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1.0 INTRODUCTION

In the last decade, banking sector reform policies have been implemented in a wide
range of developing countries. In an attempt to strategically place the Nigerian
banking system in regional and international context and promote soundness, stability
as well as enhance the efficiency of the system, a new set of banking reform
programme was introduced on July 6, 2004 by the Central Bank of Nigeria (CBN).
The reform was, among other things, designed to strengthen and consolidate the
nation’s banking system to more meaningfully protect depositors as well as play greater
developmental role in the economy. The reform programme is expected to engender a
diversified, strong and reliable banking sector in the country. Itis also envisaged that
the reform would, over time, guarantee higher returns to all stakeholders in the nation’s

banking system.

Given the furry of activities that have attended the efforts of banks to comply with the
new consolidation policy and the antecedents of some operators in the system, there are
concerns on the need to strengthen corporate governance in banks in order to boost
public confidence and ensure efficient and effective functioning of the banking system.
In a developing economy like Nigeria, banks play an important and sensitive role
hence their performance directly affects the growth, efficiency and stability of the
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economy. As the major holder of the nation’s financial assets, the banking sector
present the largest potential risk for financial and reputational losses in the event of a
corporate governance failure. Failures of corporate governance can cause enormous
financial losses, not only to individual banks and their shareholders but also to the
society as a whole. Therefore, corporate governance is of special importance and
considered the key for banking institutions to successfully achieve its strategy and

ensure a stable development of the economy.

The concern for how companies, particularly banks, should be governed lies precisely
with the increasing impact of private corporate behaviour on the collective welfare of
the economy. The importance of banks to national economies is underscored by the
fact that banking is, almost universally, a regulated industry and that banks have access
to government safety nets. Also, the business of banking has a number of intrinsic
risks that could jeopardize the entire financial system of an economy. Some of the
intrinsic risks include operating with high leverage which can make banks vulnerable
to losses; dependence on the confidence of depositors and the financial markets for
securing necessary funds; general opaqueness of the business of banking; et cetera. It
is therefore of crucial importance that banks have strong corporate governance.
Corporate governance aims to protect the interests of all stakeholders and to minimize

asymmetric information between a bank’s managers, its owners as well as customers.

The purpose of this paper is to discuss some of the key concepts in the corporate
governance of banks and to identify some challenges of improving corporate
governance in a consolidated Nigerian banking system. The rest of the paper is
divided into 6 sections. Section 2 provides a conceptual framework on corporate

governance, its mechanisms and their impediments to monitor and shape banks’



behaviour. Section 3 examines the special nature of banking institutions and how this
complicates their governance. Section 4 presents the perspective of the banking sector
reforms while section 5 is on the state of corporate governance in Nigeria. Section 6
examines the imperatives of good corporate governance in a consolidated Nigerian

banking system. Section 7 summarizes and concludes the paper.

2.0 CONCEPTUAL FRAMEWORK

There is no single or simple definition of corporate governance and certainly no
definition that all countries agree on (Mayes, et al., 2001). Corporate governance is
defined and practiced differently throughout the world, depending upon the relative
power of owners, managers, and providers of capital (Craig, 2005). Basically,
different national systems of corporate governance reflect major differences in
ownership structure of firms in different countries, and particularly differences in

ownership concentration (Shleifer and Vishny, 1997).

The concepts of corporate governance relate to the relationships between a company’s
Management, Board, Shareholders and other Stakeholders. The narrow approach to
corporate governance views the subject as the mechanism, through which shareholders
are assured that managers would act in their best interests. As far back as Adam Smith,
as indicated in Henderson (1986), it has been recognized that managers do not always
act in the best interests of shareholders. For example, Jensen and Meckling (1976),
addressed the principal-agent problem, which occurs when managers with private
information have incentives to pursue their own interests at the owners’ expense. The
broad view of corporate governance, however, refers to the process that seeks to direct
and control the affairs of an organization so as to protect the interest of all stakeholders

in a balanced manner. The process is underpinned by the principles of openness,



integrity and accountability.

2.1 Corporate Governance Mechanisms

One consequence of the separation of ownership from management is that the day-to-
day decision-making power (that is, the power to make decision over the use of the
capital supplied by the shareholders), rests with persons other than the shareholders
themselves. The separation of ownership and control has given rise to an agency
problem whereby there is the tendency for management to operate the firm in their own
interests, rather than those of shareholders’ (Jensen and Meckling, 1976; Fama and
Jensen, 1983). This creates opportunities for managers to build illegitimate empires
and, in the extreme, outright expropriation. Various suggestions have been made in the
literature as to how the problem can be ameliorated (Hermalin and Weiisbach, 2001;
Jensen and Meckling, 1976; Shleifer and Vishny, 1997). Some of the mechanisms
(based on Shleifer and Vishny’s, 1997), and their impediments to monitor and shape

banks’ behaviour are examined below.

2.1.1 Shareholders

Shareholders play a key role in the provision of corporate governance. Small or
diffuse shareholders exert corporate governance by directly voting on critical issues,
such as mergers, liquidation, and fundamental changes in business strategy, and
indirectly by electing the boards of directors to represent their interests and oversee the
myriad of managerial decisions. Incentive contracts are a common mechanism for
aligning the interests of managers with those of shareholders. The Board of directors
may negotiate managerial compensation with a view to achieving particular results.
Thus small shareholders may exert corporate governance directly through their voting

rights and indirectly through the board of directors elected by them.



However, a variety of factors could prevent small shareholders from effectively
exerting corporate control. There are large information asymmetries between
managers and small shareholders as managers have enormous discretion over the flow
of information. Also, small shareholders often lack the expertise to monitor managers
accompanied by each investor’s small stake which could induce a free-rider problem.
That is, each investor relies on others to undertake the costly process of monitoring

managers, so there is too little monitoring.

Large (concentrated) ownership is another corporate governance mechanism for
preventing managers from deviating too far from the interests of the owners. Large
investors have the incentives to acquire information and monitor managers. They can
also elect their representatives to the board of directors and thwart managerial control
of the board. Large and well-informed shareholders could be more effective at
exercising their voting rights than an ownership structure dominated by small,
comparatively uninformed investors. Also, they could more effectively negotiate
managerial incentive contracts that align owner and manager interests than poorly-
informed small shareholders whose representatives, the board of directors, can be

manipulated by the management.

However, concentrated ownership raises some corporate governance problems. Large
investors could exploit business relationships with other firms they own which could
profit them at the expense of the bank. In general, large shareholders could maximize
the private benefits of control at the expense of small investors (DeAngelo and
DeAngelo, 1985). Thus, while concentrated ownership is a common mechanism for

confronting the corporate governance issue, it has its own drawbacks.



2.1.2 Debt Holders

Debt purchasers provide finance in return for a promised stream of payments and a
variety of other covenants relating to corporate behaviour, such as the value and risk of
corporate assets. If the corporation violates these covenants or default on the
payments, debt holders typically could obtain the rights to repossess collateral, throw
the corporation into bankruptcy proceedings, vote in the decision to reorganize, and

rcmove managers.

However, there could be barriers to diffuse debt holders to effectively exert corporate
governance as envisaged. Small debt holders may be unable to monitor complex
organization and could face the free-rider incentives, as small equity holders. Also, the
effective exertion of corporate control with diffuse debts depends largely on the

efficiency of the legal and bankruptcy systems.

Large debt holders, like large equity holders, could ameliorate some of the information
and contract enforcement problems associated with diffuse debt. Due to their large
investment, they are more likely to have the ability and the incentives to exert control
over the firm by monitoring managers. Large creditors obtain various control rights in
the case of default or violation of covenants. In terms of cash flow, they can

renegotiate the terms of the loans, which may avoid inefficient bankruptcies.

The effectiveness of large creditors however, relies importantly on effective and
efficient legal and bankruptcy systems. If the legal system does not efficiently identify

the violation of contracts and provide the means to bankrupt and reorganise firms, then



creditors could lose a crucial mechanism for exerting corporate governance. Also,
large creditors, like large shareholders, may attempt to shift the activities of the bank to
reflect their own preferences. Large creditors for example, as noted by Myers (1997),
may induce the company to forego good investments and take on too little risk because

the creditor bears some of the cost but will not share the benefits.

2.1.3 Competition In Product Market And Takeovers

Some economists have argued that competition in the product or service market may
act as a substitute for corporate governance mechanisms (Allen and gale, 2000). The
basic argument is that firms with inferior and expropriating management could be
forced out of the market by firms possessing non-expropriating managers due to sheer
competitive pressure. That is, rather than focusing on the legal mechanisms via which
equity and debt holders seek to exert corporate control, market competition can
discipline a poorly managed firm. Also, a fluid takeover market as noted by Jensen
(1993), could create incentives for managers to act in the best interests of the
shareholders to avoid being fired in a takeover. Evidence however suggests that, given
the power of managers and the scarcity of liquid capital markets, takeovers are

essentially non-existent as a corporate governance mechanism outside the USA and

UK (Shleifer and Vishny, 1997).

3.0 SPECIAL FEATURES OF THE CORPORATE GOVERNANCE OF
BANKS

Banks are special, different from other non-bank financial institutions due to their

public purpose. They are therefore subject to corporate governance rules, regulations,

and policies issued by the bank regulatory agencies and subject to regular supervisory

review of their corporate governance practices and procedures. There are more



stakeholders according to Macey and O’Hara (2003), in the governance of banks than
other businesses due to banks’ liquidity function and role in promoting the health and
stability of the economy. Accordingly, a loss of confidence in banks has the potential
to create severe economic dysfunction, adversely affecting the general welfare. A
systemic banking crisis caused by bank malfeasance (or the appearance of it) has the
potential of shifting bank losses to the deposit insurance funds (if it exists) or to the tax

payers.

The banks’ corporate governance focus is also different due to the source of their
financing. Banks typically receive a greater percentage of their financing through debt,
which tends to be in the form of deposits from multiple unsophisticated depositors
rather than from the more typically sophisticated debt-holders of non-financial
businesses. Banks are also different due to deposit insurance which exists in some
jurisdictions and which largely removes the incentive for depositors (the debt-holders
of the bank) to monitor their activities and which can also lead to risky behaviour on
the part of bank management (Hanc, 1999). Also, banking businesses are generally
more opaque than non-financial firms’ businesses. Although information asymmetries
plague all sectors, evidence suggests that these information asymmetries are larger with
banks (Furfine, 2001). Banks can alter the risk composition of their assets more
quickly than most non-financial firms, and can readily hide problems by extending
loans to clients that cannot service debt obligations. Also, due to their importance in
the economy and opacity of their operations, among other strategic reasons, banks are
often heavily regulated and also enjoy the benefits of the government safety nets.
These traits have some implications for the corporate governance of banks. Some of

these issues are briefly examined below.



3.1 The Implication Of Banks’ Opaqueness For Their Corporate Governance

The greater the information asymmetries between insiders and outsiders in banking the
more difficult the monitoring of bank managers become for small equity and debt
holders. Controlling owners as earlier indicated, have incentives to increase the bank’s
risk profile. Debt holders, however, do not enjoy any upside potential from risk taking
but do on downside if the bank cannot service its debts. The great opacity of banks
makes it hard for debt holders to control banks from this risk shifting. This asymmetry
could become particularly dangerous when banking institutions are facing insolvency
and the situation is not resolved quickly. In such circumstances, controlling
shareholders and management, having nothing to loose themselves, may be tempted to

engage in reckless behaviour to recoup losses, often with the result of increasing them.

While it could be argued that large creditors can ease informational asymmetries in
banks and boost corporate governance, there are however, complicating factors. Large
creditors rely on legal systems that are frequently unable to support their rights, with
adverse implications for corporate governance. Also, large creditors, as noted by
Calomiris and Powell (2000), may use their insider status to benefit themselves at the
expense of the less-informed investors. Opaqueness also makes it easier for insiders to
exploit outside investors and other stakeholders. In many countries, the domination of
large sectors of the economy by relatively few families or a clique makes insider
abuses more likely, most often at the expense of outside equity investors and
depositors. For example, Osota (1999); Umoh (2002); and Alashi (2002), provided the
evidence that insiders in some Nigerian banks diverted the flow of loans to themselves
and also defaulted in payments. Reports from these research efforts, showed that in

some of the banks closed between 1994 and 2002, over 60% of their loan portfolios



were insiders’ credits to their directors and related business interests.

Also, the opacity of banking businesses can weaken competitive forces that, in other
industries, help discipline managers through the threat of takeover or competitive
product markets. In banking, product market competition is frequently less intense.
Similarly, takeovers, apart from being very rare in banking, are likely to be less
effective when insiders have much better information than potential purchasers. For
example, long delays in the regulatory approval process which is likely to be associated
with bank purchases could make hostile takeovers in banking extremely difficult.
Also, the absence of an efficient securities market in many countries could hinder
takeover and hence corporate governance, since financial instruments such as
subordinated debt and debentures that could be used to limit managerial discretion do

not exist.

3.2 Implications Of Regulations And Safety-Nets For The Corporate
Governance Of Banks

Concentrated equity is a common corporate governance mechanism for dealing with
the inability of small equity holders to exert effective corporate control. However,
most governments restrict the concentration of bank ownership and the ability of
outsiders to purchase a substantial percentage of bank stock without regulatory
approval. These restrictions often arise due to concerns about the type of people who
control a bank. The restrictions are put into effect usually by requirements that
purchasers of bank shares have to alert regulatory agencies as their holdings increase
above certain level, and may need regulatory approval above certain proportion. Also,
there are constraints on who can own banks. In terms of reducing competition in

output markets, many countries including Nigeria until 2000 (adoption of universal
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banking), equally impose regulatory restrictions on banks’ ability to underwrite equity,
conduct insurance business, or take ownership in non-bank firms. Also, due to the
existence of asymmetric information, banks often get government support, through
their access to government safety-nets. The implication of the safety-nets is that banks
are less subject to normal discipline which non-banking firms could ordinarily be

subjected to in the event of corporate governance failure (Mayes et al., 2001)

4.0 THE PERSPECTIVE OF BANKING SECTOR REFORMS IN NIGERIA

The last two decades have witnessed several significant reforms and developments in
Nigeria financial services sector. As a result of the various financial sector reforms
carried out since the late 1980s, the nation’s banking system has undergone remarkable
changes in terms of the number of institutions, ownership structure, as well as depth
and breadth of the market. The reforms had been influenced largely by challenges
posed by deregulation, globalization, technological innovations and adoption of
supervisory and prudential requirements that conform to international standards. In
2001 for example, the Universal banking scheme was introduced, following further
liberalization of the nation’s financial sector. Its adoption was borne out of the need to
create a more level-playing field for the financial sector operators than hitherto,

encourage greater efficiency through economies of scale, and foster competition.

As at the end of 2004, there were 89 universal banks operating in Nigeria, comprising
institutions of various sizes and degrees of soundness. Structurally, the sector is highly
concentrated, as the ten largest banks in the system account for about 50 per cent of the

industry’s total assets/liabilities (Soludo, 2004). Many of the banks in the system are



small in size and unable to compete with the bigger ones. Some of the small banks,
apart from being closely held, are plagued by high incidence of non-performing loans;
capital deficiencies; weak management and poor corporate governance. Also, when
compared with the banking sectors in emerging economies, the nation’s banking sector
according to Soludo (2004a), could be described as fragile, poorly developed and

extremely small.

A critical look at the nation’s banking system no doubt, indicates that the sector faces
enormous challenges that call for an urgent attention. That consideration informed the
implementation of a banking sector reform currently being undertaken by the CBN.
The reform policies basically, complement banking liberalisation earlier-on undertaken
in the system, and include a broad range of measures aimed at improving the regulatory
and supervisory environment as well as restructuring and developing the banking

sector entities. The reforms agenda according to Soludo (2004b):

“is a pre-emptive and proactive measure to prevent an imminent
systemic crisis and collapse of the banking industry, and
permanently stop the boom and burst cycles which have
characterized the history of our banking industry. More
fundamentally, the reforms are aimed at ensuring a sound,
responsive, competitive and transparent banking system
appropriately suited to the demands of the Nigerian economy and
the challenges of globalization”.

Specifically, the objectives of the banking reform, which is part of the general agenda
of the Government overall economic reform programme (the National Economic

Empowerment and Development Strategy (NEEDS)), include:

. Creation of a sound banking system that depositors can trust;



. Creation of banks that are investor-friendly and that can finance capital
intensive projects;

. Enhancement of transparency, professionalism, good corporate
governance and accountability; and
. Driving down the cost structure of banks.

The main thrust of the reform package which is anchored on a thirteen-point agenda, is
to consolidate and recapitalize banks by increasing their shareholders’ funds to a
minimum of N25 billion (about US$190 million) with effect from December 31,
2005.  Other highlights include: the adoption of risk-focused and ruled based
regulatory framework; the adoption of zero tolerance in the regulatory framework,
especially in the area of data/information rendition/reporting; enforcement of dormant
laws, especially those relating to the vicarious liabilities of banks’ Board members in
cases of bank failure; revision and updating of relevant laws, and drafting of new ones

relating to the effective operations of the banking system; et cetera.

The reforms had in turn prompted a regulatory induced restructuring in the form of
consolidation that would engender the alignment and realignment of banks and
banking groups in determined moves expected to translate into the merger of some
banks and the acquisition of others. The emergence of mega banks no doubt, would
expose banks to new challenges, which if not properly addressed could adversely affect
the operations of the payment system and its credibility. Also, the nature of the
business of banks, particularly its opacity could make the risk exposure of banks even
more difficult to assess in a consolidated banking system. These developments make it
compelling for operators to demonstrate far greater commitment to professionalism and
good corporate governance practices in banking institutions. Essentially, the way
banking institutions are governed under the new dispensation would have implications

for the achievement of the overall objectives of the policy on consolidation.



5.0 STATE OF CORPORATE GOVERNANCE IN NIGERIA BANKS

Owing to the unique nature of banking, there are adequate corporate governance laws
and regulations in place to promote good corporate governance in Nigeria. Some of
the most important ones include: the Nigeria Deposit Insurance Corporation (NDIC)
Act of 1988, the Company and Allied Matters Act (CAMA) of 1990, the Prudential
Guidelines, the Statement of Accounting Standards (SAS 10), the Banks and Other
Financial Institutions (BOFI) Act of 1991, Central Bank of Nigeria (CBN) Act of
1991, CBN Circulars and Guidelines, et cetera. Also, there are some government
agencies and non-governmental associations that are in the vanguard of promoting
good corporate governance practices in the Nigerian banking sector. These
organizations, apart from the CBN and NDIC, include the Securities and Exchange
Commission (SEC), the Nigerian Stock Exchange (NSE), Corporate Affairs
Commission (CAC), Chartered Institute of Bankers of Nigeria (CIBN), Institute of
Chartered Accountants of Nigeria (ICAN), Financial Institutions Training Centre

(FITC); Institute of Directors (IoD), et cetera.

Basically, corporate governance in the nation’s banking system provides the structure
and processes within which the business of bank is conducted with the ultimate
objective of realizing long-term shareholders’ value while taking into account the
interests of all other legitimate stakeholders. In meeting its overall commitment to all
stakeholders, the various statutory and other regulations in the system impose the

responsibilities with sanctions for breaches on bank directors to:

e Effectively supervise a bank’s affairs by exercising reasonable business
judgment and competence;
e C(ritically examine the policies and objectives of a bank concerning



investments, loan asset and liability management, et cetera;
e Monitor bank’s observance of all applicable laws;
e Avoid self-serving dealings and any other malpractices;
¢ Ensure strict accountability; et cetera.

A critical review of the nations’ banking system over the years, have shown that one of
the problems confronting the sector had been that of poor corporate governance. From
the closing reports of banks liquidated between 1994 and 2002, there were evidences
that clearly established that poor corporate governance led to their failures. As
revealed in some closing reports, many owners and directors abused or misused their
privileged positions or breached their fiduciary duties by engaging in self-serving
activities. The abuses included granting of unsecured credit facilities to owners,
directors and related companies which in some cases were in excess of their banks’
statutory lending limits in violation of the provisions of the law. The magnitude of

insider abuse in some of the failed banks is presented in Table 1.

Table 1
Extent Of Insider Credits In Some Selected Banks-In-Liquidation
As At The Date Of Closure
S/No. | Banks (In-Liquidation) | Ratio of Insider
Loans To Total
Loans %
1 ABC Merchant Bank 50.66
Limited
2 Alpha Merchant Bank Plc 55.00
3 Commerce Bank Plc 52.00
4 Commercial Trust Bank 55.90
5 Credite Bank Limited 76.00
6 Financial Merchant Bank 66.89
Limited




7 Group Merchant Bank 77.60
Limited

8 | Kapital Merchant Bank 50.00
Limited

9 | Nigeria Merchant Bank 99.90
Limited

10 | Prime Merchant Bank 80.70
Limited

11 | Republic Bank Limited. 64.90

12 | Royal Merchant Bank 69.00
Limited

13 | United Commercial Bank 81.00
Limited

Source: Closing Reports, Receivership & Liquidation Dept., NDIC

The various corporate misconducts in the affected banks caused pain and suffering to

some stakeholders particularly, depositors and some shareholders for no fault of theirs.

A review of On-site Examination Reports of some banks in operation in recent times,

continued to reveal that some banks had continued to engage in unethical and

unprofessional conducts such as:

Non-implementation of Examiners’ recommendations as contained in
successive examination reports;

Continual and wilful violation of banking laws, rules and regulations;
Rendition of inaccurate returns and failure to disclose all transactions

thereby preventing timely detection of emerging problems by the
Regulatory Authorities; et cetera.



Furthermore, some banks’ examination reports revealed that many banks were yet to
imbibe the ethics of good corporate governance. One of such issues bordering on
weak corporate governance had been the prevalence of poor quality of risk assets.
Apart from those of other debtors, large non-performing insider-related loans and
advances in some banks had persisted due to the inability of the respective Boards and

Management to take appropriate action against such insider debtors.

From the various reports reviewed, internal audit functions were, in some banks, not
given appropriate backing of the Board and Senior Management. As aresult, there had
been the prevalence of frauds and forgeries in some banks in the system. Lack of
transparency in financial reporting had equally been noted in some banks’ examination
reports. The Boards of some banks were also noted to be ineffective in their oversight
functions as they readily ratified Management actions even when such actions could be
seen to violate the culture of good corporate governance. Many Board Committees

were equally noted to have failed to hold regular meetings to perform their duties.

From the forgoing, it is obvious that corporate governance in the system faces
enormous challenges which if not addressed could have serious implications for the
overall success of the bank consolidation exercise. If operators in the banking sector
will keep to the rules, as specified by the regulatory agencies and in individual banks’
policies and transaction procedures all things being equal, financial sector stability
could be guaranteed. However, when there is the possibility of flagrant abuse of the
ethical and professional demands on operators as evidenced in some failed banks’
closing reports and on-site examination reports of some of the banks in operation, the

prospect of restoring public confidence in the Nigerian banking system may be difficult



to guarantee.

6.0 THE IMPERATIVES OF GOOD CORPORATE GOVERNANCE IN A
CONSOLIDATED NIGERIA BANKING SYSTEM

The hallmark of banking is the observance of high degree of professionalism,
transparency and accountability which are essential for building strong public
confidence. Due to the systemic distress witnessed in the nation’s banking system and
its unpleasant consequences on all stakeholders as a result of inadequacies in corporate
governance of banks in recent times, series of initiatives had been taken by the nation’s
regulatory/supervisory authorities to encourage sound corporate governance in the
system. Some of the initiatives included enhancing the legal framework; enhancing the
surveillance activities of the financial system; strengthening the roles of internal and
external auditors; developing of a code of best practices of corporate governance in the
system; issuance of guidelines and circulars on matters such as pre-qualification for
appointment to board and top management positions in banks, insider related credits, et
cetera. While all the above mentioned efforts are in the right direction, it is equally
important to indicate some imperatives of good corporate governance for banks so as
to ensure the safety and soundness of emerging bigger banks in the post-consolidation
era with a view to enhancing public confidence in the nation’s banking system. Some

of the imperatives are examined below.

6.1 Raising Awareness And Commitment To The Value Of Good Corporate
Governance Practices Among All Stakeholders

An essential part of corporate governance concerns persons as well as groups which

are considered as ‘“Stakeholders”. Awareness and commitment among banks’
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directors, shareholders, depositors and other stakeholders including regulators of the
value of good corporate governance are very critical for ensuring the quality of
corporate governance practices. Raising awareness means convincing people that good
corporate governance is in their self-interest. Investors and all members of the public
that have stake in the proper functioning of the banking system should be aware of

their responsibility towards ensuring good corporate governance practices.

On the legislative side, the situation is promising as almost all the important laws for
fostering good corporate governance practices in Nigeria are in place or being
reviewed. A major breakthrough in these series of efforts has been the publication of a
Code of Best Practices for Corporate Governance in Nigeria based on the work of the
Atedo Peterside Committee (set up by the Corporate Affairs Commission (CAC) and
the Securities and Exchange Commission (SEC)). Also, regulatory authorities’
roadmap for the development of the banking system firmly puts corporate governance
at the forefront. That had over the years been demonstrated through regular issuance
of guidelines/circulars on critical issues bordering on corporate governance in banks.
While refinements of existing laws and elimination of discrepancies with international
best practices may certainly add further value, it is important that the discussion on
awareness and commitment to corporate governance should not be limited to mere

compliance with regulatory authorities’ rules, guidelines or circulars.

To improve the quality of corporate governance in a consolidated Nigerian banking
system, there is the need for strict adherence to internationally recognized corporate
governance codes/principles such as those of the Organisation for Economic Co-
operation and Development (OECD), and the Basel Committee on Banking

Supervision. Apart from observing these universally acceptable standards, banks must



develop their own codes, particularly with respect to corporate Directors and Board
members. Efforts must also be made by bank management to draw up a binding code

of ethical and professional practice for all members of staff.

The development and maintenance of a robust corporate governance framework in a
consolidated banking system calls for the commitment of all stakeholders. Regulatory
bodies, courts and professional bodies like the Chartered Institute of Bankers of
Nigeria (CIBN), Institute of Chartered Accountants of Nigeria (ICAN), Nigeria
Institute of Management (NIM), Institute of Directors (IoD), et cetera, must establish,

monitor and enforce legal norms actively and strictly.

6.2 The Responsibilities Of The Board

The ultimate responsibility for effective monitoring of the management and of
providing strategic guidance to the bank is placed with the board. The OECD
Principles provide that “board members should act on a fully-informed basis, in good
faith, with due diligence and care, and in the best interest of the company and
shareholders”. The formulation lays out the basic elements of a director’s fiduciary
duty. The need to act on a “fully-informed” basis demands a base level of experience
and competence on a director’s part. Qualifications required of an effective director
include financial literacy, an understanding of the strategic planning process, an ability
to understand and execute the specific responsibilities imposed on the board, et cetera.
For a board to effectively perform its responsibilities, it must have the “right people”
on the board who are independent, knowledgeable and ethical and whose integrity is

unquestionable.

The OECD Principles require directors to act “with due diligence and care”. This
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standard, like others, is contextual; it arises from a blend of laws, regulation and
appropriate private sector practices. This would require developing and disseminating
voluntary codes of conduct for directors. Governance is a professional activity. Under
the new consolidated banking environment, banks should make provision for an
explicit code in their governing documents in order to ensure good corporate
governance practices. Codes of conduct would no doubt, assist the Board of Directors
in its performance by publicly detailing the minimum procedures and effort that make
up “due diligence and care”. At the minimum, all banks should issue an annual
corporate governance report detailing establishment and actions of key committees,
involvement of independent directors and related-party transactions considered by the

board.

In a consolidated banking system, the importance of independence, both in fact and
appearance is essential for the board to be able to fulfill its responsibilities. Having the
right people on the board is just as important as having the right rules under which the
board operates. Efforts must therefore be made by shareholders to identify competent
individuals who possess an independent spirit which allows board members to raise
difficult questions and probe issues relating to management’s decisions to ensure that
the bank operates honestly and in the interest of all stakeholders. There is the need to
prevent low level, inexperienced relative of controlling shareholders from finding their
way onto boards as “straw men” which are there to cover for “shadow” directors that

do not occupy board seats themselves but are real decision makers.

Under the new dispensation, bank directors must commit adequate time to be informed
participants in their bank’s affairs and must devote sufficient time and energy to their

duties. Directors need time to read valuable paper work, prepared for each meeting.
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Board members have a responsibility to educate themselves about their bank’s
operations and seek advice of external experts as and when appropriate. Even if board
members are independent, they can be ineffective as directors if they lack expertise or
knowledge relevant to banking and its business. Therefore, board members must also

be willing to educate themselves about their bank and the risk it faces.

Although effective risk management has always been central to safe and sound banking
practices, it has become even more important now than hitherto as a result of the on-
going consolidation which is bound to alter the size, complexity and speed of financial
transactions in the merging banking system. It is therefore important to indicate that
the ability of a bank to identify, measure, monitor and control risks under the emerging
banking environment can make the critical difference between its survival and
collapse. For a bank to effectively play its role under the emerging dispensation
therefore, the deployment of an effective risk-management system with an active board

and senior management oversight is imperative.

Another major issue that has generated interest and which should be of interest to all
stakeholders in post-consolidated banking system is the appropriateness of the
Chairman of the Board of Directors serving as Chief Executive Officer (CEO). This
no doubt, could present potential conflicts resulting from a single individual
functioning in these dual roles. To ensure the protection of shareholders’ interest, a
suitable governance structure that has been advocated is the one where the Chairman of
the Board is not the same person as the CEO. A situation where a person takes on the
role of the executive chairman thereby sitting in judgment over its activities, could lead
to a gross abuse of power. The separation of the CEO and Chairman of the board

positions would amount to recognizing the differences in their roles and would
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eliminate conflict of interest. Chairing the Board and heading the Management team
are also different roles, usually calling for quite different capabilities. Apart from the
traditional role of attending board meetings, a Chairman should restrict himself to
overseeing top executive and management, stimulating strategy, ensuring that

transparency and accountability are maintained.

6.3 Internal Control — The Role Of Internal And External Auditors

The need for banks to continue to recognize internal and external auditors as an
important part of the corporate governance process cannot be overemphasized.
Adequate internal control system will help to discipline banks in their daily business by
ensuring compliance with internal and external regulations as well as help the board to
effectively evaluate the bank’s risks and ultimately its future strategy. The Basel II
Accord on Capital Adequacy reinforces the need for a strong and independent internal
control system that provides the bank’s governing bodies with timely and accurate data

to enable them perform their necessary oversight and control functions.

The accounting profession needs to rigorously work to rebuild its greatest assets —
public trust — in order to restore faith in the integrity and objectivity of the profession.
The current control/audit system, which is administratively or functionally dependent
on the CEO and not the board as noted in some banks’ examination reports could limit
their effectiveness. The professional development and growth in experience of internal
auditors and internal control officers will be critical to the further development of the
banking sector. There is need for the effective functioning of the board of directors’
audit committee. The job of the Audit Committee is critical because the directors
cannot oversee the bank effectively without reliable audits. Under the new

dispensation, the committee members should consist of independent directors who are
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adequately informed and knowledgeable about the activities of the bank.

Still in the search for strategies to ensure good corporate governance is an examination
of the role of external auditors. A major challenge in the emerging consolidated
banking system would be the need to continue to ensure their independence, such that
no matter the position their clients take on accounting, reporting and regulatory
compliance, the auditor’s duty will always be towards public good. More than ever
before, the external auditors of banks should be obliged to commit themselves to
clarity with regard to their independence, professionalism and integrity. They must
continue to adhere to all applicable standards, code of ethics and legislation. As the
conscience of the nation, external auditors must strive to rebuild confidence in the
profession through the preparation and presentation of credible and reliable financial

reports.

6.4. Information Disclosure And Transparency

The quality of information provided by banks is fundamental to corporate governance
in a consolidated banking system. Transparency would enable the financial markets,
depositors and other stakeholders to form a fair view of a bank’s value and to develop
sufficient trust in the quality of the bank and its management. The more transparent
the internal workings of the banks, the more difficult it will be for managers and
controlling shareholders to expropriate bank’s assets or mismanage the bank. The
current information disclosure requirements in the industry are grossly inadequate to
effectively bridge the information asymmetry between banks and investing public in a
consolidated banking system. With consolidation, it is important that the accounting as
well as disclosure requirements of emerging banks be reviewed. Apart from its effect

on individual banks performance and market valuation, disclosure and transparency
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will also affect the country’s ability to attract domestic and foreign investment.

Banks should be encouraged to disclose information that goes beyond the requirements
of law or regulation. The new consolidated banking environment will call for timely
and accurate information to be disclosed on matters such as the bank’s financial and
operating results, its objectives, major share ownership, remuneration of key
executives, and material issues regarding employees and other stakeholders, and the
nature and extent of transactions with affiliates and related parties. Transparency
under the new banking environment will also call for sharing mistakes with the bank’s
board and shareholders. Since financial statements do not present all information that
is material to investors, comprehensive disclosure should also be made to include non-

financial information.

The quality of information disclosure depends on the standards and practices under
which it is prepared and presented. Full adoption of international accounting standards
and practices will facilitate transparency, and comparability, of information across
banks. Banks must be made to disclose whether they follow the recommendations of
internationally accepted principles and codes in their documents and, where they do

not, such institutions should provide explanations concerning divergent practices.

6.5 Implementation And Enforcement Of Corporate Governance Laws And
Regulations

To improve the quality of corporate governance in a consolidated Nigeria banking

system, sanctions for violations of fiduciary duty should be sufficiently severe to deter

wrongdoing. The good faith requirement imposed on bank directors, oblige them to

honour the substance as well as the form of their duties. Over the last few years,
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authorities had substantially revamped laws, regulations and other formal corporate
governance norms. Guidelines and circulars bordering on issues such as insider related
credits; pre-qualification for appointment to board and top management positions;
abolishment of the practice of a Board Chairman serving simultaneously as a
Chairman/Member of Board Committee(s) in banks; et cetera had been issued.
Regulatory authorities have also established varying degrees of liability for misdeeds
such as removal of the culprits from office and blacklisting them from holding position

in financial institutions.

As evidenced in some of the liquidated banks, a good corporate governance code is not
a guarantee of good corporate governance. There needs to be stricter monitoring and
enforcement of laws on punishment for unprofessional conduct and unethical
behaviour to ensure that those who violate the public trust do not go scot-free. In the
emerging Nigerian consolidated banking system, there is the need for the development
of an appropriate legal framework that provides for effective enforcement powers to
enable regulators/supervisors deal promptly with corporate miscreants in banks.
Enforcement is needed because incentives and sanctions are the only way to extract
rational compliance with any standard from people as they would rather not live
according to rules in which the group interest is subordinate to individual preferences.
Regulation and supervision should not just be “on the books” but should be applied
strictly so as to send a strong signal to bankers on the penalties for inappropriate
corporate conduct. In that regard, it is important that the policy of zero tolerance
against any unethical behaviour as stipulated under the on-going reform should be

strictly applied to deter wrongdoing in banks.
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6.6 Protection Of Shareholders Rights And Equitable Treatment Of All
Stakeholders
The protection of the rights of shareholders is a pillar of an effective corporate
governance system. The legal and regulatory framework should ensure that non-
controlling shareholders are well protected from exploitation by insiders and
controlling shareholders. Measures include — strengthening disclosure requirements
(particularly of self-dealing/related-party transactions and insider-trading); clarifying
and strengthening the fiduciary duty of directors to act in the interest of the bank and

all of its shareholders.

The ability to participate in basic decisions concerning the bank in general
shareholder’s meetings is set forth as an important right. Regulators, including the
Securities and Exchange Commission (SEC) and the Nigerian Stock Exchange (NSE)
should promote effective shareholders’ participation in shareholders’ meetings. There
are a number of practices that could prevent or impede effective shareholders’
participation in meetings. Some of these include meetings being held in inadequate or
inconveniently located facilities; untimely or ineffective notice of meetings; et cetera.
Also, efforts to encourage shareholders’ rights and equitable treatment would depend
upon effective methods for shareholders to obtain redress for grievances at reasonable
cost and without excessive delay. In that regard, there is the need for the Court
systems to further strengthen their expertise and capacity to adjudicate corporate

governance disputes efficiently and impartially.

Another challenge in a consolidated Nigerian banking system is the protection of
“squealers” or “whistleblowers”. That is, the protection against retaliation for

employees who reveal unwholesome activities or practice by their banks to regulatory
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authorities. The same would also apply to a staff that refuses to sign off an obvious
fraudulent credit that is requested for and/or recommended by a director or board
chairman. In the absence of such protection, the loyalty of staff may be to poorly

governed banks rather than that of the larger society.

6.7 Education And Training For Directors And Some Stakeholders

Poor corporate governance may result from incompetence. Good laws and regulations
are not by themselves adequate. They need to be appropriately interpreted and
enforced. They require a bank staff, management, directors that are well trained.
Notwithstanding the fact that good corporate governance contribute much towards a
bank’s overall success and that good governance starts at the top, many banks do not
provide training for their directors and executives. To improve the quality of corporate
governance in the nation’s banks, it is important that a well planned and properly
executed continuous training programme be designed and administered for all
directors, both executive and non-executive, covering key aspects of good corporate
governance and directorial responsibilities. Such training should not only cover
directors’ basic legal and governance duties but should also be made to cover
substantive areas such as financial literacy, understanding and monitoring internal

control systems, developing business strategies, risk policies, et cetera.

The depth and breadth of skills acquired through such training would no doubt, enable
directors to appreciate fully the different risks that their institutions are exposed to and
the implications of such risks. The importance of education and training is that it will
not only improve the qualifications and performance of current directors but will
expand the pool of candidates from which directors can be selected. Also, there is

need to educate and train other stakeholders ranging from judges, and even retail
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investors on the importance of their roles in ensuring good corporate governance in

banking institutions.

7.0. SUMMARY AND CONCLUSION

Corporate governance for institutions has become an important issue in various
national and international fora in recent times, largely because of its recognition as the
single most important variable in the survival and growth of corporate institutions.
Recent corporate scandals have brought to the public attention the need for a sound
corporate governance in business organizations particularly banking institutions.
Banking institutions have a vital role to play in promoting economic development and
social progress. They are the engine of growth, and increasingly responsible for
providing employment either directly or indirectly. The essence of banking reform
policy agenda introduced recently by the CBN is to ensure a smooth and orderly
development of the nation’s financial sector and the economy in the face of changing
global economic environment. The reform policy agenda which included the
recapitalization of banks and their consolidation through mergers and acquisitions are

designed to ensure a sound, responsive, competitive and transparent banking system.

The emerging scenario makes it compelling for operators to demonstrate far greater
commitment to professionalism, good corporate governance and strict adherence to
rules, regulations and other statutory requirements. To check abuses in the emerging
consolidated banking system, the institutionalization of good corporate governance
practices is both necessary and desirable. As noted in this paper, the key factors that
would help to improve the quality of corporate governance in banks include raising
awareness and commitment to good corporate governance practices, appointment of

knowledgeable and experienced people to the board, education and training as well as a
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regime of transparent information disclosure where shareholders rights are well

protected.
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