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I.
Introduction
The International Finance Corporation (IFC), through the Azerbaijan Corporate Governance Project (ACGP), conducted a survey to evaluate the current state of corporate governance practices in Azerbaijani open Joint Stock Companies (JSCs), in both banks and companies. This was one of the main elements of ACGP’s work from the beginning of the project.

This article is a comparative analysis and general review of the survey results described in detail in two ACGP reports: one on banks and one on companies (the reports).
 As in the reports, this analysis presents findings from the survey in five categories: (1) organization and ownership of Azerbaijani banks and companies; (2) awareness of and commitment to good corporate governance practices; (3) supervisory board and management practices; (4) shareholders’ rights; and (5) disclosure and transparency. 


II.
Organization and Ownership of Azerbaijani Banks and Companies 

A sample of thirty-four banks was selected. Twenty-six of the thirty-four banks surveyed were created in or before 1994. The other eight were established later. Under the Law on Banks of the Republic of Azerbaijan (Law on Banks), banks can only register as open JSCs.

Unlike banks, most of the one hundred companies surveyed (89.0%) obtained JSC status as a result of the move toward privatization in Azerbaijan. Ten companies acquired JSC status as their initial legal registration and only one was reincorporated as a JSC from another form. However, only 76.0% of respondents considered the JSC form appropriate for their companies’ needs. Of the respondents who indicated that they would consider an alternative form, 20.0% preferred the Limited Liability Company (LLC) form and the remaining 4.0% favored the closed JSC form. The option of an alternative form is only open to companies with fewer shareholders than the threshold number at which companies are required to incorporate as open JSCs.
 
Banks were much more likely to have plans to raise additional capital than companies were (97.1% of banks compared with 65.0% of companies). Only 7.5% of the companies planning to raise capital indicated a preference for direct equity investment, but most of the banks (70.6%) preferred this means of attracting additional capital. Others favored various types of loans. Note that the legislative requirements regarding charter capital for banks and companies are very different. For banks, the minimum requirement is 10 million AZN; for companies, it is only 4,000 AZN (20 million old Azerbaijani Manat).

The charter capital of most banks and companies surveyed was raised by issuing common shares. The issuance of preferred shares was not typical in either banks or companies. Only six banks (20.0%) and three companies (3.0%) issued preferred shares as well as common shares.
 Although most of the banks surveyed (73.5%) were listed on the Baku Stock Exchange (the Exchange), only twenty-two of the companies surveyed (22.0%) were listed on the Exchange. Foreign participation accounted for 15.0% of the aggregate charter capital of the banks and only 4.0% of the aggregate charter capital of the companies.
The companies had a more widely distributed ownership structure (a greater average number of shareholders) than the banks had; however, the ownership structure of both banks and companies was highly concentrated. In 81.0% of the companies and 33.3% of the banks, a single shareholder had controlling interest. The major shareholders in companies were affiliated or related less often than they were in banks (reported by 15.0% of companies and 38.3% of banks). 
III.

Awareness of and Commitment to Good Corporate Governance Practices 
Only 30.0% of companies and 85.3% of banks indicated that they were knowledgeable in corporate governance principles, specifically the Organization for Economic Co-operation and Development’s “Principles of Corporate Governance” (2004) (the OECD Principles of Corporate Governance), which is the most widely accepted and established set of international standards of corporate governance.  
Banks were more knowledgeable than the companies were about the OECD Principles of Corporate Governance. Consequently, perhaps due to a lack of understanding of good governance, companies rated their own corporate governance practices at a higher level than the banks did: 43.0% of the companies surveyed scored their own corporate governance practices at the maximum level (four or five points on a five-point scale), but only 38.2% banks rated their own practices as highly.
Although banks had ambitious plans for attracting additional investment, only 17.6% identified the enhanced ability to attract investment as the most important benefit of good corporate governance. By comparison, 36.0% companies indicated that this was the most important benefit. Companies most often identified improving the company’s reputation as the most important benefit of good corporate governance (59.0%). For banks, improving the bank’s decision-making process was the most important benefit (55.9%). This was one aspect of the benefits of good corporate governance that companies seemed to understand better than banks did.
In general, the survey indicated that the governing documents of both banks and companies needed improvement. Bylaws are essential for establishing effective corporate governance practices, but although both companies and banks had adopted basic bylaws with respect to the activities of their governing bodies, relatively few had adequately documented policies concerning governance processes. For example, only 50.0% of companies and 32.3% of banks had bylaws on disclosure and only 63.0% of companies and 32.3% of banks had bylaws on the payment of dividends. 
The obstacle to improving corporate governance that companies mentioned most frequently was the lack of the necessary information and knowledge (60.0%). Banks most often cited ineffective corporate governance legislation (61.8%). This response is not what one might expect given that the banking legislation regulates corporate governance issues more comprehensively than the legislation applicable to companies does.   
When asked to identify the measures they believed would improve corporate governance, the companies surveyed most often pointed to the implementation of International Financial Reporting Standards (IFRS) (46.0%). For the banks, implementation of IFRS came third (23.5%), even though it was already required by law, and they most often identified the establishment of board committees as a measure to improve corporate governance (52.9%). Only 8.0% of the companies cited establishing board committees as a measure that would improve corporate governance practices, and very few (18.0%) cited corporate governance training for supervisory board members. These results demonstrate the low level of interest in issues related to supervisory boards among companies, but 38.2% of banks considered such training important to improving corporate governance. 
Interestingly, approximately the same percentage of banks and companies, albeit low (11.8% and 10.0% respectively), considered independent directors an important factor in good corporate governance practices. Banks and companies also indicated willingness to engage consultants or to obtain training in a variety of corporate governance matters to about the same degree, but this time at a high level (94.1% and 93.0% respectively).
Overall, banks and companies rated their corporate governance practices higher than is probably accurate and both rated their own corporate governance as better than that of their peers. This, coupled with the perception of both banks and companies that improved corporate governance is primarily a means to attract capital and improve operational efficiencies, demonstrates that a better awareness of corporate governance is needed. Encouragingly, both banks and companies expressed willingness to improve their corporate governance practices.  
IV.
Supervisory Board and Management Practices
Azerbaijan’s two-tiered board system generally requires JSCs to establish a supervisory board and a management board, each with distinct responsibilities. There is no exception for banks, but the corporate legislation envisages some exceptions for companies. For example, the Civil Code of the Republic of Azerbaijan (Civil Code) obliges company JSCs to have supervisory boards only if they have more than fifty shareholders.
 Of the companies surveyed, 96.0% had fewer than fifty shareholders and were not obliged to have supervisory boards. Company JSCs may also have individual general directors instead of management boards, at their own discretion and not depending on the number of shareholders.
A.
Supervisory Boards 
On one hand, good corporate governance practice requires that boards be large enough to encompass individuals with a range of specific finance, legal and commercial skills. On the other hand, a board with too many members can be unwieldy. The law in most Eurasian countries requires a minimum number of board members, ranging from three to five.
 In Azerbaijan, there is no legal limitation on the size of the supervisory boards of companies,
 but banks are required to have a minimum of three board members.
 In most of the banks (67.6%) and companies (71.0%) surveyed, the supervisory board had three members. The term for supervisory board members was not more than four years in banks
 and a maximum of three years in companies.
 
Although 18.0% of the companies and 14.7% of the banks claimed that their charters had provisions regarding independent members, only 28.0% of companies and 22.2% of banks reported that they actually had independent members on the supervisory board. The survey indicated that supervisory boards often interfered with day-to-day management affairs. The presence of major shareholders on the supervisory board accounted for this abuse of authority.   
Legislation requires both banks and companies to hold supervisory board meetings at least quarterly. Only two banks held meetings less frequently, but 50.0% of the companies routinely violated that provision and held supervisory board meetings only once, twice or three times a year.
In Azerbaijan, as in most developing economies, self-assessment of performance by the supervisory board is not a well-established practice. Effective boards engage in a continuing process of self-evaluation in order to identify where they are performing well as a board and where they might improve. Only 36.0% of the companies and 23.5% of the banks claimed that their supervisory boards had conducted a self-evaluation of their performance in the last two years.
Appropriate remuneration of the supervisory board is a principle of good corporate governance. Good practice dictates aligning supervisory board and management remuneration with the interests of the company and its shareholders. Only 10.0% of the companies surveyed reported that they had any remuneration system for supervisory board members. Notably, Azerbaijani law does not restrict the form of the remuneration of the supervisory board members. The supervisory board members of banks may receive a salary or they may be remunerated based on a percentage of the net income of the bank.
 Roughly half of the banks surveyed (47.1%) paid the supervisory board members for their services. Of those, 41.2% based the remuneration on the net income of the bank.
Board committees play an important role in corporate governance best practices. For banks, certain committees became mandatory with the advent of the National Bank of the Republic of Azerbaijan’s Regulations on Implementation of Corporate Governance Standards in Banks (NBA Corporate Governance Regulations).
 Most banks had established the committees required by the NBA Corporate Governance Regulations, such as an audit committee (91.2%), a risk management committee (53.0%), a credit committee (100%), an asset-liability management committee (79.4%) and an information technology committee (53.0%). Only 35.3% had all of the required committees in place. Several banks had also established a strategic planning committee (32.3%), ethics committee (11.8%) and conflict resolution committee (11.8%).
The Civil Code does not specify any mandatory supervisory board committees for companies, but a number of companies reported that they had established some committees. The most prevalent was an ethics committee (28.0%), followed by a conflict resolution committee (24.0%), a corporate governance committee (18.0%) and a strategic planning committee (12.0%). Unfortunately, only 10.0% of the companies had audit committees.
B.
Management
Management is expected to be responsible for the day-to-day operations of banks and companies. As mentioned above, banks are required to have a management board
 but companies are not. Nevertheless, management was comprised of an executive or management board in 85.0% of the companies surveyed, and 15.0% had an individual general director.
  
For banks, the legislative requirements regarding the number of management board members and the length of their terms are similar to those applied to the supervisory board (a minimum of three members and a maximum term of four years).
 Both boards must have an odd number of members. Most of the banks surveyed (44.1%) had five-member management boards and one had nine members. 
For companies, the size of the management board may be established by the company’s charter.
 Most of the companies with management boards had three-member boards (61.2%).
The Law on Banks has some minimum requirements regarding the competency of management board members, but 76.5% of the banks surveyed had elaborated on those requirements in their charters. There are no legal requirements regarding the competency of management board members for companies. Not surprisingly, only 40.0% of the companies surveyed had developed competency requirements for management board members.
In most of the companies surveyed, contrary to best practices, management often performed duties and assumed responsibilities beyond its authority and a high concentration of power rested with management. For example, in a significant portion of the companies, management had the authority to select the external auditor (57.0%), approve the annual report and financial reports (54.0%), declare and pay dividends (41.0%), issue shares (34.0%) or exercise other authorities properly assigned to another body. Moreover, in some companies (8.0%), management appointed the chairperson and members of the supervisory board, which contravenes both the law and best practices.
 
In contrast to companies, management boards of banks mostly performed functions typically assigned to them. However, the management board in some banks had the authority to select the external auditor (14.7%),
 approve the annual report and financial reports (17.7%),
 declare and pay dividends (5.9%) or approve the budget (5.9%).

Performance-based compensation was not typical in the companies surveyed. For example, very few indicated that remuneration was based on profit (4.0%), a performance evaluation (4.0%), sales (1.0%), the market value of the company’s shares (1.0%) or additional responsibilities (2.0%). 
Corporate governance best practices include having in place a system in which management reports to and regularly communicates with the supervisory board, designed to enhance the operating efficiency of the company. Pursuant to legislation, the management of both companies and banks must report to the supervisory board.
 In the companies with supervisory boards, management most often reported to the board once a year in writing (28.0%). In banks, the management board most frequently reported to the supervisory board quarterly in writing (44.1%). 
Good corporate governance practice requires that supervisory board and management board members disclose conflicts of interest and abstain from voting on resolutions when a conflict exists. Under the Civil Code, management must disclose any conflict of interest to the supervisory board and obtain its prior approval before engaging in a transaction where a conflict exists.
 Only 27.0% of the companies surveyed reported that they complied with this requirement. Policies and procedures regarding disclosure of conflicts were in place in 18.0% of the companies and 29.4% of the banks, and 14.0% of companies and 20.6% of banks had procedures for abstaining from voting in the event of a conflict.
As discussed at a recent OECD Roundtable,
 supervisory boards must take a much more active role in the management and disclosure of conflicts of interest and related party transactions. In the companies surveyed, management most often had the authority to approve related party transactions (72.0%), which contradicts both the legislation
 and best practices. In the majority of the banks (64.7%), this responsibility did indeed rest with the supervisory board.
 The National Bank of the Republic of Azerbaijan’s Regulations on Related Party Transactions (NBA Regulations on Related Party Transactions), which were adopted in 2002, set out the rules and procedures governing the conduct and reporting of such transactions in banks.
In general, the level of corporate governance practices regarding supervisory boards and management was much lower in companies than it was in banks.  The division of responsibility between the governing bodies was often unclear in both banks and companies, but especially in companies.
The survey results indicated that conflicts of interests were not regulated sufficiently for either banks or companies, leaving an opening for abuse in this area. Independent directors were few, and quite often, the governing boards were comprised of major shareholders or their affiliates. 
V.
Shareholders’ Rights 
Under Azerbaijani legislation, the Annual General Meeting of Shareholders (AGM) is the ultimate governing body of companies and banks. The AGM gives shareholders the opportunity to participate in managing their investment and to ensure that their interests and rights are protected. Banking legislation confers more authority and functions on bank AGMs than the corporate legislation assigns to company AGMs. 
The legislative regimes for both banks and companies divide AGM authorities into two categories: exclusive, non-delegable authorities and non-exclusive, delegable authorities. For companies, the Civil Code provides that the exclusive authorities of the AGM include (among other things) the appointment and removal of the supervisory board.
 Although most of the companies surveyed (87.0%) complied with this provision with respect to the members of the supervisory board, few of them (3.0%) did so with respect to the chairperson.
 The Civil Code also confers on company AGMs the right to appoint management; however, the AGM may delegate this function to the supervisory board.
 Nevertheless, the right to appoint management or the chairperson of the management board (where one existed) was retained in the AGM in most of the companies surveyed (70.0%).  

The banks surveyed largely (but not fully) complied with allowing the AGM to exercise its exclusive authorities. For example, the AGM usually elected the supervisory board members (97.1%) and the chairperson (94.1%), but only 58.8% of respondents reported that the AGM approved the issuance of securities such as bonds. More remarkably, less than half of the banks surveyed indicated that the AGM approved the annual report or significant transactions.

In Azerbaijan, as elsewhere, the share register is legal evidence of share ownership. The share register identifies shareholders and the type, number and nominal value of their shares. A reliable registration system, and unencumbered access to it, is therefore particularly essential for the protection of shareholders’ rights. By law, all JSCs must ensure proper maintenance of a shareholder register. Pursuant to Civil Code, companies with twenty or fewer registered shareholders may maintain their own share registers.
 If the company has more than twenty registered shareholders, an independent registrar must maintain the share register. Among the companies surveyed, 93.0% used the services of an external or independent registrar and only three (3.0%) maintained their own share registers. Most of the banks surveyed (76.5%) registered their securities with an independent registration bureau, in most cases the National Depositary Center of the Republic of Azerbaijan. 
Besides the requirement to hold AGM meetings at least annually, good corporate governance practices require that the AGM agenda be carefully prepared, that the meeting be properly conducted and that shareholders be given ample opportunity to raise concerns and put questions to the board.  
Most companies and banks provided their shareholders with timely notice of AGMs. The biggest concern emerging from the survey was the amendment of the agenda. The banks and the companies both reported many practices that contravened the legislation in this regard. Notably, 56.0% of the companies and 55.9% of the banks said that changes to the agenda were permitted during the meeting if deemed necessary. For banks, this is contrary to both legislation and international best practices.
 However, unlike the law applicable to banks, corporate legislation does not prohibit this practice for companies, nor does it require the presence of all shareholders who have voting rights and their unanimous consent to make such amendments.

In light of the poor attendance at AGMs, the practice of making changes to the agenda during the meeting is an even more serious violation of shareholders’ rights. For example, a majority (57.0%) of the companies surveyed said that less than 85% of the shareholders attended the last AGM. Attendance at bank AGMs was more satisfactory. Of the thirty-two banks who answered this question, only three said that less than 75% of the shareholders attended the last AGM and 75.0% said that more than 85% of the shareholders attended. Attendance by minority shareholders was almost the same at bank and company AGMs. In 52.9% of the banks and 51.1% of the companies, two-thirds of the minority shareholders attended the last AGM. 
An extraordinary shareholders’ meeting (ESM) is an opportunity for shareholders to exercise their rights in an effective and timely manner in the event of an unforeseen issue of urgency. Compared to the companies, the banks had held ESMs much more often in the last two years (16.0% and 58.8% respectively). For both, the most common reason for convening an ESM was to amend the charter.
Shareholders should be afforded effective and convenient methods of voting and should be able to vote in person or in absentia.  In general, the respondents showed a lack of awareness of appropriate mechanisms to protect the rights of minority shareholders, including with respect to voting procedures. For example, only 6.0% of companies and 20.6% banks applied cumulative voting, which plays a critical role in protecting the rights of minority shareholders. Very few companies or banks used blocking vote mechanisms or block voting.
 The majority of both banks (64.7%) and companies (77.0%) announced the results of the AGM to shareholders before the meeting adjourned. However, 26.5% of the banks and 75.0% of the companies did not make the results of the AGM available to the public. 
Few banks or companies paid dividends. Only 18.0% of companies and seven banks declared and paid dividends in the fiscal years 2002 through 2004.   
Respect for shareholders’ rights, especially minority shareholders’ rights, is in need of improvement in the banking and non-banking sectors. While it is encouraging that the banks and companies surveyed have been holding AGMs, improvement is needed in the notice procedures in both banks and companies and in their methods of conducting these meetings. One of the fundamental incentives for investing, the expectation of receiving dividends, appears to be absent in most Azerbaijani banks and companies. This is a poor reflection on performance, even taking into account the need to retain earnings in the early stages of growth, and it is perhaps a reason why there is no vibrant stock market in Azerbaijan.
VI.
Disclosure and Transparency

Effective disclosure, which includes financial disclosure and transparency, is fundamental to good corporate governance and essential for building investor confidence. Disclosure and transparency are sensitive issues and respondents were less forthcoming in answering questions in this section of the questionnaire.  
The Law on Accounting of the Republic of Azerbaijan
 (Law on Accounting) requires all “public interest entities” (PIEs) to report financial results in accordance with International Financial Reporting Standards (IFRS). The Accounting Law defines PIEs as credit organizations, insurance companies, investment funds, private social funds, legal entities listed on the stock exchange and other business entities that meet certain criteria.
 Banks are obliged to comply with provisions of the Law on Accounting
 and the Law on Banks,
 which both mandate compliance with IFRS. 

It is interesting that the companies surveyed most often cited implementation of IFRS as the most important measure for improving corporate governance (46.0%), but approximately the same percentage (45.0%) reported that they already prepared their financial statements in accordance with IFRS. Analysis indicates that the latter figure is doubtful. Given that it is mandatory under the banking legislation, it is not surprising that all banks reported compliance with IFRS. However, analysis shows that only 52.9% of the banks were actually disclosing audited financial statements in compliance with IFRS. Only 9.0% of the companies indicated that they disclosed audited financial statements in accordance with IFRS.
Annual reports, including financial statements and information on major shareholders and top management, promote transparency and help protect investors. Making this information public helps ensure transparency in the market generally. Azerbaijani banking legislation requires the disclosure of annual reports, balance sheets, income statements and audit reports (including an audit opinion). The Civil Code requires all JSCs to disclose their annual reports and balance sheets publicly.
 A significant portion of the companies surveyed did not comply with this requirement. Only 37.0% reported that they publicly disclosed their annual reports and only 33.0% reported that they publicly disclosed their balance sheets.
Although 85.3% of respondent banks said that they were aware of the OECD Principles of Corporate Governance, compliance with the disclosure standards was remarkably low. For example, none of the banks surveyed disclosed information on insider trading or blocking votes. Only a negligible percentage disclosed related party transactions, information on board members or largest single client exposure. The majority of the companies surveyed (56.0%) reported that they did not publicly disclose any information. When asked why, most (65.0%) pointed to the lack of demand for the information or the lack of any legal requirement to do so (30.4%). The OECD Principles of Corporate Governance and “Enhancing Corporate Governance for Banking Organizations” (1999),
  issued by the Basel Committee on Banking Supervision, both contain recommendations with respect to the information to be disclosed in an annual report. Although 37.0% of the companies and 88.2% of the banks surveyed said that they published annual reports, the quality of these reports is questionable in light of their responses regarding the information disclosed therein. For example, only 1.0% of the companies and 5.9% of the banks named the beneficial shareholders in their annual reports. Also, only 4.0% of the companies provided profiles of board members. Few respondents (4.0% of companies and 2.9% of banks) disclosed the shares owned by board members. 
Rather than providing some of the substantive information that an investor might expect under corporate governance best practices, the annual reports of the companies surveyed focused on complying with the Regulations on Preparation and Disclosure of Annual Reports by Issuers of Investment Securities of December 29, 2004, issued by the State Committee for Securities under the auspices of the President of the Republic of Azerbaijan (Securities Committee Disclosure Regulations). Although only 28.0% of the companies reported that they included the related financial statements in the annual report, 41.0% said that they disclosed the external auditor’s opinion. Even though the Securities Committee Disclosure Regulations require companies to disclose significant shareholders (those who own 10.0% or more of the shares), only 27.0% of the companies surveyed provided this information.
In OECD countries, regulators require the disclosure of transactions involving company directors and their associates because of the fiduciary nature of the director’s role. In most Eurasian countries also, related party transactions are considered material and are therefore subject to mandatory disclosure. As discussed at an OECD Roundtable,
 however, compliance and enforcement are notoriously weak throughout the region.
Currently in Azerbaijan, disclosure of related party transactions by companies is minimal owing to the lack of legislated requirements and lack of compliance with good corporate governance practices. Of the companies surveyed, 5.0% reported that they disclosed related party transactions and 4.0% disclosed significant transactions.
 Only 18.0% disclosed both and 73.0% disclosed neither. Despite the implementation of the NBA Regulations on Related Party Transactions and the requirement to comply with IFRS, only 8.8% of the banks surveyed disclosed related party transactions, 5.9% disclosed significant transactions, only 35.3% disclosed both and 47.1% disclosed neither.
Like effective disclosure, effective financial controls are fundamental to good corporate governance and essential for building investor confidence. In good corporate governance practice, committees of the supervisory board perform a variety of important duties in the company, but the audit committee is particularly important. It is responsible for reviewing the effectiveness of the company’s internal audit function and for ensuring the integrity of the financial statements and the independence of the external auditor. In Azerbaijan, the bodies principally responsible for implementing financial controls are the audit committee (or for companies in some cases, its predecessor, the revision commission), the internal audit department and the external auditor. Banks are required by law to have an audit committee and an internal audit department.
 Of the banks surveyed, 91.2% confirmed that they had an audit committee (only 8.8% admitted that they only had a revision commission) and 91.2% had an internal audit department.
Company JSCs in Azerbaijan are not required to have an audit committee or an internal audit function. The Civil Code requires all companies with more than fifty shareholders to have a revision commission or an inspector
 to carry out control over the financial and operating activities of the company. However, if the company’s charter so provides, a company with fewer than fifty shareholders may established this body.
 Of the companies surveyed, 80.0% had a revision commission, 9.0% had both a revision commission and an audit committee and 11.0% had neither. 
An effective internal audit function will determine whether the company has sound systems of internal control to protect the organization against loss, regularly test and evaluate those control systems, assess risk and make recommendations for improvement and follow-up. In Azerbaijan, there is no legal requirement for companies to establish an internal audit function, but 12.0% of the companies surveyed claimed to have done so. 
To be effective, the internal audit function must be independent of management and free of interference in determining the scope of the audit, performing the work and communicating the results. In most of the companies that had an internal audit function, the function was not independent to an adequate degree. For example, in 58.3% of the companies with an internal audit department, the supervisory board appointed the head. Worse from the point of view of independence, in 41.7% of those companies, management performed this function. In corporate governance best practices, the audit committee makes this appointment. 
In most of the banks surveyed, the internal audit function was likewise not adequately independent. The law and best practices both require the audit committee to be responsible for approving the internal audit work plan. However, this was the case in less than half of the banks (47.1%). In the rest, management or the finance department was responsible for this approval. (Companies with internal audit departments also failed to comply with best practices in this respect: management or the supervisory board generally approved the internal audit work plan.)
Only 58.8% of the banks surveyed reported that their audit committees oversaw the internal audit function and that the internal audit department was accountable to the audit committee as required by legislation and best practices. In 38.2% of banks, the supervisory board provided the oversight of the internal audit department and in 5.9%, the AGM was said to be responsible for this oversight.
All of the twelve companies with an internal audit function (12.0%) said that their internal audit function reported to the supervisory board and management. Oversight was provided as follows: AGM (three companies); AGM and management jointly (three companies); supervisory board (two companies); revision commission and supervisory board jointly (two companies); management (one company); and AGM and the supervisory board jointly (one company).
Under the Civil Code, all JSCs must submit their annual financial statements to the scrutiny of an independent external auditor prior to public disclosure.
 Only 77.0% of the companies surveyed complied with this requirement. Of those, 87.0% used a local auditor or audit firm and 13.0% used an international audit firm. International firms provided audit services for 79.4% of the banks surveyed and 20.6% used a local audit firm.
Since it bears on the independence of external auditors, it is notable that half of the companies surveyed (50.0%) reported that the external auditor performed other services for the company in addition to conducting the audit. Tax consulting was the most prevalent of the services performed (56.6%), followed by legal services (26.5%) and business consulting (16.9%). Only a little over half of the banks (55.9%) reported that the external auditors performed no services for them other than conducting the annual external audit.
There was a vast difference between banks and companies with respect to their disclosure practices. This is most likely due to legislation, which includes a requirement for banks to report in accordance with IFRS. 

Both banks and companies need to improve their internal audit functions, but companies are in greater need of improvement. The survey showed that many of them do not even carry out internal audits. The lack of appropriate internal controls for banks and companies is a serious concern.
Even though the legislated disclosure requirements are minimal compared to international best practices, many companies did not even comply with these requirements. This suggests that improved enforcement is needed.  There is a requirement for banks to report in accordance with IFRS, but there is no requirement that an independent, qualified auditor must attest to the financial statements in accordance with ISA. Without that certification, the public will consider these financial statements unreliable.   

VII.
Conclusion
As expected, the corporate governance practices of non-bank JSCs fell far short of those of banks.  This is because, in general, the banking sector is further advanced. Another reason is that the National Bank of Azerbaijan has been progressive: It has improved the legislation and has made improving corporate governance in banks a priority,
 as evident in its issuance of the NBA Corporate Governance Regulations and subsequent amendments. Unfortunately, comparable leadership has yet to emerge in the non-banking sector. Consequently, there is no equivalent legislative and regulatory framework for companies. Despite the significant difference between the two sectors in terms of the legislative framework, however, banks and companies both need to improve their corporate governance practices. 
To improve corporate governance in the non-banking sector, the company law provisions of the Civil Code should be reviewed and improved. However, since it is cumbersome and time-consuming to change a comprehensive law like the Civil Code, alternative means of improving the regulatory framework should be considered, including one or more of the following: (1) enact a separate companies law; (2) improve the Securities Committee Regulations related to corporate governance; (3) enact new rules for listing on the Baku Stock Exchange, with heightened standards for corporate governance and disclosure; and (4) adopt a national corporate governance code.  Many developed and developing countries have adopted corporate governance codes, based on best practices, to improve corporate governance and thus restore or sustain investor confidence.  This is an effective yet flexible tool for this purpose, because a corporate governance code can incorporate international best practices while taking into account the special circumstances relevant to a particular country.

Whatever the form chosen for making legislative improvements, a concerted effort to improve enforcement should follow.  For example, National Bank inspectors should enforce the NBA Corporate Governance Regulations and banks should be sanctioned for failure to comply with them.  Similarly, the Securities Committee and the Baku Stock Exchange should enforce their rules and regulations to build investor confidence in the fairness of the market.
Improved legislation and enforcement are not enough to improve corporate governance in Azerbaijan. Substantive improvement will require a joint effort by the public sector and the private sector. Azerbaijani enterprises need to move beyond their current approach, which emphasizes form over substance and simply establishes a corporate body and its functions on paper through various governing documents. Azerbaijani enterprises should establish a committee or an individual position such as a corporate secretary to be responsible for ensuring that corporate governance principles are observed in the organization. The leadership within enterprises (such as the supervisory board) should stress the priority of good corporate governance to management and employees.  
Azerbaijan has accomplished a great deal in the relatively short period since its independence from the Soviet Union. If improving corporate governance is given priority status, and the appropriate people champion the effort, Azerbaijan could become a leader in good corporate governance in the region.  






ORGANIZATION AND OWNERSHIP.  The ownership of both banks and companies is highly concentrated. The ownership of companies is more widely distributed, but banks are more likely to be seeking capital.


AWARENESS OF AND COMMITMENT TO GOOD CORPORATE GOVERNANCE PRACTICES.  Banks and companies both need a better awareness and understanding of corporate governance.  Both tend to rate their own corporate governance practice as better than that of their peers. Both sectors expressed a willingness to improve corporate governance.


SUPERVISORY BOARD AND MANAGEMENT PRACTICES. Conflicts of interest are not adequately regulated, leaving an opening for abuse in this area. The division of responsibility between the governing bodies should be more clearly defined. There are few independent directors. Quite often, governing boards are comprised of major shareholders and their affiliates.


SHAREHOLDERS’ RIGHTS.  Shareholders’ rights need improved protection in both sectors, including more appropriate procedures for AGMs. Both sectors have a poor record of paying dividends.


DISCLOSURE AND TRANSPARENCY. The regulatory framework applicable corporate governance has been substantially developed for banks, but not for companies. Banks and companies are therefore subject to very different disclosure requirements, especially the requirements related to financial disclosure, and many companies do not disclose financial information. Financial reporting is more reliable in the banking sector, but in both sectors, there is a need to ensure that financial results are audited in accordance with international best practices. Banks need to improve their internal auditing, but in companies, the function is virtually absent.





EXECUTIVE SUMMARY








ACTION PLAN TO IMPROVE CORPORATE GOVERNANCE IN AZERBAIJAN





The government should revise the existing company law provisions of the Civil Code, or alternatively, enact a companies law, improve securities regulations, tighten the rules for listing on the exchange, adopt a national corporate governance code, or implement a combination of these measures to improve the legislative framework applicable to company JSCs.


Government and non-government regulators should undertake a concerted effort to enforce compliance with legislation related to corporate governance.


Open joint stock companies in the banking and non-banking sectors should make improving their corporate governance practices a high priority.








( The authors would like to thank the entire IFC Azerbaijan Corporate Governance Project team, especially Azer Humbatov, for their contributions to this article. Additionally, much credit is due to Agnes Vanya for her tireless help in editing and proofreading the Survey Reports.  


�  Full Azerbaijani and English versions of Bank Corporate Governance Survey in Azerbaijan and Company Corporate Governance Survey in Azerbaijan are available at www.ifc.org/acgp.


�  Banklar haqqinda Azerbaijan Respublikasinin Qanunu (Mar. 2004) [Law on Banks] art. 19.1. (Azer.).


�  Azerbaijan Respublikasinin Mulki Mecellesi (September 2000) [Civil Code] art. 100.2.; 88.1. (Azer.); Azerbaijan Respublikasinin Nazirler Kabinetinin Qerari [Decree of the Cabinet of Ministers] No. 224 (Dec. 23, 2000) (Azer.). The threshold is fifty shareholders.


�  Azerbaijan Respublikasinin Milli Bankin Idare Heyetinin Qerari [Decree of Board of Directors of National Bank] No. 38 (Dec. 29, 2005) (Azer.); Decree of the Cabinet of Ministers No. 224 (Dec. 23, 2000) (Azer.).


�  Civil Code art. 106.2. (Azer.): Preferred shares may not constitute more than 25% of the charter capital of a JSC. 


� See Id. at art. 107.3.


�  Organization for Economic Co-operation and Development Roundtable, Corporate Governance in Eurasia: A Comparative Overview, Kyiv, Ukraine (May 2004).


�  Civil Code art. 107-7.2. (Azer.): The number of supervisory board members and other requirements are to be set out in the company’s charter.   


�  Law on Banks art. 25.2. (Azer.).


� See Id.. 


� Civil Code art. 107-7.4. (Azer.). 


� Law on Banks art. 25.2. (Azer.).


� Azerbaijan Respublikasi Milli Bankin “Banklarda Korporativ Idaretme Standartlarinin Tetbiqi Qaydalari” (2004) (National Bank of Azerbaijan’s Regulations on Implementation of Corporate Governance Standards in Banks) art. 10.  


� Law on Banks art. 23, 26 (Azer.). 


� Civil Code art. 107.4. (Azer.).


� Law on Banks art. 26.2. (Azer.).


� Civil Code art. 107-10.3. (Azer.). 


� See Id. at art. 107.1, 107-8. 


� Law on Banks art. 24.1.5. (Azer.).


� See Id. at art. 24.1.13. 


� See Id. at art. 24.1.6.


� Civil Code art. 107.4. (Azer.); Law on Banks art. 25.1.1. (Azer.).


� Civil Code art. 107-10.5. (Azer.).  


� See supra note 9.


� Civil Code art. 107-10.5. (Azer.).   


� Law on Banks art. 25.1.10. (Azer.).


� Civil Code art. 107.1.2. and 107-8. (Azer.).


� See Id. at art. 107-8. 


� See Id. at art. 107.1.3. 


� See Id. at art. 99.3.:“Significant transactions” means any transaction in excess of 25% of the net book value of the company’s assets. 


� See Id. at art. 106-2.2. 


� Law on Banks art. 24.5. (Azer.).


� See Id. at art. 24.6.


� Muhasibat Ucotu haqqinda Azerbaijan Respublikasi Qanunu (November 2004) [Law on Accounting] art. 8.1. (Azer.).


� Law on Accounting art. 2.1.9. (Azer.): Other business entities are classified as PIEs if they meet a threshold in more than two specified criteria (annual income, average number of employees during the reporting period and final balance sheet amount) as determined by the relevant executive authority. 


� See Id. at art. 2.1.9. and  8.1.


� Law on Banks art. 43.1. (Azer.).


� Civil Code art. 99.2. (Azer.).  


� Revised in February 2006. 


� See supra note 9.


� Civil Code art. 99.3. (Azer.).  


� Law on Banks art. 27.1. (Azer.). 


� Civil Code art. 107-11.1. (Azer.): “Inspector” means an individual who performs the functions of a revision commission. 


� See Id.  


� See Id. at art. 107.6. (Azer.). 


� Law on Banks art. 34.4. (Azer.): The provision requires all banks to comply with the corporate governance standards established by the National Bank. 
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