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Political unrest has wracked the Middle East and
North Africa Iin early 2011 + but has corporate
governance reform kept pace with social change?




The Middle East and North Afric
(MENA) region is an emerging mark
in which corporate governance is see
as a relatively new concept. Indee

it is only in the last ten years that a
Arabic word for corporate governance
Hawkamal, has emerged. Despite

its infancy in the region, corporat
governance has been makin
signi®cant headway. Although it
dif®cult to predict the outcome of th:
current turmoil = the “Arab Spring' o
the "Arab Firestorm't it has highlighte
some pressing demographic, political
governance and socioeconomic
challenges, which, if properl
addressed, should lead to furthe
corporate governance reform

Overview of recent corporate
governance developments

The Hawkamah Institute for Corporat
Governance was set up in 2006 to hel|
bridge the corporate governance gaj
in the region. The Institute was founde
in partnership with internatione
organisations including the OECD, th
IFC, and the World Bank GCGF, an
regional organisations including th
Union of Arab Banks and the Dube
International Financial Centre (DIF
Authority. Hawkamah resulted fron

the recognition of a growing need fo

a regional organisation working on th
ground, for regional institution-buildinc
in order for corporate governance t
achieve buy-in of stakeholders. Sinc
then Hawkamah has been at the
forefront of the corporate governanct
debate in the region

Hawkamah's primary goal is to establis|
corporate governance as a topic or
the agendas of MENA policymaker

by providing the region’s companies
and regulators with practical tools oi
how to improve corporate governance
The Institute's work involves engagin
governments and industry, conducting
surveys and studies, and creatin
regional benchmarks which often act a
catalysts for reform

In the initial years, Hawkamabh's call
for corporate governance reform wer
very much like voices in the deser
Although the need for better corporate
governance was recognised, the
prevailing opinion was that the regio

was not ready for reform. Illustrative ¢
the then state of corporate governanct
is the ®nding of the 2007 benchmar
Hawkamabh-IFC study that only 3%

of listed companies and banks i

the MENA followed good corporate
governance practices, with none
complying with internationa

best practices.

Much has changed since then
Subsequent Hawkamah researcl

and surveys have indicated that ther
have been signi®cant improvemen

in corporate governance in the MEN,
region in just a few short years
Although implementation is still patch
the concept and principles of corporate
governance are now well accepted
Regulators and companies have take
substantial steps, albeit from a lov
base, to improve their practices. Thi
majority of MENA countries has no\
issued corporate governance code:
and guidelines or is in the proces

of doing so. Similarly, an increasin
number of MENA companies hav:
begun investing in better governanc
and addressing their corporate
governance shortcomings

Drivers of corporate governance in
the MENA

Corporate governance reform ii
the MENA, to date, has not beet
investor-driven. Much of this stem:
from a combination of facts suct
as the ownership structures o
MENA companies (mainly family ¢
state-owned), the ready availabilit
of liquidity and ®nancing froi
regional banks, and the relativel
underdeveloped capital markets tha
are dominated by retail investors

The region is also generally overlooke
by global long-term investors largel
because of the region's poor track
record in transparency, disclosure an
reporting. Regional asset manager
such as the sovereign wealth fund
have not exhibited governance vigot
in their local investment processe

and have mainly invested outside th
region in order to diversify away fror
local risk. Consequently, the bene®ts
good corporate governance have beel
typically seen by companies in term
of better strategic decision-making

MENA

and regulatory compliance rathe

than being associated with better anc
cheaper access to credit and capital o
improved valuation of companies

S&P/Hawkamah ESG Pan-Arab Inde

To address these gaps, Hawkamal

in partnership with Standard & Poor?*
and the IFC have created the ®rst-ev
Environmental, Social and Governanc
(ESG) Index for the MENA. It ranks ar
tracks the transparency and disclosurt
of regional listed companies on ESt¢
issues. The constituents of this Inde
are derived from 11 Arab equit
markets. The purpose of this Index i
to identify the MENA companies ths
go the extra mile in ESG reportin

and policy implementation. Th
Hawkamah-S&P Index is a tool fc
international and regional investor
who may not have the expertise in th
MENA companies or in incorporatini
corporate governance in thei
investment processes

The Index is not only a tool fo
investors, but also for companies
Inclusion in the Index provides publi
recognition for a local company o

its ESG practices, but the Index i
more than just a badge of honour. A
the socially responsible investmer
movement spreads to the region
capital will start owing towards
companies with better ESG reporting
thereby improving their access t
external capital

Regional investors and bank

Regional investors, as noted above
have not formally incorporate:
corporate governance criteria il

their investment decision-makini
process. The index is being used t
raise awareness among the region'
sovereign wealth funds on the impac
good corporate governance can havt
on the bottom line and the index ha:
outperformed the market benchmarl
by a signi®cant margin. One of tr
region's sovereign wealth funds ha
invested in the Index and hopefull
others will follow

Given their size £+ MENA SWF
manage some $2 trillion in assets
and growing importance, encouraging
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sovereign wealth funds to adopt a
more active role in promoting good
corporate governance would not only
be a welcome step for the development
of the MENA capital markets, but also
across the world in the markets and
companies they invest in.

But in a region which is dominated
by non-listed, family-owned
enterprises and/or small and medium
sized companies that typically look
to banks to ®nance their expansion
through loans, it is the banks that are
in the prime seat to drive governance
reform. Indeed bank intermediated
®nance represents some 60% of the
overall ®nancial structure in MENA,
while debt ®nance is underdeveloped
at 10% of the total. Hawkamah, in
partnership with the OECD and the
UAB, have issued a Policy Brief on
improving the corporate governance of
banks in MENA. Although the

Policy Brief is primarily focused

on addressing the governance
challenges faced by the sector and
the regulators/central banks, one of
its recommendations is for banks to
incorporate corporate governance
criteria into their lending criteria.

The regulators

As mentioned above, corporate
governance codes are now largely in
place in the MENA. The issue now

is implementation. Given the market
dynamics, in which there is an absence
of institutional investors scrutinising
the governance arrangements of
companies, the burden of ensuring
implementation falls on the regulators.

Some countries have started taking
signi®cant steps in this regard: in 2010,
both the Saudi and Omani Capital
Market Authorities set up corporate
governance units to ensure proper
implementation and compliance with
their governance codes. But the focus
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of implementation should not solely be
on enforcement, but on facilitation of
better corporate governance practices
by capacity building initiatives as one of
the barriers to better governance, often
cited by companies, is the lack of know-
how and experts. In other words, there
have been signi®cant improvements

in the MENA within the realm of listed
companies, but the next challenges

are even greater: the governance of
state-owned enterprises and instilling a
culture of governance to family-owned
enterprises as well as the small and
medium sized enterprises (SMES).

The Arab Firestorm

The turmoil in the Arab world that
began with the self-immolation in
Tunisia of Mohamed Bouazizi in mid-
December of last year now signals
changes in the political, social and
economic geography of the region.

The recent events have uncovered a
number of vulnerabilities, chief of which
is the demographic picture. Some

60% of the Arab population is now
younger than 29 years of age, and
youth unemployment averages 25%,
with the young female rate reportedly
at 30%. These young and unemployed
are restless and despairing, not

least because sclerotic educational
systems have made so many of them
unemployable. Young women feel
particularly dejected because their often
high educational attainment rates are
schizophrenically linked to low labour
force participation and their exclusion
from economic and political life.

This sense of vulnerability is political
because it not only re ects young
people’s lack of participation and
representation but also frustration with
widespread corruption, the state's lack
of accountability and inadequate public
services. Mounting dissatisfaction with
the governance of many Arab states

Anitial calls for corporate
governance reform were

like voices in the desert.°
e

is fuelled by a sense that often natural
resources have been captured by
special interests, and that state control
of the media has sti"ed the “voices' of
society. Political repression of this sort
has not surprisingly led to widespread
calls for the restoration of "Karama',
human dignity and for change and
reform, as expressed by the “Kifayah'
(enough) movement in Egypt.

The Arab Firestorm and
corporate governance

The two themes that come out of

the Arab ®restorm are job-creation &
employment and accountability, which
directly relate to the need for private
sector growth and reform of the state-
owned enterprises.

Private sector growth and
corporate governance

Private companies and family-owned
enterprises constitute the backbone
of the corporate sector and account
for a large fraction of employment. It
is this sector that needs to grow if the
region is to tackle the unemployment
crisis and create jobs. Just for Egypt,
Jordan, Lebanon, Morocco, Syria,
Tunisia, some 18 million new jobs are
required by 2020!

For the private sector to grow, a
mechanism must be set up to facilitate
the process through which companies
could tap into the equity markets. The
regional capital markets are tailored
for large companies, whereas a stock
exchange should be created to meet
the needs and the ambitions of the
private companies. A second tier
equity market for young and growth
companies might become a key
driver in the development of a liquid
capital market, the diversification

of economic activities and provide
long-term capital for the growth of
the dynamic entrepreneurial segment
of the economies of the region. It
would also facilitate the introduction
of corporate governance into this
important segment of the economy,
and thereby become a key driver of
corporate governance.

Private equity (PE) has also emerged
as a potential source of corporate




governance reform within the SME
realm. To facilitate this process,
Hawkamah will be issuing best
practice guidelines for the PE industry
in the MENA in the second half of
2011. The guidelines address multiple
levels * portfolio companies, PE ®rms,
and limited partners.

Governance of state-owned
enterprises

The public sector of many Arab
countries has been at the heart of

the unrest. The ®nger of blame has
been pointed to government, to

weak and poor governance and the
implementation of inadequate policies
serving special interest groups,
personal interests of leaders, political
clientelism and not servicing the

public at large. It is not uncommon

for underperforming state-owned
enterprises (SOESs) to have undermined
competition and weighed down on
growth. The results are destructive and
can lead to ‘failed states' + corruption
becomes rife, and the state and its
agencies are subject to “capture’;

also, while natural resources may be
plentiful, growth and development are
dismal. The core issue is clearly that of
governance and accountability.

The challenge for many MENA
countries is to develop clear state-
ownership guidelines, set clear
mandates for the SOEs, and

employ pro®t and market-oriented
managements that are autonomous
and insulated against political and
bureaucratic predation. There should
also be a clear separation of ownership
from regulation, policy-making and
other state-related functions of
SOEs, including industrial policy. The
separation of the ownership function
ensures a level playing ®eld with the
private sector and provides for a
healthy environment for competition.
To facilitate this process, Hawkamah
is currently working with the OECD to
publish a Policy Brief which sets out
key recommendations on improving
corporate governance practices
within SOEs.

The MENA region has been striving

to improve governance standards

and much has been achieved in a
relatively short period. Codes for
listed companies have been issued

by most MENA countries and the
issues now relate to implementation of
those codes, patrticularly in the areas
of transparency and disclosure, risk
management and board practices.

MENA

Currently much of the burden of
ensuring proper implementation

falls on the regional regulators, but
investors, particularly institutional
investors and SWFs must play a more
active role.

The MENA region needs to move

its focus of corporate governance
beyond the realm of listed companies.
The next challenges for the region
involve addressing the shortcomings
of SOEs and to facilitate private sector
growth, both of which require sound
corporate governance practices. While
these are sizable challenges, if the
political response to the Arab ®restorm
leads to greater accountability and
transparency in governance, the
opportunities are greater and the
promise of a "new age' for the Arab
world can become a reality.
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