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BASEL PRINCIPLES FOR ENHANCING CORPORATE
GOVERNANCE IN THE GLOBAL BANKING SECTOR:
DO UAE BANKS COMPLY?

BANKING SECTOR CORPORATE
GOVERNANCE

Following the recent financial crisis, regulators are
increasingly looking to implement initiatives across
a range of industry sectors to enhance corporate
governance standards. One key sector that has not
been immune to these initiatives has been the bank-

ing sector.

The Basel Committee on Banking Supervision (the
Committee) recently issued an updated set of
Principles for Enhancing Corporate Governance!

(the Principles) in the banking sector. The purpose

of the Principles is to assist banking organisations?
in enhancing their corporate governance guidelines
and banking supervisors in assessing the quality of
those guidelines. The Committee has indicated that
there have been a number of corporate governance
failures and lapses, many of which came to light dur-
ing the recent financial crisis, including the following

examples:

+ insufficient Board oversight of Senior Management;
+ inadequate risk management; and
+ unduly complex or opaque Bank organisational

structures and activities.

1 The Basel Committee on Banking Supervision Principles for Enhancing Corporate Governance are available in full

on the Bank for International Settlements web site.

2 The terms ‘Bank’ and ‘banking organisation’ as used in this Commentary and the Principles generally refer to
banks, bank holding companies or other companies considered by banking supervisors to be the parent of a
banking group under applicable national law, as determined to be appropriate by the respective entity’s national

supervisor.
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Currently there are 51 banks and a number of other regional
financial institutions® operating in the United Arab Emirates
(UAE). Consistent with the Committee’s 2006 corporate gov-
ernance guidelines, the Corporate Governance Guidelines
for UAE Bank Directors issued for banks’ consideration in
June 2009 by the UAE Central Bank (the UAE Guidelines)
highlight that UAE banks should be governed in a transpar-
ent manner and that public disclosure is desirable in:

+ Board structure;

+ Senior Management structure;

+ basic organisational structure;

+ incentive structure such as remuneration policies, execu-
tive compensation, bonuses and options; and

+ transactions with affiliates and related parties.

The UAE Guidelines further set out that the Board of Directors
should ensure that compensation policies and practices
are consistent with the Bank’s corporate culture, long-term

objectives and strategy and control environment.

Although the UAE Guidelines are a step in the right direction,
the key areas where the Committee believes the greatest
focus is now necessary in the banking sector are highlighted

below.

BOARD PRACTICES

The Principles with respect to Board management highlight
that the Board has final responsibility for the Bank, including
approving and overseeing the implementation of the Bank’s
strategic objectives, risk strategy, corporate governance
and corporate values. In addition, the Board is responsible
for providing oversight of Senior Management. Accordingly,
the Board should approve and monitor the overall business
strategy of the Bank, taking into account the Bank’s long-
term financial interests, its exposure to risk and its ability to

manage risk effectively.

Moreover, according to the Committee, the Board should

approve and oversee the implementation of the Bank’s:

+ overall risk strategy, including its risk tolerance/appetite;

+ policies for risk, risk management and compliance;

+ internal control systems;

+ corporate governance framework, principles and corpo-
rate values, including a code of conduct (or comparable
document); and

+ compensation system.

In discharging the above-mentioned responsibilities, the
Board should:

+ exercise sound objective judgment and have and maintain
appropriate qualifications and competence, individually
and collectively;

+ follow good governance practices for its own work as a
Board; and

+ be supported by competent, robust and independent risk
and control functions that are subject to the Board’s provi-

sion of effective oversight.

SENIOR MANAGEMENT RESPONSIBILITIES

Under the direction of the Board, Senior Management
should ensure that the Bank’s activities are consistent with
the business strategy, risk tolerance/appetite and policies
approved by the Board. Moreover, Senior Management is

responsible for:

+ delegating duties to staff; and
+ establishing a management structure that promotes

accountability and transparency.

In this regard, Senior Management should implement appro-
priate systems for managing the risks—both financial and

non-financial—to which the Bank is exposed. This includes:

+ a comprehensive and independent risk management
function; and

« an effective system of internal controls (discussed below).

3 According to the UAE Central Bank web site, as at December 2010.
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RISK MANAGEMENT AND INTERNAL CONTROLS

The Banks are advised by the Committee to establish an
effective internal controls system and a risk management
function (including a Chief Risk Officer or equivalent for
large banks and internationally active banks) with sufficient
authority, stature, independence, resources and access to
the Board.

Risks should be acknowledged and checked regularly
on an ongoing, firm-wide and individual entity basis. The
Bank’s risk management, compliance and internal control
infrastructures should be adjusted promptly to reflect any
changes in the Bank’s risk profile (including its growth) and

the external risk landscape.
Moreover:

+ the Bank’s risk exposure and strategy should be com-
municated regularly throughout the Bank, both across
the organisation and through reporting to the Board and

Senior Management; and

+ the Bank’s Board and Senior Management should effec-
tively utilise the work conducted by internal audit func-
tions, external auditors and internal control functions, as
such work is vital to the corporate governance process in

order to achieve a number of important objectives.

COMPENSATION

The Committee suggests that in relation to compensation,
the Banks should fully implement the Financial Stability
Board (FSB) Principles for Sound Compensation Practices
(FSB Principles) and the accompanying Implementation
Standards (FSB Standards), or the applicable national pro-
visions that are consistent with FSB Principles and FSB
Standards. The UAE Guidelines indicate that compensation
policies and practices should be consistent with the Bank’s
corporate culture, long-term objectives and strategy and
control environment. Even though the FSB Principles and
FSB Standards are intended to apply to significant financial
institutions, national jurisdictions may also apply them to

smaller, less complex institutions.

The Principles further state that the Board should actively
oversee the compensation system’s design and operation
and should monitor and review the compensation system to
ensure that it operates as intended. Moreover, the compen-

sation should be:

- effectively aligned with prudent risk-taking;
+ adjusted for all types of risk;
+ symmetric with risk outcomes; and

- sensitive to time horizon of risks.

In addition, the mix of cash, equity and other forms of com-
pensation (e.g., options) should be consistent with risk align-
ment and will likely vary across employees, depending on

their position and role in the Bank.

COMPLEX OR OPAQUE CORPORATE STRUCTURES

The Committee suggests that the Board and Senior
Management should know the Bank’s operational struc-
ture and the risks that it poses (i.e., “know-your-structure”).
The Board should set policies for establishing new entities
or structures based on established criteria (e.g., regulatory,
tax, financial reporting, governance) and avoid setting up
unnecessarily complicated structures. This includes under-
standing the legal and operational risks and constraints of
the various types of intragroup exposure and transactions,
as well as their effect on the group’s funding, capital and

risk profile.
Where a Bank:

+ operates non-transparent structures or in jurisdictions not
meeting international banking standards, its Board and
Senior Management should understand and mitigate their

risks (i.e., “understand-your-structure”); and

+ operates through special-purpose or related struc-
tures or in jurisdictions that impede transparency or
do not meet international banking standards, its Board
and Senior Management should understand the pur-
pose, structure and unique risks of these operations
and should also seek to mitigate any risks identified (i.e.,

“understand-your-structure”).



DISCLOSURE AND TRANSPARENCY

The Committee suggests that governance of Banks should

be adequately transparent to their:

+ shareholders;
+ depositors;
+ other relevant stakeholders; and

+ market participants.

The Committee also suggests that the Banks should dis-
close relevant and useful information that supports the key
areas of corporate governance identified by the Committee
and that such disclosure should be proportionate to the
size, complexity, structure, economic significance and risk

profile of the Bank.

In general, Banks should follow the guidelines set forth in
the disclosure and transparency section of the relevant
Organisation for Economic Co-operation and Development
(OECD) Principles of Corporate Governance.* Accordingly,

disclosure should include, but is not limited to:

+ material information on the Bank’s objectives;

+ organisational and governance structures and policies (in
particular, the content of any corporate governance code
or policy and the process by which it is implemented);

+ major share ownership and voting rights; and

+ related party transactions.

Banks should also disclose their incentive and compensa-
tion policies following the FSB Principles and FSB Standards
related to compensation. Any disclosures should be accu-
rate, clear and presented in an understandable manner and
in such a way that shareholders, depositors, other relevant

stakeholders and market participants can consult them easily.

CONCLUSION

The Committee has stressed that the Principles discussed
in this Jones Day Commentary are intended to assist bank-
ing organisations in enhancing their corporate governance
frameworks and to assist supervisors in assessing the
quality of those Principles. They are not, however, intended
to establish a new regulatory framework layered on top of

existing national legislation, regulation or codes.

Instead, the application of corporate governance standards
in any jurisdiction is expected to be pursued in a manner
consistent with applicable national laws, regulations and
codes. Supervisors and Banks are encouraged to periodi-
cally check their frameworks and standards for consistency

with relevant Committee guidance.

Although national regulators and legislative bodies are
tasked with converting Basel-based Principles into rules
and regulations, it is clear that a framework has now been
established that could be implemented by Banks and finan-
cial institutions in the UAE wishing to operate at the highest

standards of corporate governance.
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4  Section V of the OECD Principles of Corporate Governance states: “The corporate governance framework should ensure that
timely and accurate disclosure is made on all material matters regarding the corporation, including the financial situation, perfor-
mance, ownership, and governance of the company.” The OECD Principles of Corporate Governance are available in full on the

OECD web site.
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