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ABOUT HAWKAMAH

Hawkamahthe Institute for Corporate Governanceas launched in Febrayg2006 with the aim of
advancing corporate governance practices in the Middle East, North Africa and Central Asia.

Hawkamah was createfdr the region, by the region, and of the regitm bridge the governance
gap by assisting the region's countries dnginesses in developing and implementing sound, well
integrated corporate governance frameworks.

As an autonomous international association, Hawkamah brings together corporate governance
practitioners, regulators and institutions to define and develaphomegrownyet globally
integrated ¢ system of governance that promotes institution building, corporate sector reform,
good governance, market development and increased investment and growth across the region.

Our objective is to shape corporate govenaga practices and framework throughout the region by
promoting the core values of transparency, accountability, fairness, disclosure and responsibility.

C2NJ AYF2N¥IGAZ2Y | 602dzi | | & tokpdfateg@yérnaricghithie araiofA @S &
Islamt Finance, please contaofo@hawkamah.ordet 009714 362 2551 www.hawkamabh.org
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Foreword

Strong corporate and bank governance are essential ingresliemtthe development of a vibrant and

sound Islamic finance industry. The regulation of Islamic Finance needs to be aligned with the
NEAdzA A2y 2F O2y@SyiGAizylt FAYyLyOS G2 G(KS YIFIEAY
way, the Islamic commities can participate to their full advantage in mainstream international
finance and capital markets. In the regulatory context, that means applying internationally accepted
a0FYRFNRA FYR LINAYOALX Sasx gAUGK @nplbdcd. G A2ya 2yfe |

The Policy brief on Corporate Governance for Islamic Banks and Financial Institutions in the Middle
East and North Africa (MENA) regiohighlights the improvements required in the corporate
governance frameworks of Islamic Banks and Finangétutions in MENA taking into consideration
International practices and standards developed by various Islamic finance standard setting bodies.

The Policy Brief is addressed to policy makers, Islamic banking regulators, banking associations and
Islamicbanks and financial institutions in the MENA regi®he publication of this policy brief is the

first step towards bridging the corporate governance gap in the Islamic Finance Sector in the MENA
region. This policy brief identifies the corporate governanemplementation gaps in the Islamic
Financial Institutions industry in region and lays out specific recommendations to bridge this gap.

As part of its regional work to advance corporate governamtaykamah, set up a Task Force on
Corporate Governancéor Islamic Banks and Financial Institutions (IFIs). The Task Force members
consist of experts in the area of Corporate Governance in Islamic Finance, Islamic Finance standard
setting bodies, and IFIs across the MENA region.This Policy brighirg affort of the Task Force for

which each member of the Task Force is thanked.

The survey and compilation of this policy brief wasoedinated by Hawkamah and is a result of face to
face meetings,electronic consultations and feedback from the Task Force enenithe Policy brief
went through a public consultation process as well.

We acknowledge the support of the Accounting and Auditing Organisation of Islamic Financial
Institutions who are one of the drivers for standardisation in the Islamic FinancetindMs also
acknowledge the support of Cass Business school and all of our Task Force merhbsesinput has
made it possible for us to compile and present this Policy Brief.

Good corporate governance is more than a noble idea. It encourages capitaltion, lowers the cost

of capital, improves the investment climate and helps to establish strong markets. The adoption of best
practice standards is a matter to be addressed by regulators and policy makers. However, market
participants with a vested intest in the development of sustainable local capital markets can also play
a role in elevating corporate governance standards by setting market expectations for what is
acceptable corporate behaviour.

! please refer to Section 7 for the list of Task Force members

© Hawkamah, Th Institute for Corporate Governance 20All rights reserved. Brief excerpts may be reproduced provided the source is stated.



TABLE OF CONTENTS

1 SUMMARY OF POLICY RECOMMENDATIONS........oooiiiieieeie et 4
2 INTRODUCTIQN. ..utttitiitiieeeeiieiiiiitee et e e e s ee e e e e e e e s s s bbb e e eeeaaeeeesssannbbbseeeeaaeeens 9
FZ2000 R = T T3 (o | (11 Lo P 9
V222 Y/ 1Y i o T (o] 1o o ) 28U 10
2.3 RESPONSE RAIE.... i iiiiiii it e e e e 11
3 CORPORATE GOVERNANCE IN THE ISLAMIC FINANCE.INDUSTRY..........ccccvvun.... 11
4 SUMMARY OF THE MAIN FINDINGS.......outtiiiiiiiiiiiiiiiiiiiiiiee e e e 16
4.1  Section A : General INfOrmation............ooouiiiiiiiiiii s 16
4.2  Section B: Best Practice of Corporate GOVErnance...........cccceeeeeeeeeeeeeecceeeeeeeeeeeee 17
5 CONCLUSIQN ...ttt e e e e e s e e e e e e e e e e s e s b aeerreaaaeeesssannssnnnaneeees 30
6 CASE STUIPASt Cameron Partners SUKUK...........eeeiiiiiiriiiiiiiiiieieeeee e 31
Appendix A1 F g1 YI KQ& { dzNIBSeé& v.dzS.a.0.A2y.y.LLANK.T2368 LLC{
Appendix B;{ KI NA QI D 2 @&INHuhtye®.S.... A Y....{.SE.S i, 43
7 ACKNOWLEDGMENTS.... oottt e e e e e e e s s s eeeeaaaeeeeannnnneees 48

© Hawkamah, Th Institute for Corporate Governance 20All rights reserved. Brief excerpts may be reproduced provided the source is stated.



1 SUMMARY OPOLICRECOMMENDATIONS

The below policy recommendationsl NB | NBadzZ & 2F 1ol YlIKQa
Governance framewdrand practices of 22 Islamic Banks #ésldmicFinancial Institutiongreferred
to collectively as IIFs or IFIe)8 MENA countries. Due to the low response rate per country, we
cannot conclde that the policy brief is an exaflection of each countescorporate governance
practices howeverbased on e analysis of thelata gathered we can say that this Policy brief
gives afairly good idea of the gaps and challenges lgefaced by the Islamic Banks alstemic
Financialnstitutionsin these 8courtries.

The Policy recommendations are not exhaustive as they are baseduwmey findings onthe
corporate governance frameworks of Islamic Banks and Islamic Financial Institutions

Thelntroduction Section of tis Policy brief provides for the detsitegarding the purpose, the
approach and the international benchmarks considered while drafting this Policy Brief.

Board Composition and Board Committees

1. The board and its committees should have the appropriate balance of skills, experience,
independene and knowledge of the company to enable them to discharge their respective
duties and responsibilities effectively.

2. There should be a nomination committee which should lead the prodessboard
appointments and make recommendations to the boafthe nonination Committee may
also recommend to the Board Sharia SuperviBogrdmembers appointments.

3. The Board should also have an audit and governance coeendind a remuneration
committee. It is recommended for the Board to have a separate Risk Management
Committee, if this function is not being performed by the Audit Committee.

4. The members of the Boaldy R 1 KS { KI NA I @hoylddzbJSNdtell an2neit . 2 |
andagainst objective criteria

Commitment to Corporate Governance

5. The corporate governa® code for Islamic Financial Institutions is strongly recommended
to be made mandatory by law. The regulatory authorities should issaedards for
compliance with all laws and regulations and responsibility pertaining to corporate
governance.

© Hawkamah, Th Institute for Corporate Governance 20All rights reserved. Brief excerpts may be reproduced provided the source is stated.



6. The IFIsshould nominatea high level officer responsible for following through the
implementation of the corporate governance practices within the bartks function may
be delegated to the company secretary.

7. All IFls should be required to issue a CorporateeBwnce Report as a part of its Annual
Report.

8. The corporate governance framework should incorporate rights of minority sharehaders
well asinvestment account holders (IAHS)

Functioning and Responsibilities of theoBrd of Directors

9. Board evaluatio procedures should be put in place for IFIs Baardl & & St f & 0OF
Supervisory Board members

10.The IFIs should have a written policy concerning succession plaofrtimgy Board members
11.The Board meeting agenda should be circulated at least 7mtaysto the Board meeting.
12.The minutes of the Board meetings should be duly recorded by the Company secretary.
13.All IFIs should develop ampdt in place fit and proper criteria for their Board members.

14.The Board when setting the IFIs strategic objestjwisk strategy, corporate governance
YR O2N1IR2 NI (S @I fdzSas aKz2dzZ R Syadz2NE | RKSNByY

15.The Board should have the responsibility to ensure that the members of the SSB or the
{KFENAQIF T ROAA2NE CANX NBYleklay today anSdnaderhddtdf I Y R
the IFI, while having direct access to the Board, senior management and key control
functionaries of the IFI.

Control Environment and Process

16.The Audit Committee should consist nbn-executive directors, majority of whom are
Independent. The Chairman of the Audit Committee should be IndependentExecutive
Director.

17.Internal audit should be riskased and the internal auditors should furnish an assessment
to the board on the system of internal controls and to the audit coneitspecifically on
the effectiveness of internal financial controls on a regular basis.

18.The Risk Management Committees should consist of majority Independent Directors.

© Hawkamah, Th Institute for Corporate Governance 20All rights reserved. Brief excerpts may be reproduced provided the source is stated.



19.The Risk Management Committees should have as its members executiveoand
execuive directors. Members of senior management and independent risknagement
experts carbe invited, if necessaryThe Risk Management Committee shooicersee the
{ KINAQlF wAdl alyl3aSYSyid o6SAy3d O2yRdzOGSR oe@

20.1IFS shall havim place acomprehensive risk management and reporting procéssiuding
appropriate board and senior management oversight, to identify, measure, monitor, report
and control relevant categories of risks and, where appropriate, to hold adequate capital
aganst these risks. The process shall take into account appropriate steps to comply with
{KIFNp&l NMHz S& FyR LINAYOALX Sa FyR (2 SyadzNB
supervisory authority.

21.1IFS shall establish a comprehensive risk managemahtrgporting process to assess the
potential impacts of market factors affecting rates of return on assets in comparison with
the expected rates of return for investment account holders (IAH).

22.The IFIs shall have a policy with respect to the selectioextdérnal auditors and the
recommendation shall be made by the Audit Committee to the Board for the approval. The
appointment of the external auditordhall be subject to shareholdapproval.

23.L¢ / 2NLIR2NIGS D2OSNYI yOS &K 2 dzZoRoraleSoveftaied | L
policies.

Equitable Treatment of All Shareholders and Stakeholders

24. All shares within the same class, should carry the same rights.

25. All investors should be able to obtain information about the rights attached to all serees a
clases of shares beforpurchase.

26.The beneficial ownership of shares should be disclosed by everyolifile regulator
through filing of periodic returns. The pattern of shareholding including beneficial
ownership of share should be disclosed in the AnfRegport.

27.All countries are encouraged to develop Takeovers and Acquisitions Law which mentions a
mechanism ensuring the trigger of a public offer or the exercise of tag along rights in case of
change in ownership exceeding a specific threshold.

28.The option of cumulative voting should be considered to allow minority shareholders to
nominate board members.

29.1IFS should disclose to the IAH their policies and practices in respect of the investment

© Hawkamah, Th Institute for Corporate Governance 20All rights reserved. Brief excerpts may be reproduced provided the source is stated.



accounts which they offer. IIFS shall put IAHs on anequal i Ay 3 G A
AKIF NBK2f RSNBA o0& RdzZ & [|01ly2sfSRIAYT I
relation to their investment accounts.

K GKS
KS L! |

30.The corporate governance framework should recognise the rights of stakeholders, including
employeessuppliersand customers

31.In promoting the success of the IIF, the directors should takedatwsideration thampact
2F (KS O2YLIl yeQa 2LISNIdA2ya 2y GKS 0O02YYdzyAl

32.The remuneration policy should address base pay and bonuses, emeplogntracts,
severance and retirement benefits and shdra@sed and other longerm incentive schemes
for directorsand senior executives.

Disclosure and Transparency

33.IFls should disclose their corporate governance practices in a corporate governande repo
to be made a part of the Annual Report.

34.1FIs should treat the IAH asrppassu with the shareholders with regard to the disclosure of
information regarding the investment accounts, smoothing of reserves policy and returns
on investments.

35.General invetment objectives and policies that are offered to the unrestricted IAH based
on the general business strategy and +&laring policies of the IIFS (including commingling
of funds) should be disclosed by the IFIs.

K NRQF D2@SNYyIyOS {@aiSy

36. TheShar agovernance structure adopted by the IIFS should be proportionate with the size,
complexity and nature of its business.

37.1IFS should consider its size and, with a view to determining the impact of the number of
members upon effective decisiemaking, decidewhat size Shara board is most
appropriate. IIFS should further take into account the scope and nature of their operations.
¢CKS {KFENARQIF {dzLJSNIDA&a2NE . 2FNR K2gSOSNE &K2d:

38.1IFS should aim for@har aboard with a mixtureof experience and competencies.
39.1IFS must ensure that th®har aboard has clear terms of reference regarding its mandate

and responsibility; weltlefined operating procedures and lines of reporting; and good
understanding of, and familiarity with, pragsional ethics and conduct.

© Hawkamah, Th Institute for Corporate Governance 20All rights reserved. Brief excerpts may be reproduced provided the source is stated.
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40.The IIFS should make public the roles and responsibilities, reporting line structure and the
FLILRAYGYSYd YR RAaYA&aaltf LINPOSRdAzZNBa 2F GKS

41.¢ KS { KFINRAQI D2@SNYI yOS apbsesisponsiikiy azftie SSBy & dzN
members to be responsidlfor the K I NA QF O2YLX Al yOS 2F GKS LI
the product development stage, through to its implementation.

42.1IFS should ensure that any person mandated with overseeingStie a Governance
System fulfils acceptable fit and proper criteria.

43.1IFS should facilitate continuous professional development of persons serving Simaits
board, as well as its ISCU and ISRU, if any.

44.There should be a formal assessment of the effectiverafsthe Shara board as a whole
and of the contribution by each member to the effectiveness of $ihai aboard.

45.The Shar'a board should play a strong and independent oversight role, with adequate
capability to exercise objective judgement 8har arelated matters.

46.When a member of theShara board has multiple Shaira board responsibilities
/appointments, he or she must ensure that sufficient time and attention is given to the
affairs of each IIFS. The IIFS should decide if a member &htiiea board is able to and
has been adequately carrying out his or her duties in serving his oShara board.
Internal guidelines should be adopted that address the competing time commitments that
are faced when members of tighar aboard serve on mulgile Shar aboards.

47.1IFS shall have in place an appropriate and transparent process for resolving any differences
of opinion between the Bard of Directorsand theShar aboard.

48.An IIFS shall recognise the conflicts of interest between it and itdlieat arisefrom the
type of products it offers, and either avoid them, or disclose and manage them, bearing in
mind its fiduciary duties to investment account holders as well as shareholders.

49.In order to fulfill their responsibilities, the IIF shouldrqvide the Shara board with
complete, adequate and timely information prior to all meetings and on an ongoing basis.

50.Shar a board members should ensure that internal information obtained in the course of
their duties is kept confidential.

51.The IIFS shad fully understand the legal and regulatory framework for issuancgéhafr a
pronouncements/resolutions in the jurisdiction where it operates. It should ensure that its
Shar'a board strictly observes the said framework and, wherever possible, promotes
convergence of th&haragovernance standards.

© Hawkamah, Th Institute for Corporate Governance 20All rights reserved. Brief excerpts may be reproduced provided the source is stated.
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52.Where aShara advisory firm is appointed by an IIFS, such a firm should have sufficient
expertise and resources to carry out its workSar a advisory firm should not undertake
any Shar aaudit/reviewwork beyond its capacity and expertise.

53.The IIFS should ensure that a proper succession/Business Continuity Plan should be in place
F2N) OKS {KFENRAQF {dzLISNIBA&A2NE . 2 NR YSYOSNEO®

54.The Annual Corporate Governance report issued by the SSB should be madefatpar
Annual Accounts to be distributed to all shareholders and I1AHSs.

55. The bankruptcy and Insolvency Laws of a country should develop provisions relating to
facilitate winding up and restructuring of Institutions offering Islamic Findnce

2 INTRODGTION

2.1 Background

Corporate governance is not new to Islamic finance. Indeed, Islamic finance embeds the basic
tenets of good corporate governance, stressing the three main areas of accountability,
transparency and trustworthineds

Islamic banking offera different paradigm from conventional banking, and from the viewpoint
of corporate governance, it embodies a number of interesting features since equity participation,
risk and profitand-loss sharing arrangements form the basis of Islamic financirgseTfinancial
arrangements imply different stakeholder relationships, and by corollary governance structures,
from the conventional model since depositors have a direct financial stake in the bank's investment
and equity participations.In addition, the Immic bank is subject to aadditional layer of
governance since the suitability of its investment and financing must be in strict conformity with
Islamic law and the expectations of the Muslim community.

Strong corporate and bank governance are esséntigredients for the development of a
vibrant and sound Islamic finance industie egulation of Islamic Finance should be aligned with
0KS NB3IdzZAE FGA2y 2F O2y@SyiaArzyl FAYLFYOS (2
requirements. In our view, thafs the surest and quickest way for Islamic communities to
participate to their full advantage in mainstream international finance and capital markets. In the
regulatory context, that means applying internationally accepted standards and principles, with
Vi NRIGA2yE 2yfé& a4 NBIJAdANBR G2 NBFESOG { KINRXRQL

2Thks is being addressed by Hawkamah through the establishment of FIRM (Forum for Insolvency Reforms in MENA).For moeasketails pl
visit http://www.hawkamah.org/files/FIRM%20communique%20May%2092010.pdf.

3/ KFLIGSNI 2y W/ 2NLIR2 NI S Dby OrSNagserySaid, Exegutive Birkdtoly'Ha®kantah gind ike$ Economist DIFCA,
published in Euromoney Books from Islamic Wealth Management: A Catalyst for Global Change and Innovation, edited life6@@giBJa

© Hawkamah, Th Institute for Corporate Governance 20All rights reserved. Brief excerpts may be reproduced provided the source is stated.
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As part of its regional work to advance corporate governamtaykamah, the Institute for
Corporate Governance has set up a Taekce on Corporate Governance fiefamicBanks and
Financial Instittions (IFIs)The Task Force members consist of experts in the area of Corporate
Gover4nance in Islamic Finandslamic Finance Standard setting bodies, #fidacross the MENA
region’.

The Task Force aims to document the Corporate Governarasigesprevalent inlslamic
Banks andFinancial Institutions across the MENA region through a sueyeloped by
HawkamahOnce the data collection phase is complete, the Task Force will develop a Final MENA
Policy Brief on Corporate Governance of Islamic Bamid Financial Institutions, identifying
priorities for standardization, corporate governance challenges faced by the Islamic Finance
Industry and proposing concrete recommendations for implementation.

The Policy Briefwill be addressed toPolicy makersislamic Banking Regulators and Islamic
banks and Financial Institutions with the aim tbemtifying priorities for StandardisationThis
version of the Policy Brief is now the final Brief and has gone thorugh the public consultation
process.

The Task Foe will @nduct Workshops, Seminars and Conferences on governance issues and
challenges faced by the Islamic Finance Industry in partnership \ediiofRal and International
organisationsntersted in promoting good CG practices in aldle East and Noht Africa (MENA)
region

2.2 Methodology

As mentioned abovehe drafting of this Policy Brief was supported by a survey issued by the
Hawkamah Institute for Corporate Governance in 2009 and disseminated to selected experts from
the MENA countries in ordeo collect factual input.

The Survey was distributed ofi' April 2009 to 90 IFls in 10 countries consisting of commercial
banks and investment banks which offer Islamic financial services in the MENA régese
countries included UAE, Bahrain, Kuwagypt, Saudi Arabia, Lebanon, Jord@atar, Tunisia and
Morocco.The Survey excludes Oman since the government of Omandta®timplementing the
{ KI -sidn@litnt banking

In designing e Survey, the Task Force referred tiee OECD Principles obr@orate
GovernancgThe OECD Principlethe Guidance by the Basel Committee on Bag Supervision
on EnhancingCorporate Governance for Banking Organizati@®k Guidelinesthe Accounting
and Auditing Organization for Islamic Financial Institutigd®\OIFIl) Accounting, Auditing &
Governance Standards (for IFIs) and the Islamic Financial Services Board (IFSB) published Standards
including theGuiding Principles ofi K | NJo¥itnance Systems For Institutions Offering Islamic

“ Please refer to Appendix B for the ligtTask Force members

© Hawkamah, Th Institute for Corporate Governance 20All rights reserved. Brief excerpts may be reproduced provided the source is stated.
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Financial ServicesThe IBEBGuiding Principles On Conduct Of Business For Institutions Offering
Islamic Financial Servicasd Guiding Principles On Corporate Governance For Institutions Offering
Only Islamic Financial Services (Excluding Islémsierance (Takaful) Institutionsnd Islamic
Mutual Funds) These international benchmarks are very important thoe purpose of identifying

the international best practice igood corporate governance.

The Survey is divided into two sections namely Section A: General Information adiwh Bec
Corporate Governance. Section B represents the most itappbpart of the questionnairend this
section is further categorized into six main elements of corporate governance that consist of
Commitment to Good Corporate Governar(@neralFramewok of Good Corporate Governance),
Functioning And Responsibilities of The Board of Directors, Control Environment and Processes,
Equitable Treatment of All Shareholders and Stakeholders, Disclosure and Transparefpdyg andA Q |
Governance Systendll of theg components represent the very important characteristics ofcdjoo
corporate governance practice.

This Survey constitutes a first step of the Task Force to understand the general framework of
corporate governance practice of IFls in the Middle East andhNairica (MENA) region. The
Survey aims to understand current corporate governance practices by IFIs; to create awareness
aboutsome of the crucial issues pertinent to corporate governance of IFIs; and to promote greater
understanding on the corporate geknance practices and thereby enables IFIs to better safeguard
the interest of theirshareholders andtakeholders.

2.3 Response Rate

Out of 90 IFIs, only 21 respondents have participated in the survey namely 7=UAE, 4=Bahrain,
1= Qatar, 2=Jordan, 1=EgyptKuwait, 1=Saudi Arabia and 3= Lebanon.
In total 21 responses from 8 countries were receivEge individual responses remain confidential.

3 CORPORATE GOVERNANCE IN THE ISLAMIC FINANCE INDUSTRY

Since the inception of modern Islamic banking, the numéed reach of Islamic financial
institutions worldwide has risen from one institution in one country in 1975, to more than 300
institutions operating in more than 75 countrfes

The definition of corporate governance has evolved and broadened overastedecade as a
NBadzZ & 2F SELSNASYOS 6AGK O2NLIR2NIGS WYl 323FSN
Sarbanes Oxley Act of 2002.

® Takaful has been covered in the ARRi@vkamah Policy Brief on Corporate Governance for the Insurance Industry in MENA. Private

Equity, Mutual Funds and Collective Investment schemes are excluded from the scope of this Policy Brief.

O/ KFELIXGSNI 2y W/ 2NLR NI GS D2OSNYLyOS Ay L&fIFIYAO CAyYylLyOS @A 5N bl aas
published in Euromoney Books from Islamic Wealth Management: A Catalyst for Global Change and Innovation, editedaffesohail

© Hawkamah, Th Institute for Corporate Governance 20All rights reserved. Brief excerpts may be reproduced provided the source is stated.
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Corporate governance aims at providing institutions with a body of rules and principles, with a
view to ensuringhat good practices guide overall management of an institutibinas now come
to mean the whole process of managing a company and the incentive structure to address
principalagent issues and ensure that executive management serves thetdamgbest inerests
of the shareholders and sustainable value of the company in conformity with the laws and ethics of
the country. All of the complex factors that are involved in balancing the power between the Chief
Executive Officer (CEO), the board, and the shddshe are now considered to be a part of the
corporate governance framework, including auditing, balance sheet arobtdhce disclosure, and
transparency.

Hence, corporate governance refers to the method by which a corporation is directed,
administeredand controlled. It includes the laws and customs affecting that direction, as well as
the goals for which it is governed. Corporate governance mechanisms, incentives and controls are
designed to reduce the inefficiencies that arise from moral hazard audrad selection. Corporate
governance is also viewed as a process of monitoring performance by applying appropriate
countermeasures and dealing with transparency, integrity and accountability. It organizes the way
corporations are accountable to sharehetd and the public, and also the monitoring of the
executive management of organisations in running their businesses.

Islamic banking refers to a system of banking or banking activity which is consistent with
LAEFYAO ¢ of{ KI NRWRIslamic ediddonfi€sAln jtarcalar, Hsiamic |@vdpfoRBR 0
usury, the collection and payment of interest, also commonly caiidQin Islamic discourse.
Instead, profitand-loss sharing arrangements (PLS) or purchase and resale of goods and services
form the basis of contractslslamic lawrequiresthe avoidance of economic activities involving
& LIS Odzt I G Al afditishi IKldmicllaNdprohibits investing in businesses that are considered
haram .It also calls for the introduction of an Islamic {@akat).

In countries where Islamic banking is operating, its coverage and extent vary significantly
from situations where the whole financial sector is entirely Islamic (Iran) to others where
conventional and Islamic systems-exist (Indonesia, Malaysi®akistan, and the United Arab
OYANI 1Sa0x G2 O2dzyiNAS&E 6KSNB GKSNBE FINB 2yS 2
GAYR264Q SEAAG S6AGKAY 02y @SyiGAzylf o6lylad ¢KS
between Islamic and conventional banks.

In recent years, many new Islamic financial products have been developed and are increasingly
used in financial market activities, including equity and bond (Sukuk and Certificate of Investment)
trading and investmentTakaful and relakafu) Islamic syndiated lending, and investment in
Islamic collective investment schemes and other wealth and asset management products including
Islamic trust services (Waqf)

Corporate governance in Islamic finance necessitates Islamic financial institutions abiding by a
aSi 2F NHzZ Sa OlFltftSR GUKS LatkrYAO 1 ¢ 2N { KIFNR
transactions in accordance with Islamic principles derived from the Quran and Hadith.

© Hawkamah, Th Institute for Corporate Governance 20All rights reserved. Brief excerpts may be reproduced provided the source is stated.



13

Table 1:

Regulatory and Corporate Governance (CG) framework of Banks

I. National CG Framework
- Banking Sector Specific Laws/Codes/Guidelines
- Stock Exchanges Listing Rules and Regulations
- Listed Companies Regulatory Authorities Laws, Rules and Regulations
lLLatFYAO CAYlIYOS YR {KFENAQI &LISOAFTAO
- IFSB Gding Principles o K | NKehv&rhancesystemsfor Institutions Offering
Islamic Financial Services 2009
- IFSBGuiding Principles on Conduct of Business for Institutions Offering Is
Financial Services 2009
- IFSB Guiding Principles On Corporate Govern&uacelnstitutions Offering Onl
Islamic Financial Services (Excluding Islamic Insurance (Takaful) Institutiol
Islamic Mutual Fund€)006
- IFSB Guidance on Key Elements in the Supervisory Review Process of Ins
offering Islamic Financial Servicgexcluding Islamic Insurance (Takaful) Instituti
and Islamic Mutual Fundgp07
- AAOIFI Accounting, Auditing & Governance Standards (for Islamic fina
institutions)
[ll. International Standards and Codes
- The OECD Principles of Corporate €nance
- Guidance by the Basel Committee on Banking Supervision on Enhancing Co
Governance for Banking Organisations 2006

Table labove suggests the buiigh of a corporate governance framework for IFIs. To ensureaha
national or sector specific CG framework is consistent with international best practice, the
framework should incorporate the OECD principles and the BIS Guidelines.

Table 2:

The OECD Principles of Corporate Governance

I. Ensuring the Basis for an Effectiverporate Governance Framework.
II. The Rights of Shareholders and Key Ownership Functions

[ll. The Equitable Treatment of Shareholders

IV. The Role of Stakeholders in Corporate Governance

V. Disclosure and Transparency

VI. The Responsibilities of the Bda

© Hawkamah, Th Institute for Corporate Governance 20All rights reserved. Brief excerpts may be reproduced provided the source is stated.
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Table 3

Guidance by the Basel Committee on Banking Supervision on Enhancing Corg

Governance for Banking Organisations, 2006
Principle 1:Board members should be qualified for their positions, have a clear
understanding ofheir role in corporate governance and be able to exercise sou
judgment about the affairs of the bank
Principle2¢ KS 02 NR 2F RANBOU2NAR aK2dz R
objectives and corporate values that are communicated throughoutidneking
organisation
Principle 3:The board of directors should set and enforce clear lines of
responsibility and accountability throughout the organisation
Principle 4:The board should ensure that there is appropriate oversight by senic
management constent with board policy
Principle 5:The board and senior management should effectively utilise the wor
conducted by the internal audit function, external auditors, and internal control
functions
Principle 6:The board should ensure that compensation giel and practices are
O2yaAraidSyid oAGK GKS otérnf dbeciveopd\sirazethl a
control environment
Principle 7:The bank should be governed in a transparent manner
Principle 8:The board and senior management should understarid S o | y |
operational structure, including where the bank operates in jurisdictions, or thro
a0 NHzOG dzNBaz GKIFG A YLIgoRS G INKIOY AANSNIB Yy O

Islamic banking offers a different paradigm from conventional bamkand from the viewpoint
of corporate governance, it embodies a number of interesting features since equity participation,
risk and profitand-loss sharing arrangements form the basis of Islamic financing. These financial
arrangements imply different akeholder relationships, and by corollary governance structures,
from the conventional model since depositors have a direct financial stake in the bank's investment
and equity participations. In addition, the Islamic bank is subject to an additional EHyer
governanceg KA OK A& OF NNA SR 2 dzi Boa sinteKtBe s{itibhlitNdfOts  { dzL.
investment and financing must be in strict conformity with Islamic law and the expectations of the
Muslim community.

Ly AffdzZaGNI GA2Y 2nEnceksgsiem cofBemé¢nts thalBx@ting govergedice,
control and compliance functions within an IIFS, comparative to the scenario in a conventional
financial institution, is provided below

" IFSBGuiding Principles oBhai IG@vernance Systems For Institutions Offering Islamic Financial Services

© Hawkamah, Th Institute for Corporate Governance 20All rights reserved. Brief excerpts may be reproduced provided the source is stated.
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Table4:

Functions Typical Financial Institutions Additions In IFS

Governance 9 Board of Directors T { KI NRA QF .2 NJ
Control 9 Internal Auditor 1 Internal X | NBeWEW Unit

i1 External Auditor (ISRU)
T 9EGSNYyI & {KI
Compliance 1 Regulatory and Financial 1 InternalX | NJdvrgpliance
Compliance officers Unit (ISCU)

In reality, the detailed scope of thg K I Sdvé&ltance System may vary from gagsdiction
to another, depending on the types of structures adopted by the |IFpesmitted by the
authorities.

In December 2006the IFSBpublished theGuiding Principles off K NA QF D2 @SNY I y O
for Institutions Offeringslamic Financial Servicddhe Guiding Principles are designed to help IIFS
establish and implement effective corporate governance practices. The Guiding Principles are
applicable to commercial bankspviestment banks, finance houses and other fumdbilizing
Ayadabdziazya GKIFIG 2FFSNI 2yte FAYEFEYOAFf &ASNIIAOS
principles, as determined by the respective supervisory authorifiége Guiding Principles are
divided into four parts:

(i) General governance approach of IIFS;

(ii) Rights of investment account holdetal);

OAAAOD [/ 2YLIX ALFYOS 6AGK LatFYAO {KINRQI NMHzZ Sa |y
(iv) Transparency of financial reporting in respect of investment adsoun

LYRSSRX (KS LC{. Q& DdzA RAYy 3 t Nidyhe BIBIASshowd B Y LI S
Table 3above, the CG framework for IIFS stands on top of and builds on the international codes
and standards and forms the basis for national codes, guekeland regulations to be issued by
bank supervisors and central banks.

The Accounting and Auditing Organizations for Islamic Financial Institutions (AAa3Iklso
issued 25 accounting standards, auditing standards, 7 governance standards and 2 cades
ethics. The AAOIRI & | f a2 Aa&ddzSR nm { KFENAQI &dlyRIFINRAO®D

The AAOIFI explains the role of the Audit and Governance Committee as being responsible for
2OSNIff Y2yAG2NAy3d 2F odzaaAySaa O2@0SNAyYy3I AyidS
principlesand adherence to code of ethics.

© Hawkamah, Th Institute for Corporate Governance 20All rights reserved. Brief excerpts may be reproduced provided the source is stated.
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4 SUMMARY OF THE MAIN FINDINGS

4.1 Section A: Generdhformation

4.1.1 Board Size is no less than 7 Members
The majority (82%) of the IFIs consist of 7 or more board members. Only 2 IFIs (9%) are
represented by 5 board memberShese numbers appear to be appropriate and in line with
best practice.

4.1.2 Independent Directors

The Majority (59%) of the Boards of Directors (BOD) consist of less than 30% of independent
directors. Only 3 IFls (13%) have more than 75% of independent dsector

413 . 2F NRQa /2YYA(OGSS
12 IFIs (54.5%) have Corporate Governance Committees, 16 have RéBiaperation
Committees and Risk Management Committees, 19 IFIs (86.4%) have an Executive
Committee but only 10 IFIs (45.5%) have a Nomination Committee, howevert aihé of
the institutions have an Audit Committee at the Board level.

414 { K NRQF . 2 NR
lff LCLA KIFI@S Y2NB OGKIFIYy o {KIFENARQI o062FNR Y
members.

Recommended best practic&he board should include an appropriate combinat@inexecutive
and nonexecutive directors (and, in particular, independent rexecutive directors) such that no
AYRAGARdzZEE 2NJ avylff 3INRdzZL) 2F AYRAGARdAzZrf&a OFly R

The Regional and International Corporate Governance Cadpsre that at least one third of the
Board members should be Independent and a majority of the Board should considbref
ExecutiveDirectors.

The members of the Board should be selected on merit, against objective criteria, and with due
regard for thebenefits of diversity, including gender diversity.

The BIS Guidelines stress the importance of having an Audit Committee for internationally active
banks. However, in the wake of recent developments other committees have become increasingly
important sut as the Risk Management Committéecommended by the Walker Review, July
2009) Compensation Committee, Governance Committee and Nomination Committee.

The Board is the ultimate guardian of shareholder interests within [IFS and they supervise all
agects of the executive management. Therefore, the independence of the Board is fundamental to

its stewardship role and effectiveness. In IIFS, Board independence is critical given the potential for
conflict that exists between shareholders and other staldhirs.

© Hawkamah, Th Institute for Corporate Governance 20All rights reserved. Brief excerpts may be reproduced provided the source is stated.
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Basel Il covers areas such as Board obligations towards shareholders, qualifications and expertise of
.2FNR YSY0oSNBRX O2YLRaAGAzy 2F (GKS .21 NRX NE
management and the overall guiding rules. Basel Il requisgefRa L C{ . Q& DdzA RA Yy 3
Corporate Governance recommends that the Board consist of members who have sound
knowledge of the banking industry, regulatory framework and risk management.

Policy recommendation:

The board and its committees should haviee appropriate balance of skills, experience,
independence and knowledge of the company to enable them to discharge their respective duties
and responsibilities effectively.

There should be a nomination commigevhich should lead the proce$sr board gpointments
and make recommendations to the boarthe nomination Committee may also recommend to the
Board Sharia Supervisooardmembers appointments.

The Board should also have an audit and governance committee and a remunerations committee.
It is ecommended for the Board to have a separate Risk Management Committee, if this function
is not being performed by the Audit Committee.

The members of the Board should be selected on merit, against objective criteria, and with due
regard for the benefits fodiversity, including gender diversity.

4.2 SectionB:Best Practice of Corporate Governance
4.2.1 Commitment to Good Corporate Governance

Many of the IFIs (72.8%) give a positive response to a corporate governance standard
developed by the regulatory body. 1&Is (81.8%) publish a chart which illustrates its
governance structure.

The majority of IFIs (91%) have written policies, codes that elaborate the corporate
governance approach, (95.4%) roles of tteall of Directord Y R (0 KS { KIF NRA QF {
Board { { . 00X O0TT®x:0 RAAOf2adz2NE FyR GNIyaLl NByYy
policies on treatment of minority shareholders. As regards to the shareholders and boards
meeting, only three IFIs (13.6%) do not have specific annual calendar which isexppsov

senior management and theoBrd of Directors

In terms of the international benchmark that was used for drafting corporate governance
code, 6 IFIs (27.3%) refer to OECD, 8 IFls (36.7%) to BIS, 3 IFIs (13.6%) to IFC, 5 IFIs (22.7%
to IFSB and 8 IF{86.4%) to AAOIFI. Half of IFls believe that corporate governance code is
mandatory by law of the Country.

© Hawkamah, Th Institute for Corporate Governance 20All rights reserved. Brief excerpts may be reproduced provided the source is stated.
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For the implementation aspect, 11 IFIs (50%) have set up a governance committee at the
board level and 18 IFls (81.8%) have dedicated a speciegéroffho is responsible for
ensuring that the institutions comply with the corporate governance code. Although the
majority (86.4%) of IFIs have corporate governance codes or policies in place only half (50%)
issue corporate governance reports.

A comparaitve analysis below showcases that IIFS rely on several international corporate
governance standard setting organizations when establishing their own corporate
governance policies and guidelines.

Table 5:Comparative Analysis of International Benchmarkadg

Country OECD Basel IFC IFSB (AAOIFI) Mandatory
Standards Il Standards Standards Governance  Codes
Standards

Bahrain K K - - K K
UAE K K K - - -

Kuwait - K - - K K
Qatar - - - - - -
Saudi

Arabia i i i i i K

Jordan K K - K K K

Lebanon K K K K K -
Egypt - K - - - K

Recommended best practicdhe IFIs are encouraged to use the international benchmark for thei
corporate governance code particularly the AAOIFI Governance Standards and the IFSB Guidelines.

The corporate governance framework should ensure the equitable treatment of all shareholders,
including minority and foreign shareholders. All shareholdehsuld have the opportunity to
obtain effective redress for violation of their rights.

According to OECD Principles of Corporate Governance, it is the responsibility of the Board to
develop a corporate governance framework that ensures the strategic gogdaf the company,

0KS STFSOGAGS Y2yAG2NAy3a 2F YIylF3SYSyid yR (K
shareholders. According to the Guidance by the Basel Committee on Banking Supervision on
Enhancing Corporate Governance for Banking OrganisatiQ006, fie board of directors should

I LILINE PGS YR 20SNRSS (GKS oly1Qa AGNIGS3IA0 202S(
throughout the banking organisation.

Policy recommendation:

The corporate governance code for Islamic Financial Uistits is strongly recommended to be
made mandatory by law. The regulatory authorities should issaledsrds for compliance with all
laws and regulations and responsibility pertaining to corporate governance.

© Hawkamah, Th Institute for Corporate Governance 20All rights reserved. Brief excerpts may be reproduced provided the source is stated.



19

The IFIs should nominate a high level officesponsible for following through the implementation

of the corporate governance practices within the bank. This function may be delegated to the

company secretary.
All IFIs should be required to issue a Corporate Governance Report as a part of datRepaort.

The corporate governance framework should incorporate rights of minority shareholders.

4.2.2 Functioning and Responsibilities of theoBrd of Directors

19 (86.4%) of théFls have written policies on the conduct of theaBd of Directors (BOD)

20 of the institutions (90.9%) both review the qualification and expertise of board members
and have special rules and procedures for transactions that involve conflict of interest and
related parties.

20 (90.9%) of the IFIs have the agenda of the Boaredtimgs prepared and distributed at

least one week in advance of the Board meeting. All of the IFIs make an effort to ensure a
mix of skills and experience exists among board members. The majority of IFls (86.4%) have
fit and proper criterion for their boar members and 81.8% have at least 2 independent
directors.

In relation to board meetings, 13 IFIs (59.1%) hold meetings at least 6 times a year. 15 IFls
require the board to conducselfevaluationbut only half of the IFls (50%) have a written
policy cancerning succession planning.

In regard to the issue of separation between executive management and the board, only
59.1% of the IFIs have separated the CEO and general manager and, 63.6% have separated
the general manager and Chairmanship position ainabat all IFIs (95.4%) for the CEO and
Chairmanship position. The responses reveal that the IFIs have good board practice in term
of separation between the CEO ahdK | A NJY I Y & @ua tbd@dulatbd? régitidements or

central bank regulations.

Recommendd best practice:One of the key elements of corporate governance in terms of
boardroom independence and objectivity is the separation of the roles of the Chairman and Chief

Executive Officer. Both Basel 1l and the OECD Principles of Corporate Goveroaiiz gpecific

NEO2YYSYRIFIGAZ2Yya 2y (GKA& ASLINIdGA2Y 6KAOK Aa

objectivity and independence from management

According to the OECD principles of Corporate Governanegs@eing succession planning isoals
one of the keyesponsibilities of the Board

© Hawkamah, Th Institute for Corporate Governance 20All rights reserved. Brief excerpts may be reproduced provided the source is stated.
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The IFSB Guiding Principles and the OECD Principles of Corporate Govieavanezommended
putting in place a written policy on the conduct of the board, its members aneceuimittees

Further, one of tle key functions of the board is to monitor transactions that involve potential
conflicts of interest and related parties. To this effect, the standard of governance prescribed by
the OECD Principles and the Basel Committee on Banking Supervision recothatehé board

review and monitor such transactions. Thus, in an effort to protect stakeholder interests and boost
investor confidence, all IIFS should seek to have special rules and procedures in place to deal with
these types of transactions

Seltevalwation and peformance appraisals are amportant selfregulatory tool for IIFS Boards
YR { KIFENRQIF {dzZLJSNIBA&a2NE . 2FNR YSYoSNE

The DFSA recommends that the Board when setting the IFIs strategic objectives, risk strategy,
corporate governance and corporatalues, shoulcensure adherence tokKSIF NA Q | TheR y OA L.
DFSA also recommends thaetBoard should have the responsibility to ensure that the members

2F GKS {{. 2N GKS {KIFENAQI IROAEZ2NE CANXY NBYI
management © the IFI, while having direct access to the Board, senior management and key
control functionaries of the IFI.

Policy recommendation:
Board evaluation procedures should be put in place forBB&d.

The IFIs shouldave a written policy concerning stession planning.
The Bard meeting agenda should be circulated at least 7 days prior to the Board meeting.
The minutes of the Board meetings should be duly recorded by the Company secretary.

All IFIs should develop amuit in place fit and proper deria for their Board memberand the
{ KFE NAQlF { dzLISNIBA&A2NE . 2 NR YSYO0SN&

The Board when setting the IFIs strategic objectives, risk strategy, corporate governance and
corporate vales, should ensure adherence t6{ 8 NA QI LINA Yy OA L S&a o

The Board should havé KS NB ALYy aAiAoAfAde G2 SyadaNB GKIFG
advisory Firm remain objective and independent of the day to day management of the IFI, while
having direct access to the Board, senior management and key control functionariesief.the

8 |slamic Development Bank recommends that the IFIs board is encouraged to consider appointing at least one member afthe Shai I NR
toaSNWS & I WoNARRISQ 6SisSSy (KS LCLQA |yR GKS { KI NRA &érgreatt NRP® ¢ K¢
dzy RSNE Gl YyRAY3I YR | LILINBOAFGAZ2Y |Y2y3ald GKS o062 NR YSPooediefbersy (KS |
has shown a concern that if the SSB member also sits on the Board, this could cause Independence issues and hence #gridateomm

needs further deliberation.)

© Hawkamah, Th Institute for Corporate Governance 20All rights reserved. Brief excerpts may be reproduced provided the source is stated.
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4.2.3 Control Environment and Process

All IFIs have risk management and reporting policies and procedures in place for credit and
liquidity risk management, while 17 IFls (77.3%) have a rate of return 2i8K90.9%) have
operational risk management poA OA S&> wmdp LCLQa KI @S | aaSi
policies, with 17 IFIs (77.3%) having market risk management policies in place.

19 IFls (86.4%) review the internal control documentation 20 (90.9%) review policies and
procedures of the internlacontrol which are done by thed@rd of Directorsperiodically.

The Audit Committee of 21 IFls (95.5%), CEO of 15 IFIs (68.2%) and CFO and Senior
Executives of 6 IFls (27.38fd @0.9%) respectively, review the internal auditor work plans.
Almost all IH (95.5%) appropriately assess risks when planning new strategies, activities
and products and in 17 IFls (77.3%) the Audit Committee produces a report on the internal
audit function.

Only 11 IFIs (50%) consist of majority independent directors in thedrcommittee. 17 IFIs
(77.3%) have a policy for the selection of external auditors and all IFIs follow the
international standards on auditing for conducting the audit. 15 IFls (68.2%) have a policy
and calendar for interaction between the external antemmal auditors, 21 (95.5%) have a
compliance program, whistle blowing policy or procedures including training of employees
and all IFIs conduct training for their staff on Islamic finance.

Recommended Best PracticEhe Audit committee should consist af least three membergAll
NonExecutivedirectors the Chairman and majority to be Independgihe Audit Committee
should prepare a report on the Internal control praltees to the Board of Directorgports and
risk committee The Kings Code recommendgr all the Audit Committee members to be
IndependentNon-ExecutiveDirectors, however most of the regional corporate governance c8des
require amajority of the members to be IndependeNbn-ExecutiveDirectors.

The KingLode also recommends that theteérnal audit should be riskased and every year the
internal auditors should furnish an assessment to the board generally on the system of internal
controls and to the audit committee specifically on the effectiveness of internal financial controls.

® The rate of return risk is generally associated with overall balance shpeseres where mismatches arise between assets and balances
from fund providersislamic banks differ significantly in that they typically mobilise funds in the form of Profit Sharing Investments Accounts
that are remunerated on the basis of sharing théuat returns on assets financed by the investment funds, with the Investment Account
Holders. In theory, the profits are shared in fgreed ratio and all losses on assets financed by the investment funds are to be borne by
Investment Account Holders, exat in the case of misconduct, negligence or breach of contracted terms by the Islamic bank. In practice, the
concept of sharing the actual profits with Investment Account Holders is far from being the common practice of IslamitJbdaks.
commercial presure or regulatory pressure, the majority of Islamic banks absorb a proportion of losses normally borne by Investment
Account Holders in order to mitigate potential massive withdrawal of funds. This practice exposes Islamic banks to aisipecsile
displaced commercial risk which requires allocating adequate capital

A consequence of rate of return risk may be displaced commercial risk.

9 Corporate Governance Code for Companies Listed in Markets Regulated by the Qatar Financial Markets Authority
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In terms of risk analysis, Basel Il prescribes the development of credit rating models for banks.
These models are essential for the MENA region as the majority of the region lacks a national level
credit rating agency. Advanced risk measurement and perfoo@avaluation techniques such as
Value at Risk an®isk Adjusted Return on Capita¢ed to be employed by the IIFS to ensure
institutional integrity of the IIFS risks, its liabilities and assets to the market.

The King Code recommends that the Risk Mgmaent Committee should have as its members
executive and nomexecutive directors, members of senior management and independent risk
management experts to be invited, if necessary. It should have a minimum of three members.

IFSB Guiding Principles of lRidanagement for Institutions (Other Than Insurance Institutions)
Offering Only Islamic Financial Services state that the IIFS shall have in place a comprehensive risk
management and reporting process, including appropriate board and senior management
oversight, to identify, measure, monitor, report and control relevant categories of risks and, where
appropriate, to hold adequate capital against these risks. The process shall take into account

F LILINBLINR F GS aGSLJAa G2 O2YLX & doieiiskire theKddedbadyl of NIzt ¢
relevant risk reporting to the supervisory authority.

The IFSBGuiding Principles On Corporate Governance For Institutions Offemhg Islamic
Financial Services (Excluding Islamic Insurance (Takaful)tlosstend Islam¢ Mutual Funds). IIFS
shall adopt a sound investment strategy which is appropriately aligned to the risk and return
expectations of IAH (bearing in mind the distinction between restricted and unrestricted IAH), and
be transparent in smoothing any returns.

The IFSB, and the OECD Principles recommend and the BCBS (Principle 7) imposes an obligation on
the IIFS to implement robust information systems to collect data with enhanced procedures to
safeguard security of informatiofiFSBCorporate Governanc6ulA RSt Ay Sa F2BCBL LC{ O
Core Principles for EffectivBanking Supervision, 2008nd the OECD Principles of Corporate
Governance, 2004)The information systems should be reviewed regularly to keep pace with
technological developments, security earitements and threats. These systems are viewed as one

of the core elements that facilitate timely disclosures and prompt overall institutional
transparency.

Policy Recommendation:

¢CKS LLC{ akKzdzZ R Saidl of A®K 2Ig A yFkeic@dhgebdmiloydsd 3 I NR
to report promptly to an appropriate level of management any breach or suspected breach of
business conduct principles.

The Audit Committeeshould consist ofnon-executive directors, majority of whom are
independent. The Chairam of the Audit Committee should be IndependeNbnExecutive
Director.
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Internal audit should be riskased and the internal auditors should furnish an assessment to the
board on the system of internal controls and to the audit committee specifically e t
effectiveness of internal financial controls on a regular basis.

The Risk Management Committeeshouldhave as its membersexecutive and nosexecutive

directors, members of senior management and independent risk management experts to be
invited, if neessary The Risk Management Committee shold@SNBR SS GKS { KI I
al yF3SYSyid o6SAy3d O2yRdzOGSR o6& GKS { KFNRARQI { dzLJS

IIFS shall have in place a comprehensive risk management and reporting process, including
appropriate board and senior magement oversight, to identify, measure, monitor, report and
control relevant categories of risks and, where appropriate, to hold adequate capital against these
risks. The process shall take into account apprap@a a G SLja (2 OC2riégfadd ¢ A 0
principles and to ensure the adequacy of relevant risk reporting to the supervisory authority.

IIFS shall establish a comprehensive risk management and reporting process to assess the potentie
impacts of market factors affecting rates of return on assetsomparison with the expected rates of
return for investment account holders (IAH).

IIFS shakdopt a sound investment strategy which is appropriately aligned to the risk and return
expectations of IAH (bearing in mind the distinction between regtd&nd unrestricted IAH), and
be transparent in smoothing any returns.

The IFIs shall have a policy with respect to tbelection of extenal auditors and the
recommendationshall be made byhe Audit Committeeto the Boardfor the approval The
appointrment of the external auditorshall be subject tehareholdersapproval

Le /2NLIR2NFGS D2OSNYyIyOS aKz2dzZz R 6S YIRS | L} NI

4.2.4 Equitable Treatment of All Shareholders and Stakeholders

Shareholders of 19 IFIs (866) have the same voting rights within each class and have
access to information about all voting rights arrangement prior to purchasing shar#slsl7
(77.3%) disclose to the public on a periodic basis and exceptional basis, the ultimate
beneficial owneship of shares by controlling shareholders and management in the
institution.

All but one of the IFIs (95.5%) have a specific officer who is responsible for organizing, and
reporting the results of the Annual General Meetings (AGM) and Extra Ordinagraben
Meetings (EGM) 20 IFIs (90.9%) provide a summary of the attendance and result of all AGM
and EGM for the past 3 years. 19 IFIs (86.4%) are able to provide a summary of Related
Party Transactions (RPT) and other operations that required shareholdenvabver the

past 3 years. However, only 5 IFIs (22.7%) providal@gg rights for minority shareholders

© Hawkamah, Th Institute for Corporate Governance 20All rights reserved. Brief excerpts may be reproduced provided the source is stated.
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that require the new controller to make offer to purchase their shares at the same price and
terms and conditions in the event of change of contibthe institutions.

With respect to the issue of minority shareholder protection, only 40.9% of IFls have
mechanisms that permit minority shareholders to nominate board members. As for other
stakeholders, 86.4% IFIs have the framework to protect thestment account holders and
employees. 72.7%of IFIs have the framework to protect the rights mfstomes and only
54.6%0f IFIshave a framework for protection of thenvironment.Only 54.6% of IFIs have
mechanisms to allow employees to participate imshownership, options or profit sharing
schemes.

Recommended Best Practicéhe OECD Principles of Corporate Governance requirewtitiain

any series of a class, all shares should carry the same rightsvestors should be able to obtain
information about the rights attached to all series and classes of shares before they purchase. Any
changes in voting rights should be subject to approval by those classes of shares which are
negatively affected.

The OECD Principles also require the disclosure ofemliip of sharesThe requirement of
disclosing the beneficial ownership of sharegémerally covered under the Company Laws of a
respective country.

The provision of Tag alongyhts for minority shareholders covered under a respective countries
Takeover and Acquisitions L&w All countries are encouraged to develop Takeovers and
Acquisitiond.aw whch mentions a mechanism ensuring the trigger of a public offer or the exercise
of tag along rights in case of change in ownership exceeding a spe@@ibold. Cumulative voting
allows minority shareholders to nominate board members. Most of the regional codes of corporate
governance codédprovide for cumulative voting.

The IFSBuiding PrinciplesroCorporate Governander Institutions Offering Ol Islamic Financial

Services (Excluding Islamisurance (Takaful) Institutionsd Islamic Mutual Fundgrovide that
theLLC{ akKlFIff FOly2¢fSR3IS L!1aQ NRIKG (2 Y2yAil;
associated risks, and put into place adate means to ensure that these rights are observed and
exercised.

The OECD principles of Corporate Governance requirethi@gatorporate governance framework
should recognise the rights of stakeholdemscluding employeegstablished by law or through

mutual agreements and encourage activeaperation between corporations and stakeholders in
creating wealth, jobs, and the sustainability of financially sound enterprises.

" Companies Ordinance 1984, Pakistan
12| isted Companies Acquisition of voting shares and takeover Ordinance 2002, Pakistan
13 UAE and Qatar Corporate Governance Code
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The UK Companies Act 20@guires hat it isone of the duties of directors to pmote the success
of the company having regard DK S A YL OGO 2 F atienS on@ Yonmyhdy@@dd 2 LIS |
the environment.

It may be noted that thenternal corporate governance codesuch as the King Code and the UK
Corporate Governance Code mentitmat the remuneration policy should address base pay and
bonuses, employee contracts,\&¥ance and retirement benefitand sharebased and other long
term incentive schemef®r directors and senior executives

The Dubai Financial Services Authofidy* SArequires thelFI to have a policy on the remuneration
of SSB

Policy Recommendation:
All shareswithin the sameclassshould carry the same rights

All investors should be able to obtain information about the rights attached to all series and classes
of shares before they purchase.

The beneficial ownership of shares should be disclosed by every IIFI to the regulator through filing
of periodic returns. The pattern of shareholding including beneficial ownership of share should be
disclosed in the Annud&eport.

All countries are encouraged to develop Takeovers and Acquisitions Law which mentions a
mechanism ensuring the trigger of a public offer or the exercise of tag along rights in case of
change in ownership exceeding a specific threshold.

The opton of wxmulative votingshould be considered to allominority shareholders to nominate
board members.

IIFS should disclose to the IAH their policies and practices in respect of the invesitoennts

which they offer. IIFS shall put IAHs on an eqBa2fil A y 3 4 A K shar&hSldels byl a 2 ¢
FOly26f SRIAYI GKS L!I1 Qi N IK ilelatior? to thelrnSeStaent £ £ N
accounts.

The corporate governance framework should recognise the rights of stakeholders, including
employees

In promoting the success of the IIF, the directors shaake® into consideratiorthe impact of the
O2YLI yeQa 2LISNrGA2ya 2y (GKS O2YYdzyAlueée |yR GKS
The remuneration policy should address base pay and bonuses, employee contracts, sevetance an
retirement benefits and sharbased and other longerm incentive schemes for directors and
senior executives.

© Hawkamah, Th Institute for Corporate Governance 20All rights reserved. Brief excerpts may be reproduced provided the source is stated.



26
4.2.5 Disclosure and Transparency

95.5% of the 22 IFIs disclose their financial and operating results, 90.9% disclose their
institution objectivesand major share ownership and voting rights, 77.3% their board and
cydw: U(GUKSANI aSyA2N) 1S& YIyl3asSySyidQa NBYdzyS
regarding employees and other stakeholders. 13 IFls (59.1%) have a written policy in
respect to the peparation and dissemination of financial and rA@mancial information

which goes beyond the requirements of the regulator.

With respect to dissemination of information through the website, all but dmndich

operates as an Islamic window) the IFls diclose details of the Board of Directors (BOD),
pnodg: RAaAOE2aS RSOGFAfA 2F GKS aSyA2N) YFyl 3¢
the financial statements and annual reports. 72.7% of the IFIs disclose the organizational
chart on their website. Theesponses however, reveal that only 12 IFls (54.6%) disclose the
corporate governance policies and practice in the annual report.

19 IFIs (86.4%) produce financial statements in accordance with the International Financial
Reporting Standards (IFRS), G3AP and AAOIFI standards. 13 IFIs (59.1%) disclose
shareholders agreement with controlling shareholders to all shareholders. 14 IFIs (63.4%)
NEO23IyATS GKS L!'1 Qa NRIKG (G2 Y2yAid2N (GKS
associated risks and 13 IFls (38) inform ex ante IAH of the risk profile of the institution,
investment strategy and associated risks. Only 54.6% of IFIs make adequate and timely
disclosure to IAH and the public of material and relevant information on the investment
accounts that theynanage.

Recommended Best Practic€he regional code¥' require a Corporate Governanéeport to be
issued as a part of the Annual Accourltsese codes also require the Corporate Governance report
to be certified by theD 2 Y LJI eftériaiauditors.

ThelFSBGuiding PrinciplesroCorporate Governance For Institutions Offering only Islamic Financial
Services (Excluding Islamic Insurance (Takaful) Institutions and Islamic Mutual iegods) that

the information on the basis for profit distribution andl@tation shall be provided to the |Astior

G2 GKS 2LISyAy3a 2F (KS Ay@SadyYSyd conGotzhdzgrafic S a LIS
sharing ratio must be declared in advance.

The above IFSB principles also require tlneat titilization of PER fossmoothing the returndo 1A
and shareholders, as well as these of IRR for coverg losses (if any), is an issofepublic interest
andshall be publicizeth major mediaorgdd | a ¢St f I &pot.KS LLC{Qa I yy.

IIFS shall make an adequate and tiyneliblic announcement in their annual reponebsite and in
mainstream media organs should they make any material changes to their policies in respect of

4 UAE and Qatar Code of Corporate Governance
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profit calculation, asset allocation, investment strategies and mechanics of smoothing the returns
(if any) in respect of the investment accounts that they manage.

Policy Recommendatian
IFIs sbuld disclose their corporate governance practicesa corporate governance report to be
made a part of the Annual Report.

IFIs shouldreat the IAH as parpassu with the shareholders with regard to the disclosure of
information regarding the investment accounts, smoothing of reserves policy and returns on
investments.

426 { KI NAQlF D2@SNYylyoOoS {eadsSy

Only 52.4% and 42.9% of IFIs respectively gave the responsthéhAAOIFI governance
standards and the IFSB Guidelines were adopted in the country. The majority of the IFIs
(85.7%) have set up an interr@alK I BR ANR ' yR 2y S KlFa I { KFNRQL
of legal jurisdictions, 62% of IFIs mention that dnal court and the arbitration are the legal

avenue for dispute settlement, only 3 (14.3%) refer to {h& | SidurQand 1 IFI (4.8%) to

the{ KI NNZAQAK2NARGE 2F (GKS NBIdzZA I §2NBE 02Re&d TmMPr
binding and 14.3% perssiae.

In relation to the roles of the SSB, 81% of IFIs jposihat the SSB has advisory functions

and supervisory functions, whild9% see the SBB as having executive roles. 81% of IFls
RANBOG G K S-oMplignde linsidn@ to chyryy'As for thg it SNI I £ { KI NR QF
yp®rm: LCLa KIFIZS AYRSLISYRSYy(d RSLINULYSyYyd o
conduct the{ K | MWeWlas part of the internal audit department.

17 IFls (81%) have policies on the fit and proper criteria for the membere @3B and of
these 70.5% have been approved by the supervisory authority. 86% IFIs review the
qualification and expertise of the SSB.

With respect to the appointment and dismissal of the SSB, 76.1% IFIs grant the power to
shareholders, 38.1% toord of Drectors 9.5% to management and only 1 IFI to authority.

Ly GKS NBaLISOl 2F YAOGAIFLGAY3T O2yFEAOL 2F Ay
in numerous SSB, only 23.58% of IFIs impose restriction on multiple appointment, 52.4%
require disclodzNBE 2y { KFI NAQF 062 NR YSYO0SNRa AyT2NXI
GNAGAYId !'ff LCL& LINBLINB Iy Fyydzt {KIFNRC
shareholders, 52.4% to theoBrd of Directorand 47.6% submit the report to management.

Recommended Best PracticeThe IFSBGuiding Principles ro Shara Governance Systems For
Institutions Offering Islamic Financial Services, December 2009 dwmimheexplainghe scope of
{KFENAQIF 3A2@0SNYyIyOS adaeadaSvao
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{ KINAQlI D2@SNYI yOS dJadtiistBuichal antl&gamsati®nalyadargerhedts |
through which an IIFS ensures that there is effective independent oversigdhaifa compliance
over the structure and process ofIssuance of relevant Sha pronouncementskesolutions
Disseminationof information on such Shaa pronouncements/resolutions to the operative
personnel of the I[IFS who monitor the diyday compliance with the Shaa
pronouncemats/resolutions throughevery level of operations and each transactidm internal
Shar'acompliance review/audit foverifying that Shara compliaace has been satisfied\n annual
Shar'a compliance review/audit for verifying that the internal Sfeicompliance review/audit has
been appropriately carried out and its findings have been datga by the Shara board

¢KS !'! hLCL D2@SNYyIlyoS {iGFyRIENR F2N) LatlFYAO CA
Supervisory Board shall consist of at least three members.

The below policy recommendations arestlybased on IFSB recommendaitso

Policy recommendation:

The Shai'a governance structure adopted by the IIFS should be proportionate with the size,
complexity and nature of its busines$.K S { K| NA Q IBoarfl tiziwévbiIBhoudld2 ek a
minimum of three members.

IIFS should corger its size and, with a view to deternmig the impact of the number ahembers
upon effective decisioomaking, decide what siz8har'a board is mostappropriate. 1IFS should
further take into accounthe scope and nature of theaperations.

IIFS shold aim for aShar aboard with a mixture oéxperience and competencies.

IIFS must ensure that th8hara board has clear terms of reference regarding its mandate and
responsibility; weldefined operating procedures and lines of reporting; and goodeustanding
of, and familiarity with, professional ethics and conduct.

The IIFS should make public the roles and responsibilities, reporting line struaharethe
appointment and dismissal procedurdst G KS { KI NA QF & dzLISNIDA &2NER . 2|

The SANAGdVernancesystem should ensure that it imposes responsibility on the SSB members to
0S NBalLkyaiofS FT2NJ GKS &aKIFINARQF O2YLX AlLyOS 27
development stage, through to its implementation.

IIFS should ensure that any rgen mandated with overseeing th8hara Governance System
fulfills acceptable fit and proper criteria.

IIFS should facilitate continuous professional development of persons serving Simaits board,
as well as its ISCU and ISRU, if any.
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There shou be a formal assessment of the effectiveness of it a board as a whole and of
the contribution by each member to the effectiveness of Stear aboard.

TheShar@ board should play a stronand independent oversight rolevith adequate capabilityo
exercise objectivfjudgmenton Shar arelated matters.

When a member of th&haraboard has multiple&Shar aboard responsibilities/appointments, he

or she must ensure thatusficient time and attention igjiven to the affairs of each IIFS. THeSII
should decide if a member of thghai'aboard is able to and has been adequately carrying out his
or her duties in serving his tier Shar'aboard. Internal guidelines should be guted that address
the competingtime commitments that are faced when embers of theShair'a board serve on
multiple Shai aboards.

IIFS shall have in place an appropriate arahsparent process for resolvirany differences of
opinion between the Bard of Directorsand theShai aboard.

An IIFS shall recognise the dant$ of interest between it and its clients that arisem the type of
products it offers, and either avoid them, or disclose and mantmgen, bearing in mind its
fiduciary duties to investment account holders as welklasreholders.

In order to fulfill their responsibilities, thdlF should provide the Shar'a board with complete,
adequate and timely information prior to all meetingsdaon an ongoingasis.

Shar'a board members should ensure that internal information obtainedhr course of their
duties is kept confidential.

The IIFS should fully understand the de@nd regulatory framework forssuance ofShara
pronouncements/resolutions in the jigdiction where it operates. khould ensure that it§hara
board strictly observeshe said famework and, wherevepossible, promotes convergence of the
Shar'agovernance standards.

Where aShar aadvisory firm is appointetly an IIFS, such a firm shotlave sufficient expertise
and resources to carry out its work.Shar aadvisory firmshauld not undertake anghar a
audit/review work beyond its capacity and expertise.

The IIFS shoulchsure that a proper succession/business continulgngshould be in place for the
{ K NAQlF { dzLJSNIBBA&A2NE . 2FNR YSYOSNEO®

The Annual Corporate Governance oejpissued by the SSB should be made a part of the Annual
Accounts to be distributed to all shareholders and IAHs.
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5 CONCLUSION

We strongly believe that the need for the above enhancement of corporate governance
practice is really crucial which would thatrengthen the performance and credibility of IFIs in the
MENA region. In this regard, banking supervisors and regulators shall take the initiative to establish
corporate governance standards for IFIs in their respective jurisdictions that benchmaristagai
international standards such as the AAOIFI, the IFSB, the OECD and the BIS. As an institution which
has strong faith that corporate governance leads to efficiency and stability, Hawkamah firmly
believes that sound corporate governance practice wouldhance the potential role of Islamic
finance in contributing towards corporate reform and global financial stability.
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