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UNDERSTANDING
CORPORATE GOVERNANCE IN
ORGANIZATIONAL MANAGEMENT

WHAT IS CORPORATE GOVERNANCE?
Corporate governance is the term used to describe the processes and
rules by which an organization’s operations are governed, and includes
both the internal processes established by the organization itself and the
external constraints imposed by regulation and legislation. Although the
principles of corporate governance typically describe the management of a
corporation, they are applicable to any organization and become especially
important wherever there is a disconnect between the owners or stakeholders and the management of that organization.
This disconnect, known as the principal-agent problem, arises when management’s incentives are inconsistent with the owners or
shareholders, or when conflicts of interest undermine management’s objectivity. Corporate governance must be supported by
reliable audit functions. The processes, controls and rules that define corporate governance are not sufficient in themselves to ensure
that an institution is properly executing its tasks; they must be supported by confirmation that they are being consistently followed.
CORPORATE
GOVERNANCE IN THE
INTERNATIONAL
HEADLINES
The past two decades
have revealed numerous
corporate scandals, frauds
and bankruptcies, and
central to most of them has
been a breakdown of
corporate governance.
Barings, Enron and the
sub-prime crisis: each of
these failures is welldocumented and each
could have been mitigated
or prevented if the right
processes had been
followed by the institutions,
their regulators and rating
agencies.

BARINGS
Early in 1995
the banking
industry was
shocked to
learn that Baring Brothers
&
Co.
Ltd
had
collapsed, and that its
collapse
had
been
brought about by the
actions of just one
employee, Nick Leeson.
The actions of that
employee were facilitated
however by the inaction
of the many other Barings
employees who did not
question his trades so
long as they resulted in
impressive
revenues
and reports.

At no point did anyone in
authority at the bank appear
to doubt whether or not the
very impressive reports
were in fact legitimate.
Had Barings implemented
and followed the corporate
governance recommendations of its own internal
audit reports Leeson would
not have been able to falsify
records to hide his losses
and unauthorised trades.
ENRON
The bankruptcy
of Enron
Corporation in
2001 resulted from deliberate
accounting fraud, and
demonstrates the importance
of both internal and external
corporate governance.
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While failures of internal
controls allowed Enron to
engage in fraud, it was the
unwillingness of their auditors
and rating agencies to
expose the facts that
allowed the fraud to
continue. Over a number
of years Enron’s auditors,
Arthur Andersen, failed to
properly disclose misleading
transactions that Enron
had entered into with its
subsidiaries and affiliates,
and provided audited
financial statements that
deliberately
obscured
significant
information.
Rating agencies Moody’s
and Standard and Poor’s
maintained Enron’s investment grade rating even
though they admitted that
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they did not fully understand
the financial statements,
and even after the Securities
and Exchange Commission
(SEC) began an investigation
of Enron for suspicious
deals. They subsequently
denied that they had any
responsibility to question
the financial statements
as they relied upon the
professionalism of the firm’s
auditors for the accuracy of
the figures presented. The
behaviour of these auditors
and rating agencies was
particularly harmful because
investors relied heavily upon
the
assurances
they
provided. Adherence to
appropriate
corporate
governance practices would
have forced them to openly
report the concerns they
had about Enron, and would
have resulted in earlier
intervention by the SEC.
THE SUBPRIME CRISIS
The subprime crisis was
fuelled by a number of
factors related to corporate
governance, including:
(1) The origination of
subprime mortgages that
were bundled, repackaged,
and resold with credit
guarantees as investment
grade securities. The banks
offering these mortgages
and securities believed that

they were passing on
substantially all of the risks
to other parties, so they did
not see a need to properly
assess or monitor those
risks and did not even
ensure that they followed
their own documented
requirements.
(2) The belief that housing
markets across the United
States would always be
uncorrelated. Banks relied
upon the historical trend
that if one geographical
area experienced a fall in
housing prices it would be
compensated
for
by
increases in other areas.
The validity and appropriateness of this trend were
not checked or monitored.
(3) The overstatement of
the credit quality of
mortgage-backed securities
by rating agencies, which
increased the prices of
securities sold by the banks
and helped secure additional business for the rating
agencies. Each of these
factors contains an
inherent conflict of interest;
the banks and rating
agencies responsible for
assessing risk did not carry
that risk, which encouraged
them to overstate the
quality of the underlying
mortgages.

Effective corporate governance would have ensured
that risks were consistently
and objectively assessed
and accounted for. The
public is often shocked to
learn that managers and
traders were allowed to
conduct
fraudulent
transactions
unchecked.
They were equally amazed
that established institutions
could be toppled so quickly.
Do we stop to wonder,
however, if the same problems
could exist in companies
that seem to be running
smoothly now. Even auditors
who have the authority (and
responsibility) to access
and assess confidential
information tend to give
companies the benefit of
the doubt and often do not
question exceptional results
unless prompted to do so by
external events.
It should be recognized that
companies named in future
headlines will probably be
companies
that
seem
successful now. Companies
achieving the most impressive
results should not be spared
close
scrutiny
purely
because they appear to be
star performers. The most
infamous failures worldwide
have been seen in large
institutions in developed
nations, but Jamaica should
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not be complacent; the
scale of our losses may be
dwarfed by the examples
given above but there are
many similar examples here
of failures and bankruptcies
that could have been
prevented
with
the
implementation of effective
controls.
WHY DOES CORPORATE
GOVERNANCE SEEM TO
BE MORE IMPORTANT
NOW?
Corporate governance has
become more visible partly
because of the wider
availability of financial
information, and a wider
variety of media sources,
which often has the effect of
sensationalizing scandals and
reinforcing the message that
corporations should be held
accountable for their actions.
There are also continuing
developments in financial
markets that support the
need for improved corporate
governance:
• Increased participation of
individual investors, which
has the effect of diluting
shareholder ownership of
corporations and amplifying
the principal-agent problem. It
also means that the average
investor is likely to have less
understanding of how
financial markets function.
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• Increasing complexity
and availability of financial
instruments, such as
derivatives and structured
securities, that make it
di ff i c u lt
even
for
sophisticated investors to
independently assess risk
exposures.
• Increased reliance upon
third parties to provide
assurances, with resulting
pressure for those third
parties to be free from
conflicts of interest.
CORPORATE
GOVERNANCE CAN
PROTECT EMPLOYEES
FROM THEMSELVES
(AND EACH OTHER)
It is important to note that
corporate failures do not
always start with a deliberate
intention to mislead or
defraud for personal gain;
in some cases the
employee responsible was
not in a position to benefit
at all from his or her
actions.
Employees are often driven
by pressure to improve
performance relative to
current results, and are
facilitated by their superiors’
willingness to dispense with
checks and controls so
long as it appears that
profits are increasing.

What this shows is that
failures are not always
caused by a premeditated
plan to work around existing
controls; in fact the individuals
at the centre often express
the wish that they had been
caught sooner and had not
been forced to continue
hiding what they were doing.
These individuals may not
have set out to undermine
internal controls, but
they took advantage of
weaknesses in the system
when they were given
an incentive to hide
unacceptable losses. Effective
corporate governance will
limit the ability of any one
employee to undermine or
override
established
checks and reports, and will
force disclosure of losses
before the employee can
attempt to hide them.
Sound processes will also
protect employees who are
pressured by their colleagues
or superiors to overlook
impropriety, as they will not
have the freedom to do so.
When these structures are
supported by an effective
whistle blowing framework
an organization can be sure
that its employees will have
the right incentives to
act transparently and with
integrity.

CORPORATE
GOVERNANCE AND
RISK MANAGEMENT
Effective
corporate
governance is an essential
pillar of any risk management
framework. The calculation
and reporting of risk
exposures is meaningless
if that information is not
directed to the right
individuals, and if they do
not have an established
framework for making the
right decisions based on
that information.
Any institution’s risk
management
program
should clearly define the
authorities and responsibilities
of all employees to that
program and should include
structures to minimize
conflicts of interest and
maximize transparency in
decision-making.

private companies can
provide comfort to capital
lenders that their business
plans will be strictly
followed,
and
public
sector organizations can
encourage the public’s
confidence that their
decisions and actions are
properly advised and
executed.
Corporate governance is
becoming an important
differentiator, and the
companies that recognize
this will be best positioned
to take advantage of
future opportunities.

CORPORATE
GOVERNANCE – A
MUST FOR ALL
INSTITUTIONS
In increasingly complex
markets and industries no
institution can afford to
ignore the importance of
corporate governance.
Public companies can
reassure the markets that
their performance is
legitimate and sustainable,
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INSURANCE INDUSTRY PERFORMANCE: JULY - SEPTEMBER 2011
PERFORMANCE
OF
GENERAL INSURANCE
COMPANIES
Total assets of the general
insurance sector were
$51.2 billion, representing
an increase of 8 percent
over the amount recorded
at September 2010 but 3
percent
below
the
amount at June 2011. On
the other side of the
balance sheet, combined
liabilities as at September
30, 2011 was $32.5
billion which was 7 percent
more than the amount for
the comparative period in
2010, and 4 per cent less
than the total seen at June
2011.
Aggregate net premium
earned for the nine-month
period ended September
30, 2011 was $9.7
billion, representing a 6
percent increase over the
corresponding period in
2010. For the review
period, combined net
investment income grew
by 32 percent to $2.7
billion and was driven
mainly by the disposal of
shares. Total revenue for
the industry grew by 15
per cent to $12.7 billion.
The
aggregate
total
expenses excluding taxes
were $9.6 million (Sept.
2010: $9.8million).

With the disposal of fixed assets, other income increased to $255.3 million,
totally eroding the losses made in the corresponding period of 2010.
Combined net income before taxes was $3.1 billion for the reporting period,
while for the corresponding period in 2010; net income before taxes was $1.3
billion.
PERFORMANCE OF LIFE INSURANCE COMPANIES
Invested assets for the life insurance companies grew from $142.9 billion and
$166.2 billion as at September 30, 2010 and June 30, 2011 respectively, to
$168.8 billion by the end of September 2011. Therefore aggregate total assets
increased to $195.4 billion as at September 30, 2011; reflecting an increase of
15 per cent and 1 per cent over the amount recorded as at September 2010 and
June 2011 respectively. Combined capital grew by 20.4 per cent over the
amount at September 2010 to $59.7 billion at the end of the reporting period.
For the period ending September 30, 2011, net premiums earned for the industry
amounted to $23 billion, reflecting an increase of 22 per cent over the similar
period in 2010.
Aggregate net investment income fell by 9 per cent to $11.6 billion as a result of
lower interest rates. While total revenue for the industry grew by 9 per cent to
$36.9 billion for the September 2011 quarter, total expenses excluding taxes for
the life insurers increased by 14 per cent to $25.3 billion. Net income before
taxes was $7.8 billion, which was 3 per cent below the amount earned for the
similar period in 2010. Tables 1 and 2, as well as Figures 1 and 2, display
selected financial indicators for both types of insurance companies.
           
Category of Insurance
Licensee @ September
2011

No of
Licensees

Total
Assets

Total
Invested
Assets

Net
Premium
Earned

Net
Investment
Income

Net
Income
After Tax

Capital &
Surplus

$'B

$'B

$'B

$'B

$'B

$'B

Life Companies

5

195.39

168.82

23.00

11.60

7.14

59.69

General Companies

10

51.20

34.76

9.69

2.74

2.40

17.15

Total

15

246.59

203.58

32.69

14.34

9.54

76.84
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Table and Figure continued on Page 5
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INSURANCE INDUSTRY PERFORMANCE: JULY - SEPTEMBER 2011 CONT’D
           

Ratio

Sep 10

Dec 10

Mar 11

June 11

Sept
Sep 11

FSC
Benchmark

44.75%

43.99

min of 10%

13.11%

0% to 20%

Life Companies
Solvency ratio

41.45%

43.36%

43.36%

Return on Capital

16.21%

20.14%

50.20%

54.15%

54.89%

51.65%

52.86%

min of 10%

8.48%

12.56%

3.30%

7.60%

18.05%

0% to 20%

4.40% 8.45%

General Companies
Solvency ratio
Return on Capital

FSC COMPASS | A PUBLICATION OF THE FINANCIAL SERVICES COMMISSION

PAGE 5

FSC

O

VOLUME 2 ISSUE 4 (SEPTEMBER – DECEMBER 2011)

HIGHLIGHTS OF FOREIGN ACCOUNT TAX COMPLIANCE ACT (FATCA)
ARE YOU AWARE OF
THE NEW U.S. INITIATIVE
CALLED FATCA?
FATCA is a new chapter in
the U.S. Internal Revenue
Code which seeks to
identify U.S. tax payers
ha v i n g a c c o u n t s in
Foreign Financial Institutions
(FFI). FATCA becomes
effective on January 1,
2013. It attempts to
ensure that FFIs produce
information to facilitate the
imposition of U.S. tax laws
on U.S. persons who use
foreign investments and
accounts to hide income
and assets offshore and
thus evade their tax
obligations. FFIs include
foreign entities that accept
deposits, are engaged in
holding financial assets on
behalf of others, or are
engaged in the business
of investing or trading
securities, commodities,
partnerships, or any interests
in such positions.
Key Characteristics of
FATCA
• To improve the tax
compliance of specified
U.S. persons who have
offshore
financial
accounts.
• Specified U.S. persons
include
• U.S. individuals
• U.S. trusts

• U.S. estates
• U.S. partnerships
and
• Non- publicly
traded U.S.
corporations
U.S. individuals include
• U.S. Citizens even if
residing outside the U.S.
• U.S. passport holders
• Dual citizens of the U.S.
and another country
• Persons born in the
U.S. unless citizenship
has been renounced
• Is a lawful permanent
resident (i.e. a “green
card” holder)
• Substantial presence test:
a non-US Citizen that
• Is present in the US for
at least 183 days
• At least 31 days must
be in the current year
• 1/3 of the days in the
previous year
• 1/6 of the days in the
second preceding year
• Is not a diplomat,
teacher, student or an
athlete

• Obtain information from
each account holder to
determine which accounts
would be classified as
“U.S. accounts” ;

number of changes to
the FFI’s due diligence
procedures which will
require an expanded set of
customer information.

• Comply with the verification
and due diligence
procedures with respect to
the identification of “U.S.
accounts”;

The Internal Revenue
Service (IRS) has issued
notices which provide
guidance on how the
U.S. Trea s u r y a n d I R S
contemplates dealing with
• Annually report certain certain sections of FATCA.
information related to any
U.S. account maintained by The purpose of the
the institution such as preliminary guidance is to
name, address, Taxpayer ensure that persons have
Identification
Number, time to implement the
account number, value and systems required to comply
gross receipts and with- with the requirements.
drawals.
• Deduct and withhold
30% on certain passthrough payments made to
an account holder that
refuses to provide the
required information.

• Comply with the request
for additional information
with respect to any U.S.
• FATCA requires FFIs account maintained by the
to enter into an agreement institution.
with the US treasury to
identify and report U.S. • Attempt to obtain a waiver
accounts annually, or from legislation which
be penalized with a would prevent reporting on
30% withholding tax. the information above.
In order to avoid this tax
the FFI would be FATCA will require a
required to –
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SECURITIES INDUSTRY REVIEW: JULY – SEPTEMBER, 2011
With institutions adapting
to the new interest rate
environment borne out of the
Jamaica Debt Exchange
(‘JDX’), the securities industry
remains settled. Interest
rates continue to trend
downward with yields on the
180 day T-Bill rate falling 5
basis points compared with
the June 2011 quarter (143
bps compared with September
2010). Despite this lower
interest rate environment
(average yield September
2011 quarter, 6.5 percent),
demand for fixed income
securities remains strong.
This has coincided with the
3,147 point gain in the
Jamaica Stock Exchange
(“JSE”) main index.
The Financial Services
Commission
(“FSC”)
supervises 45 securities
dealers as Intertrade Finance
Corporation
went
into
creditor’s liquidation during the
quarter. As of September
2011, increases to the credit
risk weightings applicable
to GOJ foreign currency
denominated sovereign debt
increased by 12.5 percent.
Consequently, the credit risk
weighting on these securities
rose to 62.5 percent and this
credit risk charge is applicable
only to assets that are held to
maturity (assets for which
there is no trading intent).

Capital levels continue to rise and stood at $68.9 billion a 14.2 percent growth over the
levels recorded as at September 30, 2010, however capital levels were flat relative to June
2011. Aggregate Assets as at the end of September 2011 stood at $518.6 billion reflecting
2.3 percent increase over September 2010 and a 3 percent growth over June 2011 levels.
This indicates increasing consumer demand and falling yields which have precipitated increased
asset prices. Growth in the JSE and JSE Junior market indices, which registered three new
significantly over-subscribed public listings, also contributed to the improved asset levels among
the dealers. At the end of September 2011 funds under management (“FUM”) stood at $672.3
billion representing a $19.4 billion or 3 percent increase over the previous quarter ($34.7 billion or
5.5 percent growth over September 2010). The securities firms continued to reduce their Repo
business segment even as managed asset levels increased. Repo liabilities
decreased by $10 billion to $361.4 billion as at September 30, 2011. (See Table 1 & Figure 1)
            
   
   

 





 



















 













 

























 
   

 











 







































Net profits of $2.9 billion were
recorded for the third quarter
of 2011 representing a 23.8
percent increase over the
corresponding quarter of
2010. Net interest income for
the September 2011 quarter
stood at $3.9 billion, a 6.6
percent
increase
over
September 2010 (3.9 percent
growth compared with June
2011). Interest
income
continues to fall and
contracted by 16 percent to

$9 billion during the quarter in
comparison with September
2010; meanwhile a 27.8
percent decline in interest
expenses was recorded
during the quarter. Quarterly
non-interest income continues
on its upward trajectory
increasing by 43.3 percent,
partially attributable to firms
re-aligning their income
streams to a more fee-based
structure; as well as capital
gains.
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Growth in non-interest income
continues to be one of the
main drivers of the increase in
net income. Operational
expenses increased by 15.2
percent in comparison to
September 2010. Though
interest income remains the
main revenue earner for securities firms, accounting for 77.1
percent of total income
generated during the review
period, other sources of revenue
have been gradually emerging.
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SECURITIES INDUSTRY REVIEW: JULY – SEPTEMBER, 2011 CONT’D
           
 


 





 



 

    











  











≥ 

 











≤ 











≥ 

   

≥ 

Figure 1: Trend in Key Indicators Securities Firms, September, 2008 - 2011
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Two key aspects of the financial
condition of securities firms
monitored by the FSC are the
adequacy of each firm’s capital and
the quality of the assets backing
liabilities due to investors. With the
implementation of the 62.5 percent
credit risk charge on GOJ foreign
currency denominated bonds on
the balance sheet of securities
dealers during the quarter, a 21.4
percent rise in risk weighted assets
on the balance sheets of licensees
was experienced. However, the
stock of low risk assets increased
by 1.3 percent to $450.1 billion. As
a result a 7 percentage point
decrease in the capital to risk
weighted asset and a 5 percentage
point increase in the low risk asset
to Repo liabilities ratios, were
recorded for the review quarter
(Table 2).

400
300
200
100

The sector though, is adequately
capitalized and has remained
robust during the period as capital
levels continue to improve. There
are adequate assets backing
investments, and it is noteworthy
that the low risk asset to Repo
liabilities ratio remains above the
FSC’s minimum benchmark.

0

Total Assets

Capital

FUM

Repo Liabilities

MUTUAL FUNDS DATA AS AT SEPTEMBER 30, 2011

As at September 30, 2011, there were approximately 13,000 Jamaicans with units valued at US$162 million, invested in
the seventeen mutual funds that are available for
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’
sale in Jamaica. The investment portfolios are
composed mainly of equities and fixed income       

 


securities. The table below shows the value of units 





owned by Jamaican investors as well as the






purchases and redemptions for the quarters ended
   





September 2010 to September 2011.
FSC COMPASS | A PUBLICATION OF THE FINANCIAL SERVICES COMMISSION

PAGE 8

FSC

O

VOLUME 2 ISSUE 4 (SEPTEMBER – DECEMBER 2011)

Asset Values for Superannuation Funds

$300
Asset Value (Billions)

$250
$193.32

$195.54

Dec 2007

Dec 2008

$227.23

$232.32

Dec 2009
Years

Dec 2010

$255.14

$150
$100
$50
$0
Jun 2011

Asset Values for Retirement Schemes
$5,000

There was also focus on methods to be used to encourage
pension funds to act as long term investors with emphasis
on investments in infrastructure projects.
The Global Forum was followed by the Conference on
Financial Education ,“Financial Education for All”, which
took place on 27-28 October 2011. The conference
was jointly hosted by the OECD and the Financial
Services Board of South Africa. It brought together
experts from around the world who shared their
experiences of designing and establishing effective
financial education initiatives to support and protect
consumers. Presentations were informative and identified
the challenges faced by many countries not only in creating
initiatives to drive financial education but also in assessing
the level of effectiveness and successes of these initiatives.

$200

$4,464.92

$4,000

Asset Value (Millions)

The International Organisation of Pension Supervisors
(“IOPS”) and the Organization for Economic Cooperation
and Development (“OECD”) in association with the
Financial Services Board of South Africa (“FSB”) held
its Global Forum on Private Pensions on 25th-26th
October 2011 in Cape Town, South Africa. The theme
for this year’s Global Forum was ‘How to build
adequate, long-term pension savings: lessons for and
from developing pension systems’. Presentations were
made on how the pension reform system can deliver
adequate old-age income protection while contributing
to economic development and financial stability.
Discussions were held on developments in pension
reform in a number of African countries including
Namibia, Swaziland Kenya and South Africa.

ASSET VALUES FOR SUPERANNUATION FUNDS

$3,000

$2,729.05

$2,000

$1,253.91

$1,000

$438.12

$215.32

$0

Dec-07

Dec-08

Dec-09
Years

Dec-10

Jun-11

Comparative Analysis of the Percentage Changes in Asset Values and Inflation Rates

23%

25%
20%

17%

17%17%

15%
10%

10%

13% 12%

Asset Values
Inﬂation Rates

10%

5%
1%

3%

0%
Dec-07

Dec-08

Dec-09

Dec-10

Jun-11

Pension assets for the six months ended June 30, 2011 increased by 10% exceeding inﬂation rate of 3%
for the period by 7%.

Private Pension Coverage as a Percentage of the Employed Labour Force

The conferences were attended by
over 200 delegates representing
public and private sector
institutions from over 50 countries.
Jamaica was represented by
Mrs. Angela Beckford, Chief
Actuary and Mrs. Patricia McDowell,
Senior Pension Analyst of the
Financial Services Commission.
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7.00%

6.86%

6.71%

6.42%

6.50%
Percentage

IOPS/OECD HOSTS GLOBAL FORUM

6.02%

6.00%
5.72%

5.50%
5.00%
Dec-07

Dec-08

Dec-09
Years

Dec-10

Jun-11

Membership in active pension plans covered 6.71% as at June 2011 representing no major change in
coverage from December 2010
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UNIT TRUSTS AS AT SEPTEMBER, 2011
As at September 30, 2011 there were eight (8) funds managed by four (4) fund managers. Total funds being
managed by unit trusts management companies was approximately $29 billion, with a net inflow of
approximately $848 million. The data represents quarterly funds under management information for the
period September 30, 2010 to September 30, 2011
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FSC QUESTION OF THE QUARTER

What does it mean when a company
is insolvent?

Insolvency is the inability of a company - to pay all their debts as and when
they fall due.
Business insolvency is defined in two different ways:
Cash flow insolvency:
Unable to pay debts as they fall due.
Balance sheet insolvency:
Having negative net assets – in other words, liabilities exceed assets.
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