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Policy brief by the MENA Task Force on the Corporate Governance of Banks (Draft 4 December)


Improving Corporate Governance standards in the MENA region is an essential element in corporate sector reform. If the region is to compete internationally there is a need to strengthen its supervisory and regulatory standards and to improve its transparency and disclosure. Banks are especially well placed both to benefit from and to lead efforts to improve governance practices. 

Good corporate governance improves access to capital and provides mechanisms for building competitive businesses and creating long-term value. Rigorous risk management throughout an organisation, supported by transparent documented procedures, create checks and balances that support strategic thinking, while competent directors add real value to the decision-making process. The benefits of good governance raise confidence among all stakeholders and create positive staff incentives, job satisfaction and staff empowerment. Public disclosure to the market inspires confidence and enhances public reputation.  


Corporate governance can have an important spill-over effect on society as a whole. Adequate checks and balances within organisations, proper oversight of executive management by the board of directors, better internal controls and clear lines of accountability reduce the opportunities to engage in corrupt activities. By contrast, unaccountable or opaque financial institutions are likely to undermine the rule of law and the effectiveness of government, creating and sustaining a vicious circle of corruption, bribery and mismanagement in the private and public sector alike. The development of good governance can be seen as a key institution-building ingredient for a transparent and accountable society. 


Banks dominate the financial systems in the region and play a key role in the credit and investment process that is so vital to economic development. Good governance can play a critical role in the process of building strong domestic financial markets. It increases public confidence in the securities markets, improving liquidity and enhancing bank, corporate and sovereign ratings. The lessons of the 1997 Asian financial crisis vividly demonstrate the damage that can occur when CG standards are weak and relationships are abused.   


In light of the above considerations, the OECD-MENA Working Group on Corporate Governance, with the valued support of the Hawkamah Institute for Corporate Governance based in Dubai, established a Task Force in late 2006 with a mandate to develop a Policy Brief on the corporate governance of banks in the MENA region. The Policy Brief is designed to provide a benchmark of best corporate governance practices in the banking sector. It provides practical guidance for those in the private or public sectors that wish to adopt sound governance principles. Its content is consistent with the international standards issued by the OECD and the Basel Committee on Banking Supervision, although in some cases it goes beyond them in response to the special characteristics of banks in the MENA region.  In that respect the Brief draws on the results of a questionnaire that was sent in the spring of 2007 to selected experts from the MENA countries in order to provide factual input.  


The Working Group commends the Policy Brief to the attention of policy makers in the region and is now planning an educational program designed to encourage its implementation. 
While all members of the Task Force occupy senior positions in their respective organisations, the findings and opinions expressed in this policy brief are personal and do not necessarily reflect the views of the organisations they serve or their countries of origin.
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EXECUTIVE SUMMARY
Banks are different from normal commercial enterprises. Banks play a key role in the financial system and lend money that is in effect borrowed from depositors, many of whom are not financially sophisticated. Depositors represent stakeholders that are unique to financial institutions. Bank failures can result in potentially widespread economic distress. Hence the boards and management of banks have to take into account the interests of depositors and the wider public interest as well as the interests of traditional stakeholders, such as their shareholders and employees. As the banking business and banking products become increasingly more complex, separation of functions and transparency become critical elements in preserving public trust and the confidence of depositors and counterparties on which the banking business so heavily relies. For all these reasons, among others, the Task Force believes that the importance of corporate governance (CG) of banks differs from that of other companies and needs special attention. 

The boards of banks should act in line with their fiduciary duties. The fiduciary duties of all board members include the duty of care, the duty of loyalty and the duty to see that the bank acts within its powers. Board members should maintain an attitude of “healthy scepticism” in their assessment of their banks’ strategies, policies and processes. Their skills should be enhanced by ongoing training programs that underscore their heightened fiduciary duties. Maintaining and promoting both personal integrity and professionalism of board members of banks is indispensable for the boards to function effectively and ethically. 

Boards should provide effective strategic direction. The board’s principal responsibilities are to: guide, approve and oversee the bank’s strategic objectives, corporate values and policies; set and monitor management’s performance against key indicators; protect shareholders’ rights; promote transparency and disclosure; develop codes of conduct for the bank employees, management and board members that meet international standards; and clearly define areas of responsibility, authority levels and reporting lines within the bank.  Reliable systems should be in place to ensure sufficient and material flows of information, internal and external, and to provide managerial support for the board. 

Professional competence and integrity are a pre-requisite for an effective board. Board members and senior executives should fulfil “fit and proper” requirements in terms of their ability, professional qualifications and integrity both on the occasion of their appointment and on a continuing basis thereafter. In deciding on the composition of the board, close attention should be paid to the need to ensure that the appointed directors have a reasonable knowledge of the bank’s operations and of the banking industry. 
The board should be able to exercise objective and independent judgement. A neutral perspective is necessary for monitoring managerial performance, preventing conflicts of interest and balancing competing demands. MENA banks should be encouraged more than other companies to have independent directors on their boards. One of the main reasons for this is that abusive related party transactions (including lending) may have more serious consequences in banking than in most other industries. “Independent” directors should be independent not only of management but also of controlling shareholders. The Task Force advocates that MENA countries should continue to refine the norms and practices of “independent” directors. 

Bank chairmen should not act also as Chief Executive Officer. Although mandatory separation of the positions of chairman of the board and CEO is not widespread in MENA, the Task Force considers that the separation of these two posts contribute to a more appropriate balance of power, increased accountability and improvement in the board’s capability for decision-making, independent of management. Moreover, there should be no presumption that a retiring chief executive should automatically become the chairman of the board. 
Bank boards have found it beneficial to establish certain specialised committees. The Task Force believes that one of the most important committees for MENA banks is the audit committee that is responsible for ensuring that the bank adheres to established accounting and auditing standards and practices. The audit committee should receive direct reports on the effective implementation of all internal control, audit and compliance processes. The audit committee is ideally made up of independent directors with appropriate banking and financial expertise and its chair should be qualified, independent and non-executive. The establishment of a risk monitoring committee is also strongly encouraged, with the primary duty of overseeing the bank’s risk management and IT systems, and in large banks these are usually separate committees. The committee structure within the board should preclude decision-making becoming the prerogative solely of any single individual or of a controlling owner, without a system of independent checks and balances. 

Banks should develop and enforce rigorous internal control processes. Sound risk management is built on a robust system of checks and balances, following clearly documented procedures and reporting lines. Professionally competent and independent internal and external audit functions are required to monitor and test the efficiency of the bank’s control system. Supervisors also pay close attention to the quality of risk management, which is being provided with a stimulus in those banks that adopt Basel II.

Information technology (IT) governance is integral to the success of a modern bank by ensuring that IT delivers clear business benefits and that IT-related risks are properly controlled and managed. IT governance is the responsibility of the board of directors and executive management, and merits the specific attention of a board committee. For large banks in particular, the board needs to sign off on significant IT expenditures as well as keeping a close track of all aspects of IT governance, including security issues. 

Boards should see that conflicts of interest are avoided and if avoidance cannot be achieved in specific circumstances, conflicts should be identified, managed and, depending on their materiality, disclosed. The board and all members of staff should be subject to codes of conduct established and monitored by an independent compliance function reporting to a board-level audit committee. The compliance function is responsible for developing the structure of a sound governance framework by means of documented procedures and reporting lines and is accountable to the board of directors for monitoring the bank’s CG performance. The codes should prohibit certain activities where conflicts arise or at least enforce self-disclosure to the compliance function. Material conflicts should be disclosed to the supervisor and, where appropriate, to shareholders in the annual report. Board members and staff subject to conflicts should not be party to any decisions in which their interest is involved. The codes should also govern the treatment of gifts and commissions and staff trading activities. 
Boards should manage related party transactions
 using independent directors. Even if related party transactions themselves may be harmless, it is not always easy to judge whether they are on market terms and the mere appearance of conflicts of interest may undermine the ethical code of the bank. Asian experience has shown the need for the credit allocation process to be objective. The specific CG challenge in this regard continues to be that of ensuring that this process is conducted with a view to securing the long-term viability of the bank. Existing regulations limiting a bank’s lending exposure to a single client, including exposure to related entities owned or controlled by a single client, should be properly implemented and enforced, and where necessary, tightened. 

MENA jurisdictions should examine whether their current regulatory firewall framework needs to be reinforced in order to ensure that (i) transactions with controlling shareholders, directors and senior management be conducted on an arms-length basis, and (ii) proper professional distance is maintained between the credit decisions of banks and the borrowers to which they are related. Related party transactions should be reviewed and monitored by a sufficient number of independent directors capable of exercising independent judgment. In addition, board committees need to be utilised as a common mechanism for monitoring all of the bank’s activities involving potential conflicts of interest. 

Related party transactions should be a priority for supervisors. Banking supervisors should implement a strict regulation in which minimum criteria for transactions with related parties that pose special risks are clearly defined. In accordance with international standards for accounting, auditing and non-financial disclosure, banks (including non listed banks if legally possible under the national registration) should publicly disclose material related party transactions. Moreover, the option of outright prohibition from engaging in certain specific types of related party transactions, such as personal loans to board members and controlling shareholders should be considered by banks and supervisory authorities. 

Banks within groups of companies need special attention. The CG structure and practices of a bank within a group of companies should be in accordance with generally accepted good corporate governance practices. Board members, even if they are appointed by the parent company, should be aware that they have specific duties to depositors in addition to the fiduciary duties to all shareholders. The bank should adopt firewalls to prevent abusive intra-group transactions and the legal framework in a jurisdiction should not allow the group structure to obscure where responsibilities lie between a bank and its parent company. Legal obligations of the board of the bank and its parent company should correspond to where decisions are made in the banking group. 

Public disclosure is crucial for ensuring sound corporate governance of banks and promoting financial stability. Listed banks should be required by national laws and regulations to be in compliance with international accounting standards and practices, as well as with the guidance set forth by the Basel Committee in its various publications. Non-listed banks, in so far as they are required to disclose their information to the public, should also adhere to these standards and practices. The Task Force stresses the importance of co-operation between banking supervisors, securities regulators and stock exchanges in terms of public disclosure by listed banks. 

Banks’ remuneration practices should provide incentives for responsible governance 

Banks should consider structuring their remuneration policies so as to reward senior executives according to their medium- to long-term performance. The details of remuneration packages should be overseen by a board committee, staffed predominantly by independent directors, and the packages should be so designed as to permit the removal of poor performers without undue compensation. The total remuneration paid to the Chairman, board members, and all senior executives should be disclosed in the annual report to shareholders.  
Family owned banks (FOBs) should not be exempted from rigorous corporate governance standards. FOBs pose special risks to financial systems because their owners usually manage to arrange for their activities to be financed on preferential terms. Related party lending to associated companies was one of the main causes of the 1997 Asian crisis. The regulatory framework needs to ensure that related party lending is conducted on market conditions, is transparent, disclosed to the minority shareholders and conducted with the full consent of independent directors. The board of each FOB should include a sufficient number of independent qualified directors who are able to influence the board’s decisions. Adequate succession planning is an important part of an FOB’s CG practices.   

State-owned commercial banks (SOCBs) should be a role model for good corporate governance. From a CG policy perspective, the different roles of the state as (i) a regulator and supervisor, and (ii) an owner of SOCBs, need to be considered separately. The state should be aware of the potential risks that its intervention, either through prudential regulation or state-ownership, may result in undesirable and potentially harmful consequences. Once the state has set the objectives for the SOCBs, it should let SOCBs' boards exercise their responsibilities and respect their independence. In effect, the bank should deal with the state on an arms-length basis. The 2005 OECD Guidelines on Corporate Governance of State-Owned Enterprises represent good practices which should also be implemented by all SOCBs to the extent possible. 

MENA banks should be alert to their role in improving the CG structure of their corporate borrowers. The Task Force suggests banking supervisors develop incentives for MENA banks to recognise that it is in the best interests of the banks themselves to assess and monitor, ex-ante and ex-post, the CG structure of its corporate borrowers as a critical part of their ongoing credit risk management. Banks often allow their employees to act as a member of the board or senior manager of debtor companies even if they do not hold any shares. While bankers with deep knowledge of corporate finance may be able to contribute to these companies, such activities should nevertheless in general be discouraged because of the potential conflicts of interest. Ensuring sound CG of banks themselves is an essential prerequisite if banks are to play a more active role in improving the CG of their corporate borrowers. 

Banks’ corporate values should recognise the importance of timely discussion of potential problems. The Task Force recommends banks to create procedures whereby employees are free to communicate material and legitimate concerns about illegal, unethical or questionable practices, without fear of reprisal. The Task Force proposes that a senior officer of each bank be appointed to receive and investigate any such communications.

Bank supervisors should ensure that their supervisory regime is consistent with good governance principles. Supervisors should build in-house expertise in CG issues so that they are able, among other things, to: provide direction to banks on sound CG, making it clear that they will not only evaluate corporate governance policies and procedures, but also evaluate banks’ implementation of these policies and procedures; evaluate the expertise and integrity of existing and proposed directors and management; evaluate whether the bank has in place effective mechanisms through which the board and senior management execute their oversight responsibilities; ensure that the internal audit function conducts independent, comprehensive and effective reviews of bank risk management and internal controls; ensure that all supervisory regulations place appropriate stress on transparency in banks’ governance processes; evaluate the potential dangers of the bank’s group structure; and bring to the board of directors’ and management’s attention problems that they detect through their supervisory efforts. 

Central banks and bank supervisors in the MENA region should take every opportunity to promote good governance in their respective areas of responsibility.  Banking supervisors should structure their regulations in such a manner as to reward good governance and penalise blatant disregard of sound CG principles. Emphasis should be placed on securing sound corporate governance in practice and not focus only on compliance with regulations. Supervisors need to look for every opportunity to provide incentives for banks to improve their corporate governance. For instance, they should develop incentives for corporate governance by reflecting perceived CG quality in Pillar II assessments within Basel II.
MENA banking supervisors should take the lead in establishing CG standards in their jurisdictions. The Task Force recommends that all MENA banking supervisors, in collaboration where appropriate with securities regulators, stock exchanges, banking industry associations, or institutes of directors, refine or develop national CG codes for banks and other financial institutions, benchmarking these against international standards adapted as necessary for conditions in each jurisdiction. Banks should be expected to comply with the codes or to explain why they are inappropriate to their circumstances. In addition, every opportunity should be taken to make policy makers aware financial institutions cannot be expected to achieve the highest CG standards without tackling wider institutional constraints and weaknesses.

Boards should set the right tone at the top. Effective CG will only be achieved if the chairman of the board, senior management and the key stakeholders such as family owners are convinced of the value of sound CG, accept their own accountability and set an example in terms of fairness, objectivity and transparency. It is therefore important to obtain “buy-in” for the concepts from the leading personalities in the banking sector. To this end the Task Force recommends a strong effort of education for the senior members of the financial community. 

Sound corporate governance is evolutionary in nature. To remain competitive in a dynamic global industry, banks as well as banking supervisors must continue to innovate and adapt their CG practices and frameworks so that they can meet new demands and grasp new opportunities. The widely used “comply or explain” principle is a practical method of implementing CG improvements. Sound CG is also a matter of substance over form. Banks will not make significant improvements in their CG merely by fulfilling pro forma requirements, but only by embracing a change of culture and attitude, which has to be led by the top management and the board of directors. Banks as well as banking supervisors need to avoid the pitfall of focusing on the form (i.e. “box-ticking”) but should consider the overall picture when reviewing and assessing banks’ CG practices and the implementation of standards. 

Box 1: Key recommendations for the corporate governance of banks in the MENA region

1.   Good governance is a critical element of private sector-led economic growth in the MENA and it needs to be recognized as a public policy concern of rapidly growing importance in the region. Employment generation, development of technology, and ultimately the international competitiveness of the MENA economies must rest on a base of firms that do not suffer from cost of capital disadvantages, and that adapt sound management and CG practices to domestic circumstances. 

2.   Banks in the MENA region may suffer from uneven decision-making processes. It is important that the board of directors give the executive management the freedom to manage the organisation while providing clear and adequate strategic direction and monitoring the achievements of the objectives it has laid down. Management in turn should be sensitive to the advice given by the board and not fail to bring to its attention the issues that the board has asked to be informed about. Each should be held accountable for the performance of their duties.

3.   Banks with dominant shareholders should be required to ensure that minority shareholders are treated fairly and are promptly informed of any major decision that may affect their investment. 

4.   Fit and proper qualifications for board members and management need to be established and monitored, and where necessary the appropriate refresher training organised. 
5.   The closeness of business relationships in the MENA region means that particular attention needs to be paid to the importance of preventing abusive related party transactions and avoiding or satisfactorily managing conflicts of interest. 
6.   Risk management, audit and control procedures need to be carefully structured and rigorously enforced. The overall control structure should be overseen by an Audit Committee or high-level supervisory Committee manned by a majority of independent directors.  
7. Transparency both within and outside the organisation is key to good governance. Staff members need to appreciate and have confidence in the management’s objectives so as to have an incentive to perform. This means that adequate information must flow down to the staff and that it is possible for staff to provide feedback which is given due consideration by management. Externally, by means of supervisory reporting and public disclosure, the bank must provide sound accounts and regular information on its internal processes. 

INTRODUCTION
1. This Policy Brief identifies corporate governance issues that particularly affect banks and the banking sector in the Middle East and North Africa (MENA). The implementation of sound corporate governance (CG) principles in banks results in safer and sounder financial institutions and improves the ranking of the sector and the individual banks. Rating agencies recognise CG improvements by awarding higher ratings for the banks involved and for the sovereign. Many MENA jurisdictions do not have in place sufficient institutional infrastructure (e.g. sufficient resources, experience, focus, and know-how) necessary for effective enforcement of a sound CG policy framework. 

2. The Brief draws many of its insights from the results of a survey conducted during the spring of 2007. Following discussion of a “building blocks” paper in February at a meeting hosted by the Union of Arab Banks in Amman (Jordan), a questionnaire was sent to selected experts from the MENA countries in order to provide factual input. The questionnaire was circulated on the understanding that the responses do not necessarily represent the views of the organisations to which the respondents belong, but would be regarded as their personal opinions. 30 responses from 8 countries were received. The central banks of Bahrain, Egypt, Jordan, Lebanon, Oman and Qatar responded on behalf of their constituencies. The questionnaire was also completed by private sector institutions in Egypt (7), Jordan (13), Kuwait (1), Lebanon (2) and the UAE (1). The individual responses remain confidential although in the case of the six responses from central banks the source of the information will be readily evident. 
3. Part I of the questionnaire was intended to establish how far the actual practices being followed in MENA are in line with international standards. Part II, intended to be completed by banking supervisors only, aimed to collect data and additional factual information, in order to set the context and inform the discussions of the Task Force. A summary of the responses to Part I is attached as Annex I and a synopsis of the factual input obtained in Part II appears in tabular form as Annex II. The survey responses reveal that while much of the infrastructure is in place for good governance in the majority of the sample, some banks have a long way to go and there are still several areas of weakness in MENA banks.  Further improvement is clearly needed because MENA banks play a dominant role in regional finance and operate in an environment in which governance abuses are often widespread. In addition, the responses come from a limited sample and it is very likely that those who have responded are the leaders in these efforts. The Task Force would like to thank those who took the time and trouble to respond – their efforts are appreciated
4.  The intention of the Policy Brief is to provide a benchmark for sound CG practices in the banking sector. It therefore focuses on policy issues and options so as to support efforts in MENA economies to improve CG in their jurisdictions. It has been developed through active discussions within the MENA Task Force on Corporate Governance of Banks that were initially inspired by thought-provoking presentations at a meeting in Amman (Jordan) in February 2007, hosted by the Union of Arab Banks. The document does not aim to offer detailed prescriptions for national legislation or regulation, but seeks to identify objectives and suggests various means of achieving them.  Its purpose is to serve as a source of reference together with the OECD Principles of Corporate Governance (“OECD Principles”), the OECD Guidelines on Corporate Governance of State-Owned Enterprises (“SOE Guidelines”) and guidance issued by the Basle Committee (see the following paragraph). In addition, note has been taken of recommendations for MENA entities issued by such respected bodies as the Hawkamah Institute for Corporate Governance, the Union of Arab Banks (UAB) and the International Finance Corporation (IFC). All these documents and other guidance provided at national level can be referred to by banks as they work to develop and implement sound CG practices. Supervisors and other policy makers may find these documents of use as they examine and develop the legal and regulatory frameworks for banks. 

5. The Policy Brief does not aim to develop new standards, but is more concerned with effective implementation of existing norms. In February 2006 the Basel Committee on Banking Supervision (BCBS) updated its guidance on Enhancing Corporate Governance for Banking Organisations (“Basel CG Guidance”). Other BCBS policy documents, such as the Core Principles for Effective Banking Supervision (2006), Internal Audit in Banks and the Supervisor’s Relationship with Auditors (2001), Compliance and the compliance function in banks (2005), The relationship between banking supervisors and banks’ external auditors (2002), Enhancing Bank Transparency (1998) and a number of other risk management and sound practice papers also provide recommendations that enhance CG in banks, as does also the Basel II process for capital adequacy that is currently being put in place by a number of MENA jurisdictions. The Basel Committee’s work focuses largely on internal controls in contrast to the OECD’s, which pays closer attention to broader factors such as the protection of minority shareholders and the broader public interest. The Task Force’s recommendations are consistent with the principles outlined in all these documents and this policy brief draws extensively on them for guidance.

6. There are many bodies that are involved in ensuring sound bank CG. The primary responsibility for developing and implementing its sound CG rests with the individual bank itself. Private bodies such as banking industry associations or institutes of directors often play an important role in advising boards of directors and senior management on how best to identify and address their responsibilities. Banking supervisors have the responsibility to establish a regulatory framework and provide CG guidance; but they should also monitor implementation and respond if a bank fails to achieve minimum CG standards. Some of the recommendations can be implemented by banks, banking industry associations or banking supervisors while others fall within the jurisdiction of capital market regulators or stock exchanges (e.g. through stock exchange listing requirements) since “banks” referred to in this policy brief can be either listed or unlisted. 

7. The Policy Brief does not stipulate any special treatment for small banks; nor does it mean that all banks, from large, internationally competitive banks to small, community banks, should adopt exactly the same measures to improve their CG. CG standards for banks should be appropriate to the size and complexity of the bank, and thus several recommendations in this brief may call for a fine tuning of implementation, at the choice of regulatory jurisdictions, based on their own size, capacity and national conditions. 
8. Although oriented towards identifying CG issues that affect all banks, the document also addresses certain issues that are more relevant to specific types of banks, for example, family-owned banks (“FOBs”), state-owned commercial banks (“SOCBs”) and shari’a compliant banks, all three of which are predominant in a number of MENA jurisdictions
. In the case of FOBs, a key issue is how to ensure that related party transactions between the bank and its owner family, including group companies controlled by the same family, are conducted on market terms and conditions and in a manner consistent with sound banking practices. Specific issues also arise with respect to SOCBs and shari’a compliant banks, which are dealt with in sections 2.12 and 2.17. 

PART I. THE IMPORTANCE OF CORPORATE GOVERNANCE OF BANKS AND CHARACTERISTICS OF BANKS IN THE MENA REGION
9. The guidance provided in this Policy Brief regarding governance arrangements need to be considered in the context of the domestic circumstances within the MENA region. To provide such context, an excerpt from the draft survey of the legal and institutional frameworks being conducted by Working Group 5 of the MENA Working Group on corporate governance is attached as Annex III. It shows that financial systems in MENA countries are dominated by banks and in most of their economies the banking sector is moderately but not unduly concentrated compared with many industrial countries (the actual penetration of the top five banks are presented in Annex II question 3). The most important forms of external finance of the corporate sector include bank loans, followed by equity. This can be explained by the dominance of family owners relying on bank financing in order to maintain ownership and control and the still insufficient degree of development of capital markets. 

10. Banks accept money largely in the form of deposits. The nature and size of deposits varies considerably, ranging from sizeable corporate deposits to small deposits that represent the savings of members of the general public. Banks lend money that is in effect “borrowed” from these depositors, and the failure of banks could result in a monetary loss for the depositors with significant consequences for the economy. The boards and management of banks have to pay close attention to the interests of these non-shareholding stakeholders, who do not exist for non-financial firms. Society accepts that the interests of depositors should be protected, and for this reason, amongst others, the CG of banks is more critical than that of other companies and therefore needs special attention. This conclusion is born out by the survey responses (Annex 1, A3). Other reasons why the Task Force believes that CG of banks differs and needs special attention include the following: 

♦ Shortcomings in bank CG, if widespread, can destabilise the financial system and pose systemic risks to the real economy. Banks determine the destination of financial resources, which makes them a powerful engine of economic growth (or, alternatively, a possible drag on growth). They are also the fulcrum of the payment system and serve as a tool for the execution of domestic monetary policy; 

♦ Banks need to be perceived as both accountable to depositors and credible (i.e. they need to protect themselves against reputation risks) in order to manage the potential risk of a run on bank deposits. Moreover, the quality of banks’ loan portfolio and other principal assets is often rather opaque compared with those of non-financial firms; 

♦ Banks and/or depositors frequently have access to government-sponsored safety nets such as deposit insurance schemes and the provision of liquidity by the central bank. These measures change the behaviour of banks towards taking more risk (i.e. moral hazard), indeed banks can often escape the consequences of improper action for a prolonged period thanks to the safety nets. Poor CG of banks in such circumstances may increase the probability of bank failure which could cost taxpayers dearly; and 

♦ In addition to the usual institutional constraints that affect all firms, banks are subject to numerous prudential regulations. CG of banks cannot be disassociated from the banking regulations with which banks have to comply. Efficient regulation and appropriate accountability of the supervisory authorities is important in ensuring sound CG of banks in general. 

11. Whereas the MENA jurisdictions surveyed have improved their CG laws, regulations and standards in recent years, challenges plainly arise in their implementation and enforcement. Reflecting the relatively short history of development in the region, many of the jurisdictions do not sufficiently have in place the overall institutional infrastructure (e.g. sufficient resources, experience, focus, and know-how) necessary for effective enforcement. Policy makers should be aware that sound CG of banks cannot be developed effectively without tackling these institutional constraints and weaknesses. 
12. Table 1 in Annex II presents some comparative statistics on six of the MENA banking systems taken from data submitted by their regulators. 

The Survey findings

The survey conducted in the spring of 2007 (summarised in Annexes 1 and 2) revealed the following broad lessons about the state of corporate governance (CG) in MENA banks.

1. 
The main constraint in the region is human capital. On the management side, it is not easy to attract appropriate individuals who can manage modern banking risks effectively. Board directors with the necessary professional skills and integrity are also hard to come by and those that qualify are often not truly independent. 

2. 
Although the survey responses were relatively satisfactory in their level of CG awareness and apparent application of sound CG processes, they were inevitably provided by the more active banks and cannot be regarded as representative of the region as a whole, which is extremely diverse in its levels of wealth and industrial development. The responses did, however, reveal universal acceptance of the benefits to be derived from strong CG practices and apparent support for the development of common CG codes at the national or regional level. 

3. 
Achieving real improvements in CG is a matter of culture and attitudes rather than of form. In the absence of voluntary support and “buy-in” at very senior levels of the industry, regulatory bodies and government, improvements will likely be less than substantive.

4. 
The survey responses acknowledge that banks’ CG is more critical than that of ordinary commercial companies, but argue that success will likely be limited unless equivalent efforts are directed to the CG of all listed companies and public bodies. 

5. 
Many banks in the region have historic ties with rich and powerful families or individuals. The region’s stability and levels of employment depend to a heavy degree on the success of family owned businesses and creating the necessary checks and balances in their governance structures will likely be critical to the future prosperity of the region.

PART II. MAIN ISSUES AND PRIORITIES FOR REFORM IN CORPORATE GOVERNANCE OF  BANKS IN THE MENA REGION
2.1.  The roles and functions of the board 
13. The board of directors is in law accountable to shareholders and depositors and it has a fiduciary duty to act in their best interests. In effect, while the bank’s senior management is primarily responsible for the performance of the bank, shareholders hold the board accountable for governing the bank effectively. So the board’s two principal responsibilities are on the one hand to guide, approve and oversee the bank’s strategic objectives, corporate values and policies and on the other to supervise managerial performance with a view to achieving an adequate return for shareholders. The board also needs to avoid or carefully manage conflicts of interest  and balance the competing demands on the bank from depositors, shareholders, borrowers, creditors, employees, etc. This policy brief does not repeat every specific function of the board as they are more fully developed in the OECD Principles and the Basel CG Guidance. Rather, attention is given to issues that the Task Force considers to be of particular importance for the boards of banks. The survey responses (Annex 1, B6) generally express confidence that bank boards are functioning effectively. 

14. Banking products and banking transactions are becoming increasingly complex, often involving counterparts in other jurisdictions, and are subject to codes, standards and regulations that are becoming more specific and technical. Boards of banks need to take special care that they remain involved in defining the broad strategy rather than becoming immersed in day-to-day management of the banks, i.e. that they focus on the “big picture” and do not attempt to micro-manage. Specifically, the board of a bank should focus on (i) establishing the bank’s strategic objectives, corporate values and policies, ii) guiding, approving and overseeing management’s implementation of those objectives and policies, and (iii) the creation of structures and processes which include setting up both clear lines of responsibility and accountability throughout the bank, and strict internal control systems ensuring effective oversight. In this regard: 

(a) An important aspect in the guidance and approval of ethical policies by the board is the development of a documented and rigorously enforced code of conduct (or code of proper practice) for the bank employees, management, and indeed for the members of the board themselves (see also section 2.8). The bank’s codes should emphasise principles and avoid as far as possible box-ticking behaviour, although they need to clearly prohibit unacceptable practices such as insider trading. The survey responses confirm that most of the MENA banks have codes of conduct in place. It is incumbent on board members to observe the same high ethical standards and to promote those same standards throughout the bank so that the management will be more effective and transparent in balancing the often conflicting demands from employees, borrowers, and other stakeholders. In doing so, the board is responsible, together with senior management, for setting the “tone at the top” to promote a bank culture with high ethical standards. They should, for example, decline to accept commissions or gifts of value from customers or counterparties. 
(b) It is a fundamental duty of board members to avoid conflicts of interest. Conflicts arise when a person is privy to any information from which they can benefit personally, which happens continuously in banking. Any bank officer, but especially board members, should not act to profit personally from inside information, even if this is not an offence in their jurisdiction. They should also abstain from voting or even taking part in any decision-making processes on any matter in which they have  an actual or potential interest; 

(c) Each bank should have a defined CG Framework that governs its derived policies, standard operating procedures and internal control charts. The CG Framework acts as the source document that “cascades down” through all operating levels. The board should clearly define areas of responsibility, authority levels and reporting lines within the bank. For instance, the board should evaluate the performance of, and have the power to appoint and remove key executives, including the CEO; it should ensure that senior management establishes a process of well-defined decision-making authority for the staff, including workable internal control systems; it should make it clear that executives are ultimately responsible to the board for the performance of the bank; and finally, dedicated, specialised executives should be designated as directly accountable to the board in terms of specific key functions. These include at the very least the chief financial officer, chief credit officer, head of internal audit and chief compliance officer. These relationships and the working practices and procedures of the board of directors should be fully documented and kept current. 

15. If the board is to fulfill its functions properly, it needs to make sure it receives sufficient flows of information, internal and external, as well as adequate administrative support. Without adequate information it will not be possible for the board to exercise timely decision-making and oversight. Senior management should recognise the critical function of the board under a modern CG regime and the necessity to provide it with sufficient information, analysis and support. A qualified secretary to the board should be appointed to ensure the efficiency of board procedures and also to advise the board and its members of their corporate duties. While board members, especially non-executive directors, should not be involved in day-to-day management of the bank, they should nevertheless have access to the staff, its technical expertise and any information they may require to properly fulfill their duties. Furthermore, the board should have the financial resources to obtain additional advice and analysis from outside experts when appropriate. Last but not least, the board should have sufficient opportunities to obtain views directly from internal and external auditors (see also section 2.7). The survey responses (Annex 1, B7) are encouraging in these respects.  

16. As the role of the board is crucial in developing sound CG of banks, bank boards should be willing to have their performance assessed by their supervisor. In this respect they can, for instance, suggest that the supervisor reviews the board minutes and confirms the availability to board members of necessary information and resources, including staff support. In addition, with due consideration to national conditions, the supervisor might be invited to observe board meetings of banks whenever they think it is appropriate. Boards should be willing to listen to their supervisor’s advice or warnings and, when necessary, to reorganise their board framework and operational procedures in order to secure sound CG, not only in form but also in substance (see Part III). 

2.2. The responsibilities of individual board members 

17. As the Sarbanes-Oxley legislation in the United States underscores, accountability is a key feature of sound CG. MENA board members need to be much more aware than they currently are of their responsibilities in this respect. The fiduciary duties of all board members (i.e. not only of independent directors but all members of the board) include the duty of care, the duty of loyalty and the duty to act to see that the bank acts within its powers. The fiduciary duties of banks’ board members are unarguably more onerous than those of other companies – irrespective of the legal traditions of the jurisdiction where the banks are operating – because of the banks’ acceptance of public money in the form of deposits to fund their operations. In addition to the fiduciary duties that apply to board members of all companies, board members of banks need to be conscious, and be regularly reminded by banking supervisors, of their fiduciary duties to depositors. Moreover, all board members and executives of banks should maintain high standards of honesty and personal ethics. Evidence or even suspicion that their leaders are failing to apply the highest standards not only undermines attempts to establish strong ethics within the bank but impairs the board’s reputation and damages public trust and confidence in the institution itself.  

18. In addition to their need for integrity, board members of banks require sufficient skills and professional abilities to carry out their duties fully, properly and effectively. Without sufficient understanding of the business of banking, they would be unable to maintain a desirable attitude of “healthy scepticism” in their assessment of management and the bank’s strategies, policies and processes. This means that only persons with “financial intelligence” should be invited to become directors. Long-serving board members may have been adequately qualified when they started but may struggle to keep up with new products and activities. So directors’ skills should, if necessary, be enhanced by ongoing training programmes (provided by, for example, stock exchanges or professional associations such as banking industry associations and institutes of directors) that underscore the professional, ethical and technical demands that the increasingly complex technical challenges impose upon a bank’s board. The survey responses (Annex 1, A1) reveal at the outset some concern about the adequacy of directors’ skill sets. 

19. Maintaining and promoting both personal integrity and professionalism of the board members of banks is indispensable for the banks’ boards to function effectively and properly. Many supervisors therefore now insist that board members and executives should fulfill designated “fit and proper” requirements regarding their competence, integrity and qualifications, both on the occasion of their appointment and on a continuing basis (see also Part III). It is recognised that in some jurisdictions the supply of qualified directors may be extremely limited and it may even be impossible to find directors with the necessary skills who do not also have serious conflicts of interest. That is why this brief does not rule out the appointment of directors who have conflicts but recommends that such conflicts should be prudently managed. Indeed, the Task Force considers that it is preferable to hire well-qualified directors and manage any resulting conflicts of interest in an ethical manner than to have boards lacking the necessary collective skills. In a few MENA jurisdictions banks are required to obtain the supervisors’ approval for board appointments (Annex 1, B1). 

20. The performance of the board as a whole and that of individual board members should be regularly evaluated by the board. This so something that is apparently not happening in the MENA region (Annex 1, B9), although there may be a formal report made to the Annual Assembly. Boards can benefit by arranging for an annual evaluation of their performance by an independent external expert, assisted by the Chairman and the company secretary. Alternatively, the board should establish its own internal committee, ideally made up of independent directors, to undertake such a performance evaluation in a fair and constructive manner, assisted by an independent expert. 

2.3. The composition of the board 
21. It is important that the board contains an adequate balance of qualifications and skills and adequate collective knowledge of each of the material activities being pursued. Ideally each board should have at least one, and depending on the size of the bank preferably two, board members with the knowledge and experience to put sensible questions to the management on any of the activities in which the banks is engaged (Basel CG Guidance paragraph 19). These can include complex products, risk management and trading strategies, IT, procurement issues etc. In special cases the board of directors should have the powers to hire external consultants to provide an independent opinion. Where necessary it may become advisable to provide specific training for some board members as suggested in paragraph 18 above. These and related questions are addressed in Annex 1, B9.

22. It is normal for bank boards to contain a number of full time executives, including the Chief Executive Officer and the Chief Financial Officer. However, it is recommended that each board should have a majority of independent directors, often referred to as non-executive directors, to ensure the necessary checks and balances. Some of these non-executive directors may have been appointed by major shareholders. Most national guidelines stipulate that at least half the board should be non-executive directors, which however does not imply that half should be truly independent. What comprises independence is addressed in three MENA countries (Annex 1, B4). It was defined by Jonathan Charkham in his 2003 “Guidance for bank directors” as “independent of management - objective in their appraisal of situations and unfettered in the opinions they express”. He added that the following circumstances precluded independence: having held executive duties in the organisation in recent years; being a member of a firm that provides professional services or goods; being connected by blood to the managing director or any senior director or manager; and being under any financial or moral obligation that might curtail freedom of action. 

23.  In exercising its duties of monitoring managerial performance, preventing abusive conflicts of interest and balancing competing demands, the board should be able to exercise truly objective judgement. This will mean independence and objectivity with respect to management and controlling shareholders, with important implications for the composition and structure of the board. There is more justification for banks to have independent directors on their boards than other companies (Basel CG Guidance paragraph 18). One of the main reasons for this is that abusive related party transactions (including lending) may have more serious consequences in banking than in most other industries (see section 2.9). Moreover, the incentives to enter into related party transactions, especially in the case of FOBs, might also be much greater than in most other companies. The OECD Principles stipulate that the review of related party transactions should be undertaken by a sufficient number of non-executive board members capable of exercising “independent” judgement to ensure that such transactions are conducted at arms length and in the interest of the bank (OECD Principles, principle VI. E.1.). In the event of the removal of an independent board member, he or she should have the right to discuss the circumstances with the supervisory authority.
2.4.  The nomination of board members 

24. All boards should have a committee whose principal task is to nominate senior executives and new board members (usually called a Nomination Committee). The most important nomination is their own chairman. A competent committee of the board should nominate a qualified person as the chair of the board in accordance with objective criteria. In many MENA banks, the chairman tends to be selected by the controlling shareholder; indeed the chairman may even be the controlling shareholder or one of his close relatives. Although mandatory separation of the positions of chairman of the board and chief executive officer (CEO) is not so widespread in MENA (Annex 1, B1) the Task Force considers that the separation of these two posts contributes to the achievement of appropriate checks and balances, increased accountability and improvement in the board’s capability for decision-making, independent of management
. In that case, the chairman should not only be a non-executive but also an independent director so that the board which he/she chairs can make more objective, independent decisions. However, in countries where it is difficult to attract independent directors in general, the appointment of a non-executive chairman, for the time being, would contribute towards achieving a better balance of power on the board and improve the operation of checks and balances. In the case of two-tier board systems, the chair of the two boards should be different persons. Also, the tradition in many banks under which the head of the managing board automatically becomes the chairman of the supervisory board on retirement should be set aside. While it may, on occasion, be justified to appoint a former CEO as Chairman, that person is likely to be too close to his successor and to the internal processes to be able to take on the appropriate oversight role. This important aspect of CG is one where some countries follow a comply or explain principle. The Task Force also recommends that the same nomination committee pay attention to succession planning. This is a particularly important task in FOBs where it is important to have a long-term succession plan that encompasses a smooth transition of the change of ownership between family generations so as to ensure continuity of the bank’s leadership. 

25. The survey responses (Annex 1, B5) reveal broad satisfaction with MENA banks’ procedures for appointing new directors. However, controlling shareholders, typically in the case of FOBs, often appoint the entire board; thus, the real objectivity and independence, and resulting value of nominally “independent” directors can be undermined. “Independent” directors should be independent not only of management but also of controlling shareholders. The MENA survey addresses this issue (Annex I, question B3 and 4) but the questions were not sufficiently specific to establish the definitions or the proportion of independent directors on the MENA boards. The Task Force advocates that MENA countries should continue to refine the definitions and the expected proportion of ‘independent’ directors on bank’s boards. This issue is also especially relevant to SOCBs. The boards of SOCBs should include a sufficient number of “independent” directors so that the board is able to make decisions independent of the state’s possible politically driven intervention, while effectively monitoring the management in accordance with the objectives set by the state in its capacity as an owner or a controlling shareholder.  
26. Achieving directorial independence is a difficult ask in some MENA banks. There is a case for nomination committees to consider the merits of bank boards representing a broad mix of shareholders, and not only the principal owners. To that end it is recommended that banks consider appointing one or two board members as representatives of minority shareholders, or of the staff. If the recommendation in section 2.15 for employees to be partially remunerated in the form of shares in the organisation is followed, a board member representing minority shareholders would also represent the staff. 

2.5. The committees of the board 
27. The Basel CG Guidance (paragraph 21) notes that in a number of countries, bank boards have found it beneficial to establish certain specialised committees; examples include an audit committee, a risk management committee, a compensation committee and a nomination committee. In the MENA survey (Annex 1, B2), these are the main committees mentioned but many others are cited, for example, Credit, Asset and Liability Management (ALM), Human Resources, Executive, Compliance, Investment, Real Estate, Information Technology, Crisis Management and Recoveries, although the latter are management rather than board committees. Boards are currently under no obligation to establish such dedicated committees, although it is becoming increasingly common. Nonetheless, creating committees is not a panacea if the Chairman and the board do not recognise and respect the outcome of the process. It is important that the board committees receive adequate resources, investigative powers, recognition within the bank and support from the board for the decisions they reach, and that their recommendations are carried out in a timely fashion. The committees should at the same time be accountable by having well-defined and transparent mandates, composition and working procedures. It is also worth considering occasional rotation of their chairs and members.

28. The Task Force believes that one of the most important committees for MENA banks is the audit committee. As the Basel CG Guidance stipulates (paragraphs 22-3), the audit committee is typically responsible for (i) providing oversight of the bank’s internal and external auditors; (ii) approving (or recommending to the board of directors or shareholders for their approval) the appointment, compensation and dismissal of both internal and external auditors; (iii) reviewing and approving audit scope and frequency; (iv) receiving and questioning audit reports; and (v) ensuring that management is taking appropriate corrective actions in a timely manner to address control weaknesses, non-compliance with policies, laws and regulations, and other problems identified by auditors. The audit committee or an equivalent body should, amongst its other duties, ensure that the bank adheres to accounting and auditing standards and practices within the jurisdictions in which the bank operates; oversee the internal audit process and commission audit reports on matters concerning the effective implementation of policies and controls that are within the competence of the committee; make sure that the banks and its staff comply with all applicable laws and regulations; and be kept informed of major balance-sheet activities and of any differences of view between the external auditor and the management on accounting issues, particularly if the management is inclined to reject the external auditors’ opinions. The audit committee is ideally made up of independent directors with appropriate banking or financial expertise. The MENA survey results (Annex 1, F2) show that while an audit committee is mandated in five of the countries that responded to the survey, they are by no means mandated in all MENA jurisdictions. However, in those banks which have audit committees, they seem to be operating satisfactorily.
29. The establishment of a risk monitoring committee is also strongly advisable, with the primary duty of overseeing that the bank’s risk management system is properly implementing the risk policy of the bank. The relevant risks to be monitored include credit, market, liquidity, operational, compliance, reputational and other risks. Its role should include reviewing the risk management policies of the board and also requesting and obtaining from senior management periodic information on both risk exposures and risk management activities. It should ensure that an adequate process of risk management is developed, that controls are properly enforced and that management conducts stress tests against a variety of extreme circumstances and shows the results to the board. The board is then in a position to decide whether to take action to reduce or hedge risks if the potential losses are intolerable.

30. Information technology (IT) governance is integral to the success of a modern bank by ensuring that IT delivers clear business benefits and that IT-related risks are properly controlled and managed. IT is becoming an increasingly important aspect of banks’ budgets on the one hand and operational vulnerabilities on the other. IT governance provides the structure that links IT processes, resources and information to enterprise strategies and objectives, enhances effective Board decision making and creates greater transparency and accountability. IT governance is the responsibility of the board of directors and executive management, and merits the specific attention of a board committee. For large banks in particular, the board needs to sign off on significant IT expenditures as well as keeping a close track of all aspects of IT governance, including IT procurement, IT outsourcing, the efficiency of IT systems and procedures, back-up and standby arrangements, IT security, customer data protection, the adequacy of anti-fraud methods etc. Efficient IT management is an integral part of enterprise governance and consists of the leadership and organisational structures and processes that ensure that the bank’s IT supports its strategies and objectives. There are also a number of issues involving electronic communication with customers and shareholders, such as website use, electronic communication with shareholders and the use of electronic voting processes at general assemblies and shareholder meetings.
31. To avoid the proliferation of too many board committees, an alternative, at least in the case of smaller banks, may be to establish a single committee that combines the responsibilities for nomination, remuneration, succession planning and other board members’ concerns including their ongoing training and access to technical support and information. Such a committee (which is sometimes called a governance committee, a consultative committee or an executive committee) should also regularly evaluate the performance of board members and the board as a whole in a fair and constructive manner based on clearly-defined criteria, as recommended in paragraph 20 above. It is essential that any such committee, ideally made up of independent directors, operates to secure the independence and enhance the capacity for independent judgment of board members and the board as a whole. In this regard, the nomination of independent directors, which in practice is often made by the controlling shareholders, should be transferred to a nomination or governance committee. 

2.6.  Sound risk management and internal controls 

32. Regulators in all countries lay considerable stress on the need for banks to maintain sound risk management and robust internal controls. Basel II reinforces this emphasis in many of its aspects, recognising that measuring, managing and controlling risk is becoming more challenging as banking becomes increasingly complex and as operational risk in particular takes on new forms. Internal and external auditors, as well as other officers exercising compliance and legal functions, play an important role in overseeing banks’ risk management and control systems. Risk management is built on a robust system of check and balances whereby there are clear documented procedures and reporting lines. Separation of function (or the “four eyes” principle) is a key element and most of the major trading and operational losses suffered by banks historically have been due to the failure to apply this principle effectively. The separation between front and back offices, correct recording of trades and prompt confirmation by counterparties should all be essential elements of standard documented procedures. Outsourcing is another activity that needs careful attention. The answers to the MENA survey (Annex 1, F6 and F8) are less than confident of the reliability of MENA banks’ internal controls. Good practice requires that senior management report at least once a year to the Board on the scope and performance of the internal control system, providing an opportunity for the Board to review the efficiency of the controls at least once a year (Basel internal audit paper
 paragraph 18). However, CG of banks should not be regarded simply as applying a sound system of internal controls, but it also entails paying due attention  to the remaining elements of a sound governance framework.

33. Many MENA supervisory authorities are in the process of introducing a Basel II regime, indeed Kuwait introduced Pillars I and III of Basel II in 2006 (Annex 1, B6). There are numerous features of the Basel II regime that stimulate good governance and robust internal control processes and Basel II is wholly consistent with the CG principles outlined in the many Basel documents. Conversely the effectiveness of Basel II will depend to a significant degree on the extent to which good governance is being practised. Good governance will improve the quality of credit, market and operational risk measurement on which Basel II’s Pillar 1 relies and is already adding to the readiness of the banking industry to pay more attention to risks that have hitherto been under-estimated. Application of rigorous CG standards is also required in the capital planning and allocation process under Pillar 2 and the disclosure standards established in order to enhance market discipline in Pillar 3.
2.7. The audit process
34. One of the key CG principles is the audit process, by both internal and external auditors. The Basel Committee’s 2001 paper on internal audit calls for a permanent, independent and professionally competent internal audit function within each bank, armed with an extensive mandate to oversee the internal control systems.  Each bank should have an internal audit charter that has been approved by senior management and confirmed by the Board. The charter should make sure that internal audit functions impartially, objectively and independently. The scope of the internal audit function as described in the Basel paper is extensive: it should include ensuring that the internal controls established by the management on the instructions of the Board operate effectively;  reviewing all the actual mechanisms of control, such as the IT system, accounting records, internal and external security and regulatory reports: and on occasion carrying out special investigations. A particular function in relation to CG should be the monitoring of related party lending to ensure that all such lending is carried out on the terms agreed by the Board. The Basel paper adds that as bank supervisors and internal auditors have common objectives, periodic consultations between them can be of value. The easy availability of internal auditors as in-house consultants is a potential risk for the bank. This can be dangerous as the auditors need to take an objective view of the control systems and this is unlikely if they have to review the accuracy of systems that they have in effect put in place. The same circumstances can apply to external auditors. While there is nothing in principle wrong with auditors giving practical advice in their area of expertise, for example where they see a weakness that they think can be easily remedied, the audit committee or a similar oversight body needs to be conscious of the need to ensure that objectivity is not compromised (the Institute of Internal Auditors’ Standards address this issue in detail). It appears from the responses to the MENA questionnaire (Annex 1, question F1) that there is adequate independence and that the MENA internal auditors are well qualified but the questionnaire did not probe into the additional issues. The responses to question F3 are less comforting, with some managers apparently not ready to recognize the value of the internal audit process, at least when it inconveniences them personally. 

35. External audit is another area where good governance standards should apply. The objective of an external audit is to enable an independent expert to express an opinion as to whether financial statements that have been prepared by the bank’s management comply in all material respects with an identified financial reporting framework. The auditors’ opinion is important as it lends credibility to the statements and promotes confidence in the banking system. However, the external auditor cannot check every balance and transaction so they conduct what is effectively random sample testing together with an assessment of control risk and tests of the internal controls. The purpose is to establish whether the financial accounts contain any material misstatements, and if they do, to obtain management’s approval to correct them; if the management does not give its approval, a qualified report will be issued, which will damage the bank’s reputation. But it is not the objective of the audit to provide assurance on the future viability of the bank or to provide an opinion on the effectiveness with which the management has conducted its affairs.

36. CG principles establish that the external audit firm conducts the audit in accordance with ethical standards governing its independence, objectivity, professional competence and due care. The bank in turn will benefit from the perception that the audit has been dutifully carried out and should, therefore, play its part in protecting the integrity of the process. This means keeping a certain distance from the auditor so as to avoid suspicion of undue influence. The issue to which the supervisors are most alert is the independence of external auditors, especially when the audit firm is providing non-audit as well as audit services to its client. It is a good practice for banks to change the auditor periodically, or at least to request a change in the lead partner. However, if the change may be the result of a disagreement, the supervisor may wish to investigate the circumstances that caused the bank not to reappoint its regular auditor. The responses to the MENA questionnaire (Annex 1, F4 and F5) did not imply any serious concerns about the external audit process, partly because the largest MENA banks are being audited by one of the major international firms. However, the Task force recommends, as suggested by the Basel Committee, that MENA supervisors develop contacts with their national audit associations so that they are in a position to address any audit concerns either might have.

37. Each of the audit functions described in the previous three paragraphs needs to be diligently overseen by the board of directors. Good CG allots a key role to audit under the overall supervision of an audit committee of the BOD as described in paragraph 28 above. Minimising the growing incidence of internal and external fraud, much of it nowadays the result of failure to manage IT risk, is the clear responsibility of the internal audit and compliance team. Where fraud is disclosed, it should be reported to both the audit committee and the board of directors. Internal and external auditors also need to ensure that the banks’ financial statements represent the financial position and performance of the bank fairly in all material respects. Boards of directors and senior management rely on the work of the internal and external auditors, and of others performing control functions, as an independent check on the information received from management. In particular, internal and external audit functions underpin the long-term soundness of banks’ operations. It is acceptable for smaller banks to outsource the internal audit function, on condition that the service provider is professionally competent; is wholly independent of the external auditors; has no connections with any members of the board, senior management or their families; and has no other substantial contracts with the bank. 

2.8.  Managing conflicts of interest 
38. It is a fundamental principle of good governance to avoid conflicts of interest. Conflicts arise when a person is privy to any information from which they can benefit personally. Unfortunately, especially in relatively small economies, conflicts of interest are often inevitable in the financial business. They can be both personal and institutional in nature
. However, an experienced banker knows a conflict when he sees one and, even more clearly, realises when he personally is faced with a conflict. The approach taken by bank supervisors in most G-10 countries (Basel CG Guidance paragraphs 27-29) is therefore not to prohibit personal conflicts, as this may only drive them underground, but to insist that banks remain alert to the possibility of personal conflicts; create rules and an environment in which their board members and staff declare when they are faced with a conflict; and then seek to manage the conflict in a manner that does not harm the bank’s own interests or those of its customers. One consequence in the case of senior staff or board members is to require the person(s) subject to the conflict to leave the room when the bank’s business with their interest is being discussed, and in no event allow that person to take part in any decision relating to the other interest. Conflicts by board members or senior executives should be disclosed to the banks’ compliance officers and, if they are material, to the supervisor, while the board should ensure the appropriate public disclosure.  Supervisors should insist on being informed of banks’ policies, including the bank’s approach to managing conflicts of interest that are not consistent with those policies.   

39. Trading for personal gain on the basis of knowledge obtained in a professional capacity, for example in confidence from a banking client, often involves a breach of law and makes the offender no longer “fit and proper” for a senior banking position. No bank officer, especially a board member, should act to profit personally from inside information, even if this is not an offence in their jurisdiction. To counter staff temptation each bank should have a competent, independent compliance function
 that reports to the board audit committee. The compliance officer’s task is to ensure not only that the law is observed but also that the bank’s reputation is protected from unethical or illegal activities of its staff by developing and enforcing disclosure rules or trading bans in connection with personal trading. The compliance function is responsible for developing the structure of a sound governance framework by means of documented procedures and reporting lines and is accountable to the board of directors for monitoring the bank’s CG performance. Those banks that do not forbid their staff to conduct certain transactions are likely to insist that they trade only through the bank’s own trading desk or require the staff member to disclose their financial assets and all transactions undertaken.  Compliance should also insist that staff members declare all commissions or gifts of value from any customer or counterparty. Breaches of any of these principles create reputation risk for a bank. An account of the bank’s CG policies and procedures should be included in the bank’s annual report.    

40. Conflicts of interest for the institution can arise in a large number of formats, particularly when it is acting for a client in a number of different capacities. The approach normally taken by managements is to establish information barriers (so-called “chinese walls”) between the different departments of the bank so, for example, decisions by one set of staff are made in ignorance of confidential information available to another set of staff that would affect the decision taken. This approach is widely followed in investment banking where a bank may obtain confidential information in its capacity as adviser to an entity which might affect its banking or trading decisions. Similar conflicts can arise when a bank is part of a broader group structure as addressed in section 2.10 below or if it is a SOCB or FOB (sections 2.12 and 2.13). Another issue is the mis-selling of products when it can be in the salesman’s interest (perhaps because of bonus incentives) to be economical with the truth. Ex post, such actions can not only be costly but also pose significant reputation risk for the bank and it is incumbent on the management to see that strict standards of disclosure are practised vis-à-vis product selling so that information about the services provided is clear, fair and not misleading.  

2.9. The prevention of abusive related party transactions
41. Related party transactions often involve specific conflicts of interest, and even though not all such transactions need be harmful, e.g. where they are made on market terms, they always involve at least an element of interest conflict.  Banks have to be careful about making decisions concerning these transactions because it is not always easy to judge whether they have truly been conducted on an arms-length basis. Moreover, even if related party transactions themselves are harmless, the mere appearance of conflicts of interest may undermine the ethical code the Board is seeking to promulgate. The specific CG challenge in this regard continues to be that of ensuring that related party transactions are conducted with a view to securing the long-term viability and sustainability of the bank. One reason this paper recommends a committee structure within the board is that it should preclude decision-making becoming the prerogative solely of any single individual or of a controlling owner (see section 2.13 below). 

42. One method of limiting potential damage from related party transactions is to ensure that regulations covering a bank’s lending exposure to a single client, including exposure to related entities owned or controlled by a single client (single borrower’s limit), are properly implemented and enforced. A mandatory maximum percentage of lending exposure to a single client of a bank’s capital (generally accepted international practice prescribes a ceiling of 25%) should be set by banking supervisors. In recognition of the damage that can be inflicted on entire economies from abuse of related party lending, some jurisdictions have started to go further, even to the extent of limiting ownership and voting rights of individual owners or of a single family in a bank for certain types of votes. Other jurisdictions are moving towards setting up strong firewalls between the controlling ownership of financial and non-financial companies. The above mentioned regulations are simply examples, and this policy brief does not to recommend that other jurisdictions adopt exactly the same regulations, as jurisdictions should carefully consider benefits and costs based on their national conditions. In any case, MENA jurisdictions should examine whether their current regulatory framework needs to be reinforced in one way or another in order to ensure that transactions with controlling shareholders, directors and senior management are conducted on an arms-length basis and that proper professional distance is maintained between the credit decisions of banks and the borrowers to which they are related (Annex 1, C2). 

43. The answers to the MENA survey (Annex 1, C3) reveal a broad range of concerns about related party lending, even though the answers to C2 describe a range of regulations designed to avoid abuse. Principle 11 of the Basel Committee’s Core Principles for Effective Banking Supervision sets out a range of recommended supervisory requirements in this respect, including the need to define related parties; a requirement that related party lending does not take place on favourable terms
; the need for transactions with related parties exceeding certain amounts to be subject to prior approval by the board of directors; and arrangements that should be in place for the supervisor to obtain and review information on the bank’s aggregate exposures to related parties. It is also recommended that banks report to national banking supervisors any transactions with related parties that pose special risks to the bank. Accordingly, banking supervisors should implement a strict regulation in which any minimum criteria, such as “transactions with related parties that pose special risks” are clearly defined and if possible quantified. In so doing, the regulatory framework should make it clear that any such minimum criteria laid down merely stipulate examples of transactions and are not exhaustive. Thus, the bank’s board is still required to monitor and approve individually those transactions that are not on the list but may, nevertheless, pose significant risks for the bank. In the reports regarding such transactions, the board of the bank should be required to provide an assessment of the nature and amount of risks posed, as well as the measures taken to manage conflicts, and therefore, mitigate such risks. 

44. In accordance with international standards for accounting, auditing and non-financial disclosure, banks should disclose material related party transactions (see 2.11). For non-listed banks, while they should be required to report the nature and extent of these transactions to the banking supervisor, public disclosure by these non-listed banks to other stakeholders (e.g. depositors) would, if legally possible under the national legislation, facilitate even more effective monitoring of their CG practice. It is important for the market and stakeholders, in addition to the banking supervisors, to know whether the bank is being run with due regard to the interests of all its stakeholders, and therefore it is essential for the bank to fully disclose material related party transactions either individually or on an aggregate basis. This practice would also prove helpful in reducing the logistical burden for banking supervisors who may have limited human resources. The MENA survey (Annex 1, H3) shows that most MENA banks disclose related party transactions in accordance with the International Financial Reporting Standards disseminated by the International Accounting Standards Committee and/or Basel II. 

45. It is possible for regulators or regulatory guidance to prohibit listed companies from engaging in certain specific types of related party transactions, such as personal loans to board members, their relatives and friends or to controlling shareholders. Several of the survey responses (Annex 1, question C3) cite these as some of the most dangerous of all related party transactions. Banks and supervisory authorities in the MENA region should consider outright prohibition for these and possibly other defined types of related party transactions. 

46. Whatever precautions banks decide to adopt, with or without supervisory direction, all related party transactions should be reviewed and monitored by a sufficient number of independent directors capable of exercising independent judgment in accordance with 22 of this document. The Task Force recommends utilising board committees as a common mechanism for controlling matters involving potential conflicts of interest. In this respect, one of the options to be considered may be to establish a committee of the board, ideally made up exclusively of independent directors, that is made responsible for reviewing all related party transactions. 

2.10. Banks that are members of a financial or partly non-financial group

47. The CG structure and practices of a bank within a group of companies should be in accordance with generally accepted good CG practices. For instance, board members, even if they are appointed by the parent company, should be aware that they have specific duties to depositors in addition to the fiduciary duties to all shareholders. An additional code of conduct for the board members appointed by the parent company can be formalised. Moreover, the bank should adopt firewalls to prevent abusive transactions within the conglomerate structure to which the bank belongs (“banking group”) to the detriment of the bank’s safety and soundness. The parent company as a single or controlling owner of a bank should appoint a sufficient number of independent directors - independent of both management and the parent company - to the board of the bank and allow the board to fulfil its duties. Furthermore, the parent board itself should also have a sufficient number of independent directors and necessary board committees. Finally, the legal framework in a jurisdiction should not allow the group structure to obscure where responsibilities lie between a bank and its parent company and the legal obligations of the board of the bank and its parent company should correspond to where decisions are made in the banking group (i.e. where the “mind and management” is located). 

48. So far as CG standards in a branch or subsidiary are concerned, being a member of an international group can actually strengthen the governance as the parent bank may insist on stricter standards at group level than are applied locally, and support this with inspection visits from the group’s internal auditors, risk managers or compliance officers. However, this does not mean that banks with foreign owners should be exempted from the CG standards applied at the local level, and these should apply not only to locally incorporated entities but also to branches to the extent that they can sensibly be applied. The bank’s parent company should not have the right to impede the full exercise of the CG of the bank in the country in which it operates. The management of risk within a group lies outside the scope of this paper but it should be capable of assessment on both a solo and a consolidated basis. However, the assessments carried out over the past few years in the context of the Financial Sector Assessment Program have shown that the implementation of consolidation in accordance with Basel Core Principle 24 is often deficient in emerging market economies. 

49. One of the most dangerous practices identified in the MENA survey was bank lending to partner entities within the same corporate group (Annex 1, question C3). In extreme cases, if there is no independent credit assessment, a commercial partner firm can “milk” the banks’ deposits until the bank runs dry. The exact corporate structure is irrelevant as the funds can be drawn down by an affiliate that is upstream, downstream or at the same level as the bank. It is therefore strongly recommended that any such lending be monitored by a board-level committee that contains a majority of directors who are wholly independent of the group to which the bank belongs. Supervisors need to require a special reporting box for the funding of affiliate companies and to monitor such lending carefully, or if appropriate draft specific guidelines for intra-group exposures. It is not only direct lending that should be carefully monitored but intra-group exposures of all kinds, as recommended in the Basel Joint Forum report Intra-Group Transactions and Exposures Principles (December 1999).  

50. Recent problems have arisen in the case of banks that have set up apparently independent structures (Special Purpose Vehicles) to move certain transactions off their balance sheets. This can give rise to a range of risks, not least reputation risk. Basel CG Guidance (Principle 8) recommends that the board and senior management should understand the bank’s operational structure, including where the bank operates in jurisdictions, or through structures, that impede transparency (so-called “know-your-structure”). Although banks may choose to operate in a particular jurisdiction or establish complex structures for legitimate business purposes, such operations will almost certainly pose financial, legal, and reputational risks; impede the ability of the bank to conduct appropriate business oversight; reduce transparency; and hinder effective banking supervision. The bank’s board of directors should constantly review the appropriateness, of and set suitable limits on, operations in such jurisdictions or the use of such structures, and should ensure that senior management establishes policies for managing the risks associated with them. In addition, banks may also be exposed to legal and reputational risk indirectly when they perform certain services or establish opaque structures on behalf of customers, who may use products and activities provided by banks to engage in illegal or inappropriate activities. Banks that provide such services need to have policies and procedures in place to manage all material risks that might arise.
2.11. Transparency, disclosure and reporting to supervisors 
51. Transparency is essential for sound and effective CG. Without it, it is difficult for shareholders, other stakeholders and market participants to effectively monitor and properly hold accountable the board of directors and senior management. Proper accountability can only happen if the shareholders, other stakeholders and market participants receive sufficient information on the ownership structure and objectives of the bank with which to judge the effectiveness of the board and senior management in governing the bank. Basel CG Guidance (Principle 7) therefore insists that all banks should be governed in a transparent manner. The survey reveals a number of concerns in this respect (Annex 1, A1).

52. Appropriate public disclosure facilitates market discipline and reinforces sound CG. Although market discipline may be less relevant for non-listed banks, especially those that are wholly owned, non-listed banks can, nevertheless, pose the same types of risk to the financial system as publicly traded banks through various activities, including their participation in payments systems and acceptance of retail deposits. Adequate and appropriate disclosure on aspects of CG can assist market participants and other stakeholders in monitoring the safety and soundness of the bank. However, disclosure should be proportionate to the size, complexity, ownership structure, economic significance and risk profile of the bank, as well as whether the bank is publicly traded or non-listed. Among the types of CG information that should ordinarily be disclosed are the bank’s board and senior management structure, basic ownership structure, including information on beneficial owners, incentive structure, code or policy of business conduct and/or ethics, policies related to conflicts of interest, as well as the nature and extent of transactions with affiliates and related parties (including any bank matters for which members of the board or senior management have material interests either directly, indirectly, or on behalf of third parties).  Moreover the full (annual) financial statement, with supporting notes and schedules, compiled on the basis of international accounting standards and practices, should be available to depositors and other customers (e.g. on the bank’s website, in bank premises or in reports to supervisors where such reports are available to the public). This will provide a clear and comprehensive picture of the financial standing of the bank and enable counterparties and the financial community to exercise market discipline. However, disclosure does not imply an obligation to reveal proprietary trading positions or to compromise customer confidence. 
53. Supervisory reporting enhances the ability of supervisors to more effectively monitor the safety and soundness of their banks and to advise them on possible weaknesses in their franchise. Regular supervisory reporting is essentially quantitative in nature and a number of references have already been made to matters that should be disclosed to the supervisor as and when they occur. One issue that has not yet been mentioned is that the supervisor should have access to information about beneficial owners where this is not publicly disclosed. 

54. Supervisors in a number of MENA countries have decided to implement Basel II and this will require banks that adopt it to disclose substantively more information than they do at present. The third Pillar provides clear guidance on the required disclosures for banks implementing the revised capital standard. The disclosure requirements include both quantitative and qualitative elements. The quantitative ones are focused on how the capital ratio is arrived at and are not relevant to this study, but the qualitative elements are. They require banks to disclose, for each bucket of credit, market and operational risk, the strategies and processes for risk measurement and management, the structure and organisation of the risk management function and policies for hedging or mitigating the risk. Information to be supplied on credit risk includes the description of the bank’s credit risk management policy and for market risk the nature of any models used to measure foreign exchange risk or interest rate risk. For banks that are members of financial groups, there is a requirement to disclose the accounting principles under which capital is being reported on a consolidated basis and any restrictions on the transfer of capital within the group. All qualitative disclosures have to be made at least once a year. For banks using the simpler standardised approaches, the disclosure requirements are relatively light, but more onerous than current disclosure requirements. But for the advanced methodologies the disclosure requirements are quite extensive. It is important to note that Pillar 3 is an intrinsic part of Basel II, and not an “optional extra”.  

55. Although banking supervisors are the primary authority for ensuring prompt and proper disclosure by banks, securities regulators are required to exercise oversight and enforcement of standards for accounting, audit, and non-financial disclosure on their quoted markets. Any shortcomings in  listed banks’ disclosure, that are identified either by banking supervisors, securities regulators or stock exchanges, should be promptly shared with each organisation so that coherent corrective action can be taken or sanctions applied according to relevant laws and regulations. An important principle for market integrity is that disclosure of material facts should be made publicly and simultaneously, so that no other party can obtain a market advantage. To this end, banks should establish a regular calendar and a documented disclosure policy in respect of its financial information.   

2.12. The corporate governance of state-owned commercial banks 
56. SOCBs play an important role in the MENA banking sectors. An important issue in this respect is how to establish mechanisms that permit the government to act as an active, accountable owner, while at the same time avoiding day-to-day interference with the management of the bank.  The role of the state as (i) a regulator and supervisor, and as (ii) an owner should be considered separately, in accordance with Chapter 1 of the SOE Guidelines. Furthermore, the state should be aware of the potential risks that its intervention, may result in undesirable and potentially harmful consequences (See also OECD Principles, Chapter 1). In effect, the bank should deal with the state on arms-length basis. Accordingly, officials should not interfere in any specific lending decision of SOCBs even if the SOCBs are specifically dedicated to implementing certain state-designed lending policies (e.g. agricultural finance). Instead, the state should properly utilise and respect the legal corporate structure of SOCBs, which is most often that of a joint stock company. That is, once the state as sole shareholder has set the objectives for the SOCBs, it should take advantage of the corporate form and allow SOCBs’ boards to exercise their responsibilities and respect their independence. 

2.13. The corporate governance of family-owned banks (FOBs)

57. In many MENA economies, banks have ownership structures and other features that lead to conflicts of interest which, as explained in section 2.8, can prove harmful for sound CG. In many cases banks lend to their owners, their associates or companies in the same business group (so-called related lending, addressed in section 2.9). Similarly, there may be cross-shareholdings between a borrowing company and the bank, each owning a stake in the other. In such settings, lending on favourable terms is a frequent occurrence, diverting resources away from potentially more profitable business opportunities to the detriment of minority shareholders. Recent research on bank practices in emerging economies reveal that related lending can comprise from 20-90 per cent of bank loans. More importantly, evidence suggests that the loans granted on favourable terms are more likely to default and are harder to recover than loans to non-related parties. If the bank fails, this would be to the detriment of taxpayers through drawing on deposit insurance or on the government as lender of last resort. 

58. CG arrangements in MENA FOBs have a long way to go to achieve the best CG standards. As in other emerging economies, FOBs face numerous “incentives” for entering into related party transactions. The MENA survey reveals a perception of a high degree of risk in such FOB lending, especially to other group affiliates. It is crucial that related lending is dealt with as recommended in section 2.9. In dealing with these challenges, special attention needs to be paid, inter alia, to regulatory frameworks and board practices:

· Strong regulatory frameworks and credible mechanisms for compliance and enforcement are instrumental in dealing with conflicts of interest, and ensuring that lending policies regarding related borrowers are conducted on an arms-length basis, on market terms and conditions, and in a manner consistent with sound risk management and prudential practices.

· The OECD Principles stipulate that the review of related party transactions should be undertaken by a sufficient number of non-executive board members capable of exercising “independent” judgement, so as to ensure that such transactions are conducted at arms length and in the interest of the bank (OECD Principles, principle VI. E. 1.).

· The size and terms of all related party lending need to be fully transparent and disclosed without undue delay, at the least to minority shareholders. 

· Since a sudden death in the family can be very disruptive for FOBs, supervisors should require FOBs to submit a long-term succession plan that provides for a smooth transition of the change of ownership between family generations so as to ensure continuity. 
2.14. Banks’ monitoring of the corporate governance of their corporate borrowers 
59. Regardless of the efforts to develop sound capital markets, banks in many MENA jurisdictions still play a more or less dominant financial role and often wield power over borrowing companies. Is there then a role for banks to play in exerting pressure on their debtors to improve governance in the corporate sector? For example:

 (i) Should banks actively assess and monitor the CG structure of their borrowers?

(ii) To what extent banks should seek to exert direct or indirect influence on their corporate debtors? 

60. In terms of (i) above, the Task Force suggests that MENA banks should recognise and consider that it is in the best interests of the banks themselves to assess and monitor the CG structure of its corporate borrowers. Such an evaluation of a borrower’s character is a regular and prudent element in the credit granting and review process. Since weak governance practices on the part of borrowers have a direct impact on their overall creditworthiness, both the assessment of the CG structure of companies to which banks are intending to provide loans, and the monitoring of these structures until the loans are repaid, form an important part of proper risk management. 

61. Research shows that in the 1990s proper analysis of their debtors’ governance was largely neglected by many Asian banks and was a major contributory factor in the 1997 Asian crisis. The Task Force recommends that MENA banking supervisors encourage banks in their jurisdictions to assess and monitor the quality of the CG structure of debtor companies as a critical part of their ongoing credit risk management. Whether, additionally, banks should be more proactive in attempting to influence the CG practices of their corporate borrowers is a more sensitive matter. For instance, in some countries banks with significant interests appoint one of their managers as a member of the board or senior manager of debtor companies even if they do not hold any shares. While bankers with their expert financial knowledge may be able to add value on these boards, such activities should nevertheless in general be discouraged because of the potential conflicts of interest. Furthermore, such a board member could not be regarded as an “independent director”. The survey results (Annex 1, I.1) show that MENA banks do not think that they would be qualified or able to impose governance standards without damaging their franchise and suggest that it is up to the authorities to develop incentives for better governance of corporates.  

2.15. The role of remuneration practices in sound corporate governance

62. The survey results (Annex 1, H7) states that board remuneration policy is approved by the annual assemblies but in many cases the actual amounts earned by the directors and senior managers are not disclosed. In the current environment, in which huge compensation packages are paid to top performers, the shareholders need to know not only what arrangements are in place for performance-oriented remuneration, but what actual amounts are being paid to the board chairman and senior management. It is good governance to disclose their amounts inclusive of bonuses and allowances in the annual report, and also collectively the earnings of lower level senior staff. 

63. The remuneration structure of rewards and penalties for persons in senior positions needs to support the long-term profitability of the bank (Basel CG Guidance, Principle 6). At present, in many MENA banks, rewards often appear to be more closely correlated with family and name more than with performance. There is much to be said for well-designed bonus arrangements as a positive incentive to work diligently for the financial benefit of the organisation but arrangements that provide short term rewards can lead to speculative decisions that can add to the risk of serious problems in due course. One type of positive incentive that can be recommended is to deliver a fixed portion of staff remuneration in the form of shares in the organisation, so that staff at all levels have a financial stake in its success. However, , those of the bank staff who are essentially marketing products should not receive additional bonuses too closely related to their sales performances as this will provide an incentive to indulge in sharp selling practices to the possible long-term detriment of the bank’s reputation, probably to regulatory fines or penalties and perhaps also to civil lawsuits. The remuneration structure instead  needs to provide medium-term rewards and many businesses in OECD economies now provide performance benefits in the form of options to buy stock in the company on favourable terms, subject to the option having to be held for several years before it can be exercised. It is recommended that the whole reward structure of the bank be overseen by a board committee that also establishes the salary structure for all bank employees, including the senior management and Board members themselves. This structure should take care to avoid rewarding failure by permitting the board to dismiss poor performers without excessive compensation.     

2.16. Handling staff concerns about potential governance failings

64. Basel CG Guidance (Paragraph 31) says that the bank’s corporate values should recognise the importance of timely discussion of potential problems. It recommends banks to develop a policy setting out adequate procedures, consistent with national law, for employees (so-called “whistle-blowers”) to be free to communicate, with corporate protection from reprisal, material and legitimate concerns about illegal, unethical or questionable practices. The procedure should facilitate confidential and direct (or indirect through a neutral channel) communication to the board outside the internal “chain of command”. This would allow staff members to discuss their concerns in confidence without fear of retaliatory action. The survey responses (Annex I, C6) show that this question has not been properly addressed in the MENA countries, and the best answer is “we hope it would happen”, while a couple of respondents think the whistle-blower would be subject to retaliatory action. The task force proposes that a senior officer of each bank be appointed to receive and investigate any such communications, without any prejudice for or against the complainant, even though it recognises that such complaints can on occasion be the result of an unjustified grievance. 

2.17. Shari’a compliant banking

65. Shari’a compliant banking is increasingly prevalent in the MENA region. Some banks offer only Shari’a compliant services, whereas others have windows for each of the conventional and Shari’a compliant services. Only one of the countries which has a significant number of Shari’a compliant banks in its banking system – Bahrain – participated in the survey, so respondents’ views on this matter are limited. Nevertheless members of the Task Force believe that the principles in this Policy Brief may, and should, be applied to Shari’a compliant banks, i.e. the different business model of Shari’a compliant banks in no way removes the need for engaged, independent and qualified directors, the removal or management of conflicts of interest, the prudent treatment of related party transactions and so on. 

 

66. However, the Task Force recognises that the distinctive features of Shari’a compliant banks raise additional issues of governance. The two key issues relate to the conduct of the bank’s business in compliance with Shari’a and the offering by Shari’a compliant banks of risk bearing investment accounts deposits (sometimes called profit-and-loss sharing (PLS) deposits, or also unrestricted investment accounts). These banks incorporate in their governance structure a Shari’a Supervisory Board whose role is to assess the compliance with Shari’a of the bank’s products and processes and express its opinion on the matter. It is clear that members of the Shari’a board themselves should be subject to rules of governance and the relationship which the Shari’a board has to the main board, and to other bodies within the bank, needs to be defined.

 

67. Shari’a compliance leads banks to offer their customers PLS deposits among other products. The return on those deposits is defined ex post to reflect the performance of the assets in which those deposits have been invested. The risk-bearing nature of these deposits renders them akin to investment products such as mutual funds. Deposits where the depositor does not restrict the bank to specific asset allocations are on the bank’s balance sheet. They are generally used to conduct the general bank intermediation business. It is generally assumed that financial institutions should make greater disclosure on products such as mutual funds where the return is reflective of investment strategy and market conditions, than they do with conventional deposits where, barring bank failure, returns are predictable.

68. For those banks that offer a mix of Shari’a and non-Shari’a products, and there are many in the MENA region, Shari’a customers need to have assurance that there is adequate functional separation (i.e. a firewall) between the portfolio of conventional banking assets and liabilities and Shari’a compliant assets and liabilities, which would be more restricted in conformity with Shari’a law.  Full segregation of liabilities and assets between bank windows is a matter of Shari’a opinion and may be left to a Shari’a board pronouncement. Full segregation would be cleaner from a pure Shari’a perspective, but there are issues of cost sharing that induce banks to combine certain services.
 

69. The Task Force recognises that much work in this area has been done by the Islamic Financial Services Board (IFSB), which in December 2006 published, “Guiding Principles on Corporate Governance for Institutions Offering Only Islamic Financial Services”, and the recommendations in that document should be taken into account in developing CG arrangements in MENA banks offering Shari'a products. The IFSB notably proposes a CG board committee that would focus on the protection of investment account holders. The composition and procedures of that committee should be in line with accepted practices.

PART III.  THE ROLE OF SUPERVISORS IN IMPROVING THE CORPORATE GOVERNANCE OF BANKS

70. Banking supervisors are expected to place emphasis on securing sound CG of banks they supervise, as well as focusing on regulatory compliance. Although the principal responsibility lies with the banks themselves, supervisors can play a key role by reviewing and evaluating a bank’s implementation of sound governance and providing positive incentives for banks to improve their governance. For example: 

· Supervisors should provide guidance to banks on sound corporate governance and the pro-active practices that should be in place, making it clear that they will not only evaluate corporate governance policies and procedures but also evaluate banks’ implementation of these policies and procedures. Only in two MENA countries (Bahrain and Jordan) is there a specific governance code for banks, although in some others there is separate official guidance (Annex 1, A4 and A8). In developing such guidance it should be recognised that banks will need to adopt different approaches to CG that are proportional to the size, complexity, structure and risk profile of the bank. The supervisory process should take this into consideration in evaluating whether the bank has adopted and effectively implemented sound CG policies and practices - actual practice is just as important as written procedures. It may be helpful in this regard for supervisors to meet with individual directors and senior managers as part of the ongoing supervisory process.  

· Supervisors should evaluate the expertise and integrity of existing and proposed directors and management. “fit and proper” criteria should be established to include, but may not be limited to: (a) the contributions that an individual’s skills and experience are likely to make to the safe and sound operation of the bank, and (b) any record of criminal activities or adverse regulatory judgments that in the supervisor’s judgment make a person unfit to uphold important positions in a bank. 

· Supervisors should evaluate whether the bank has in place effective mechanisms through which the board and senior management execute their oversight responsibilities. Such mechanisms include internal and external audit, risk management and compliance functions. In this regard, supervisors should assess the effectiveness of oversight of these functions by a bank’s board of directors. This could include (with the consent of senior management, if necessary) meetings with internal and external auditors as well as senior risk managers, compliance officers, and other key personnel in control functions.

· Supervisors should ensure that the internal audit function conducts independent, comprehensive and effective reviews of bank risk management and internal controls. Supervisors should assess the effectiveness of board and senior management oversight of the internal and external audit, risk management and compliance functions that foster effective governance. It is important that each of these functions conduct independent and effective reviews and that internal controls are not only well-defined in terms of policies and procedures, but also are properly implemented. 

· All supervisory regulations should place appropriate stress on transparency in their governance processes. Banks should be expected to structure their business in a manner that enhances a transparent disclosure culture. 
· Supervisors should bring to the board of directors’ and management’s attention problems that they detect through their supervisory efforts.  Poor CG practices can be either a cause or a symptom of larger problems that merit supervisory attention. Supervisors should be attentive to any warning signs of deterioration in the management of the bank’s activities. If supervisors believe that the bank has taken risks that it is unable to fully measure or control, they should hold the board of directors and senior management accountable and require that corrective measures be taken in a timely manner. 

· Supervisors should evaluate the potential dangers of the bank’s group structure. Supervisors should be able to obtain information regarding the structure of the group to which a bank belongs. Information about group structure should allow for an assessment of the fitness and propriety of the major shareholders and directors of the parent company and the adequacy of the oversight process within the group, including coordination of the same functions at the bank and group level.

· Supervisors can consider whether it is practical to apply penalties such as higher deposit insurance premiums for banks that make no effort to adopt the corporate governance norms. In order to do this in a fair and transparent manner the methodology of the ratings of CG of banks should be clearly articulated, with sufficient lead time for banks to reorganise their framework. Supervisors could subsequently determine whether a bank is conducting its business in such a way as to be detrimental to the interests of depositors and, if it is, apply some predetermined higher deposit insurance premium.
· Supervisors need to place emphasis on securing sound corporate governance of banks they supervise as well as focusing on compliance with any established regulations. The supervisory authority could provide an incentive to banks to adopt those principles by publicly announcing the criteria it proposed to use in assessing its bank CG and by publicly recognizing the improvements that have been made. But supervisors need to be cautious about appearing to endorse a bank’s governance regime as excellent or even adequate as this can undermine the supervisor’s authority if an adverse event were to occur in the future.

· Since  CG represents an evolving culture both for national banking systems and for individual banks, each supervisory agency should determine what “success” in its market from a CG perspective should look like and publish a CG benchmark to aim for, against which banks should be encouraged to conduct own assessments.  To that end, supervisory agencies should allocate sufficient staff resources to CG issues and should be encouraged to create a separate trained function within their institutions with special CG expertise. Staff from this unit would then be in a position to effectively monitor (onsite and offsite) compliance with good CG practice and to assess and advise banks in their jurisdictions on their CG implementation. In doing so, banks could be given the opportunity to comply or explain, i.e. to obey the codes or standards or to explain why they are inappropriate in the bank’s particular circumstances. 
PART IV.  NEXT STEPS
71. An important aspect of the MENA survey is the impression of a lack of awareness by many MENA banks and their boards of the importance of strong CG and its potential benefits. To this end, the Task Force recommends a strong effort of education for the senior members of the financial community. In this effort it would help to have some common understanding of what good CG for banks entails. In promoting the need for strong CG it would also be useful to quantify and publicise the potential benefits of CG improvements. The Task Force therefore welcomes the intention of the Hawkamah Institute for Corporate Governance based in Dubai to conduct empirical research into the tangible benefits that have accrued to the banks that have become CG leaders in the MENA region (in terms of lower market volatility, risk of failure and borrowing costs and higher enterprise value, enhanced reputation and competitive advantage).  
72. Every opportunity should be taken to stress that it is not only banks that need to improve their governance arrangements, but it is needed within all institutions in the public and private sectors. Banks’ progress will inevitably be handicapped if equivalent efforts are not also being made by non-bank corporates and public sector agencies.
73. Effective CG of banks in the MENA region will only be achieved in substance rather than form if each bank’s chairman of the board, chief executive officer and senior management are convinced of its value. It is, therefore, important to obtain “buy-in” for the concepts from the leading personalities in the banking sector. A first step would be to obtain endorsement of the Policy Brief’s principal recommendations from senior MENA regulators and central banks. To this end the Task Force considers that a meeting attended by high-level MENA central bank representatives and heads of regulation would be of the essence for enlisting their support for the project. Moreover, without private sector buy-in, CG of banks is not likely to continue improving in a meaningful way. Therefore the Task Force also proposes the preparation of a meeting, under the auspices of the Union of Arab Banks, with senior representatives of the MENA banking associations so at to engage the private sector in a constructive dialogue ahead of the release of a final text. These can be followed up by awareness meetings as needed at national level at the initiative of the regulators or the industry. At the conclusion of this awareness process, a final draft of the Policy Brief would be circulated to all the MENA banking associations inviting their endorsement. 

74. In order to achieve effective implementation of the Policy Brief’s recommendations, further more detailed codes are needed at the national level. Firstly, the Task Force recommends each central bank/bank regulator to develop it own CG expertise and to issue specific CG guidance against which banks could be assessed during onsite examination processes. Secondly, private sector banking associations are encouraged to set up working parties of national experts to provide additional guidance as a benchmark for good governance in their banking sector. In order to implement this recommendation, it is suggested that Task Force members or national banking supervisors discuss with their banking associations, institutes of directors, stock exchanges, securities regulators and any other involved parties the practicality of establishing a working party of national experts to develop more detailed national guidance on such contentious concepts as the independence of directors, related party transactions and conflicts of interest.  These would need to take into account the conditions within each jurisdiction and any existing CG codes already developed at national level.
GLOSSARY OF SELECTED TERMS

The term “bank” in this Policy Brief refers to any financial institution that is subject to domestic banking legislation and that is supervised as a bank in the jurisdiction in which it operates.  It can also include bank holding companies or other companies considered in their jurisdiction as the head of a banking group. A “bank” may or may not engage in other businesses as provided by national law. While investment banks, investment or securities firms, financial companies or credit unions are not included unless they are regulated as banks, co-operative banks are within the scope insofar as they are allowed to use “bank” in their names. The term “bank” refers to both publicly held (or listed) banks and closely held (or non-listed) banks. 

State-owned banks, whether they are listed or not, are usually included except those who mainly engage in policy lending supported by government subsidies (i.e., policy lending, development banks).

There are a number of references to “family-owned banks”. It is difficult to define these in a single uniform way. Some of them are non-listed, but others can be listed with relatively small portion of shares held by the family.  Respondents to the questionnaire were invited to include banks which they believed to be under significant control/influence of specific families, even if the family’s voting rights might be rather small.  

This Policy Brief refers to a governance structure composed of a board of directors (BOD) and senior management. There can be significant differences in the legislative and regulatory frameworks across countries as regards the functions of the board of directors and senior management. Some countries use a two-tier structure, where the supervisory function of the board of directors is performed by a separate entity known as a supervisory board, which has no executive functions. Other countries, by contrast, use a one-tier structure in which the board has a broader role. The terms “board of directors” and “senior management” are used in this paper not to identify legal constructs but rather to distinguish between the bank’s oversight functions and its executive management. 
� In this paper related lending also includes connected lending although there are technical differences between them.


� SOCBs and FOBs referred in this policy brief are not limited to non-listed entities. They include listed ones because the state or family may not always hold all (or a majority) of the bank’s shares, but might instead hold a controlling portion of the voting rights.  The SOE Guidelines on Corporate Governance of State-Owned Enterprises also provide guidance on this issue. 





� Whereas in three MENA countries there is mandatory separation between chairman and general manager, in Lebanon the two have to be the same, although it is possible for the chairman to appoint a separate CEO (Annex 1, B1).


� Internal audit in banks and the supervisor’s relationship with auditors, BCBS, August 2001. 


� One response to the MENA survey suggests that conflicts can be prevented so long as directors do not: enter into competition with the bank; accept gifts from the bank for himself or his associates; misuse the bank’s assets; use privileged information for financial gain; fail to declare potential conflicts in their activities or commitments to other organisations; or fail to absent themselves form decision-making that involves any transaction where a conflict exists.   


� See Compliance and the compliance function in banks (BCBS, April 2005)


� An exception can be made for “soft” lending to bank staff as a defined benefit in their remuneration arrangements. 
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