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Introduction

The microfinance sector in Azerbaijan is highly successful by all accounts: an outstanding loan portfolio of over USD 500 million as of 30 June 2008, with growth of 105% in 2007 in USD terms, and a low portfolio at risk of 0.2%.
 Microfinance institutions (MFIs) play an important role in the support of micro entrepreneurs and business development in the country. Without financing from MFIs most Azerbaijani micro businesses would not be able to operate or grow their business, and a key sector of the economy would contract significantly. 

FitchRatings, however, notes that the success of the MF sector could expose it to greater risks: 

“strong growth and increased need for external funding has put pressure on the internal control systems, and place new demands on quality of management and corporate governance structures, which MFIs struggle to meet”
 

There are many drivers for MFIs to improve their corporate governance. Although MFIs are limited liability companies and there are fewer formal legal corporate governance (CG) requirements, as non-bank financial institutions they are subject to a number of regulations as specified by the National Bank of Azerbaijan, most specifically on reporting.
 Furthermore many MFIs are trying to attract foreign investment and many are considering transforming into a Joint Stock Company (JSC) or bank. Both are subject to much greater regulatory control.

At the time of writing the unclear legal situation for MFIs in Azerbaijan means the importance of improving their corporate governance becomes even more immediate. Most need to establish themselves as sustainable, for-profit organizations, and whatever outcome is found to their legal status, it is highly likely that they will be increasingly regulated. 

Furthermore, the current financial crisis is decreasing the external funding opportunities available, so funds will only be accessible to the best and strongest MFIs. McKinsey’s Global Investor Opinion Survey highlights that for investors corporate governance is ‘on a par with financial indicators when evaluating investment decisions’.
 

The following discussion of corporate governance practices in MFIs is based on the author’s experience of working with MFIs in the region, not just in Azerbaijan, and also on discussions with a variety of MFI stakeholders. The observations are not based on any particular MFI in Azerbaijan, and indeed each individual MFI has its own unique circumstances and corporate governance practices. The recommendations do not apply to every MFI in Azerbaijan, but are simply a generic guide to the types of corporate governance issues that MFIs should address, based on best practice recommendations. We suggest that for further advice each MFI direct their questions to our consultants who will be happy to provide advice free of charge on basic corporate governance issues. 

Commitment to Corporate Governance Principles

Due to the relatively advanced development of MFIs in Azerbaijan, most realize the need to improve their corporate governance and want to do so, but are struggling with what to do and how to do it. Most were originally established as NGOs and were required to become limited liability companies earlier this decade, but have not adequately updated their charters to reflect current realities and practices. Moreover, many do not have adequate by-laws and documentation regarding their supervisory and management boards. These points are addressed in detail below. 
Structure and Functioning of the Supervisory Board
Although most MFIs have supervisory boards in theory, few of these are functioning effectively, often because they are unclear on their role and responsibilities or meet insufficiently regularly, or do not consider and take the necessary long-term policy decisions, often leaving this to management. Directors are rarely provided with detailed Terms of Reference (TOR).
 As a consequence, the Supervisory Board is often effectively a rubber stamp body, with decision-making dominated by the MFI’s CEO. The Supervisory Board is thus not a check on executive power: there is no counterweight to executive management, and also no formal support or advice from directors.
 

The Supervisory Board is the ‘link between shareholders and management’
 and provides ‘strategic guidance’ and ‘effective monitoring of management’.
 It ensures ‘that the right management is in place, pursuing the right strategy.’
 As discussed above, few MFI’s supervisory boards are competently carrying out these functions. While the first aspect – the link – may be met as there is often only one shareholder who is adequately represented, MFI supervisory boards rarely provide sufficient guidance or monitoring of management. According to the UK’s Combined Code, supervisory board duties should be clearly stated and the distinction between management and direction clarified. Directors have a ‘duty of loyalty’ to shareholders and a ‘duty of care’ to ensure they exercise due diligence in making decisions.
 The current inadequacies in understanding their roles and responsibilities means many directors are not fulfilling these duties.
Recommendation: MFIs should create fully functioning supervisory boards. They should clarify the role and responsibilities of the Supervisory Board and ensure these are documented appropriately. This must clearly state Supervisory Board functions, which should include: defining the MFI’s purpose, strategies and plans; establishing policies; appointing CEO and deciding remuneration; monitoring and assessing management and their own performance.
 Regular meetings are required in order to be able to commit sufficient time to these duties.

Few MFIs have board committees, and furthermore the functions of nomination, remuneration and strategy are inadequately considered by supervisory boards.
 ‘MFIs are often lacking in terms of the necessary array of competent board-level committees’.
 Best practice suggests that supervisory board committees should be established to focus on key aspects, such as audit,
 remuneration and nomination,
 as here the interests of management may conflict with the interests of the MFI. Best practice committees are usually composed of independent directors, and require clear TORs stating their mandate, composition and working procedures.
 If a supervisory board is small and composed entirely of independent and non-executive directors these functions do not need separate committees but can be carried out by the board as a whole.

Recommendation: Most MFIs are too small to have separate committees for these functions and due to the two-tier system in Azerbaijan it is probably sufficient that the supervisory board as a whole deals with these issues as all directors are non-executive. Functions must be adequately described in the supervisory board’s TOR and decisions on these matters taken by the supervisory board on a transparent basis. 

Even without a remuneration committee, MFIs’ supervisory boards are responsible for setting management compensation. Compensation policies for management, however, rarely exist and CEO remuneration often not tied to performance, thus not contributing to motivation. ICGN guidelines for this are based on three principles: transparency – so investors understand; accountability – to obtain shareholder approval; and performance-based – linked to company (longer-term) performance.

Recommendation: MFIs should introduce clearly designed remuneration programs for top management with longer-term performance elements. These should be disclosed to investors and approved by shareholders.

Few MFIs have systems of board evaluation, and moreover, as the duties and responsibilities of the supervisory boards are inadequately documented and understood, there is nothing the supervisory boards can evaluate themselves against. Regular review of supervisory board effectiveness, such as recommended by NACD
, would help supervisory boards clarify their duties and responsibilities.
 
Recommendation: A structured supervisory board evaluation process, preferably conducted by an outside party, would help MFIs ensure accountability and focus of their supervisory boards.

Supervisory Board Composition and Recruitment

Frequently the composition of MFIs’ supervisory boards is not ideal: ‘typically, the boards of member-based cooperatives and NGOs will be staffed with cooperative members or NGO representatives… the board in some instances may display some weaknesses of experience or know-how in such key areas as financial management.’
 It is common that directors do not have an in-depth understanding of microfinance, nor of the business environment, and often their other duties do not allow them sufficient time to commit to the MFI in order to understand the business better. As a consequence, they can neither challenge nor support the MFI’s CEO. Fitch notes: 

‘A critical governance issue often remains the extent to which the board is able to supervise MFI management, particularly given that strong personalities can often dominate the management team of MFIs.’

Recommendation: All members of the supervisory board must be competent and sufficiently experienced to be able to both effectively oversee and support management.

Often other directors are nominated by the CEO and there are rarely independent directors: “in many cases board directors are selected either by CEO or by other board members on the basis of friendships or other affiliations’.
 There are usually no formal nomination procedures, nor are there requirements as to directors’ qualifications or experience. Any directors nominated by the CEO are likely to be beholden to him/her and unlikely to advise or challenge. The lack of skills and experience of directors is a serious constraint, and Fitch highlights the ‘quality of board members’ is often ‘lacking’.
 Good governance depends on the ‘qualities and characters of the people involved’ and this ‘can be achieved through professional and objective selection’.
 
Recommendation: One way to achieve the above it through improved recruitment procedures. Although most Azerbaijani MFIs are too small to have nominations committees, the functions should be undertaken by the supervisory board. Recruitment should be through a ‘formal rigorous and transparent procedure’.
 This could be through using an HR recruitment firm or having shareholders nominate, but is vital to have an objective appointment process and keep to TOR.

Furthermore directors rarely receive training in their role or induction into the company on appointment, which contributes to the weakness of supervisory boards. Induction and training for directors is now recognized as key in order to ensure they are adequately informed about the company and to improve their effectiveness.

Recommendation: Provide comprehensive induction and training, including how the MFI operates, market, strategy, role and responsibilities of directors.

Independent directors can help ensure a balance of power on the board.
 The Combined Code recommends smaller companies have at least two independent members.
 Cadbury highlights the importance of high caliber, active independent directors
 who challenge, bring experience and commit time to understand the business.
 In Azerbaijan, thanks to the two-tier system, all directors are non-executive, but rarely independent. There are, however, serious difficulties in finding good candidates, especially as Azerbaijan
 does not allow employees or members of credit organizations to be a director on another financial institution’s supervisory board.
 Some experts
 argue it is more important to have a transparent, meritocratic appointment process. 

Recommendation: MFIs should bring independent directors to their supervisory boards to challenge and bring experience. This is especially important for those MFIs planning on expanding their shareholdings and becoming JSCs, as independent directors are an important means of protecting the rights of minority shareholders. A transparent recruitment process precluding personal patronage will at least help bring independent judgment. Investors may also provide qualified candidates, who may not be independent, but will bring the expertise needed.

One obstacle to improving the quality of directors and bringing independent directors to MFI boards is the fact that most MFIs do not compensate directors: ‘…board membership tends to be typically nonremunerated, which means MFIs struggle to attract commitment and the best talent.’
 Although introducing paid directorships is not possible for many MFIs, directors do need to be motivated to commit the significant time and responsibilities that board membership entails. 

Recommendation: Ensure all directors are motivated to commit their time and expertise to the board. Commercialized MFIs should consider financial compensation as a way of attracting better quality directors.
 At the least all MFIs should make sure that directors are given sufficient recognition of their contribution, and are committed to fulfilling the ‘dual mission’ of the MFI.
 

The Control Environment in Microfinance Institutions

Internal audit, internal control, and managing risk are essential roles in any financial institution, MFIs being no exception, yet for many MFIs this is a key area of weakness. For smaller and growing MFIs, internal controls are also often insufficient, with a lack of procedures and systems.
 Credit risk is typically the only risk seriously considered by MFIs and thus sometimes well managed, but in contrast the lack of a risk management function in most MFIs means they are poor at identifying portfolio and interest rate risks, managing foreign exchange and liquidity, or thinking about broader operational risks. 
The COSO framework defines internal control as: 
“a process, effected by an entity’s board of directors, management, and other personnel, designed to provide reasonable assurance regarding the achievement of objectives in the following categories: Effectiveness and efficiency of operations; Reliability of financial reporting; Compliance with applicable laws and regulations”.
 
Internal control is especially important in credit institutions due to the more complex nature of risks they face, including credit, foreign exchange, operational, money laundering and liquidity risks. According to FSA guidelines for credit unions, policies and procedures should cover all areas of operations.
 

Recommendation: All MFIs, no matter how small, must ensure ‘thorough and regular evaluation of the nature and extent of the risks to which the company is exposed’.
 This includes ensuring credit policies and procedures are up to date and enforced, foreign exchange and maturity exposures are appropriately managed, as well as improving accounting records and managing operational risk. 
Many studies have found internal audit to be a key failing in MFIs. As FitchRatings states: 

“The integrity of the audit process is another weakness of many MFIs, with the development of a well-functioning audit process often lagging behind rapid growth rates.”

A study by Mersland and Strom (2007) found that only half of their sample MFIs had an internal auditor with access to the Supervisory Board.
 Only a few MFIs have a dedicated internal audit position,
 instead often some audit functions are performed by the chief accountant, the MIS manager, HR manager or CEO, and is generally ad-hoc and process-driven. This generally means a lack of systematic or risk-based approach to audit, nor is it independent of management. 

In best practice, internal auditing is an ‘independent, objective assurance and consulting activity designed to add value and improve an organization’s operations… a systematic, disciplined approach to evaluate and improve the effectiveness of risk management, control, and governance processes’.
 Internal audit conducts risk-based audit as well as ad-hoc reviews and investigations.
 It ensures and monitors ‘the appropriateness and effectiveness’ of internal control systems, and needs ‘clear responsibilities and reporting lines to an audit committee or senior manager’ but be ‘independent of day-to-day activities’.
 
Recommendation: Each MFI should create an internal audit function with a clear TOR setting out its responsibilities including risk-based audit. It must be staffed with competent individuals and should be ‘robust enough to challenge senior management’.
 
Although there are no specific regulatory requirements for MFIs in Azerbaijan to have an audit committee due to the lack of regulation for the sector as a whole, it could be argued that MFIs should adhere to the Law of the Republic of Azerbaijan on Banks
 which does require an audit committee, and indeed some MFIs do have this body as a formality on paper. According to Azerbaijani law,
 the audit committee is an independent body with three members who cannot be employees or Supervisory Board members, and it reports directly to the General Meeting of Shareholders.
 While this body may exist on paper, it is rarely functioning in Azerbaijani MFIs. Although MFI Supervisory Boards do usually review financial statements and monitor the external audit, as discussed in part 1, rarely do members have sufficient financial expertise, and thus there is often no effective audit review function being undertaken by MFI Supervisory Boards. 

In best practice the audit committee is a subcommittee of and reports to the Supervisory Board, consisting of at least three independent directors, with a written TOR defining membership, authority and duties. These include: reviewing financial statements; recommending to the Supervisory Board appointment of the external auditor; discussing with the auditor the nature and scope of issues; ensuring the internal audit function works.
 
Recommendation: MFIs, especially larger institutions, should create effective audit committees with qualified financially literate independent directors and clear TORs.
 As Azerbaijani legislation requires that members cannot be directors and they must report directly to shareholders, MFIs must recruit three competent independent committee members
 who report directly to shareholders. Dotted-line reporting to Supervisory Board as well will meet best practice as the Supervisory Board is ultimately responsible for audit. Smaller MFIs that do not have the resources to create a functional audit committee are recommended to ensure that their Supervisory Board competently carries out the functions of an audit committee. 

Recommendation: In light of the recent financial crisis, boards and audit committees of financial institutions should ensure additional diligence and scrutiny of company reports and audits. FRC’s key questions for audit committees would be a useful check-list. 
 

Transparency and Disclosure

At the moment internal financial reporting of Azerbaijani MFIs usually adheres to local reporting standards. Due to insufficient in-house accounting skills, many MFIs cannot produce IFRS
-compliant financial statements. Many MFIs ‘continue to report under local accounting standards’
 and MFI’s often use external auditors to adapt their statements to IFRS. Non-bank credit organizations will be required to comply with IFRS in 2009
 and furthermore most international investors already require IFRS statements. The Higgs report on financial reporting recommends that ‘boards should present a balanced and understandable picture of the company’s position and prospects’.
 The compilation of IFRS-compliant statements is the responsibility of management.
 
Recommendation: All MFIs must ensure staff can compile IFRS in order to comply with Azerbaijani legislation and present MFI financials in a transparent and balanced way.

Best practice companies produce comprehensive annual reports including strategic plans for value creation, which are widely accessible to all shareholders and stakeholders via the internet. Many companies produce CSR
 or Sustainability reports covering their contribution to society, protection of the environment and ethical responsibilities. The OECD Principles
 recommend that disclosure should include: financial results; objectives; ownership; remuneration policy; related-party transactions; risk assessment; employee and stakeholder issues; governance structures and policy. Most MFIs’ current reporting is limited to financial results. Due to their mission to achieve both profit and social impact, however, it is arguably even more important for MFIs to clearly articulate their goals in order to minimize potential conflicts between the two.
  
Recommendation: MFIs should include in their annual reports non-financial strategic factors and social and environmental responsibilities,
 and disclose owners, directors and executives of the MFI. Reports must be accessible to shareholders and stakeholders. Likewise directors must receive full and timely information. 

Financial disclosure is a relative strength among MFIs in Azerbaijan, thanks to the Azerbaijan Micro Finance Association (AMFA)
 and Mix Market,
 where most MFIs now publish their annual results. Furthermore, most MFIs in Azerbaijan currently only have one shareholder, usually the founder NGO, so communication with owners is comparatively straightforward: the NGO is provided with all financial statements and the annual report. The latter, however, is generally limited to financial statements with no additional information included such as names of directors or an overview of operating activities. It is also limited in distribution and not always available on websites, thus stakeholders may have poor access to information. Any MFIs hoping to transform into JSCs and thus have multiple shareholders need to consider how they will manage the relationship and ensure effective communication.
Recommendation: MFIs should ensure that their annual reports and financial results are published and accessible to stakeholders: at a minimum they should be included on the MFI’s website as well as reported to AMFA and Mix Market.  
Recommendation: When transforming into JSCs, MFIs should consider shareholders rights and ensure minority shareholders are protected, with equal access to information.
Conclusion

Although most Azerbaijani MFIs are committed to good corporate governance, and indeed often have higher standards than required by current legislation strictly for non-bank financial institutions, for most their current governance practices are inadequate to ensure strong foundations for further growth. The contribution from the Supervisory Board is generally inadequate: often a rubber stamp body, adding little or no value. It barely provides oversight and control, and due to the lack of expertise in microfinance, banking or other functional areas, the Supervisory Boards cannot provide direction or effectively contribute to strategy, or provide useful advice to management. Furthermore, the control environment in many MFIs is a key area of weakness, which needs to be addressed to ensure sufficient management and control of risks, especially in today’s uncertain economic climate. 
There is much evidence that improved corporate governance improves firm performance. 

‘Better corporate governance adds value by improving the performance of firms through more efficient management, better asset allocation, better labor policies and similar efficiency improvements’.

McKinsey notes that the benefits are clear for a company wishing to attract investment. Most investors are prepared to pay a premium for good corporate governance – over 30% in Eastern Europe. Furthermore, investors want a single global accounting standard, more independent boards, and more effective boards though better director selection, disciplined board evaluation process and more time commitment.
 

MFIs need to improve their corporate governance if they wish to attract external funding, and especially if they wish to transform into JSCs or banks, both subject to much greater regulatory control. More than that, however, MFIs need to improve corporate governance for themselves, in order to make the right strategic decisions in an increasingly competitive market, and in order to protect themselves from the additional risks faced as their loan portfolios grow and internal operations become more complex. Improving their corporate governance can help MFIs manage some of the challenges they are currently facing. 

Example of increased risk from lack of corporate governance: The 2006 global survey of Governance Metrics International (GMI) found that companies with low corporate governance scores had higher incidences of earnings restatements, fraud, and related-party transactions.

Example of link between corporate governance and improved profitability: An ABN/AMRO study showed that Brazil-based firms with the best corporate governance ratings obtained ROEs (returns on equity) that were 45 percent higher, and net margins that were 76 percent higher than those with below-average governance practices.

Example of increased company value with better corporate governance: A 2007 study of Russian firms by B. Black et al demonstrated that a worst-to-best improvement in corporate governance resulted in an 81-percent increase in firm value. That study followed up on Black’s earlier 2001 study, based on a smaller sample, which suggested that worst-to-best improvement in corporate governance could yield firm value increases by as much as 700 percent.

Example of ratings upgrade from improved corporate governance practices: Romania’s Banca Comerciala Romana (BCR) reformed its corporate governance system to be in line with EU and international banking standards. Between 2003 and 2005, the bank’s book value rose six-fold. The bank was also upgraded by Fitch Ratings (individual rating from D to C/D) and Standard & Poor’s (long-term counterparty rating from BB- to B+). Both cited improvements in corporate governance and risk management as major reasons for the ratings upgrades.
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