by means of one or more exit strategies.
92

 

PE investments are also unique because of the high degree of control and alignment of interests 

that is achieved between PE investors, PE fund managers and managers of target companies. As 

a result of their large shareholding in PE investments, PE firms exercise a substantial degree of 

control and are principally responsible for the alignment of interests between the parties.
93

 

Plainly put, fund managers have a huge incentive to maximize returns for the limited partners, 

because bigger returns mean bigger carried interest payouts for the GPs.
94
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3 INTERNATIONAL EXPERIENCE OF LEGAL AND REGULATORY 

FRAMEWORKS OF PRIVATE EQUITY INVESTMENT 

3.1  Introduction 

Different countries have different legal and institutional frameworks which affect the 

development of PE industry as a whole. This chapter examines the regulatory framework 

regulating PE investment in United States of America (USA), China, and Kenya. It is important 

to note at the outset that this chapter is not aimed at providing a comparison with Ethiopia PE 

regulation with those selected jurisdictions. It is aimed at encouraging best practices that will 

hopefully lead to more efficient fund regulation in Ethiopia. 

The main reason the researcher selected those jurisdictions as a model countries can be explained 

as follows. USA is selected because of its origin of and leading in development of PE investment 

in the world. Most of the top PE funds in the world are originated from the USA.
95

 The United 

States has the oldest and one of the largest PE markets in the world. According to the 2018 VC 

and PE Country Attractiveness Ranking index, USA and UK is the most attractive country for 

PE allocations in the world.
96

 Overall, U.S. based investors are the largest source of capital for 

PE funds globally including Schulz Global, the first PE firm in Ethiopia.
97

  

China is relevant because of its history of central planning and the age of privatization policy. In 

2005, PE funds raised for China were less than $2 billion. However by 2011, $23 billion was 

committed for private equity in China, which was substantial growth in its private equity 

industry in a relatively short period.
98

 In other way like Ethiopia
99

, China and Kenya are 

commonly categorized as emerging markets
100

 which is more attractive and targets for PE 
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investments.
101

 In the emerging markets, China has received the greatest PE investments whereas 

Kenya has been the leading country in East Africa and the third in investments in the Sub 

Saharan region after South Africa and Nigeria.
102

 Besides since many PE funds are 

geographically specific
103

, Kenya is selected not only for being emerging market but also for 

being a harbor of East Africa PE investments and association. 

3.2 The United States 

3.2.1 Securities Exchange Act of 1934  

Securities Exchange Act of 1934 established the American financial services regulator – the 

Securities Exchange Commission, one of whose functions is the regulation of alternative 

investments including private equity.
104

 Fortunately, it provides a registration requirement for PE 

firms and also provided several exemptions as incentive for PEs. For instance, fund managers are 

exempted to register the offers and sales of interests in their funds. The main reason for avoiding 

registration is the costs, the public disclosure obligations, and the ongoing compliance 

obligations that flow from registration.
105

  

3.2.2 Investment Company Act of 1940  

Investment Company Act made provision for stringent registration and disclosure standards for 

investment companies which must register with the SEC, which involves up-front and ongoing 

expenses, public disclosures, and increased regulatory compliance obligations, such as 

requirements for independent directors, prohibitions of affiliated transactions, and a labyrinth of 

other conflicts of interest‟s rules.
106

  Generally, any issuer (fund) that is or holds itself out as 

being primarily engaged in the business of investing, reinvesting, or trading in securities is an 

investment company under the Investment Company Act. Clearly, PE funds would fall into this 

category, but the Act provides a number of exclusions including PE to what it defines as an 
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investment company.
107

 Accordingly, it exempted PE funds from extensive registration 

requirements.  

3.2.3 Investment Advisers Act of 1940 

The general partner and the manager of, and any adviser to, the fund must determine whether 

they are required to register with the SEC under the Investment Advisers Act unless an 

exemption from registration is available.
108

 Unlike the Investment Company Act of 1940, which 

regulates the fund itself, the Investment Advisers Act regulates the sponsors and advisers (PE 

firms) to the fund.
109

 Besides, a non-US firm is generally exempt from registration as an 

investment adviser if it furnishes advice to fewer than 15 clients and does not hold itself out as an 

investment adviser to the public in the US.
110

 

3.2.4 Employee Retirement Income Security Act (ERISA) of 1974 

ERISA introduced the “Prudent Man” rule that provided a fiduciaries requirement. The “Prudent 

Man” rule (Section 404(a) (1) (B), ERISA 1974)” allowed pension funds to engage in PE 

investments in the United States.
111

 According to this rule the investments should be managed 

with the care, skill and diligence of a prudent man.
112

 Moreover, it imposes duties on the PE firm 

to act efficiently, honestly and fairly, effectively extending duties of a fiduciary nature from the 

private equity firm to investors.
113

 In order to protect participants in employee benefit plans, 

ERISA imposes strict fiduciary standards on the management of plan assets.
114

 

3.2.5 The Dodd-Frank Act of 2010 

In other policy interventions, the USA government introduced legislation that supported the 

emergence of professional services around PE, starting with the role of investment advisors 

which was subjected to legal treatment from 1940. The Dodd-Frank Wall Street Reform and 

Consumer Protection Act of 2010 imposes additional record keeping and reporting requirements 
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as well as the examination and audit obligations on private equity firm‟s that are required to 

register.
115

 While the new law removes the „private advisor exemption‟ in the 1940 Act, it 

introduces a new range of exemptions.
116

 Investment advisors with assets less than USD150 

million, and are advising PE funds purely are exempt from SEC registration requirements. 

Besides Foreign private equity advisors are also exempt, provided they avoid permanent 

establishment in the USA, have fewer than 15 clients and do not advise any registered 

investment company.
117

 

The SEC is established by Securities Exchange Act of 1934 as the American financial services 

public regulatory body, one of whose functions is the regulation of PE.
118

 Asset Management 

Association of America (AMAA) is also there as self-regulatory or private regulator for PE 

Industries.
119

 

USA Legal 

framewoks 

How it regulate PE 

Securities 

Exchange Act1934  

provides a registration requirement for PE firms $ several exemptions 

Invnt Company 

Act1940  

provide stringent registration and disclosure standards for PE funds. It 

also provides several exemptions 

Invnt Advisers Act 

1940 

regulates PE managers and advisers e.g  register with SEC wz several 

exemption 

ERISA 1974   allowed pension funds to invest in PE 

 introduced a fiduciaries requirement i.e. the investments should be 

managed with the care, skill and diligence of a prudent man 

 It imposes duties on the PE managers to act efficiently, honestly 
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and fairly, effectively 

The Dodd-Frank 

Act 2010  

 imposes record keeping and reporting rqrmnt $ the examination 

and audit obligations on PE firms,  new exemptions 

Regulator  SEC empowered by SEA 1934 to regulate financial services including PE  

Table 1: Summary of selective legal frameworks regulating PE in USA  

3.3 China  

PE investment has had a much shorter history in China than in the U.S. The concept of PE was 

first officially introduced in China in 1985, when the first PE firm, the China New Technology 

Venture Capital Company, was set up as a government-initiated project.
120

 By 2015, China ranks 

second in the world, after only the U.S., and first in emerging markets in terms of PE 

investments received annually.
121

  For years, the Chinese private equity sector operated in a 

regulatory vacuum without a clear regulatory and legal framework governing the market.
122

 In 

order to tackle the perceived market concerns and attract more PE investors, China provides a 

business-friendly regulatory environment and a feasible legal framework to PE participants 

through issuing clear guidance and regulations on matters pertaining to the establishment, 

management, supervision, taxation and foreign investment of PE.
123

 Accordingly, a great deal of 

legislation has been promulgated to facilitate the different stages in a PE cycle, including fund 

raising, investment, and exit.
124

 Based on the hierarchy of laws in China, there are national laws 

ranging from the people Republic of China (PRC) Company Law 2005 to the PRC Partnership 

Enterprise Law 2006,  administrative regulations ranging from the Interim Measures for 

Administration of Startup Investment Enterprises 2005 (“Startup Measures”) to the Provisions 

Concerning The Administration Of Foreign-Funded Venture Investment Enterprises, and various 

kinds of local regulations governing issues such as establishment of funds and tax.
125
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3.3.1 The Regulations on the Administration of Foreign Invested Venture Capital 

Enterprises of 2003 

Prior to the revised Limited Partnership Enterprise Law of 2007, one of the popular business 

vehicles used by foreign PE funds and investors to raise funds was the Foreign-invested Venture 

Capital Investment Enterprise under the Provisions Concerning the Administration of Foreign-

funded Venture Investment Enterprises (“FIVCIE”) 2003.
126

 The regulation regulates 

establishment of PE firms within China using foreign capital.
127

 It allowed foreigners intending 

to invest in the Chinese PE market to do so through setting up a FIVCIE which can take the form 

of a non-legal person entity.
128

 

3.3.2 Insurance Funds  

The Interim Measures for Equity Investment with Insurance Funds 2010 was issued by Insurance 

Regulatory Commission. By this regulation, insurance funds were allowed to invest in private 

equity funds for the first time.  The Interim Measures made provisions regarding the 

qualification requirements, investment targets, risk management, supervision and management of 

domestic equity investments by insurance funds. In August 2011, China Life Insurance became 

the first insurance company to obtain a license to make equity investments.
129

 

3.3.3 The Securities Investment Fund Law of 2013 

In 2013, china enacted the Securities Investment Fund Law which now subjects PE funds to 

regulatory purview. It established the China Security Regulation Commission (CSRC) as the key 

regulator of the PE sector.
130

  In addition to this China introduced the Interim Measures for the 

Supervision and Administration of Privately-Raised Investment Funds on 2014 (CSRC Interim 

Measures) as the key regulations in the field of private fund supervision. The CSRC Interim 

Measures are designed to improve processes relating to the registration of fund managers and the 

qualified investor regime
131
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3.3.4 Interim Regulation for Private Investment Funds 2017 

Interestingly, Interim Regulation for Private Investment Funds 2017 issued to consolidate the all 

existing laws and regulations of PE fund into a single administrative regulation. It imposes 

comprehensive regulatory requirements on PE fund managers, fund custodians, fundraising 

behavior, investment operations, information disclosure, industry self-discipline, and other 

aspects of the private fund industry.
132

    

3.3.5 Private Equity Regulatory Body in china  

As far as PE regulator is concerned, the regulatory framework governing PE in China is evolving 

from one that is more stringent to one that is more liberal. Under the new regulatory framework, 

the CSRC is the key regulator of the private equity sector.
133

  All private equity funds have to be 

registered with the Asset Management Association of China (“AMAC”) and comply with the 

rules or measures made by CSRC.
134

 Moreover the newly promulgated Interim Measures for 

Supervision and Administration of Private Investment Funds (“CSRC Interim Measures”) 2014 

clarifies the regulatory responsibilities of different government agencies. However, the CSRC 

remains the key regulator of PE funds, but certain regulatory powers of the CSRC are delegated 

to a self-regulatory organization – the AMAC.
135

 The CSRC Interim Measures are designed to 

improve processes relating to the registration of fund managers and the qualified investor 

regime
136

 

Generally underlying legal and regulatory environment conducive to PE development has been 

established in China. Accordingly the China Securities Regulatory Commission (CSRC) Interim 

Measures set forth conducive regulatory regime for private funds under five key topics: (i) 

registration and filing; (ii) qualified investors; (iii) fundraising; (iv) fund operation; and (v) 

special rules for PE funds.
137
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China legal frameworks  General and specific rules on PE 

Regulation of Foreign Invested 

Venture Capital Enterprises 

(FIVCIE) of 2003 

Regulates establishment of PE within China using foreign 

capital, allowed foreigners to do so through setting up a 

special vehicle FIVCIE 

Interim Measures for 

Insurance Funds 2010  

allowed insurance funds to invest in PE funds and provides 

the qualification requirements, investment targets, 

supervision and management of investments by funds 

The Securities Investment 

Fund Law 2013  

established the CSRC as the financial service regulator 

including PE sector 

CSRC Interim Measures 2014  to supervise private funds, to improve the registration 

processes of PE fund managers 

Interim Regulation for Private 

Investment Funds 2017 

- imposes comprehensive regulatory requirements on 

PE fund managers, investment operations, 

information disclosure, and other aspects of PE 

Responsible institutions - the CSRC is the key public regulator PE  

- AMAC is self-regulatory body 

- All PE have to be registered at AMAC and comply 

with the rules or measures made by CSRC. 

Table 2: Summary of some legal frameworks regulating PE in china  

3.4 Kenya  

Kenya is considered as hub for East African in PE investment which allowed it to capture the 

overwhelming portion of the sub-region's deal value in recent years. Between 2007 and 2014, the 

total value of the 79 deals in East Africa was US$822 million, of which Kenya accounted for just 

over US$517 million, or 70 percent. The country now ranks third behind South Africa and 

Nigeria in terms of private equity transactions in sub-Saharan Africa (SSA).
138

 Moreover, its 

capital Nairobi is also home to the East Africa Venture Capital Association (EAVCA), an 

organization that was set up in March 2013 to advocate on behalf of VC and PE investors.  
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3.4.1 The Capital Markets Regulations, 2001 (“CIS Regulations”)  

CIS Regulations requires fund managers of any collective investment scheme including PE funds 

are required to be licensed by the Capital Market Authority (CMA), if they are above a certain 

threshold. Fund Managers are defined under the CMA Act as a manager of a collective 

investment scheme, registered PE companies or an investment adviser who manages a portfolio 

of securities in excess of an amount prescribed by the Authority from time to time. 
139

 

3.4.2 Capital Markets (Venture Capital Companies)Regulations, 2007 (VCC 

Regulations) 

The VCC Regulations sets out requirements relating to capitalisation, organizational structure, 

board constitution, and general qualifications of fund managers.
140

 It defined Venture Capital 

Companies as a company incorporated under the Companies Act with the primary objective of 

providing substantial risk capital to SME businesses in Kenya through equity, quasi equity 

investments or other instruments.
141

 A VC fund must be an LLC incorporated under the 

Companies Act; registered with the CMA, with a minimum paid up share capital and fund size of 

Kenya shillings 100 million (~USD1 million). The fund manager must have a license from the 

CMA and the fund must have a board of directors. The VC fund‟s investees cannot be primarily 

involved in real estate; banking and financial services; or retail and wholesale trading. Under 

Section 2 it states there is the Seed Capital, Start Up financing, Mid-Stage finances and 

Subsidiary financing.
142

 

3.4.3 Pension Fund Laws 

Under the Retirement Benefits Authority Act of 1997, the Investment Guidelines classify private 

equity as “unquoted equities” and “any other asset” – with specified caps on investment 

exposure. In 2015, Retirement Board Authority amended the Investment Guidelines contained in 

the Retirement Benefits (Forms and Fees) Regulations to create a clear PE distinction and 

doubled the allowable investment threshold to 10%. The largest pension fund in Kenya is the 
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state-owned National Social Security Fund, which internally administered over USD 600 

million
143

 

The Capital Markets Authority (CMA) is empowered by the Capital Markets Act of 1989 as a 

regulator of PE activities as part of its various functions. Accordingly, Section 12 empowers the 

CMA to issue necessary regulations periodically for the better implementation of the Act, while 

section 23 empowers the CMA to regulate all persons carrying on businesses relating to dealings 

in securities including PE either as advisers, issuers or buyer.
144

 

Kenya PE laws highlights 

Capital Markets Act 

1989  

empowered CMA to regulate PE all persons carrying on PE 

Empower the CMA to issue necessary regulations for its better 

implementation 

CIS Regultion 2001 requires PE managers to be licensed, prov exmption 

The VCC 

Regulations 2007  

sets out requirements relating to fund managers, capitalization, lega 

form, board and of VCC, 

VC fund must be an LLC incorporated under Cmpn Act; registered by 

CMA, BoD, trget SME, estb by $1m 

The fund manager must have a license from CMA 

Retirement Benefits 

Regulation 2015  

provides the allowable investment threshold to 10% for pension funds. 

Regulator  Public regulator - CMA  

Private regulator - EAVCA 

Table 3: summary of some legal frameworks regulating PE in Kenya 
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3.5 Lesson to Be Learned 

The experiences of the model countries reviewed above with respect to legal and institutional 

frameworks for PE can help to take instructive lessons.  

Firstly, they have regulatory frameworks specifically recognizes and regulate the PE investments 

in their respective jurisdictions. Accordingly, they set forth certain regulatory measures related to 

the entry and establishment of PE including rules on registration, licensing fund managers and 

qualified investors, fundraising and fund operation.  

Secondly, the countries have introduced enabling legal frameworks for their respective domestic 

institutional investors (such as pension and insurance funds) that expressly allow them to enter 

into PE market and clearly provide the extent of their capital to which they can make a 

commitment to PE funds.  

Thirdly, the overwhelming focus of regulatory discourse in each of those jurisdictions is mostly 

on activities of the fund managers who are regulated through registration and licensing. The 

regulatory laws of those jurisdictions clearly impose duties on the PE firm to act efficiently, 

honestly and fairly. In this way they introduced a means of effectively extending duties of a 

fiduciary nature from the PE firm to investors.  

Fourthly, they have introduced special rules as incentives for PE in order to attract more 

investments to their country. There are many regulatory and fiscal incentives especially for PE 

invests in startup business in each of those jurisdictions. Moreover they took regulatory reforms 

many times in order to attract more PE investments, to protect the interest of investors, and to 

safeguard the security of financial markets. 

Finally in each of those countries, there is a regulatory body specifically authorized to regulate 

the PE activities. Accordingly, the authorities have been empowered to provide registration 

requirements and to issue a license and permits for PE and necessary regulations for the better 

implementation any PE laws. Besides it regulate the entry, establishment and operation of all of 

PE funds and its participants in a ways pertinent to regulatory policy. 
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4. PRIVATE EQUITY INVESTMENT REGULATION IN ETHIOPIA: 

THE ENTRY AND ESTABLISHMENT  

4.1 Development of Private Equity in Ethiopia 

PE investment in Ethiopia is very recent phenomena and has not been viewed as a viable 

investment channel yet. Unlike many sub-Saharan countries, the PE investment has been 

introduced in Ethiopia very recent years in 2012 when the Schulz Global Investments (SGI), an 

American investment firm and family, become the first international PE firm opened its office in 

Ethiopia.
145

 Currently many international PE firms including SGS, Renew Impact Angle 

Network, Ascent Capital, 54 Capital, Cepheus Capital etc. have opened their office in Ethiopia. 

They launched their respective PE funds to provide a risky capital in startup, SME and other 

private operating companies, which has almost no alternative source of capital for their business, 

by expecting perceived high return. Their investments focus in potential sectors such as 

agriculture and agro processing, manufacturing, consumer goods, education, healthcare, 

infrastructure etc.
146

 Ethiopia Growth and Transformation Fund I, LP (Ethiopia Fund), and 

Cepheus Growth Capital are unique in that they are exclusively raised for Ethiopia companies 

with 10 yrs. lifespan.
147

 

Many institutional investors invested in these funds are DCC, Germen Investment and 

Development Corporation (DGE), Oikocredit, Norfund, Austrian government fund (OeEB), 

Europian Investment Bank (EIB), European families, East Africa (institutions such as insurances 

and pensions companies), other PE funds etc..
148

 Besides, some angel investors such as Impact 

Angel Network are currently investing the fund in startup and early stage entrepreneur firms in 

Ethiopia.
149

 In the recent years there have been some investments by the PEs in local private 
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companies. MA Diary Company, Adds pharmaceutical factory, Medical International Laboratory 

PLC, METAD PLC, Terara Coffee company, International School, etc. are some of them. Most 

of the time PE fund investments invested averagely USD 3-10 million per company with average 

lifespan of 3 to 5 years.  

4.2 Private Equity Regulation in Ethiopia:  the Establishment and Entry 

The Ethiopian financial system is characterized by low level of development when compared 

with other developing countries especially from east African. It is relatively closed in nature and 

not diversified in terms of the type of institutions delivering the service and the type of financial 

service being delivered.
150

 Currently, the Ethiopian financial system comprises financial 

institutions such as the Banks, insurance companies; a public and private employed workers 

pension scheme and micro finance institutions.
151

 The existing financial market comprises the 

money markets as well as the bond and TBs market which are, however, at an infant stage 

accommodating limited amount of transactions.
152

 Moreover, there is no stock market, private 

corporate bonds, PE market and financial institutions such as investment banks.
153

 Again, 

Ethiopian financial sector is not only highly regulated and closed from foreign competition but 

also characterized by absence of more sophisticated financing mechanisms such as PE fund 

investments.
154

 

Any financial institutions cannot operate in Ethiopia unless they are established in accordance 

with „the appropriate law of the country and as determined by the national bank of Ethiopia‟ 

(NBE).155 Thus, NBE is empowered to determine whether new financial institutions and services 

can be registered or/and operate in Ethiopia. However, the Bank denied recognizing the 
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establishment PE fund and its operation in the country.
156

 One of its justifications for holding this 

position is that the bank generally considers the fund investment as a banking business which 

falls under art 2(2) of Proclamation No. 591/2008.
157

 Therefor fund investment within this 

context is allowed only for financial institutions defined by appropriate laws and in accordance 

that the National Bank has declared to be appropriate.  It also argued that the PE firm is one of 

financial intermediaries which have not been determined yet to be introduced in Ethiopia 

financial system.
158

  

For seek the same reasons, as a principle  any PE firms cannot be legally allowed to establish PE 

fund investment and raise the fund from both local and foreign sources for purpose of reinvesting 

the funds in target portfolios companies.
159

 Therefore PE firms, whether nationals or foreigners, 

are not licensed to raise and manage PE fund in Ethiopia.
160

 Exceptionally, Ethiopia Capital and 

investment PLC is the only asset management firm licensed to manage asset of DBE in private 

companies.
161

 Development Bank of Ethiopia (DBE) established asset management firm called 

Ethiopia Capital and Investment PLC which will mainly deals with management of assets under 

the bank‟s ownership including the companies confiscated from the bank‟s defaulted 

borrowers.
162

  

Indeed, if PE fund managers were allowed, they could get the funds from local institutional 

investors (such as pension funds, insurance, and banks), high net worth individuals. According to 

interviews source, those local institutional investors, especially, pension fund (both private and 

public) and insurance have enough potential and willingness to invest in PE funds but absence of 

clear and detail enabling legal frameworks remain a challenge to PEs.
163

 ESSA should be 

allowed to establish PE fund which will reinvest the pension fund in diversified private portfolio 
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companies. Obviously DBE has successfully established its own PE firm to manage the bank‟s 

asset in private companies. In the same way both public and private ESSA should establish PE 

firm that would be licensed to manage and invest its PE fund in diversified private business. 

Therefore the authorities in collaboration with the Ministry of Finance and Economic 

Development should introduce enabling legal frameworks to allow pension funds investing in 

domestic PE funds by providing detailed regulatory requirements based on a mandate given to 

the ministry by Private Organization Employees‟ Pension Proclamation No. 715/2011 and the 

Public Servants' Pension Proclamation No. 714/2011. 

In all model jurisdictions i.e. USA (e.g. ERISA of 1974), China and Kenya there are legal 

frameworks enabling insurance funds to invest in PE funds. There no such enabling laws 

allowing domestic insurance companies to establish PE fund or to invest in other domestic PE 

funds. Thus the researcher recommends that the Insurance Business Proclamation No. 

no.746/2012 should be amended to allow insurance funds to invest certain amount of their fund 

in domestic PE fund investments in the country. To this end NBE should be authorized to issue 

directives and operational guidelines on matters related to investing limited threshold of 

insurance fund in onshore PE.  

As PE investment made by domestic institutional investors is concerned, banks are, more or less, 

in a better position they are legally allowed to invest limited percent of their capital in equity 

investments. As a principle they are not allowed to invest directly in any business other than 

banking businesses such as manufacturing and agro processing industries.
164

 In exceptional 

circumstance the working banking laws allow the banks to acquire equity investment in those 

businesses restricts the total share in such business only up to 10% of its net worth.
165

 But it is 

worth to note types of equity financing are public equity and private equity. Current practices 

demonstrate that no banks are investing in PE investments neither directly in portfolio companies 

nor though establishing the funds.
166

 They are only allowed to invest in equity investments in the 

directive and PE is not expressly allowed for them. Lessons from other jurisdictions (the USA 
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and the Kenya, for example) indicate that there is an enabling law that channels capitals from 

institutional investors into PE. The laws, at least, provides a maximum thresholds to which they 

can invest in fund investment which is absent in case of Ethiopia legal regime.
167

 

To sum up PE fund investment is strictly regulated financial investment activities in the Ethiopia. 

PE fund investment has not been legally recognized as a form of institutional investment to be 

made either by domestic or by foreign investors. Similarly no person can offer any financial 

products and services including PE in Ethiopia financial markets unless legally authorized and 

determined by NBE. Exceptionally EDB has obtained a license for its PE firms to manage the 

bank‟s asset in private business.   

The National Bank Re-establishment proclamation has authorized the NBE to license other 

financial institutions and crate favorable condition for other financial services.
168

 Thus NBE 

should clearly determine the PE as investment type in which banks and insurance can invest 

certain limit of their capital in to PE investments whether directly or through fund of funds. 

Fortunately, EDB has obtained a license for its PE firms to manage the bank‟s asset in private 

business.
169

 The same license should be allowed for other PE firms. Generally, it is very 

advisable for Ethiopia to relax its financial sectors for PE fund investment, or otherwise it must 

be, at least, open for domestic PE firms who would establish domestic onshore PE fund to raise 

capital from local institutional investors and wealthy individuals. Thus, it needs to enact enabling 

legal and institutional frameworks for PE fund investment players. 

4.3 Foreign Private Equity Investment: the Practice and Laws 

Now from the critical understanding of the above sections i.e. the practical existence of PE 

investment activities on one hand and the general PE regulatory overview which strictly 

restrictive and closed sector in nature on the other hand, the issues that must be raised is that to 

quest for the regulatory frameworks justifying the existence of foreign PE fund investments 

operating in Ethiopia nowadays. Accordingly, the researcher scrutinized entry, operation and exit 

of the fund investments in line with the legal and institutional frameworks in the country in the 

following section. 
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4.3.1 Entry Aspects  

Under the working investment laws, the PE fund investment and the fund managers are excluded 

from positive lists and therefore closed from foreign investors.
170

 In other words PE investment 

is not formally recognized as a type of investment Ethiopia. So, PE players cannot open head 

office for their business in Ethiopia. For this reason, Ethiopia investment commission (EIC) has 

no a legal mandate to register and issue investment permits for foreign private equities.
171

 The 

following subsections will examine how the existing PE come to and operates in the country. 

4.3.1.1 Entry Option 

Normally, offshore PE firms are a companies registered in foreign jurisdictions operate mainly in 

most emerging markets through DFI channel.
172

 The current ongoing practice of Ethiopia PE 

regime however demonstrates that existing foreign PE firms have entered in Ethiopia through 

commercial representative (CR) channel.
173

 In other words after they are incorporated and 

registered in foreign jurisdiction, they then come to invest in Ethiopia through appointing their 

commercial representative subject to requirement provided under commercial registration and 

licensing proclamation. The proclamation defined commercial representative as: 

 “…any person who is not domiciled in the country where the head office of the business 

organization or the business person he represents is situate, bound to such business organization 

or business person by a contract of employment and entrusted with the carrying out of any trade 

promotion activities on behalf and in the name of the business organization or the business 

person he represents, without being a business person himself.
174

  

Then after, CRs promote the products and services of principal (foreign PE firms), and study 

potential companies that will enable the principal to make equity investments in Ethiopia. Then 

as CR approaches to and discusses with the target potential companies. The commercial 
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representative is not trader thus he cannot offer goods or services for sale or enter into contract 

with clients in the name of his principal.
175

 

4.3.1.2 Entry Vehicles 

After they acquire commercial presence in the country, the foreign PE firms raise the fund from 

international investors and register as an Ethiopia investment holding company in other else 

foreign countries like Mauritius.
176

 Then they pooled the capital from the foreign based holding 

company to target companies in Ethiopia through another vehicle called special purpose vehicles 

(SPV). Meanwhile, the fund manager and the target company sign sorts of agreements which 

may include investment and shareholder subscription agreement, MoA, term sheets etc. along 

with a proposal of expansion or upgrade, or new investment project.
177

  In this project company, 

SPV of the foreign registered holding company become a new foreign shareholder and the 

existing company as a local partner.
178

 SPVs are instrumental financial tools mostly used by 

financial institutions to do business in specific project.
179

 An SPV is a legally distinct entity 

established to attain a specific purpose with a limited life and is created at the direction of a 

sponsoring firm (the PE firms in our case at hand).
180

 It is characterized by being legally 

separated in that it will generate its own financial statements that are exempt from consolidation 

by the fund as a parent company (which is PE fund Holding Company in this case).
181

  

4.3.1.3 Registration, License and investment permit  

Accordingly, in applying for registration as CR, they are required to comply with the registration 

requirements provided under as per art 33 of Proc. No.980/2016. For instance, fund managers and 

investment advisers registered in the name of CR in Ethiopia must bring a minimum of USD 

100,000 for office operation and salary expenditure for the budget year, otherwise of which their 

certificate subjects to cancelation. Thus, PE firm needs no business license but special certificate 
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of its commercial representative which shall be obtained from Ministry of Trade before starting 

operation.
182

  

Generally, PE participants operating in Ethiopia are not required to be registered and obtain 

investment permits by holding status of PE,
183

 The fund managers are only required to register 

their investment capital they bring into the country according to art 12(5) of investment 

proclamation. Taking the foreign jurisdiction as their formal business base, they physically 

present and operate in Ethiopian through their respective commercial representatives. The 

experience of other countries justified that PE regulatory frameworks may typically focuses more 

on the fund manager, the fund itself, or both. For example, the EU AIFM Directive focuses on 

regulating the Alternative Investment Fund Manager (AIFM) rather than the AIF. In the US, 

although private funds are not required to be registered, fund managers are required to register 

with the SEC.
184

 The intention of the legislation to protect the interest of investors by regulating 

the relationship and disclosure requirements between portfolio companies and investors,  and 

fund managers and advisor, rather than the fund itself.
185

 

As far as investment permit is concerned, the project company applies to EIC to obtain 

investment permit for expansion or upgrading the existing investment according to art 15 of the 

investment proclamation.
186

  The project company shall accompany its application with a 

photocopy of necessary agreements which may include investment and shareholder subscription 

agreement, term sheets etc. along with a proposal of expansion or upgrade or new investment 

project, and a valid business license of the existing enterprise.
187

 Practically, the investment 

permit for the project is applied by the target company and not by the fund company. Then a new 

investment permit will be given for the project company which comprises the existing company 

as a local shareholder and the SPV as a foreign partner. Here a foreign established PE fund 

company (through its SPVs) becomes a partner to the project company as a foreign shareholder. 
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Under the working investment laws the PE fund investment are excluded from positive lists 

closed from foreign investors.
188

 For this reason, EIC has no a legal mandate to issue investment 

permits for foreign PE investments. In practice, it is undeniable fact that PE firms and investment 

advisers are, however, operating their daily and usual business in Ethiopia, like they do in other 

countries. Even though they themselves are not included under positive lists, they have been 

managing and advising their respective fund investment investing in sectors open for foreign 

investors.
189

 PE firms can raise capital and establish PE fund abroad to make multiple equity 

investments in sectors open for foreign investments in partner with local investors in Ethiopia, 

but they cannot establish the fund and its head office in the country. The can advertise and 

undertake PE investment activities but cannot open head office in the country. Interestingly, 

NBE has admitted absence of proper regulation and licensing of the existing PE firms could have 

negative impact on the country.
190

 Thus, EIC in coordination with NBE should bring PE 

investment under appropriate regulatory umbrellas.  

4.3.1.2 Investment Restrictions  

First of all, PE fund investment itself is closed from any foreign investors in Ethiopia as it is 

considered as banking business and not recognized as investment channel yet in the country.
191

 

Thus investment services companies such as investment advisors and fund firms are also not 

open for investment as they are excluded from positive lists open for foreign investors.
192

 They 

are also not included in in sectors exclusively reserved for domestic investors. As a matter of 

principle, foreign investors can only invest in targets in industrial sector s. Technically, the funds 

operating in the country through SPV are not allowed to freely choose its target portfolios 

because certain economic sectors are not allowed for foreign investments in general includes 

banking and financial services.
193

 The Technical Committee needs to include new investment 
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sectors such as investment advisor and PE fund investments either in positive list or negative list 

or joint owner formula. 

4.3.2 Operational Aspects  

4.3.2.1 Fund Setting up Process 

In practice PE firms raises many funds which are sometime exclusive for Ethiopia investment 

companies. Unfortunately due to regulatory challenges, the PE firms pass the funds through long 

process in order to reach the target companies. Since the fund investment is not included under 

positive lists open for foreign investors, the company cannot be established in the country. For 

this reason the existing PE firms are forced to use another alternative but lengthy mechanism. 

That is to raise the fund for Ethiopia, establish and base it abroad and then pool the fund through 

another tool i.e. SPV.
194

  

In reality, no matter how the fund investments is excluded from positive list and the fund 

company cannot be legally established in Ethiopia, the fund is indirectly investing in sectors 

open for foreign investors.
195

 In other words PE fund registered abroad as a holding company 

and invest in Ethiopia through its beneficiary entities organized in the form of SPV. Shortly the 

existing fact confirms that the fund cannot be based, but can advertise and invest, in Ethiopia. It 

simply adds unnecessary investment procedure to PE firms and investors. Indeed such risky 

regulatory environment undoubtedly increases the cost of capital accessibility to local 

entrepreneurs especially the startups, small and meddle business firms. 

It is therefore advisable for the Technical Committee to consider the establishment of PE fund 

investments in the country, since they have been already investing in the country under the guise 

of commercial representations and SPVs tools. Indeed PE can be seen as fortune in many 

developing countries like Ethiopia where the foreign investors can come and invest in businesses 

that will continue to recirculate, rather than expatriate, their profits in the local economy.
196

 It is 

closed-end funds that lock up the investors‟ money for as long as 10 to12 years.
197

 Successful PE 
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transactions can access investors to uninterrupted repatriated funds which often result in larger 

subsequent rounds of investment in the economy. Moreover PE is an opportunity of accessing to 

alternative financing for startup, small and medium enterprises which cannot be easily accessed 

to bank and other financing. All those factors can help to reduce the current shortage of foreign 

exchange in the country.
198

 Thus it is very suggested for the country to have legal framework for 

the establishment of investment funds in the country which will be regulated through licensing 

and supervising the PE fund managers. 

4.3.2.2 Minority Rights 

As a matter general principle and practical understanding of PEs, most of PE funds invest in an 

private company by acquiring ownership of minority stake in the company. In the same way, PE 

funds investing in Ethiopia also need to invest in business multiple enterprises by holding 

minority stakes averagely from 30 – 50 shares of each company.
199

 In addition to this the general 

principle of PE business is „a buy to sell‟ and not „buy to keep‟. In other words they invest in a 

given company only for a short period of time fixed in advance most of the time from 3-5 years 

in average. As a matter of nature, the form of business organizations available for PE fund to 

invest in partnership with local partner is Private Limited Company (PLC) which is provided 

under Commercial code of Ethiopia. Accordingly Private limited company law provides a three-

quarter majority vote of shareholders to sell their share in the company and therefore not 

strategic for PE to exit the investment.
200

 Thus, the minority shareholders do not have substantial 

degree of control in making investment decisions such as the decision to sell shares and the 

company itself. 

4.3.2.3 Drag Along Clauses and its Enforcement   

PE fund investing in Ethiopia commonly used the term Drag Along right in their agreement with 

existing shareholders.
201

 A  drag-along right is a controlling right of the PE fund  to force all 

other shareholders to sell their shares to a third party on mainly the same terms as the fund will 
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sell its shares.
202

 From the very nature, PE funds investment has no intention to stay in the 

company for more than 3 to 5 years in average. For this reason, they use the drag along right 

which enables the fund to maximise the addressable market for the investee business and to 

control share valuation by delivering 100% of the shares to the buyer.
203

  

The drag along right had not been introduced in the law of the country. The private limited 

company law has not clearly provided whether the shareholders can contractually offer a 

controlling right for a minority shareholders in their MoA or AoA. Moreover, regarding sale of 

shares article 523 (2) of Comm. Code states that, „... transfer of shares outside the company shall 

be approved by a majority of the members representing at least three-quarters of the capital, 

unless a larger majority or unanimity is fixed in the art1des of association. It only provides the 

shareholders can make an agreement to transfer the share by fixing a larger majority or 

unanimity in AoA. This implies the shareholders of the company cannot make an agreement to 

transfer the shares by fixing majority approval below three quarter majority shareholder.  

Accordingly, there is a case when PE firms have faced a challenge on proving legality of and 

enforcement of the controlling rights and drag along rights in Ethiopia. It is advisable to consider 

the discretionary of shareholders to determine a minimum majority requirement their 

agreements. Sometimes there is an escape clauses in provisions related to drag along rights and 

thereby enabled the fund to takeover bid of the underlying company at the cost of local 

shareholders. Providing minimum requirements such as a prior notice of drag along offer, bona 

fide purchase offer, exhaustive preemption rights, etc. are not specifically included in 

shareholder agreement and makes practical difficulties in enforcement.  

Therefore, it is vital to interfere through enacting viable legal frameworks facilitating the 

enforcement of these rights in a line to safeguard both investors‟ and infant company‟s interests. 

Besides it needs to provide a gap filling provisions and minimum requirements such as a remedy 

for a possible prejudice made by beneficiary of the drag along rights. Additionally, there should 

be a gap filling legal provisions which empower the managers of the company to complete a sale 

on behalf of any dragged shareholder who might refuse to co-operate with the drag process.  
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Generally, even though both drags along right is fundamental and common contractual terms in 

most countries of the world, it is equally important to strike a balance between the interest of the 

fund on one hand and the local shareholders and the company on the other hand through 

providing a minimum regulatory requirements at least as a gap filling provisions. 

4.3.3 Exit Aspects  

The common exit strategies used by PE fund investments are initial public offerings (IPOs), 

trade sales (acquisition), secondary sales, buybacks and write-offs (or „liquidation‟). Under 

current practical situations of PE market evidenced that only few PE fund has successfully exited 

as they are only recently introduced in Ethiopia. Almost all PE funds including those exited only 

rely on a trade sale as a route to exit from their portfolio investments.
204

 There are no formal 

domestic stock markets and private placements in the country.
205

  But absence of formal stock 

market must not be considered as a conclusive challenge for PE investors, as there are multiple 

strategies that can be applied.
206

  Indeed PE firms mostly rely on sales to strategic players and 

self-liquidating instruments such as drags along clause to facilitate exits.  

An addition to this, the valuation of asset of the company sometimes remains the practical 

challenges for the timely exit of the fund. In some cases shareholders of the company fall in 

disputes on the issue related to the value of their shares in the company.
207

 The fund has the 

controlling rights to decide the value and the technique of valuations of the company. There is no 

legal provision requiring the fund managers to disclose the procedures and techniques of 

valuation incase the parties are defaulted to agree. The country has no securities law which may 

deal with disclosure, transparency, prohibition of all forms of market abuse and minority 

protection against abuse and fraudulent.
208

 Therefore it needs to have a provision of laws that 

imposes duties upon the fund managers to disclose valuation procedures. It needs to introduce a 

                                                           
204

 Interview, supra note 161; Impact Report 2018, supra note 200; Africa Business Insight, supra note 150 
205

 Addis Ababa Chamber of Commerce and Sectoral Associations, Market Potential Assessment and Road Map 

Development for the Establishment of Capital Market in Ethiopia, 2011, p  33; TURUNEH supra note 159;  Private 

placements are the approach of selling securities to some type of institutional and/or qualified investors, without 

offering those securities for sale to the investors (investing public) in general. 
206

 Ibid  
207

 Interview, supra note 161 
208

TURUNEH, Supra note 159 



44 
 

 

measure facilitating the valuation procedures and technique followed by fund managers can be 

evaluated by external expert or committee.  

4.4 Regulatory Body Responsible for Private Equity 

Currently there is no public regulatory body engaged in regulating PE through providing them 

with appropriate business license and investment permits. However, PE fund investments and 

fund managers are, practically but indirectly, operating in Ethiopia business markets. The 

experience from other world country justified that those firms are subject to financial system 

regulatory body such as Security Exchange Commission (SEC) or Capital Market Authority 

(CMA) based on a legal regime of a given country. The authority provides, among others, with 

the principles and rules bounding financial intermediaries in order to keep the security of 

financial system and insure the quality of financial services to investors. There is no such 

authority in Ethiopia because the country has not introduced securities law yet.  

In case of Ethiopia, NBE Re-establishment proclamation authorized NBE to regulate financial 

institutions and services.
209

 As far as PE is concerned the Bank considers PE funds as a banking 

business which is territorial and closed from foreigner. For this reason it already denied to 

license the existing foreign PEs.
210

 In other words, PE fund investments is not included under the 

umbrella of the existing investment laws and EIC has no mandate to regulate and issue 

investment permit for any PE funds and firms investing in Ethiopia. There is no legal framework 

empowering neither NBE nor EIC to regulate foreign private equities operating in Ethiopia.  

Thus the country needs to enact appropriate laws which clearly authorize certain regulatory body 

to regulate the PE investments in the country. 
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5. CONCLUSION AND RECOMMENDATION 

5.1  Conclusion  

PE fund investment is strictly regulated financial investment and has not been recognized as a 

form of institutional investment. Any financial institutions cannot operate in Ethiopia unless they 

are established in accordance with the appropriate law of the country and as determined by the 

national bank of Ethiopia. Accordingly, there is no legal framework in effect to introduce the PE 

in Ethiopia. For this reasons PE firms are, currently, not allowed to raise and establish PE fund in 

the country. In other words PE firms, whether nationals or foreigners, cannot be licensed to 

establish, raise and manage PE fund in Ethiopia. Only the Ethiopia Capital firm of DBE has been 

exceptionally licensed to manage asset of the bank in private business. Domestic institutional 

investors that could be substantial fundraising sources for PEs are currently not exposed to PE 

investments. Those local institutional investors, especially, pension fund and insurance, have 

enough potential and willingness to invest in diversified portfolio companies. However, absence 

of clear enabling legal frameworks remains a challenge to PE.  

Notwithstanding with the strict regulatory environments, evidentially some foreign PE firms are 

operating their daily and usual business in Ethiopia, like they do in other countries. Under the 

working investment laws, PE fund investment is not formally recognized as a type of investment 

Ethiopia because the PE fund investment and investment advisors are excluded from positive list 

sectors open for foreigners. For this reason EIC cannot formally register and issue investment 

permits for foreign PE fund companies, PE firms and investment advisers. 

The current ongoing practice of Ethiopia PE regime justify that that existing foreign PE firms 

have entered in Ethiopia through commercial representative (CR). After they acquire commercial 

presence in the country, the foreign PE firms establish the fund in other countries as an Ethiopia 

investments holding company and pool it into the country through one of special financial tools 

called SPV. Accordingly, the SPV will become a new foreign shareholder and the existing 

company as local shareholder in the proposed expansion or upgrade or new investment project. 

The practical implication from the current PE regime prove that even though the fund manager 

and investment advisors are not included under positive lists, foreign PE firm have been 

managing and advising their respective PE fund investment investing in sectors open for foreign 
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investors. PE firms can establish PE fund and raise investable capital abroad with intention to 

make equity investments in partner with local investors. The implication is that the PE firms 

cannot establish the fund in the country but they can advertise and undertake PE investment 

activities in the country. Hence, what is prohibited is a means to end, not the end itself.  

The problem is not the existence of PE firms and the fund investing in the country. However PE 

firms, PE investors and other investment advisers these operating in or targets to Ethiopia are not 

required to be legally registered, licensed or obtain investment permits by holding their intrinsic 

PE professional status to invest in the country. Taking the foreign jurisdictions as their formal 

business base, they physically present and operate in Ethiopian under the guise of their 

respective CR. Thus the country may lose the benefit of registration or licensing or issuing 

permit for foreign investors, or it may face the bad consequence resulted from the same.  

More importantly, there is no appropriate legal framework enabling the regulatory body to 

regulate and license the existing PE fund managers in order to protect inexperienced 

shareholders and the investee companies which is vulnerable to possible frauds, bad faith 

transactions and other similar misconducts. In addition to this, there is no nonbanking financial 

law imposing a duty on FSPs such as PE firms to provide financial services fairly; reliably, with 

due care, diligence and skill, in investors‟ interests and in a way that promotes the integrity of the 

financial services industry. 

On other way, the PE firms pass the funds through long process in order to reach the target 

companies because of risky regulatory environment. Fund investment is not included under 

positive lists open for foreign investors. The existing PE firms are forced to use another 

alternative but lengthy procedures i.e. raise the funds for Ethiopia, then establish and base it 

abroad, and then pool the fund through SPVs into the portfolio companies. Here it is not the fund 

but an SPV, formally, become investor in local company. Shortly the existing fact confirms that 

the fund cannot be based, but can invest, in Ethiopia. This scenario however simply adds a 

unnecessary investment procedure to PE investments. Indeed such risky regulatory challenges 

undoubtedly increase the cost of accessibility to alternative capital to local entrepreneurs. 

From the very nature, most PE need to invest by acquiring minority stakes averagely from 30 – 

35 shares of each portfolio company and to sell their interests after 3-5 years in average. But 
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Ethiopia PLC law provides a three-quarter majority vote of shareholders to sell their share in the 

company and therefore not strategic for PE to exit the investment. As a way out, the PE firms 

seek obtaining a controlling right by including „the drag along right‟ clause under their MoA.  

Unfortunately the drag along right rules has not been introduced in the law of the country. 

Currently there are practical challenges in enforcement of the drags raised due to parties‟ default 

in their agreements. Some fund managers also include escape clauses in their agreements which 

may enable the fund to takeover bid of the project company at the cost of inexperienced local 

partner. Generally, even though drag along right is common contractual terms in the world it is 

equally important to strike a balance between the interest of the fund on one hand and the local 

shareholders and the company on the other hand.  This can be done by introducing a legal 

framework providing minimum regulatory standards used to facilitate enforcement the dragging 

and other similar rights at least as a gap filling provisions. 

Currently, only few PE funds matured and successfully exited through trade sales. The fund has 

the controlling rights to decide the value and the valuations technique of the company. There is 

no legal provision requiring the fund managers to disclose the procedures and techniques of 

valuation incase the parties are defaulted to agree. In the same way there is no nonbanking 

financial rule imposing duty on fund manager to disclose the procedure and technique of 

valuation of the shares in the investee company. 

Currently there is no public regulatory body engaged in regulating the existing foreign PE firms 

through providing them with appropriate business license and investment permits. It has been 

admitted that leaving those PEs unregulated could negatively affect the interests of the investors 

and creditors at risk which may ultimately be detrimental to investments and financial security of 

the country in general. However no regulatory institution is authorized to take regulatory actions. 

Generally it is concluded that Ethiopia legal regime is not conducive for entry and establishment 

of PE into its financial market. It lacks appropriate legal and intuitional frameworks governing 

PE investments. Therefore absence of enabling regulatory frameworks attractive to private equity 

has significantly contributed for the underdevelopment of PE investment in Ethiopia. 
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5.2 Recommendation  

The researcher recommends that Ethiopia needs to introduce legal frameworks allowing for the 

establishment of domestic PE fully owned by nationals until liberalization of its financial sector. 

Ethiopia needs to have legal frameworks ensuring the entry of PE entry into the country‟s 

financial system and providing for establishment and operational regulatory requirements 

peculiars to the sector in the country. Taking the territorial nature of its financial system, it needs 

to introduce regulatory frameworks to relax its financial sectors for establishment of domestic 

onshore PE funds that would totally owned by domestic institutional investors or wealthy 

individuals and managed by licensed local PE fund managers whether firms or individuals. It is 

very importantly to allow a license for other domestic PE firms (like license given to Ethiopia 

Capital and Investment PLC of EDB) who would establish domestic onshore PE fund to raise 

fund from local institutional investors and reinvest the capital into business in the country 

especially in SME. More importantly allowing incorporation of domestic PE firms could bring 

emergence of local professional PE fund managers who would successfully compete with foreign 

PE firms in a future financial markets. Therefore the country‟s legislature should have introduce 

the legal frameworks allowing the entry of PE fund into Ethiopia financial markets by providing 

appropriate regulatory frameworks such as requirements for establishment of domestic PE funds, 

licensing of PE firms by local professional managers, etc.  

ESSA should be allowed to establish PE fund which will reinvest the pension fund in diversified 

private portfolio companies. Obviously DBE has successfully established its own PE firm to 

manage the bank‟s asset in private companies. In the same way both public and private ESSA 

should establish PE firm that would be licensed to manage and invest its PE fund in diversified 

private business. Therefore the authorities in collaboration with the Ministry of Finance and 

Economic Development should introduce enabling legal frameworks to allow pension funds 

investing in domestic PE funds by providing detailed regulatory requirements to this end based 

on mandate given to the ministry by Private Organization Employees‟ Pension Proclamation No. 

715/2011 and the Public Servants' Pension Proclamation No. 714/2011 

In all model jurisdictions i.e. USA (e.g. ERISA of 1974), China and Kenya there are legal 

frameworks enabling insurance funds to invest in PE funds. Similarly there should be laws that 
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allow domestic insurance companies to establish domestic PE funds or to invest in other 

domestic PE funds. Thus the researcher recommends that the Insurance Business Proclamation 

No. no.746/2012 should be amended to allow insurance funds to invest certain amount of their 

fund in domestic PE fund investments in the country. To this end NBE should be authorized to 

issue directives and operational guidelines on matters related to investing limited threshold of 

insurance fund in onshore PE.  

Even though financial system in general and PE in particular is formally closed from foreigners, 

foreign PE firms have been already operating in the country under the guise of commercial 

representations and SPV financial tools. The research found that foreign PE firms operating in 

Ethiopia, unlike other model jurisdictions, are out of regulatory spaces since both EIC and ENB 

have denied a license for the firms claiming that they are not legally mandated to regulate those 

firms. On other hand the research already justified that absence of regulatory frameworks for PE 

fund managers could negatively affect the interest of both PE investors and local investee 

companies which could, at the end of the day, impair the investment and financial system of the 

country. Besides both the bank and the commissioner already admitted that leaving such PE 

firms could dangerous effect on both investment and financial system of the country but they 

refrained to react via regulation yet. The country needs to introduce the provisions regulating the 

activities of foreign PE firms on every stage of fund investments entry, operation and exit in 

order to protect the interest of investors. The researcher therefore recommends that EIC, ENB, 

academicians and other interested persons should undertake further researches to find the way 

out about how to bring the existing foreign PE firms under appropriate regulatory umbrellas. 

Particularly the bank and the commissioner need to initiate a further research on how to fill such 

huge regulatory gaps on regulating the existing foreign PE firms by bringing them under 

regulatory umbrella. 

Obviously there should be appropriate institutional framework responsible to regulate PE in the 

country. In order to protect investors and the investee companies which are vulnerable to 

possible frauds and other similar misconducts fund managers, it is wise to introduce appropriate 

legal frameworks enabling the regulatory body to regulate through licensing the fund managers. 

Thus the country needs to enact appropriate laws which clearly authorize pertinent regulator to 

regulate the PE in the country. The researcher suggests that the current financial sector regulator 
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ENB should have introduce new regulatory structure to regulate and oversee PE financial 

businesses. Therefor it is recommended that NBE establishment proc.no.591/2008 should be 

amended to incorporate a provision that requires the constitution of PE in the NBE‟s structure. 

Ethiopian higher educational curriculum should inculcate the subject of PE financial investments 

through various disciplines to create awareness about the sector and its role in economic 

development of the country. This could generate paramount trained human powers in the field 

and enhance the knowledge on the sector thereby to remedy the sector‟s scarcity of local PE 

professionals. The Technical Committee drafting revised investment proclamation should 

include PE fund investment under negative lists of the coming proclamation in order to confirm 

the sector is open for domestic investors. This inclusion and acknowledging of the sector via the 

legislation would create valuable awareness for citizens, investors, entrepreneurs and attract for 

further researches on the area by academicians and other interested bodies.   
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