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. INTROBUCTION

The Americas have faced several financial cri-
ses that have led to the discussion and promotion of
regulatory and supervisory changes to the financial
system in order to preserve stability. Corporate gov-
ernance is among the topics that regulators should
consider, given that the implementation of good
practices in this area have great relevance for the
success of an institution and the financial system,
as a whole.

International organizations, such as the Basel
Committee for Banking Supervision have conduct-
ed some work in this field, developing guidelines for
the Evaluation of Corporate Governance in 1999,
2006, and 2010. In a similar manner, the Associa-
tion of Supervisors of Banks of the Americas (ASBA),
representing regional supervisors, has been aware
of this topic and has developed specialized papers

on the subject, such as Corporate Governance in
Bank Supervisory Agencies (2008) and Corporate
Governance in Banking Institutions (2009). In ad-
dition, ASBA has provided various training courses
and seminars. All this experience encompasses the
background for the development of this paper.

Considering the importance of developing a
guideline covering best practices for the regulation
and supervision of corporate governance, ASBA has
conducted this work to be applied in the region.
Initially, a regional assessment was conducted to
study the basic needs within the legal framework,
based on which the authors developed the guide-
lines presented in this paper. The paper is structured
as follows: Chapter II covers a set of preconditions
that should be met to develop an adequate Corpo-
rate Governance in financial institutions, as well
as its regulatory and supervisory process; Chapter
IIT introduces the regulatory proposal; Chapter IV
presents topics related to the Supervisory process;
Chapter V refers to implementation guidelines; fi-
nally, Chapter VI covers Corporate Governance
topics to be considered in public banks. The docu-
ment includes an annex which presents a regional
assessment and major advances in the development
of corporate governance practices.
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I REGIONAL
PRECONDITIONS
FOR A BETTER
IMPLEMENTATION

OF CORPORATE
GOUERNANCE
FRAMEWORIKS

This chapter will cover the minimum require-
ments or preconditions necessary for an adequate
Corporate Governance in financial institutions, as
well as its regulation and supervision. Among these
preconditions, we can find aspects linked to the politi-
cal and institutional system, as well as the rules guid-
ing the functioning of societies, which are part of the
general framework of rules and circumstances under
which financial institutions operate. These are not
part of this work as they are related to the operation
of societies. Thus, the paper focuses only on minimum
aspects that should be present in the legal framework
for an adequate functioning of societies and a proper
empowerment of banking supervisors.

I1.1. Legal Framework

An adequate legal framework for Corporate
Governance in financial institutions should, as a
minimum, include: the main responsibilities, rights,
and obligations of shareholders and directors. Le-
gal frameworks are costly and difficult to modify,
therefore it should include aspects that are expected
to have some permanence over time. At the same
time, the legal framework should avoid includ-
ing administrative regulation that would require
modifications in the short-term. Given their own
nature, laws have a higher hierarchy than regula-

tions; therefore, several countries use laws to pro-

vide greater legal certainty to investors, as well as

other parties affected.

The following paragraphs present the mini-
mum legal framework for the proper functioning
of Corporate Governance in financial institutions.
This minimum framework may be extended to in-
clude topics covered in the regulation chapter, de-
pending on each country’s tradition to include these
aspects in laws or regulations issued by the regu-
lator. On this basis, this chapter will address two
basic aspects, considered as prerequisites for devel-
oping an adequate regulation and supervision of
Corporate Governance:

1)  Legal aspects essential for the functioning of
commercial entities in general, and banking
institutions in particular. Usually these as-
pects are found in commercial and corporate
law, banking and financial law, or similar.

2) The powers and abilities supervisory agencies
must have.

1) Legal Aspects for

the Functioning of Societies

These types of laws regulate several aspects
of the life of societies. The following include topics
considered to be the most significant from a Cor-
porate Governance point of view in financial insti-
tutions. These include: the various legal forms that
intermediaries may adopt, the obligation to know
the owners, the rights and responsibilities of owners
and Directors, and the functioning of the Assembly
and the Board.

a. Regarding the Owners:

®  The legal forms which financial institutions
may adopt must be defined. In general, most
are charted as corporations based on shares,
among these one can find: cooperatives,
foreign bank branches, and State-owned
banks.

e In case of share concentration, when a share-
holder owns more than 3% or 5% of a bank,
supervisors should have the power to identify
the utimate owner, beyond any mechanisms
used by shareholders to conceal their identity,
including intermediary societies.
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e  Laws should define owner’s main rights,
among others:
~ Participation and voting in Assemblies.
~ Profit sharing.
~ Management oversight of the company.
~ DPreference in acquiring shares when new
shares are issued.

~ Exercise the right to withdrawal in cases
provided by law.

~ Call for an Assembly, if the minimum
votes required are expected to be met.

~ Propose Directors.

~ Receive information about: the condition
of the entity, proposals raised in the As-
sembly, acting payroll of Directors and
list of proposed Directors, financial state-
ments, reports and minutes, proposals to
modify statutes, external auditors’ report,
and list of shareholders.
e If a conflict of interest exists, it must be ex-
plained and the involved parties should ab-
stain from voting.
e The Assembly is the body where owners ex-
press their opinions. Its main powers should
be:
~ Appoint and remove Directors, and set
their remuneration.

~ Approve financial statements.

~  Modify the social contract.

~ Increase and decrease capital in the en-
tity.

~ Issue and redemption of shares.

~ Provide an opinion and/or exercise the
right to vote in case of a dissolution, merg-
er or acquisition.

~ Participate in the dividend distribution
policy.

~ Authorize shares not covered in the social
contract.

b. Regarding the Directors
and the Board.

e  The Board is, by excellence, the govern-
ing body for corporate control. The Board
represents the interests of the owners and
controls Management. Its main functions
and the conditions that its member should

meet have to be clearly detailed. Next chap-

ter which covers regulation further develops

these topics.

¢  The main conditions to be a Director are

related to their moral character and the fulfill-

ment of their duties of loyalty, care, and due

diligence.

~ Directors should not have been disqualified
by a body with sufficient powers. Directors
must also exercise the duty of loyalty to
owners, by avoiding any conflict of inter-
est.

~ Directors must understand and perform
all the necessary analysis that would allow
them to make decisions in good faith, and
in the honest belief that such actions ben-
efit the interests of the entity.

~ Directors must provide sufficient guaran-
tee.

~ Directors are required to guide the busi-
ness, actively participating and controlling
management.

~ Directors must have the power to appoint
managers, evaluate, and replace them.

~ Directors must comply with laws, regula-
tions, and statutes.

~ Directors should participate in defining the
schedule of meeting, and voting scheme of
the Board.

2) Supervisory Powers and Capabilities

As for the supervisor, it is essential that the law
exert regulatory and supervisory powers with re-
gard to Corporate Governance in the entities under
its control. Thus, during the authorization process
the supervisor would evaluate whether: sharehold-
ers are adequate, or if the design of the entity’s Cor-
porate Governance, its members, as well as its in-
ternal control system and risk management controls
are in accordance to the entity’s business plans. At
this point, it is important to clarify that supervisors
should have sufficient powers to authorize or revoke
members of the Board and senior staff for reasons
of legality, opportunity and convenience through-
out the life cycle of the supervised entity, and to
require necessary modifications in the Governance
structure of the entity.
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The supervisory authority must adopt a risk-
based supervisory process. The regulation and su-
pervision of the Corporate Governance should be
performed under this framework, since it is essen-
tial that it is carried out in accordance to the nature,
size, complexity and risk profile of the entity. With
this in mind, it is easier to develop a Corporate Gov-
ernance structure based on its functions and the
risks it would face.

This implies an important challenge for the su-
pervisor, who would have to move from verifying
compliance to a risk-based supervision, in which the
supervisor would have to issue opinions on the busi-
ness plan, level of risk, the quality of the risk man-
agement system, internal controls, and Corporate
Governance of the entity. To achieve this, signifi-
cant efforts would be necessary in training supervi-
sors in these disciplines. This training and gradual
pilot plans are basic at the time of implementing su-
pervisory models of this nature.
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Il. PROPOSAL FOR
THE REGULATION

OF CORPORATE
GOUERNANCE

This section discusses the regulatory proposal
for Corporate Governance in financial intermediar-
ies. This proposal covers both large and systemi-
cally important institutions, as well as smaller in-
stitutions. As the regulatory recommendations will
cover various types of institutions, it is worth not-
ing that rules must be adapted according to the size,
nature, complexity and risk profile of each institu-
tion. Hence, the proposal will define the principle
to be met, but will refrain from establishing how to
comply with it. The latter is related to the specific
nature of each supervised entity, according to the
factors identified above.

In addition, please note that this paper does
not take into account Corporate Governance
practices in financial conglomerates, which may
differ from that of other conglomerate units. To
address Corporate Governance in financial con-
glomerates, ASBA has published in December
2010 a document entitled “Best Practices Guide
and Recommendations for the Regulation and
Supervision of Financial Conglomerates,” which
includes a specific chapter on Corporate Gover-
nance.

This document has been drafted considering
the regional assessment, best practices developed by
international organizations, and regulatory frame-
works of countries in the region. To continue the
analysis, it is important to define what corporate
governance is in terms of this paper:

Corporate Governance refers to the way in which
institutions are organized to direct and control their
management. It is comprised by the leadership struc-
tures of the institution (the Board or equivalent hier-
archical authority, and its Committees), management
(Senior Management), and those regarding control
(Internal and External Audit, among others); as well as
any practices adopted to manage, oversee and con-
trol daily business activities, within the framework of
the applicable laws and regulations. These practices
should allow the entity to establish its objectives, de-
termine the necessary means to reach them, and mon-
itor their compliance. In all cases, performance should
be in accordance with the best interests of the institu-
tion, its shareholders, depositors and creditors, and
respecting consumer rights and those of other groups
of interest. Corporate governance will also require the
entity’s officers to adhere by these practices.

The following cover the main components of
the regulatory framework for Corporate Gover-
nance in financial intermediaries:

II1.1. Corporate Governance in the authorization
process

I11.2. Ownership Structure and Decision-Making
Bodies

I11.3. Board of Directors

II1.4. Chairman of the Board

I11.5. Board Committees

I11.6. Control Functions: Internal and External
Auditors

I11.7. Senior Management: Risk Management and
the Compliance function

III.8. Compensation Systems

I11.9. Information Disclosure

III.1. Corporate Governance in

the Authorization Process

During the authorization process, supervisors
should evaluate the financial institution’s Corporate
Governance as one of the main elements. At this
point, it should be emphasized that the Supervisor
should have the power to require any information
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related to the institution’s governance to allow him/

her for an optimal assessment. The Supervisor may

deny the authorization, if he considers the Corpo-
rate Governance design to be inappropriate or to
obstruct an adequate supervisory oversight. Simi-
larly, supervisors should also have the power to veto
modifications in the entity’s senior staff (i.e. Direc-
tors, Chief Officers, Risk Managers and Auditor)
and have the power to require changes in the orga-
nizational structure when deemed appropriate.

According to the above, regulation regarding
the authorization process shall include the follow-
ing, as a minimum:

1. As part of the authorization requirements, the
institution requesting a license must submit
all information available on its Corporate
Governance structure. This information shall
include at least the following: ownership
structure, organizational structure, policies to
mitigate potential conflicts of interest, struc-
ture of risks, internal control mechanisms,
regulatory compliance, the strategic and busi-
ness plans, as well as the skills, experience
and integrity of the Directors and senior man-
agement. The supervisory authority will have
the power to request any other information it
deems pertinent.

2.  Among the powers of the Supervisor, supervi-
sor must have the power to deny an authoriza-
tion for failure to have an adequate Corporate
Governance design.

3. Supervisors should be able to grant a “no ob-
jection” to the institution’s senior management
at all times, as well as any modifications along
the way. This authorization must cover at least,
the Board, the Chief Executive Officer, the
Internal Auditor, and the Risk Manager. In ad-
dition, the supervisor should have the power to
require changes in the organizational structure
and the removal of senior staff.

II1.2. Ownership Structure

and Decision-Making Bodies

The supervisor should have the ability to know
and authorize the ownership structure of a financial
entity. To accomplish this, it is fundamental that the
supervisor understands the ownership structure to

have an accurate perception of the internal distribu-
tion of the institution. The ideal level of transpar-
ency is one in which the supervisor is able to un-
derstand the ownership structure of the institution’s
shares and can identify each shareholder or ultimate
beneficiary, whether they are a natural or legal per-
son. In addition, every effort should be made for the
legal framework to allow the supervisor to identify
any shareholder with a 5% ownership or higher, or
any other percentage defined as relevant.

In the case of branches of foreign financial en-
tities, it is necessary for supervisors to have full au-
thority to determine the real beneficiary under over-
sight by the home supervisory authority. The host
authority should also ensure an equivalent and re-
ciprocal supervisory process to that applied to enti-
ties in their own country. Therefore, every structure
should identify its owners, at least those holding a
significant percentage of shares. In addition, the su-
pervisor should authorize any changes in sharehold-
ing greater than a previously established minimum
percentage (e.g., a change in ownership structure of
more than 5% of capital).

The supervisor must ensure that shareholders
can exercise their rights, both economic and politi-
cal, as well as search for mechanisms to encourage a
greater participation in the decisions of the entity.

Regarding this point, the norms should estab-
lish that:

1. Financial intermediation entities should be
organized as corporations or other legal form,
recognized and authorized by the supervisor,
which allow for a permanent identification of
the entity’s shareholders. In case of related or
connected shareholders or owners, supervi-
sors should have knowledge of the owners’
relationship and identify the shareholder who
exercises effective control of the group.

2. Any transfer or increase of shares, by an
amount greater than 5% of capital or any
other minimum percentage previously estab-
lished by regulation, should require superviso-
ry approval. For this purpose, the supervisor
would require information on the shareholder,
regarding his background, integrity and sol-
vency. In case the new owner is a foreign fi-
nancial institution, the supervisor may collect
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data, such as the authorization of the home
supervisor, the information sharing agreement
between supervisors, and the risk rating. The
supervisor’s approval decision on the issuance
or transfer of shares should be based on legal
grounds, opportunity, and convenience.

3. The principle of equality should be imple-
mented, in other words, to equal ownership
should correspond equal rights. There may
be shares with no voting rights (i.e. preferred
shares), but these should represent a minority
participation (for example, no more than 50%
of ordinary shares).

4.  Participation and information. The effective
exercise of shareholders’ rights should be
secured by notifying shareholders, with due
anticipation about future Assembly meetings
and provide them with clear, timely and com-
plete information to make informed decisions.
To achieve this, it is necessary to clearly define
the communication channels through which
shareholders access the information they need
to make decisions. In cases where the share-
holder structure justifies it, there should be an
investors’ relations office.

I11.3. Board of Directors'

The Board is the maximum responsible body
for the organization and its members are elected by
the owners. It is the ultimate responsible body for
approving Corporate Governance policies, corpo-
rate values, strategies and business plans, the level
of risk the entity is willing to assume, as well as ap-
point, monitor, evaluate, and replace Senior Man-
agement.

Board members should have the necessary
knowledge and skills to clearly understand their re-
sponsibilities and duties within the entity’s corpo-
rate governance, and act with the loyalty and due
diligence of a prudent businessperson in the affairs
of the financial entity. From the above, the regula-
tory principles for the Board are:

1. The Board must maintain an appropriate
structure, in number and composition of its

1 The terms Board of Directors and Board will be used interchangeably.

2

members, which would allow for an inde-
pendent view of Management and any other
external interest. It is a good practice for the
Board to be comprised of five members, as a
minimum; however, larger and more complex
institutions are expected to have a Board with
as many as 15 members.

To maintain independence, it is necessary that
no Director exerts a significant influence on
the functioning of the Board. In addition, nei-
ther the body nor its non-executive members
should be involved in the daily management
of the entity. However, they may participate
in operational decisions that are considered
highly important or strategic, having knowl-
edge of the entity’s main operations. The
Board should be comprised of an adequate
number of non-executive and independent
directors?. It is considered good practice to en-
sure a proper balance between non-executive,
independent and executive directors, so that
independent and non-executive directors are a
majority in the Board.

Directors must commit the time and dedica-
tion necessary to properly exercise their du-
ties, attending Board meetings and Commit-
tees properly prepared to discuss the issues at
hand.

There should be an operations manual for

the Board, setting the frequency of meetings,
the designation process and nomination of
Directors, their removal process, the election
process for the Chairman of the Board, the
voting procedures, the information disclosure
practices to Board members, the account-
ability mechanisms for the Committees, and
how decisions are made, among other relevant
aspects.

Board members must be competent for office,
they must clearly understand their mission
and duties within the entity’s corporate gover-

Non-executive directors are those who do not exercise managerial functions
in the entity. Independent Directors are those who in the past years have not
been part of the entity, have not had relevant commercial, professional or

family relationships or with it, or with the management or economic group to

which it belongs.
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nance, and be able to exercise good judgment
in issues pertaining to the financial entity. To
achieve this, the Board should fully under-
stand the banking/financial business and have
the expertise to manage it. Board members
must be selected based on their professional
prestige, background, experience and knowl-
edge, seeking for an appropriate balance be-
tween the characteristics of the Directors, in
accordance with the business, complexity and
risk level of the entity.

The Board must promote training and devel-
opment of its members on topics, such as cor-
porate governance, comprehensive risk man-
agement, internal control, finance, regulation,
and new products, among others. This train-
ing will allow members to have an adequate
knowledge of the bank’s business, the risks
the entity is exposed to, as well as its eco-
nomic capital and strategy. Training should
be mainly directed at non-executive and inde-
pendent members. Therefore, there must be
an annual continuous education program for
Board members. It is expected for the Board
as a whole to understand its role in the Cor-
porate Governance of the institution.

The Board must perform a periodic self-
evaluation, both as whole and of each of its
members.

The Board must approve the entity’s strategic
objectives. In other words, it must approve a
strategic framework that defines the lines of
business, the expected returns, and the risk
assumed. This must be communicated to the
entity by the Board, ensuring the effective
dissemination of these objectives. To achieve
this, it is necessary to establish a business
plan and evaluate the financial results, requir-
ing explanations when deviations occur. The
Board should also review the entity’s strategic
objectives, risk profile, and business plans

on an annual basis. Should any changes be
required, these must be carried out with the
required periodicity and in accordance to the
environment in which the entity operates.
The Board should adopt a risk strategy and
related policies that would allow for the iden-

10.

11.

12.

13.

tification and analysis of the entity’s objec-
tives, both individually and on a consolidated
basis. To achieve this, it must promote a cul-
ture of risk, understanding each of the risks
to which the entity is exposed to, and defining
the level of risk exposure. The Board should
approve the entity’s risk strategy, which must
include the types of risk and tolerance levels
to be assumed. This strategy must be consis-
tent with the business plan. It must also en-
sure that management takes steps to establish
a comprehensive risk management system,
which has the necessary resources to manage
the risks to which the entity is exposed to,
and that written procedures are in place and
implemented at all times.

The Board must implement a process to en-
sure that the level and quality of capital is suf-
ficient to cover the risk profile of the institu-
tion. It must define policies and procedures to
manage capital in all units of the group, and
review the level of allocated capital at least on
an annual basis.

The Board should select, evaluate and, if nec-
essary, replace senior management. For this, it
must have established procedures to regularly
evaluate management, ensure that they meet
the criteria of ability, experience, reputation
and integrity. The Board should also define in
writing the roles and responsibilities of man-
agement and a succession plan.

The Board should promote a culture of con-
trol in the entity, making sure that Manage-
ment implements policies and procedures for
all staff of the institution to understand their
role in internal control and risk management.
To achieve this, it must approve an organi-
zational structure that takes into account a
clear separation between the commercial and
control functions, ensuring the existence of
crosschecking mechanisms.

The Board must ensure that a Management
Information System is in place, which is com-
prehensive, reliable, timely, and that allows
for appropriate decision-making.

The Board must promote a corporate culture
that demands and provides appropriate incen-
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14.

15.

16.

tives for an ethical conduct, avoiding potential
conflicts of interest and managing them if
necessary. The Code of Ethics should include
the entity’s corporate values and minimum
standards of conduct. This Code should also
include, as a minimum, the obligations to:
comply with laws and regulation; implement
the strategy and policies; avoid conflicts of
interest, if present; define the process for man-
aging conflicts of interest; facilitate communi-
cation channels for employees to report fraud,
irregularities, and illicit acts; and to establish a
fair treatment for employees and customers.
Directors and Managers must incorporate

this Code of Ethics into their decision-making
to avoid potential conflicts of interest; both
should constitute an example of conduct. It is
considered good practice to ensure that there
are policies and procedures for managing opera-
tions carried out between the entity and senior
staff or related parties. In addition, Directors
and Managers, when assuming their positions,
should make a sworn statement which includes
all companies or institutions to which they have
been linked to in the past two years.

The Board must provide regular financial,
operational, and management information for
market participants to evaluate the entity. The
scope and content of the information provided
to the market and its level of disaggregation
should be consistent with the size, complexity,
risk level, and nature of the institution’s op-
erations.

The Board shall approve a Corporate Gov-
ernance Code, which includes the organiza-
tional structure, the units that comprise the
entity, the decision-making mechanisms, the
accountability processes for Management and
the Board, the profiles and selection proce-
dures for Management and Board members,
and the staff performance evaluation systems.
This Code must be periodically disseminated
and reviewed.

The Board should promote the work of both,
the Internal and External Audit functions by ac-
knowledging their importance, and periodically
following-up on the observations they make.

II1.4. Chairman of the Board
The performance of the Chairman of the Board

is essential for the proper functioning of an entity’s
Corporate Governance, combining financial exper-
tise with leadership skills. Given the Chairman is
primarily responsible for the proper functioning of
the Board, he should be trained and introduced into
the bank’s activities, and spend most of his time
performing his duties. As the ultimate responsible
party, it is his obligation to encourage all members
to participate in decision-making, especially the
non-executive and independent members, and that
all members receive timely information to act as an
effective counterweight to management. As a result,
the regulatory principles include the following:

1.  The Chairman of the Board must show integrity
in his conduct and have sufficient knowledge,
experience and background to hold office in the
institution. He must know the business in its
entirety, and must devote much of his time to
his duties. In all cases, the Chairman must be a
non-executive member of the Board.

2. He must run the Board in accordance with ap-
proved procedures, respecting and enforcing
Corporate Governance policies. It is essential
for him to promote the participation of all
members, especially that of non-executive and
independent directors, providing the informa-
tion in a timely and relevant manner.

I11.5. Board Committees

The Board may decide to organize their work
by establishing various Committees. These Com-
mittees perform functions delegated by the Board,
and should be distinguished from those organized
for the daily management of the entity (which are
established as part of Management). These commit-
tees can increase the participation of independent
directors in the entity’s decision-making.

Therefore, it is necessary to include rules on
the minimum practices of these bodies.

1. Audit Committee. This Committee should be
mainly composed of independent and non-
executive Directors, competent in the areas
of auditing, accounting and finance, as well
as extensive knowledge of the business. It
must be chaired by an independent member
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of the Board. Its main functions are: to ensure
the proper functioning of the entity’s Com-
prehensive Risk Management and internal
control systems, proposing measures deemed
necessary for their improvement; report to

the Board on limitations in the reliability of
accounting and financial processes, including
the management information system; approve
the annual Internal Audit plan; propose the
appointment of the external auditor, review-
ing his work; and follow up on the recommen-
dations made by the Internal and External
Auditors, as well as the Supervisor.

Risk Committee. This Committee should

be composed mainly of non-executive and
independent Board members. It should be
conducted with a holistic, comprehensive vi-
sion of the risks to which the entity is exposed
to. It should be chaired by an independent
director and include other independent direc-
tors. Its main functions are to: propose the
adoption of policies and recommendations on
the structure of the comprehensive risk man-
agement system, and any necessary changes;
define the tolerance level and exposure level to
risk the entity is willing to take; periodically
assess the risk level and take actions to cor-
rect course in case of deviations to levels set in
policies; regularly evaluate the entity’s capital
in relation to the entity’s risk level; define the
scenarios and time horizon under which ap-
proved limits could be breached or exceptions
to policies made, as well as possible courses of
action or mechanisms by which a given situa-
tion is regularized. The definition of scenarios
must consider both, events originating in ac-
tions of the entity, and surrounding circum-
stances. Report to the Board of Directors or
equivalent authority the results of their assess-
ments of risk exposures of the entity.
Nominations and Compensation Committee.
It should be comprised solely by independent
and non-executive directors. Its functions
include: reviewing the performance of senior
management; proposing a wages and salaries
policy for management that is aligned to the
business horizon and risk level of the entity;

proposing the appointment of senior manage-
ment and their removal for failure to meet the
standards set by the institution; and, propos-
ing objective criteria by which the institution
hires its top executives, among others.
Corporate Governance Committee. This com-
mittee is integrated entirely by Directors. Its
main functions are: proposing the Board the
adoption and approval of a Corporate Gover-
nance Code, which covers the organizational
structure, all the entity’s units, the decision-
making methodology; the accountability
processes for Management and the Board; the
profiles and procedures to elect Board mem-
bers and Management, as well as the perfor-
mance evaluation systems; reviewing, through
the compliance function, the application of
the Code approved by the Board; and, review-
ing the dissemination of information by the
company ensuring that stakeholders have ac-
cess to sufficient information on the entity.
Functioning of the Committees. Committees
must have regular meetings and be accountable
to the Board. These bodies must develop rules
of operation approved by the Board, such rules
should establish criteria to avoid conflicts of
interest, incompatibility in performing specific
functions, frequency of meetings, voting mech-
anisms, procedures for distributing informa-
tion to members, accountability procedures to
the Board and description of the decision-mak-
ing process, including minutes and any other
necessary mechanisms to verify their integrity.
If necessary, Directors may engage expert re-
sources to complement the vision and work of
the various committees. The Chairmen of the
Committees will be appointed by the Board
and must rotate, as well as all their members.
In small institutions, the functions of the Risk
Committee, Nominations and Compensation
Committee, and the Corporate Governance
Committee may be assumed by the Board of
Directors. The members of the support com-
mittees must have the necessary knowledge or
experience according to the applicable rules
and requirements approved by the Board or
equivalent body.
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I11.6. Control Functions:
Internal and External Auditors
Control functions are a very useful tool for the

Board, since they report on the adequate function-

ing of the entity. In addition, this fact explains the

need for independence in the audit functions. Audits
should meet the following standards:

1. The Internal Auditor should evaluate and
monitor the comprehensive risk manage-
ment and internal control systems, as well
as report to the Board and Audit Committee
on the weaknesses found. It should also re-
view and validate the Management Informa-
tion Systems and departures from laws and
regulations in place. To achieve this, inter-
nal auditors must develop an Auditing hand-
book on policies and procedures, which will
be submitted for consideration by the Audit
Committee. On the other hand, internal
auditors must implement processes that en-
able it to reach firm conclusions, supporting
these with documented evidence. Internal
auditors must also implement the approved
plan and report to the Audit Committee and
the Board on the existence of significant
deviations and their impact on achieving the
entity’s objectives. They should also submit
performance reports with their findings
and recommendations to the Committee
for their information and action. In addi-
tion, auditors would maintain an inventory
of identified weaknesses, the initial date of
findings, and correction actions. The Board
should define the remuneration of the Inter-
nal Auditor.

2. External Audit must provide an opinion on
the entity’s financial statements and other
areas the Supervisor may request, providing
an independent vision of the institution and
its related parties. To accomplish this, they
must designate an adequate auditing team,
both in quantity and quality, as well as an ap-
propriate auditing plan, and report findings to
the Board and Supervisor, paying particular
attention to significant findings or results out-
side the expected range.

II1.7. Senior Management:

Risk Management and

the Compliance Function.

Management comprises the executive staff,
responsible for the daily operations of the institu-
tion, included the Chief Executive Officer. Senior
Management are expected to have the necessary
knowledge, background, and experience to man-
age their area of responsibility, manage the busi-
ness, and control the entity’s personnel, in accor-
dance to the guidelines established by the Board.
To achieve this, they must meet with the following
standards:

1. Management, as a team and individually,
must possess the knowledge, background and
skills to manage and monitor the business
under their responsibility. They must work as
a team, respecting the entity’s structure, its hi-
erarchy and authority. In addition, they must
have control over subordinate staff and those
working in key areas. Management duties
must be in accordance with policies approved
by the Board and the Corporate Governance
Code.

2. Management must establish and follow a
continuous and adequate process for strate-
gically managing the entity in accordance to
the guidelines established by the Board, and
reporting back to them on the results. To
achieve this, management must implement
the business plan, periodically review it,
and provide timely information to the Board
on the evaluation of the plan, any devia-
tions, and explanations thereof. In addition,
management must ensure that the entity and
its resources are adequate to implement the
plan.

3.  Management should implement a comprehen-
sive risk management system that: includes the
strategy and risk profile defined by the Board,
covers all of the entity’s staff, and is proactive.
The system should have an integrated view of
risks, appointing a responsible party for each
material risk, developing and implementing
processes to identify, measure, monitor and
control all risks, including those that can be
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occur in the future, as well as ensuring the
system has adequate resources in quantity and
quality, and that an independent review pro-
cess is in place.
Management should promote a culture of
oversight throughout the entity. For this, man-
agement should design a system that explains
each employee what their role is in the system,
how they are expected to act, and the neces-
sary measures to address the problems identi-
fied by auditors.
Management should implement policies ap-
proved by the Board to avoid or manage
potential conflicts of interest, and establish
control processes to ensure compliance. For
this, management must ensure an adequate
implementation of procedures for handling
transactions with the entity’s officers and re-
lated parties.
Management must define and implement an
information system that is reliable, timely,
easily accessible, and presented in a consistent
manner. The system must meet the following
characteristics:
Opportunity - The system must provide
updated information in a timely manner to
the appropriate users, to facilitate decision-
making.
Accuracy — The system of controls over in-
formation processing must be effective.
Consistency - The information must be
processed and compiled consistently and
uniformly. Any changes must be properly
documented and clearly communicated to
all information users.
Integrity — All decision makers must have
complete and pertinent information in syn-
thesized form.
Relevance — Information in excessive detail
which may create information overload
should be avoided. Information relevance
is directly related to the needs of Manage-
ment and the Board for conducting their
work.
Management should implement the recom-
mendations made by the Supervisor, and the
Internal and External Auditors; document-

ing the improvements made will allow the
Board and the Audit Committee to be in-
formed.

There should be an area in charge of risk at
the highest level of the entity and with suf-
ficient authority, resources, independence and
access to the Board or the specific committee
in charge of analyzing all risks to which the
entity is exposed to; considering risks indi-
vidually and globally, as well as quantitative
and qualitative, stress testing and scenario
analysis. It must be a separate area and have
no other associated functions. If it depends on
the Chief Executive Officer, it must have di-
rect reporting access to the Board or the Risk
Committee. The meetings between the Board
and the Risk Manager must be documented.
Non-executive directors should have access
to the Risk Manager periodically, without
the presence of Executive Directors. If the
Risk Manager is removed, the decision must
be taken by the Board, and disclosed and
explained to the Supervisor. The entity’s risk
methodology should apply to new products.
An effective risk management strategy also re-
quires robust communication throughout the
entity, especially between management and
the Board, including the Risk Committee.
There must be a compliance function at the
highest level, which reports to the Board or
the appropriate committee thereof. Its main
responsibilities are: to advise the Board on the
effective compliance of the law, rules, regula-
tions and corporate governance policies as
defined in the entity’s Code; to design proce-
dures and controls to ensure that the entity
complies with the regulatory framework and
the decisions made; to inform the Board on
potential deviations; to define communication
policies and training to ensure staff under-
stands and applies the legal and regulatory
framework applicable to the entity, as well as
the policies defined by the Board. This area
should not only minimize risks arising from
non-compliance, but also encourage sound
decisions consistent with the obligations and
ethical conduct of the entity.
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I11.8. Compensation Systems

Compensation systems seek to align the incen-
tives of senior staff to the entity’s goals. Recently,
several organizations have developed new regula-
tory principles for compensation systems to avoid
excessive risk-taking due to economic incentives not
properly designed.

In this section, we propose the following stan-
dards:

1. The Board must be proactive in designing
the compensation system and its implementa-
tion. Management should not be in charge of
it, only independent non-executive members
should participate through the Nominating
and Compensation Committee. The compen-
sation of Directors must be approved by the
shareholders’ meeting.

2. The Board should monitor and review
whether the compensation system operates as
intended, for which controls have been imple-
mented and are tested periodically. In addi-
tion, practices should be carefully evaluated
to include results that will be reflected in the
future. This analysis should include positive
and negative cycles of the economy. For this
purpose, the Nominating and Compensation
Committee shall work along with the Risk
Committee.

3. Areas such as Risk Management and Internal
Audit should be compensated in a manner
that is independent of business results, mainly
considering the roles they perform. If their
compensation depends on business results,
this percentage should be minor. Remunera-
tion should be aligned to established risk poli-
cies, and its evaluation must depend on the
risk horizon of the entity.

4.  Compensation must be adjusted for all types of
risk. Quantitative measures and value judgments
must play a role in the risk adjustment mecha-
nisms, including those difficult to measure.

5. Compensation results should be symmetric
with risk outcomes. There must be a direct
relationship between compensation and the
entity’s long-term performance, as well as
staff contribution to such performance.

6. Compensation schemes should be sensitive to
entity’s risk horizon. Therefore, it should dif-
fer according to the types of risk the institu-
tion faces (at least 40% of the compensation
should be deferred). The deferral must be
greater for senior management and should not
be less than three years.

7. Compensation policies, as well as the com-
position and mandate of the Compensation
Committee must be communicated on an an-
nual basis.

II1.9. Information Disclosure

To achieve a proper Corporate Governance
framework, it is important for the entity to disclose
information to stakeholders, whether they are cus-
tomers, shareholders, suppliers or the market in
general. Information disclosure must include key
aspects of the entity, including its financial state-
ments, corporate governance design and risk policy.
The entity should not provide information that is
considered confidential, such as its business strat-
egy. In some instances, the entity should consider
providing information on the performance of its
senior staff, who acting on privileged information,
may pose a conflict of interest with the fiduciary
duty to the bank.

Financial intermediation institutions should
regularly disseminate information on key aspects of
the institution to provide the market with data on
the condition of the entity. Information disclosure
will depend on the frequency with which informa-
tion is published.

On a quarterly basis:

e  Financial statements.

e Compliance with key prudential regulations
(in general, compliance with capital ratios,
liquidity and technical measures).

On an annual basis:
¢ Audited Financial Statements.

e  Corporate Governance Report, which cov-
ers the following, as a minimum: About the
Board (its structure according to the statute,
size, members, selection process, qualifica-
tions, independence criterion, particular
interests in transactions or matters affecting
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the financial entity); on Senior Management
(responsibilities, reporting lines, qualifica-
tions and experience): and on the Commit-
tees (mission, objectives, responsibilities and
members). Further information should be pro-
vided on the basic ownership structure (major
shareholders, their participation in the entity’s
capital and voting rights, as well as their rep-
resentation in the Board and Senior Manage-
ment), and the organizational structure (gen-
eral organization, business lines, subsidiaries,
branches, committees).

Risk Report, including: the structure of the
risk function, the Risk Committee members,
their profiles, the selection process, the mem-
bers’ particular interests, and the way the

Committee carries out its duties, the entity’s
position in each risk, the mitigation mecha-
nisms, policies and procedures.

Compensation System Report, covering infor-
mation on: the mechanism used to make com-
pensation decisions, as well as the composition
and mandate of the Nominating and Compen-
sation Committee. The report should also in-
clude the most important features of the system
(including any risk adjustment), the relationship
with business results, the deferral, and the mix
between cash and equity. In addition, the report
should cover aggregate quantitative information
on employees which own a significant amount
of shares that could have a material impact on
the risk exposure of the entity.
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As described previously, Corporate Gover-
nance oversight requires a significant amount of
expert judgment by the Supervisor, and a high de-
gree of training for the team that will perform this
activity.

Considering the above, this Supervisory Guide
will cover the topics that are considered most im-
portant for the supervisor. It will not be a review of
the chapters and principles on regulation, nor will it
review the proposed rules, as many are general state-
ments that do not involve a process of independent
monitoring. This Guide will not include the super-
visory process for authorizing entities and approv-
ing senior staff, for which independent guides have
been developed by ASBA3. The Guide is not a manual
properly speaking, as each country has its own super-
visory criteria and mechanisms; therefore, the guide
will only provide supervisory guidelines. Finally, it is
worth noting that the guide will not review the rules
one by one, but different methodologies will be de-
fined for each chapter, which will allow supervisor to
draw conclusions to assess regulatory compliance.

IV.1. Ownership Structure
Ownership structure should be assessed to

determine whether said structure is conducive to a

sound development of the entity.

For this, the supervisor shall determine:

e What amount and type of information is
given to the entity owners for decision-making
purposes. It is essential to provide them with
the information they need, in a timely man-
ner, to allow their decision-making bodies to
conduct a proper analysis.

3 ASBA, “Corporate Governance in Banking Institutions,” 2009.

The owners and their participation in the
ownership structure. If owners are suffi-
ciently diversified (for example, an adequate
distribution of shares in the ownership of
various entities) and no single owner exer-
cises an effective control of the entity, it is
said that owners are neutral with respect to
the operation of the entity (do not favor, nor
harm it). Under this scenario, the controls
put in place by the institution to control
management should be assessed, paying
close attention to the ability and indepen-
dence of the Board to control Management.
Another scenario would be to have a share-
concentration model which is present in
many countries in the region. The analysis
presented below is based on a scenario of
ownership concentration.

If there is more than one owner, consider the
relationship among them, in particular, with
those responsible for the oversight and man-
agement of the institution.

If there is a written document between share-
holders describing the roles and responsibili-
ties of each member, analyze it.

The supervisor should understand each share-
holder’s main motivation for investing in the
entity, and assess whether such reasons are
consistent with the corporate strategy. It is
also indicative if the entity refers to its share-
holders in advertising.

In case the institution is based in another
country, supervisors must analyze the rat-
ing given to the entity by a leading rating
agency.

If the owner is a financial institution or
similar, the main reason for the investment
should be considered and the supervisor
should assess if the reasons are consistent
with the corporate strategy. It is also impor-
tant to understand whether the local institu-
tion uses the same name as the foreign owner
or whether it refers to its parent in institu-
tional advertising.

Evaluate the commitment of the owner from
a technical and equity viewpoint. For this, the
supervisor must determine whether:
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~ The owner has direct involvement in key
decisions in the institution, for example,
hiring key personnel, budged and business
plans approval, etc.

~ The owner is involved in the local operation,
and has sufficient knowledge to do so.

~ The reporting structure has a matrix form
(direct reports to various bodies of the par-
ent entity).

~ The owner has clear objectives and they are
consistent with those set by the entity.

~ It has country-based staff involved in man-
aging the entity. For this, it is important to
consider know-how contribution in terms
of technology, business and risk manage-
ment, as well as capital contributions or
liquidity in recent years, in case these were
needed in the institution.

Assess the owner’s economic and financial

situation, as well as his assets, including his

ability to support the operations of the local

entity.

Determine the quality of the owner. The

analysis should aim to conclude whether the

owner will be able to back up the entity, is

irrelevant, or will represent an obstacle in

resolving any identified weaknesses. For this,

the supervisor should consider:

~ The relationship background with the
supervisor, analyze whether the parent
company has been responsible for the op-
eration of the local entity or if it tends to
leave the problems in the hands of the su-
pervisor. According to the data collected,
determine whether the shareholder has the
ability and willingness to take on the po-
tential or identified weaknesses.

~ For this, supervisors must collect existing
information on shareholders, their meet-
ings, and the information provided to
them. In case the owner is a financial insti-
tution, the supervisor should gather finan-
cial information, the opinion of the home
supervisor and rating agencies. In addition,
supervisors should discuss the possibility
of meeting with the owner or top execu-
tives of the parent entity.

IV.2. Board of Directors

The term Board of Directors or Board are used
as synonyms.

The proper functioning of the Board is criti-
cal to the adequate functioning of the institution. In
this sense, supervisors must analyze the following
aspects:

Size
While it is considered good practice for the
Board to have between 5 and 15 members, the size
of the Board should be adjusted to the specific needs
of the entity. It must be small enough so that it can
function as a cohesive team, promote discussion
and effective decision making, while having a suffi-
cient number of members to ensure the breadth and
depth of knowledge, skills and experience required
for effective management and operations oversight.

Among other aspects, it is vital for supervisor to un-

derstand the type of entity under analysis.
Supervisors should verify that the number and

composition of the Board corresponds to the size,
risk, and complexity of the operations of the entity,
as well as the number of Board committees. Thus,
in small institutions with basic activities, the number
should approach the minimum, while in large, com-
plex institutions, the number should increase enough
to incorporate different visions and concepts, as well
as to cover all activities and committees.
For this, supervisors must:

e  Review the statutes to analyze aspects, such as
the number of directors, possible restrictions,
retirement age, qualification of the Chairman
and the nomination process.

®  Analyze the resumes of the independent and
non-executive directors.

e Conduct interviews with independent and
non-executive members to understand wheth-
er they properly fulfill their roles.

Structure

In addition to size, supervisors should analyze
the composition of the Board, as an appropriate
structure will be a key factor in the proper func-
tioning of the Board. To evaluate the structure of
the Board, supervisors should consider if:

M Pf | CORPORATE GOVERNANCE: REGULATION AND SUPERVISION GUIDELINES



e  The directors as a whole complement each
other’s knowledge and experience covering
knowledge of the business, finance, account-
ing, management, and auditing.

e There are influences, personal or political
interests that may affect the discussion or de-
cision-making processes of the Board or any
Director.

e There is a Director or group of Directors, or a
Manager or a group of managers, which have
a significant influence on the Board.

e  The Chairman of the Board is not the institu-
tion’s Chief Executive Officer.

e  The Board has a balance between executive,
non-executive, and independent members. Su-
pervisors should identify each type of Director
and verify whether they meet their condition.
In the case of non-executives, supervisors
must verify that they are not, nor have re-
cently been officers of the entity. In the case of
Independent Directors*, supervisors shall:
~ Verify whether the entity has established

internal policies or criteria to define cases
in which a Director is considered indepen-
dent.

~ Verify if Independent Directors sign a

statement on their independence, and es-
tablish their independent condition in the
entity’s website and minutes.

~ Evaluate the role played by independent

directors, their participation, and the in-
formation they receive.

~ Verify if there are meetings where only

Independent and Non-executive Directors
participate.

Board Members must demonstrate integrity
and high ethical standards, coupled with a proven
record of good judgment in business matters, as well
as knowledge on controls and corporate governance.
They should be able to question and oppose man-
agement without worrying about what this may in-
volve. In addition, the range of skills and experience

required varies with the nature and size of the en-
tity, and the types of activities undertaken. The skills
could include knowledge in the areas of law, finance,
management, human resources, accounting, audit-
ing, credit, risk management, marketing, technology
and operations, or various sectors of the economy.

In addition, supervisors must measure the level
of commitment of individual members of the Board,
so that each member should devote sufficient time,
energy and interest to fulfill their responsibilities as
a Board Member. The level of commitment may be
demonstrated by members’ attendance in Board and
Committees meetings, and through effective and
active participation in these meetings. While par-
ticipation may exceptionally be through electronic
means, physical presence is expected.

Supervisors must take into account Board
members’ external commitments. Board members
must seek a balance between fulfilling their occupa-
tions outside the entity, and providing enough time
and energy to actively participate in the work of the
Board and its Committees. A key factor in the se-
lection process which should be adequately docu-
mented is the time a potential Board member has
available to devote to his Board responsibilities.

To carry out this review, supervisors must ana-
lyze:

e The selection procedures for Board mem-
bers.

e  The Board members’ resumes.

®  The minutes of the Board and its Commit-
tees.

* Interviews with Board members, especially
with the Chairman, independent and non-
executive members.

Functioning of the Board
Once the size and structure of the Board have
been evaluated, supervisor should assess its perfor-
mance. For this, the following activities shall be car-
ried out:
®  Verify whether the number of sessions cor-
responds to the needs of the institution. A low
number may indicate a lack of commitment of
the Board. A high number may indicate that
the Board is solving management issues. In
addition, supervisors should assess whether the
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number of meetings is an element that weighs
on the compensation of Board members.
Supervisors should have an awareness of the
preparedness of Board Members for meetings.
For this, supervisors shall review the materials
provided to the Board, along with additional
information requested by Board members.
The mechanisms used to provide information
to Board members should be useful, relevant
and timely, so that information is received
prior to meetings and early enough to allow
analysis by Board members.

Supervisors should analyze the independence of
the Board, verifying whether there are meetings
where only external members (non-executive
and independent) participate. This may be rein-
forced with external advisors in matters where
the internal members are not competent.
Determine the degree of interaction between
Senior Management and Board members out-
side regular meetings, in order to assess the
information received by the Board, and the
influence of the Board on Management.
Review the results of the entity’s Corporate
Governance assessment and the Board’s self-
evaluation.

Assess whether there are policies and proce-
dures to select new Board members or ratify
the existing ones, and whether these establish
minimum requirements to be a Director.
Verify whether there is a succession plan for
the Board, which incorporates a gradual rota-
tion of its members.

Verify the existence of policies and practices
for re-election of Board Members, including
the minimum requirements in terms of atten-
dance, performance, and commitment.

To achieve this, it is necessary to review:
Proceedings and regulations for the operation
of the Board and Committees.

Policies and procedures to appoint Directors,
The succession plan.

The information received for the preparation
of the Board.

Corporate Governance assessment performed
by the entity.

Self-assessment of the Board.

e Interviews with the members of the Board and
Senior Management.

Responsibilities

The Board is the ultimately responsible for the
institution. It delegates daily operations to Manage-
ment, but does not delegate its responsibility. Its key
functions can be divided into:

Approval of the entity’s strategic plan. The
Board is responsible for setting the overall vision
and long-term direction of the entity, its risk phi-
losophy and related policies.

These policies include the following:

*  Approval of business objectives and related
risk tolerance.

e Evaluation and approval of the entity’s strate-
gies and business plans, as well as regular
monitoring and comparison of their progress.
In addition, the Board should ensure these
remain appropriate as the entity adapts to
changes in its operating environment.

e The Board requires timely and sufficient in-
formation to evaluate and approve the recom-
mendations of Management. Therefore, it must
ensure that Management designs an adequate
Management Information System for the insti-
tution and that it includes the following, as a
minimum: a view on key risks and how Senior
Management will control them; the results of
sensitivity analyses, covering several adverse
scenarios to ensure that individual and aggre-
gate exposures remain within approved risk
limits; the underlying assumptions and critical
success factors; in addition to an analysis of the
current and future operational environment.
This leads us to the Board ensuring it has suf-
ficient time to discuss, evaluate, and approve
the entity’s objectives, strategies and plans, and
monitor their progress throughout the year.

¢ Regular monitoring of actual performance
against established strategies and plans pro-
vides an opportunity for the Board to assess
their suitability and confirm the effectiveness
with which management implements them.
The nature and frequency of the review would
depend on the circumstances of the entity,
including: a stable operating environment, the
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nature and complexity of the strategies, the

performance of the entity, as well as the expe-

rience and depth of Senior Management.

e The supervisor shall verify that the strategic
plan includes key aspects, such as the entity’s
mission, vision, strategic objectives, and mea-
surable goals. Supervisors must also under-
stand and analyze the main business lines of
the bank.

Approve the policy for Comprehensive Risk
Management. The Board must approve the overall
risk policy of the institution, which includes as a
minimum: the definitions and limits for the risk the
institution is willing to assume, models for measur-
ing risk, the organizational structure of the risk
area, and the capital level needed for the risks taken.
The supervisor should ensure that Risk Manage-
ment has authority, independence and adequate re-
sources, and that it reports to the Risk Committee.
Supervisors should periodically assess the level and
quality of capital with regard to the level of risks
being undertaken by the Board.

Appoint, evaluate and replace Senior Man-
agement. Supervisor should verify that the Board
monitors and evaluates, based on standards, that
Management’s performance is consistent with the
entity’s strategy and long-term goals. The Board
may replace Management if their performance is
not as expected. In addition, the Board must ap-
point the Chief Financial Officer and the senior
manager, such as the key business managers, the
Risk Manager, the Compliance Officer and the In-
ternal Auditor. The Board must draft a mandate
and job description for the Chief Financial Offi-
cer position, as well as develop the accountability
mechanisms for Senior Management. The Board
should also have a succession plan that covers
Board members and key management positions.

Design of the Organizational Structure. An ap-
propriate organizational structure facilitates the ef-
fective supervision by the Board and promotes com-
pliance with business objectives and strategies. The
structure must provide a reference framework that
facilitates: accountability, responsibilities, authori-
ties and reporting, better communication, effective
risk management, and solid Corporate Governance.
When approving the organizational structure, the

Board must take into account the entity’s objectives

and strategies, the nature of its activities and related

risks, internal control mechanisms (checks and bal-
ances), independence of the control structures, and
accountability procedures.

To achieve this, supervisor must verify that:

e  The Board has approved an organizational
structure according to the size and complexity
of the entity.

e The roles between the Board and management
are clearly differentiated, where only the Chief
Financial Officer and the control bodies re-
port to the Board.

e  There is a clear segregation of duties between
the commercial, operational, accounting, and
risk areas, ensuring that the entity under-
stands the risks it assumed. Also, there should
be no conflicts of interest within the segrega-
tion of duties, but in case these are present,
there should be appropriate barriers to prevent
them.

e There is a balance between the commercial
and risk areas.

e  There is a clear definition of roles, powers and
responsibilities.

* Internal Audit reports to the Audit Commit-
tee.

e Internal Audit maintains complete indepen-
dence from all operational areas, not taking
any responsibility for any system.

e  The Compliance Officer reports directly to
the highest authority of the entity and to the
respective Committee.

e  The Audit Committee and other Board com-
mittees are adequately integrated and in op-
eration.

®  The management segregation of duties are
consistent with the nature, size, complexity,
and risk level of the institution.

e The reporting lines are clear.

In case there is a parent or controlling entity,
the supervisor should evaluate the importance of the
relationship between the local entity and its parent
in terms of decision-making, operational autonomy,
risk management, and accountability. When there is
more than one international shareholder, supervisor
must assess if the roles and responsibilities of dif-
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ferent bodies (Board of the controlling entities, Lo-
cal Board, regional or international bodies) are de-
fined explicitly. In the case of public banks or banks
owned by families, supervisor should consider to
what extent the governing bodies are involved in the
daily management of the institution. In this process,
the Board must be satisfied that the organizational
structure promotes prudent management and effec-
tive oversight of the organization and above all, is
consistent with the nature, size, complexity and risk
level of the entity.

Other Responsibilities of the Board

*  Approve the compliance policies.

e Approve the internal control system.

e Approve policies to monitor conflicts of inter-
est within the entity, as well as in the econom-
ic group to which it belongs.

*  Approve the Corporate Governance Code.

e Verify whether the entity reviews its gover-
nance system and adjusts its Rules, at least
once a year.

e Verify if the Board has approved and pro-
motes compliance with the Ethics Code, the
Code of Conduct, the corporate values, or
similar.

®  Verify if the entity has procedures for the ap-
proval of operations and volumes of transac-
tions with related parties or others that might
generate conflicts of interest.

e Verify if actions are taken and penalties ap-
plied in case of deviations.

For this, supervisors must review:

e The strategic plan.

e The business plans and any follow-up on their
implementation, the Board and its Commit-
tees’ minutes.

e The risk policies.

e The organizational chart.

e The procedures for assessing Senior Manage-
ment.

e  The Corporate Governance Code, Code of
Ethic, or similar.

e  The procedures to assess the level and quality
of capital.

e The policies and procedures to solve conflicts
of interest.

*  Members’ sworn statement concerning links
and transactions with related parties. In addi-
tion, interviews with the Directors and Senior
Management will be required.

Assessment and Training

It is expected that the Board conducts an as-
sessment of its performance; alternatively the en-
tity’s owners can request an independent evalua-
tion. Performance evaluations aim to compare the
performance of the Board against its rules, objec-
tives, and work plan for a specific period, and of-
ten compare the performance of the Board to the
best practices of the sector. The assessment should
include:

e The quality and efficiency of the performance
of the Board and its members.

e  The performance of the Chairman of the
Board.

e The operation of the Committees.

e The deepening and deliberation of agreements
recorded in Board minutes.

* A measure of the Board success in fulfilling
their responsibilities; and

e A means to identify areas where changes are
required to improve their effectiveness, such
as changes in size, composition, use of skills,
committee structure, and practices.

Board members should be evaluated individu-
ally, using a formal position description and expect-
ed compliance standards developed by non-execu-
tive members. The main objective of this review is
to improve the contribution of each Board member,
and develop strategies to help them improve their
performance.

Based on the assessment, training plans for
Board members will be developed to ensure that
Board members understand the nature of business,
its related risks, and have the relevant knowledge
and experience on the activities conducted by the
entity, or those to be performed in the future. Train-
ing should cover fiduciary duties of the directors,
the entity’s legal and regulatory framework, the en-
tity’s strategic direction, the economic and operat-
ing environment, and the proper functioning of the
institution’s corporate governance. For this, super-
visors must verify that:
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e  The entity has a tailor-made training program
for each Director, especially all the non-execu-
tive and independent ones, which includes the
topics, schedules, and mechanisms to be used.

e There is a designated person in charge of de-
fining and reviewing the training program on
a regular basis.

®  The Board training program has been includ-
ed in the budget.

In addition, supervisors must review:

®  The assessment of the Board and its Direc-
tors.

®  The training plan, taking into account the
profile of each Director.

IV.3. Committees

Committees are a useful way to improve the
monitoring conducted by the Board, as these allow
for a deeper analysis of specific issues, providing the
Board with better information and more time to dis-
cuss the most significant issues for the institution. It
should be clear that the work of the committees does
not relieve the Board of its responsibility and its ob-
ligation to monitor the work of the committees.

It is expected that financial institutions es-
tablish at least the following committees: Audit,
Nominating and Compensation, Risk, and Corpo-
rate Governance. The Board must ensure that each
Committee has operating regulations establishing
its objectives, responsibilities and authority, its op-
timal size, and composition. The regulations must
include a classification of the topics for which the
Committee is authorized to act, and those for which
it has authority only to analyze and recommend for
Board approval. Regulations should also identify
the nature and frequency of reports to the Board.

The composition of a Committee must con-
sider the abilities, experience, attributes and level of
commitment required of its Members to fulfill their
responsibilities.

Supervisors should verify that each committee
is formally established, and is comprised by adequate
members in terms of quantity and quality. Also, su-
pervisors must verify that the sessions have an ade-
quate frequency and the minutes appropriately reflect
the deliberations and decision-making process.

Periodically, the Board must review the effec-
tiveness of the structure, mandate, and composition
of its Committees. It should also request the rota-
tion of Board Members in the various committees.
This is expected to expand members’ knowledge
and introduce a different point of view to the work
carried out by the committees.

For each committee, supervisors must verify
that:

Audit Committee

e  The Chairman and most of its members are
non-executive directors.

e The committee fulfills its objectives, accord-
ing to regulation.

e Committee members have the necessary skills
to perform their duties (knowledge of ac-
counting, auditing, finance, etc.).

*  Members should rotate periodically, including
the Chairman.

Risk Committee

¢  The Chairman is a non-executive member of
the Board.

e  The committee fulfills its objectives in accor-
dance with the regulations.

*  The Risk Manager reports to the Commit-
tee.

e  The number of sessions and the topics are ap-
propriate and allow members to evaluate key
aspects of the risk system.

®  Members should rotate, including the Chairman.

Compensation and Nominating Committee

e The Chairman and all members are non-exec-
utive members of the Board.

e They meet their objectives in accordance with
the regulations.

*  Members should rotate, including the Chair-
man.

Corporate Governance Committee

®  Members have the adequate skills.

e The Committee meets its objectives in accor-
dance with the regulations.

*  Members should rotate, including the Chair-
man.
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To achieve the above and for each committee,
the supervisor must have access to:
e  The rules and minutes of each committee,
e  Current and past composition of each com-
mittee, and each member’s profile.
e Interviews with committee members.

IV.4. Senior Management

Mandate

The Chief Executive Officer (CEQ) is respon-
sible for directing and overseeing the entity’s opera-
tions as established by the Board. Therefore, super-
visors should assess whether the nature and scope
of the responsibilities delegated to the CEO are ade-
quate to manage the entity in accordance with its na-
ture, scope, complexity and risk profile. It should be
explicit if the Board has retained operational pow-
ers, or if the CEO makes decisions that correspond
to the Board. At the same time, the CEO should del-
egate various functions to other members of Senior

Management. This delegation should be evaluated

to determine whether it is sufficient to properly man-

age each area of the institution. In addition, supervi-
sors must identify the control mechanisms used by
the CEO to evaluate the delegated tasks. There are
instances in which a Manager does not report to the

CEOQ, but rather directly to the Board as is the case

of the Internal Auditor and the Risk Manager. Su-

pervisors should assess whether the CEO uses the
management team appropriately or if he concen-
trates duties, and if the accountability mechanisms
of the management team are adequate.

For this, supervisors should analyze:

e The organizational chart and mandates of the
Chief Executive Officer and Senior Manage-
ment, if any.

e  Interviews with Senior Management, which
are key to understand its functioning at this
stage.

Structure

Supervisors should assess whether the organiza-
tional structure, including key reporting ratios, allow
Senior Management to adequately control operations,
given the nature, size, complexity, and risk profile of

the entity. The structure should facilitate effective
monitoring and must promote the achievement of the
entity’s objectives and strategies. Business and control
functions should be strictly separated.

To review the above, supervisors will review
the organizational chart and verify its proper imple-
mentation.

Committees

Supervisors should assess the extent to which
Senior Management uses committees to oversee
the management of activities and its related risks.
Committees can be an efficient means to oversee
operations, but their effectiveness depends on the
committees’ structure and mandates being aligned
to the entity’s strategy, activities and risk profile.
Committee members should collectively possess
the appropriate skills and experience to conduct
their oversight duties, while Senior Management
has the responsibility to clearly define the commit-
tees’ objectives and specify under which situations
the committee has the authority to act or to solely
make recommendations. Supervisors should assess
the extent to which the mandates are communicated
throughout the organization, and whether these are
reviewed to ensure that they remain relevant to the
entity’s objectives and strategies.

Profiles

Supervisors should assess whether senior man-
agement has the qualifications, knowledge, skills
and experience to fulfill their duties. In particular,
managers responsible for critical areas should be
evaluated in terms of their experience in other enti-
ties or in crisis situations. Supervisors should also
evaluate:

®  Whether Management has knowledge and
experience in their specific area.

e If they have an appropriate background con-
duct.

e If decisions are made based on a comprehen-
sive risk-return analysis and not based on
commercial impulses.

e If the business plan and the annual budget are
designed and presented to the Board for ap-
proval.
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e  If compliance with the plan is monitored and
deviations analyzed.

e If authority limits are understood and respect-
ed.

e If there is a clear commitment with internal
control.

e If the Board is provided with sufficient and
timely information on the implementation of
the strategic plan.

Entities must have a succession plan for all the
key positions at the management level.
At this stage supervisors should:

®  Obtain the profile of Senior Managers.

®  Analyze the information provided to the
Board.

®  Analyze the succession plan.

e  Conduct interviews with Senior Manage-
ment.

Risk Management

As stated in the chapter on regulation, in-
stitutions must have a risk management function
with sufficient authority, independence, hierarchy
and necessary resources. Supervisors should verify
aspects related to formal and operational inde-
pendence. Therefore, the Risk Manager is part of
Senior Management, but has direct access to the
Board. In addition, the Risk Manager provides
timely, complete and comprehensible information
to the Board and the Risk Committee, allowing
them to understand the entity’s risk profile. Also,
supervisors must assess if the Risk Management
function has appropriate human and technological
resources, and physical space to exercise its duties.
Supervisor shall verify that staff has the knowledge
and experience to analyze the various risks, as well
as to determine whether the entity’s structure al-
lows for the implementation of a comprehensive
risk management system. In addition, supervisors
should verify that sufficient mechanisms have been
designed to identify, measure, monitor, and con-
trol the risks the institution is exposed to, includ-
ing manuals, procedures and their communication
to the entity. If discrepancies arise between the
business and risk areas, these must be adequately
documented.

To review the above, supervisor will have to:

®  Analyze the organizational chart of the insti-
tution.

*  Review the minutes of the risk committee.

®  Analyze the budget.

e  Form an opinion on the risk management sys-
tem of the institution.

®  Conduct interviews with the Risk Manager
and the Directors in charge of overseeing risk
management.

Compliance Function
Supervisors shall verify the adequate perfor-
mance of the compliance function. It must report
to the highest level and have access to the Board.
Supervisors should discuss the institution’s Corpo-
rate Governance Code, its communication and ap-
plication in the institution. In addition, supervisor
shall analyze if the function has independence and
sufficient resources for its proper performance, in-
cluding verification of control processes and report-
ing to the Board.
For this, supervisors must:
®  Analyze the Corporate Governance Code.
®  Review the work conducted by the team in
charge of this function.
e Compare the reports provided to the
Board.
e Conduct interviews with the staff in charge of
risk management and Directors.
®  Ensure that the institution implements correc-
tive measures, if deviations are found.

Culture of Control

Supervisors should verify the culture of control
in the institution, through reports on the control
system, how the culture is communicated through-
out the entity, and the potential failures and irreg-
ularities. In addition, supervisors shall review the
procedures to manage conflicts of interest and op-
erations with officers that own companies related to
the controls or to the institution.

For this, supervisors should review the proce-
dures and reports from the internal and external
auditors.
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Management Information System

Management should pay special attention to
maintaining a consistent approach for the develop-
ment, use, and ongoing review of the entity’s man-
agement information systems.

This system is used for different purposes at
the management level. On one hand, it must inform
long-term decisions, and determine strategic goals
and objectives. On the other, it includes systems
used in daily operations to monitor the entity’s ac-
tivities. In addition, Management uses Management
Information System to measure performance, pre-
pare budgets, manage resources, and help the entity
meet regulatory requirements.

To fulfill these purposes, the entity must have a
planning process that takes into account the system
requirements, considering both tactic and strategic
perspectives. The Management Information System
is also an essential component in the entity’s risk
management function, and should be used to iden-
tify, measure, limit, monitor and control risks as-
sumed by the entity.

For the management information system to
operate effectively as a system of interaction and
interdependence between management and staff, it
is necessary to be assured that it complies with the
characteristics defined in the regulation.

This tool is essential for the entity’s manage-
ment. Therefore, supervisors must analyze:
®  The adequacy and relevance of the informa-

tion provided to Senior Management (on a

consolidated basis).

e If the system includes adequate and complete
financial, operational, and compliance infor-
mation.

e  Ifit includes information on relevant external
events that might influence the decisions made.

e Tts usefulness for control management (com-
parison with budgets, projections, and plans,
as well as if they include all the relevant activi-
ties, etc.)

®  The system’s flexibility to allow for greater
disaggregation levels.

®  The general risks the System may be posing,
taking into account the characteristics of the
entity in terms of volume and complexity of
operations.

For this, supervisors should:

*  Analyze the management information sys-
tem.

e Review the internal auditor’s reports on the
system.

e  Conduct interviews with Management and
Directors on the quality of the information
they receive.

IV.5. Control Functions

Internal Audit

Supervisors must determine whether the Board
has established an Internal Audit area, which is ad-
equate to the activities and risk profile of the entity,
so that it:

¢ Adequately monitors the entity’s Internal Con-
trol and Comprehensive Risk Management
systems.

®  Monitors the adequate functioning of Corpo-
rate Governance.

e Itis independent and objective, its staff duly
qualified, and it has the necessary resources to
perform its duties.

e Adequately reviews and conducts testing on
information systems.

*  Appropriately documents evidence, findings,
and corrective actions.

e  Verifies and reviews management’s actions to
overcome identified weaknesses.

®  Maintains fluent and permanent communica-
tion with the Audit Committee and/or the
Board.

Also, supervisors must determine whether the

Internal Audit area has:

e A statute or mission establishing the purpose
of the Audit function, its organization, au-
thority, and responsibility.

*  An audit plan approved by the Board, cov-
ering the area’s goals, schedules, human
resources, and reporting systems, and if appli-
cable, its financial budget.

* A policy and procedures manual for the au-
diting work, and the assessment of risk and
internal controls. This manual should be ap-
proved by the Audit Committee or the Board,
and it must establish the audit function’s
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authority and responsibilities, as well as the

scope and frequency of their activities.

* A program for professional development and
training.

e A quality control program for the work con-
ducted by the internal audit function.
Supervisors should verify if management takes

timely, corrective actions with regard to the weak-
nesses identified by internal audit reports, and
whether these are reported to the Board. In addi-
tion, supervisor shall determine if identified weak-
nesses are being documented, including dates and
adopted corrective actions.

Another important aspect to evaluate is the
independence and competence of the internal au-
dit function. For this, supervisors must evaluate
the ability of internal audit staff, assessing the level
of education, relevant work experience, and back-
ground. If there is personnel who has been work-
ing for the entity for many years, supervisors should
assess the extent to which this might impair their
independence. Supervisors shall assess the team’s
expertise, primarily in terms of information sys-
tems and a training plan should be studied for the
area. For the purpose of organizational indepen-
dence, supervisors must verify that the Internal Au-
dit function reports directly to the Board, and does
not perform tasks that may be incompatible with
their main function. The Board should also estab-
lish their remuneration. Also, supervisors should
consider whether there are family ties between the
internal audit staff and the rest of the institution.

Review of the Internal Audit program. Super-
visors should analyze the program, making sure
that all areas are audited during the various cycles.
Also, supervisors should consider whether the an-
nual plan covers the critical cycles, as determined by
the risk assessment carried out by the institution. It
is expected that the Board, through the Audit Com-
mittee, periodically reviews the scope of the work
conducted by Internal Audit. If critical cycles are
not considered in the annual plan, supervisors may
consider this as an indication of lack of ability or
experience in the Internal Audit staff or problems of
independence and objectivity.

If there are deviations to the approved plan,

the entity must investigate them and assign to im-

plement the plan. In particular, supervisors must

verify that Internal Audit includes as part of its
procedures, the revision of processes to generate
of information (preparation and presentation in
timely and adequate manner) for the Supervisor
and the Management Information System. Super-
visors shall analyze reports provided to the Audit

Committee, as well as follow-up reports to deter-

mine whether there are restrictions to the work of

the Internal Audit function, which are imposed by
management through budget or work schedule re-
strictions.

For this supervisors must:

e Study the minutes of the Audit Committee
and the reports the Committee prepares.

®  Analyze the organizational chart.

e  Review the operations manual and study the
personnel resumes.

e Compare the Internal Auditor’s reports and
working papers.

e  Hold interviews with the Internal Auditor,
audit officials, and members of the Audit
Committee, and Managers who have been
audited.

External Auditor

Supervisors must assess the Board’s commit-
ment to comply with current regulations regarding
the external audit function, determining whether
the commitment focuses on meeting the bare mini-
mum requirements or effectively meeting the objec-
tives of the regulation. For this, supervisor will need
to determine who is involved in awarding the Exter-
nal Auditors’ contract, which elements were taken
into account, and if there is a discussion process
on the contract. In relation to the audit work, su-
pervisors must assess whether there is a monitoring
mechanism to ensure the approved plan is imple-
mented. Supervisors should verify that the reports
are received in a timely manner and are analyzed
and discussed by the Audit Committee, ensuring
that management takes timely corrective actions to
correct any weaknesses found.
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A second aspect for review is the independence

and competence of the External Auditor and his
team. For this, supervisors must determine if:

The Board, the Audit Committee or Manage-
ment have discussed other consulting services
with the External Auditor, such as account-
ing registration services or other services
related to financial statements; design and
implementation of the accounting information
system; approach to risks, legal services, hu-
man resources or any other services that may
compromise the external auditor’s indepen-
dence.

The External Auditor has been hired by the
entity to serve as a senior advisor or in any
other capacity which provides him with man-
agement responsibilities.

A relative of the External Auditor or a mem-
ber of the external auditor’s firm has previ-
ously worked for the entity.

A former director or employee is currently
working for the External Auditor.

There are direct or indirect financial inter-
est and/or business relationships between the
external auditor and the entity’s directors or
employees with decision-making power.
There have been restrictions on the work of
the External Auditor imposed by the entity,
whether budgetary or related to the work
schedule.

The External Auditor has internal rules to
ensure compliance with the International
Standards on Auditing (ISAs) as regards to
independence, skills, professional competence,
and quality control of the work conducted.
Since the last assessment, the institution has
changed its External Auditing firm, and where
appropriate, the reasons for doing so. If there
has been a change in the partner signing

the reports, supervisors shall investigate the
causes of such change.

The contract establishes the scope, fees, work
schedule, deliverables, and scope limita-
tions.

Discrepancies in the reports, observations,
limitations or disclaimers that require a deep-
er supervisory work.

The working papers have sufficient analysis on
audit processes and show reasonableness in re-
viewing the entity’s main business operations.
The auditing staff’s experience, knowledge of
banking operations, and auditing techniques
for financial institutions and in specialized
areas is adequate.

For this, supervisors must:

Review the minutes of the Audit Committee.
Analyze the contract signed by the External
Auditor and the institution.

Study the reports submitted by Auditors, and
their respective working papers.

Verify the characteristics of the External Au-
ditor’s staff.

Conduct interviews with the External Auditor
and members of the Audit Committee.

IV.6. Compensation
The supervisor should verify the compensation

system, especially areas that seek to develop differ-

ent incentives for employees. For this, supervisors
must determine whether the Board has adopted a
compensation and incentives policy.

To meet this objective, supervisors should re-

view:

If the Board has approved a policy on remu-
neration and incentives for all staff (including
Senior Management). The policy should not
encourage excessive risk-taking and should
primarily apply to staff taking risks, individu-
ally and collectively (e.g. credit analysts). The
policy must be aligned with the entity’s goals,
objectives and risk level.

That remuneration policy is reviewed annu-
ally, through an independent review from
management. The Board’s review must ensure
that remuneration and incentive policies cover
all key areas of the institution, and that these
are in line with the entity’s goals, objectives
and risk level.

That the Internal Audit function verifies the
entity’s compliance with incentive policies and
that these policies should be included as part
of the Annual Audit Plan. Also, the entity may
consider a review conducted by the External
Auditor.
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That a Compensation Committee has been
created, its duties have been defined, it reports
directly to the Board, and it provides indepen-
dent and professional judgment on the entity’s
remuneration and incentive policies. In addi-
tion, supervisors should verify that the Risk
Committee has participated in the design and
revision of the compensation system.

That the variable remuneration of the Board
and senior management is associated with the
entity’s long-term risk position, rather than
promoting a short-term approach.

That the remuneration and incentives struc-
ture of personnel in the entity’s Control Areas
should not compromise its independence or
create conflicts of interest. Their remuneration
and incentives should be based on their own
area’s objectives and is not determined by the
performance of the business areas they review.
The performance factors used should not be
linked to profit or revenue, nor be related to
business performance.

The remuneration of the business areas is ad-
justed for the risks they take. The entity must
consider all material risks (credit, market,
liquidity, operational, and other difficult to
measure, such as reputational risk).

That remuneration expenses do not represent
an important cash outflow that may hurt the
entity’s solvency.

That the documents formalizing the rela-
tionship between members of the Board and
Senior Management (Executive Officer, Risk

Manager, Audit Manager, and business line
managers) with the entity, include clauses such
as “golden parachutes” to avoid that these
employees being fired in case of mergers or
acquisitions, or agreements exist that ensure
bonuses, regardless of the performance of the
company.

That contracts include clauses for deferred
payments for management and other em-
ployees whose decisions have a material
impact on the risk exposure of the entity, in
order to ensure that a significant proportion
of variable remuneration is paid according
to a deferred payment agreement over time.
Deferral periods typically must not be less
than three years, but will depend on the
nature of the business line. In addition, the
variable remuneration portion should in-
crease significantly according to the level of
responsibility.

For this, supervisors must review the minutes

of the Compensation Committee, the approved pol-
icies, their application, and the risk assessment tak-
ing into account the following elements:

The combination of cash and other elements
included in the compensation system for se-
nior staff.

Each individual’s compensation history and
that of others in the institution.

The financial condition of the institution.
Compensation practices in comparable insti-
tutions.

The total cost of retirement of senior staff.
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U. IMPLEMENTHTION

GUIDE

The implementation guide introduces the nec-
essary conditions and the process to adequately
implement Corporate Governance regulatory and
supervisory practices in financial institutions. The
guide is organized in three sections: (i) precondi-
tions; (ii) the steps towards an adequate regulation;
and (iii) the mechanisms for an effective supervi-
sion.

Preconditions

An adequate Corporate Governance regula-
tion and supervision requires that the preconditions
presented in Chapter II are in place. Thus, the law
should define the basic aspects allowing the super-
visor to have the authority and the support needed
to supervise corporate governance with a risk-based
approach. The main purpose is for the supervisor to
take preventive and proactive actions to avoid un-
due risks or breaches by the supervised entity, which
should have enough capital to cover the risks it as-
sumed. It is worth noting that the entity is respon-
sible for properly managing risks, which mainly
depends on its own Corporate Governance. In this
sense, the first steps in the implementation process
should include:

a) Reviewing the legal framework to confirm
that the law establishes basic definitions on
Corporate Governance.

b) Verify that the law gives the Supervisor
sufficient powers to regulate and supervise
Corporate Governance on an ongoing ba-
sis, as well as provides adequate protection
with respect to the measures and actions
taken.

¢) Implement a risk oversight process that incor-
porates the evaluation of the entity’s corporate
governance.

d) Conduct sufficient training, allowing supervi-
sors to provide expert judgment on the sub-
ject.

Regulation

Adequate regulation is essential for the devel-

opment of a structure to supervise Corporate Gov-
ernance, and it should include the characteristics in-
troduced in Chapter III, but in all cases should take
into account the characteristics of local institutions
to issue regulation. In addition, regulation must
cover all types of financial intermediaries, regard-
less of size, complexity, nature and level of risks.
Regulation is useful in discussing Corporate Gov-
ernance in the financial system. It is good practice
for this regulation to be presented in a single norm,
which provides a global overview of the topic for
regulators, entities and related parties. To accom-
plish this, one should:

a) Analyze the current regulatory framework in
the country (law or regulation) to compare
it with the regulatory principles. Based on
the analysis, determine the regulations that
should be issued.

b) Review whether the regulation to be issued
is consistent with the characteristics of the
financial system (type of owners, types of enti-
ties) and can be applied to different types of
institutions in accordance to their nature, size,
complexity and risk level.

¢) Compile all norms regarding Corporate Gov-
ernance in financial institutions in a single
regulatory body.

d) Allow time for the dissemination and discus-
sion of regulation, considering the observa-
tions raised at the time of its approval. Once
approved, provide time for institutions to
effectively implement the norm. In addition,
regulation should be communicated and train-
ing designed for supervisors and the financial
system in general.

Supervision

The supervisory process for Corporate Gov-
ernance regulation is very important, but also
complex. It depends on the overall design of the
supervisory process, but in this topic in particular
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supervisors should apply their expert judgment to
assess the appropriateness of corporate governance.
This leads to the need for a significant amount of
training in this subject field.

To design a value-added supervisory process, it
is necessary to:

a) Design a procedure to supervise corporate b)
governance that considers the principles
enunciated in Chapter IV, and integrate this c)

procedure as part of the overall supervisory
process defined by each country. The proce-

dure should be designed based on the expert
judgment of the supervisor, who is responsible

for identifying violations to the regulatory d)
principles. At all times, the process will aim to
determine the underlying problem or its cause,
going beyond the symptoms or findings. As

an example, when reviewing debtors’ files that

do not have enough information or analysis,

supervisors should not only inform the entity
but also search for the cause behind this find-
ing (e.g., lack of policies, errors in procedures,
insufficient or unskilled resources), and re-
quire the entity to correct the cause that gen-
erated the identified weakness.

Communicate and effectively train supervisors
to be familiar with the designed process.

Prior to its implementation, it is recommended
to conduct a pilot test for the supervisory pro-
cess, covering a significant number of institu-
tions and with the information available at the
time.

The assessment of Corporate Governance may
have its own rating or be part of the overall
risk assessment of the entity, depending on how
the supervisory approach in each country. In
addition, Corporate Governance may be rated
independently or as a part of the risk rating.
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Ul. CORPORATE
GOUERNANCE IN

STARTE-OWNED BANKS

Introduction

State-owned banks have a historical tradition
in Latin America, with significant presence in the
region. While their importance has declined in re-
cent times, a recent document published by the De-
velopment Bank of Latin America (CAF)® highlights
an increase in the participation of these institutions
since 2009.

The
banks that focus on development banking and the
importance of their Corporate Governance for their
effective operation. First, the paper refers to how
property rights are not clearly established for these
banks, since Secretaries or other government au-

CAF’s document covers State-owned

thorities have a low specialization to exercise these
rights. The lack of transparency about who and
how property rights are exercised may exacerbate
agency problems between shareholders, the board
and senior management. In addition, these banks
may face a potential conflict between their social
objectives and the economic performance of their
capital. Finally, the lack of controls may turn these
institutions into a vehicle for political patronage.
In 2005, the Organization for Economic Co-
operation and Development (OECD) published a
paper on Corporate Governance in State-owned en-
tities®, which suggested that the greatest challenge
is finding the right balance between the State’s re-
sponsibilities and its role as owner. This conflict of
interest is evident in the election of the Board, the

5 CAF, "Financial Services for Development: Promoting Financial Access in Latin
America”, 2011,

6  OECD, "Guidelines on Corporate Governance of State-Owned Enterpreises”
2005.

political interference in managing the entity, and
according to the OECD, public companies face dif-
ferent Governance challenges to those faced by the
rest of companies. Difficulties in Corporate Gov-
ernance arise from the accountability mechanism
of these entities, since it involves a complex set of
agents (Management, the Board, State enterprises,
Secretaries, the government), without a clear iden-
tification of the principal, among these parties.
From these and other similar analyses, we may
conclude that corporate governance of State-owned
banks requires special attention to identify and
make proposal on their Corporate Governance. In
2011, ASBA conducted a survey on this topic and
found that there are opportunities to improve cor-
porate governance of State-owned banks, which are

highlighted below:

Areas for Improvement

The following paragraphs highlight Corpo-
rate Governance topics in State-owned banks in the
region that can be implemented to improve their
operation. This description is made on the under-
standing that all regulatory principles outlined in

Chapter III apply to State-owned banks, and this

section focuses only on topics that have been added

given the special features of these banks. Thus, it
appropriate to highlight the following:

e  First, State-owned banks, as financial inter-
mediaries, must meet the same regulatory and
supervisory requirements as private banks.

e  The Supervisor must have equal powers of
regulation and supervision for both State-
owned and private banks, including punitive
authority.

e  Itisessential that the role of the owner be
satisfied, not only in relation to budgets and
regulatory compliance, but also with respect
to meeting a strategic plan with long-term
definitions and carrying out a follow-up on
the implementation of such plan.

e Inrelation to the Board, there are several as-
pects that are worth noting;:
~ Directors’ Profile. It is essential that Direc-

tors meet the appropriate profile, so that
if the bank were private, they would be
elected for the position. Their professional
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skills, integrity, experience and dedication
should be highlighted. In addition, Direc-
tors should not have an explicit conflict of
interest with the bank. In relation to the
skills and experience, Directors must not
be solely analyzed on an individual basis,
but also as a whole.

~ Mechanism for Election. The selection
process mainly includes the political sys-
tem (for example, it can be a proposal by
the President, the Executive branch, or
Congress). To mitigate the potential agency
problem that arises from this type of elec-
tion process, and to achieve continuity in
the operation of the bank, as well as to
ensure Directors have the right skills, it is
recommended that the election period does
not match the presidential election or the
government’s period in office. In addition,
a mechanism that would optimize the pro-
cess would be the requirement that prior to
the appointment by the competent political
body, the Supervisor should provide a non-
objection.

~ Training. Board members should establish
and annual training plan to help them
meet the institution’s objectives and to
exercise an effective control of Manage-
ment.

Management. It is vital that these institutions

have a professional management team with no

connections to the political system. It must be

establish a clear separation between the Man-
agement functions and the Board. The law
can be used as a mechanism to clarify the
roles and responsibilities of each.

Objectives. These institutions often have both
commercial and social objectives. Social ob-
jectives must be explicit and defined by law

or the body that represents the owner. The
two types of objectives often come into con-
flict, which is why governance mechanisms
must be defined to solve such conflicts. These
mechanisms usually include Board decisions,
which may be part of the entity’s strategic and
business plan. These objectives should be in-
cluded in strategic and business plans, as well
as monitored and measured. In addition, in all
cases, mechanisms must be found to finance
the various social objectives other than the in-
stitution’s deposit accounts (usually subsidies
granted by the Government itself).
Accountability. One way to improve corporate
governance mechanisms in these institutions
is to develop appropriate accountability mech-
anisms. There should be a Government body
that acts as a representative of shareholders,
and requires the Board to be accountable not
only for budgetary, legal or strategic matters,
but also for the compliance with commercial
and social objectives. The mechanisms for
public accountability support the Board’s
transparency and alignment.

The topics outlined require special attention in

this type of institutions, but these institutions must
also meet the aspects described in the regulatory
framework presented in Chapter III.

elected according to transparency mecanisms
and professional criteria. Its mandate must
not be related to the election cycle and should
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HNNE X

REGIONAL ASSESSMENT AND MAJOR ADVANCES

IN THE DEVELOPMENT OF CORPORATE GOVERNANCE BEST PRACTICES

Regional Assessment

In order to identify the regional situation re-
garding the regulation and supervision of the Cor-
porate Governance, ASBA conducted a survey in
36 associate member countries and obtained 22
responses’. The following paragraphs describe the
results and main conclusions of the survey

a. Legal Framework.

From the surveyed countries, 21 countries
stated having a legal framework for commercial
companies. In particular, the legal form allowed for
financial intermediaries in all countries is that of
a corporation, with registered shares. In addition,
other accepted legal forms include: cooperatives,
foreign bank branches, and State-owned banks. In
four surveyed countries, banks with bearer shares
are allowed.

In terms of shareholder rights, it was observed
that a number of them are considered basic and de-
fined by law, these include the right to:

e Participate in shareholder Assemblies and ex-
ercise their right to vote.

e Proportional property of the business.

e  Terminate contracts in cases specified by

law.

e Preferential right to acquire shares in the en-
tity.

®  Transfer their proportional property to third
parties.

e Oversee management, review documents and
receive information.

7 Belice, Bolivia, Brasil, British Virgin Island, Great Cayman, Chile, Costa Rica,
Ecuador, £l Salvador, Spain, Guatemala, Honduras, Jamaica, Mexico, Nica-
ragua, Panama, Paraguay, Peru, Dominican Republic, Trinidad and Tobago,
Uruguay and the United States of America.

e  Call for an Assembly and propose Direc-

tors.

*  Exercise the powers of termination in cases
specified by law.

e Profit sharing.

e Claim and exercise legal action over fraudu-
lent acts.

In relation to conflicts of interest, half of the
surveyed countries indicated they do not regulate
the legal obligation for shareholder to refrain from
making decisions in case of a conflict of interest. In
such cases, the Assembly has the power to appoint,
remunerate, and dismiss Directors and Trustees (if
any) to solve the conflict.

With regard to the powers of the Board, most
legal frameworks in the region establish the follow-
ing obligations:

e  Determine the organizational structure.

®  Oversight of management.

e  Elect, evaluate, remunerate and dismiss man-
agement.

e Determine the structure for risk management
and internal control.

e Ensure the solvency and liquidity of the insti-
tution

Board responsibilities, include: the duty of
loyalty and care, to avoid conflicts of interest, com-
pliance with legal obligations, confidentiality, co-
operation with auditors and supervisors, and the
obligation to provide accurate information to stake-
holders, at their request.

Finally, in the vast majority of surveyed legal
frameworks (21), the relevant legislation has a spe-
cial section on the liquidation of banks.

As noted, the legal frameworks in the region
—in general- cover the basic aspects to develop an
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adequate Corporate Governance. It is necessary to
emphasize that shareholders’ knowledge and the
obligation to declare any conflicts of interest they
may have are critical to achieve a strong Corporate
Governance framework.

b. Capabilities and Competencies

of the Supervisory Agencies.

The survey results show that a vast majority of
countries (95%) have the power to issue Corporate
Governance regulation, and to sanction senior man-
agement (in case of a legal and/or regulatory viola-
tion). In addition, in 71% of the surveyed countries
the Supervisor has the power to require the removal
of senior staff. The following chart summarizes the
supervisory powers discussed above:

. % of Supervisors
Supervisory Power . .
in the region

Issue Corporate Governance standards 95%
Give instructions on the operation of the 100%
Board and Management

Sanction the senior staff 95%
Substitution of the senior staff 71%

In terms of experience, a significant num-
ber of surveyed supervisory authorities have an
adequate experience in Corporate Governance;
however, in terms of training in this subject the
situation is mixed. In consequence, greater efforts
should be geared towards providing supervisors, in
all countries, access to uniform and high-quality
training on Corporate Governance and Risk Man-
agement.

For example, the aforementioned can raise
awareness about the advantages of having a legal
framework oriented towards best practices in Cor-
porate Governance, which (for example) penalizes
or allows the supervisor to remove or substitute se-
nior staff,

c. Authorization of Senior

Management and Banking Licenses.

In terms of the authorization process for finan-
cial institutions, the survey shows that the topics
evaluated are: the ownership structure; the organi-
zational structure, in particular the one related to
internal control and its bodies; risk policies; stra-
tegic and business planning; senior management’s
capabilities, experience and background; and the
information systems.

The supervisor has the power to deny license
authorizations when shareholders concentrate a sig-
nificant portion of capital. In all cases, supervisor
evaluate shareholders’ suitability, solvency, back-
ground, and abilities, as well as all companies to
which they are related; and in the case of foreign en-
tities, supervisors evaluate the information shared
by the home supervisor.

In terms of senior management, only 15 coun-
tries have the power to authorize senior manage-
ment in financial institutions. Some have a require-
ment when institutions are initially opened, but
do not maintain the power through the life of the
entity. Several countries do not have a requirement
to evaluate senior management (between 12 and 13
countries depending on whether they are Directors
or Managers), nor do they have training plans for
them. These three issues, along with the need for
supervisory powers to require the replacement of
senior management are aspects worth noting in this
section.

d. Regulatory Framework.

Nineteen countries in the region have a regula-
tion on Corporate Governance. In some countries,
regulation is distributed in various legislation chap-
ters, while in others specific chapters are developed
on the subject. In several countries, Corporate Gov-
ernance regulation is established as a law, requiring
compliance with the norm; but at the same time,
making it less flexible. It is recommended, as a best
practice, to develop certain chapters that provide
a comprehensive understanding of supervisors’ re-
quirements on Corporate Governance.
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As for the design of regulation, there is a larger
number of countries where Corporate Governance
requirements are found in the form of a regulatory
framework (e.g. with details and descriptions on
how to comply), than those that establish it as a
principles or standard (e.g. as a general statement to
be implemented by the institution).

Where is the regulation on Corporate Governance found?

Regulatory Framework 13
Law

Distributed in different standards

Other status 1

In relation to shareholders, 17 countries im-
pose requirements on controlling shareholders, and
14 countries define the information to which share-
holders should have access to. However, very few
countries have a requirement on establishing an in-
vestors’ relations office (5 countries).

In all countries, there are regulatory require-
ments on the operation and main powers of the
Board. In 13 countries, there is definition of Non-
executive and Independent Director.

In addition, the regulatory framework requires
banks to design the following: Code of Ethics, Code
of Conduct, and a Corporate Governance Code.

In terms of committees, all countries require
financial institutions to have an Audit Committee,
and 19 countries require a Risk Committee. On a
smaller scale, countries require a Compensation
Committee, Compliance and Nomination Commit-
tees.

In the vast majority of cases (20 countries),
there is regulation regarding related parties, which
restricts or prohibits operations with these parties.
Some of the restrictions include: the prohibition or
limitation of granting loans; the obligation to con-
duct transactions based on market conditions; the
limitation of dividend distribution; and, the power
to reject an authorization in cases where this would
complicate the supervisory process. In addition,

there is regulation on management’s capabilities,
competencies and background; and in most coun-
tries, there are norms on the operation of Internal

Audit.

e. Compensation System.

In terms of compensation, the survey reveals
the need to advance in establishing regulation on the
subject. In this sense, few countries have norms on
the entity’s compensations systems, and even fewer
require public disclosure of the basic aspects of this
system. However, a growing number of agencies are
conducting monitoring processes on the topic.

Compensation System (number of countries)

Regulation exists on this system 9
The main aspects of the system are public S
Systems have some relation with the institution’s level of risk 10
These systems are monitored 12

f.  Supervisory Process.

In 20 surveyed countries, supervisory pro-
cesses are performed to verify compliance with
Corporate Governance laws and standards. As
part of the process, supervisors: review Board
minutes; conduct interviews with senior manage-
ment; review the entity’s business plans, as well as
the practices and effectiveness of the Board and
its Committees; review risk polices; evaluate the
work conducted by the Internal and External Au-
ditors; assess the operation of non-executive and
independent directors; and ensures an adequate
balance of interests. In all cases, supervisors con-
duct an evaluation of the entity’s Corporate Gov-
ernance. In addition, in seven countries other
agents also perform this type of assessment (for
example, the securities commission). Also, in 21
countries supervisors take into account the Cor-
porate Governance analysis to draw conclusions
on the entity’s risk management system; while in
12 countries, supervisors provide a rating on the
entity’s Corporate Governance.
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g. Transparency.

In terms of information disclosure, there are
various situations. Some countries publish financial
information on a monthly or quarterly basis, while
others do it annually. Regarding risk, Corporate
Governance, and compensation policies, the num-
ber of countries requiring public disclosure are still
low (8, 12, and 7 respectively).

h. Conglomerates.

While 21 supervisory agencies require finan-
cial institutions to report the economic groups to
which they belong, only 13 perform Corporate
Governance assessments on the conglomerate.

As noted from the above, the region reasonably
complies with establishing a Corporate Governance
regulatory framework and supervisory process for
financial institutions. However, the survey helped
identify the following topics, which require special
attention to improve the regulation and supervision
of Corporate Governance in the region:

*  Legal authority: efforts should be made in
requiring entity’s to identify their controlling
shareholders and in shareholders’ obligation
to declare conflicts of interest.

e  Supervisory powers: it is necessary to provide
supervisors with the power to remove or sanc-
tion senior management, even in cases when
— in the supervisor’s opinion — there is negli-
gence or recklessness that may threaten the
financial institution.

e  Training: supervisors should have the neces-
sary knowledge to conduct their work, in
terms of Corporate Governance and risk reg-
ulation and supervision. In the first instance,

supervisors should have a basic understand-
ing of the most common and widespread
practices on Corporate Governance, as well
as allow for an updated knowledge on re-
cent trends as these are developed globally.
In addition, financial institutions should be
required to establish training plans for their
personnel, as well as request performance
evaluations.

Authorization process: there is a need to ho-
mogenize the powers of authorization of the
senior staff by the supervisor. On this specific
topics, ASBA published a guideline in 2009
entitled “Authorization of Banking Licenses”
which is a reference in the field.

Regulation: it is necessary to make a greater
effort to increase the flexibility of regulation,
so that the Corporate Governance regulatory
framework is consistent and applicable to all
types of institutions, regardless of their size,
nature, risk level, and complexity.
Compensation systems: further progress in
regulatory schemes, transparency, and super-
visory processes are needed to limit share-
holders’ compensation when certain events,
both internal and external, take place.
Supervision: the survey reveals that adequate
supervisory processes should be developed for
Corporate Governance, and these should be
integrated into the overall supervisory process
of the entity.

Transparency: efforts should be made to
increase transparency in the institution’s Cor-
porate Governance, risk management, and
compensation schemes.
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ADVANCES IN THE DEVELOPMENT OF BEST PRACTICES

After the recent international financial crisis,
several international organisms and countries have
started promoting Corporate Governance in finan-
cial institutions. The following presents a summary
of best practices, which along with the regional as-
sessment, are the basis for this document:

*  Board: the Board is primarily responsible for
the proper management of the institution,
including the definition of its risk appetite and
an adequate Corporate Governance frame-
work. It is essential that there is an adequate .
balance between the abilities, experience
and independence of its members, as well
as a training plan covering the entity’s busi-
ness activities. Given its importance, a self-
assessment mechanism should be developed
to evaluate Corporate Governance within
the Board and for the institution as a whole,
where the independence of the reviewing team
is essential. In addition, supervisors should
consider how long have independent direc-
tors held office under the same Chairman and
CEO. In addition, the participation of Board
members should be clearly defined and docu-
mented to ensure decision-making processes
are carried out according to sound Corporate
Governance practices.

*  Board Committees: the essential committees .
include: Audit, Risk, as well as Compensation
and Nomination. Their Chairmen must be
independent members and its members should
rotate, in particular their Chairmen.

®  Chairman of the Board: the Chairman must
combine knowledge, experience and leader-
ship skills. It is recommended that elections
are periodic to enable the Chairman to con-
tinue in office, as long as he obtains favor-
able results in his performance evaluations.

It is a good practice for the CEO and the

Chairman of the Board not to be the same

person. In case these positions are held by

the same person, the entity should take steps  ®

to mitigate the concentration of duties. The

Chairman should play an important role in

promoting an active participation of indepen-

dent Board members, as well as distributing
information on the institution in a timely
manner.

Conlflicts of interest: emphasis should be
placed on the obligation of shareholders,
Board members and the CEO must disclose
potential conflicts of interest. At the same
time, the entity should establish mechanisms
to prevent, and if necessary solve these con-
flicts.

Risk Manager: the risk manager must have
sufficient authority, hierarchy, indepen-
dence, resources, and access to the Board for
decision-making. It must be an independent
line of business and have no other related du-
ties that may impede the proper performance
of their activities. The risk function must be
commensurate with the entity’s size and com-
plexity, including its analysis of quantitative
and qualitative elements. In addition, the risk
analysis should be applied to new products,
and the entity must be aware of mergers and
acquisitions that, if not properly evaluated,
may trigger an increase in risk exposure. Fi-
nally, Risk Management compensation should
be determined by the Board, avoiding incen-
tives for an excessive risk taking behavior.
Compensation systems: several principles have
been established on compensation systems,
looking for designs that align the interests of
managers and shareholders. Therefore, special
attention was given to compensation systems
being based on the entity’s long-term results.
As a result, it is necessary for non-executive
directors to participate in the design and re-
view of the system. Also, care should be taken
in maintaining a balance between fixed and
variable compensation, as well as being con-
sistent with sound practices under either high
or low cycles of the entity. Finally, the trans-
parency of the system should be promoted.
Conglomerates: in the case of conglomerates,
the controlling or parent entity must have the
responsibility of implementing a sound Cor-
porate Governance framework in the entire
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group. For this purpose, the controlling entity
must ensure the proper distribution of capital
in accordance to each unit’s risk. Corporate
Governance at the group level may be differ-
ent from that of each unit; therefore, supervi-
sors, during their review process, should pay
attention to the potential differences between
Corporate Governance at the controlling en-
tity and the other units that make up the con-
glomerate.

Transparency: institutions should be suffi-
ciently transparent to shareholders, depositors
and other related parties. Information disclo-
sure should cover not only financial informa-
tion, but also risk, Corporate Governance,
and compensation policies, among others.
Proportionality: Corporate Governance prin-
ciples should apply to all financial interme-
diaries, regardless of their purpose or legal
nature. In all cases, supervisors should take

into account the nature, size, complexity and
risk level of the various institutions.
Supervision: the supervisor must periodi-
cally evaluate the adequate operation of the
financial entity’s Corporate Governance
framework. For this purpose, supervisors
must define processes and tools to carry out
on-site inspections and off-site monitoring. In
particular, supervisors must pay attention to
the entity’s risk profile and its internal control
function. As part of their duties, supervisors
should define an interview process to autho-
rize non-executive directors. These interviews
should also have the participation of the en-
tity’s senior staff, which have adequate levels
of experience, responsibility, and hierarchy,
as well as personnel from the regulatory and
supervisory authorities with a proven ability
to evaluate and judge the suitability of the
proposed director.
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MISSION

Contribute to the strengthening of bank regulation and supervision and
financial system stability in the Region by actively sharing information
and disseminating knowledge; providing support and services that lead to
increased technical capacity and leadership; supporting the adoption and
implementation of sound supervisory practices; and promoting timely and
relevant international dialogue.

OBJECTIVES

a. Promote and maintain close communication among the Association's
Members, in order to facilitate co-operation among them, and to
promote the improvement of their respective capabilities;

b. Provide its members with a high-level discussion forum for the
exchange of information, ideas, techniques, experiences and
knowledge over their scope of competence;

c. Promote and carry out research and analysis on financial regulation
and supervision as well as financial stability;

d. Organize and conduct systematic and permanent training programs
as well as technical cooperation amongst its Members;

e. Promote cooperation and exchange relationships with non-member
bank supervisors, with financial standard setting institutions, with
international and multilateral technical cooperation institutions,
with other organizations with similar objectives and with organiza-
tions representative of the supervised entities; and

f. In general, to carry out every activity related to its purposes.



