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Reproduction of material

Extengve use has been made of secondary research papea'sand repoartsin order to provide a
pergpedive on goba developmatsand policiesfor promating informa remittance sysems
and gade barking sedas  Sxch research maaiad has manly been produced by the
Intemaional Mongay Fund, theWarld Bank andtheBank for Intemationa Stttlements

Withthekind permisson of the Internaiona Mondary Fund, theWorld Bank andthe Bank
for Interngtional Sttlaments Sections 3 and 4 and Appendix 1, which provide an overview
of the gobal developments in and policies for promating informal remittance sygems and
gade banking sedars include donificat meteria that has been reproduced from the
following research pape's

= Boormen, J and S Ingves Financial Sysem Abuse Financial Crime and Money
Laundering —Background Paper, Intemaiona Mondgay Fund, 2001

=  Demirguc-Kunt, A. Designing a Bank Safety Net — A long-term Perspective, Warld
Bank, Development Research Group, Welsite Policy Note, 1999

= El-Qorchi, M. Hawala, Intemaiona Monday Fund, 2002

» Poliztto, V. Prudential Regulation and Banking Supervision: Building an Intitutional
Framework for Banks, World Bark Policy Research Working Pgper 340, 1990

= Thony, J Money Laundering and Terrorism Financing: An Overview, Intemaiona
Monday Fund, 2002

*» Intemaiona Monday Fund, Annual Report on Exchange Arrangement and Exchange
Restrictions, Washingon D.C,, vaiousissues

= The Wald Bank and the Internetiond Monday Fund, Informal Funds Transfer
Sysems An Analysis of theInformal Hawala Sysem, March 2003

= Bank for Intenaiond Sttlematsintanaiona Mongary Fund, Financial Stability in
Emerging Market Economies, Report of the Working Party on Fnancial Sahility in
Emergng Make Economies, April 1997

= United Nations Develogpmet ProgranmeMVarld Bank Somalia, Country Re-engagement
Note, April 2003

We wigh to thank the Intemaiond Mondary Fund, the Warld Bank and the Bank for
Intemaiona Settlementsfor alowing the use and roroduction of thelr research materid.
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I ntroduction

Back ground

United Nations Devdopmeat Progranme Smaia (UNDP) has gopointed KPMG Eagt
AfricaLimited (KPMG) to conduct aFeasibility Study on Finanda Services (‘the sudy’
or ‘the projed’) in S mdia. UNDP and the Eurgpean Commisson Somalia Unit (EC) have
jointly funded this study.

A cortrad wes entered into by KPMG with UNDP onthe 7" of May 2003 to provide the
above svices

Original project objectives and terms of reference

In fundngthis dudy, UNDP and EC are seeking to drenghen the cgpacity of the financia
sector inSmadia. Theprimary goals of the sudy wereto:

1

Ensure the continued operdion of Somai remittance companies by srenghening their
trangpaency and compliance with reguations, and

Srengthen the capecity of Somali remittance companies in order for them to begn
providng somecommercial banking services

The original objedives of the study were to:

1.

Evduate the cepacity of the remittance companies to provide exiging remittance
Lrvices,

Recommend capacity grengheninginitigtivesto asss remittance companiesto improve
their ablity to providetheir currat services,

Evauate demandfor expanded financia sarvicesin Ssmdig;

Recommend capacity srengtheninginitigtivesto asss remittance companiesto provide
awider range of financid sarvices

Evauate compliance of exiging remittance companieswith host courtry reguations,
Evduatethe capacity of Somali goveming and reguatary bodesand legdation; and

Make recommendations about the capacity of governing and reguatory bod es and how
togrenghen legdation.



1.3

b pilar

Emergent project objectives

Following conmpleion of the initid gages of the projed, it wes gppaent tha remittance
companies were not in apostion to alow the projed team to underteke detailed dagnogic
evduations of therr operaions Thiseffedively meat tha the sudy team would not be able
to comprehensvely undertakethefollowing activities

m Evduate the capacity of indvidud remittance companiesto provide exigting remittance
services

m  Recommend cgpacity drenghening initictivesto asss individud remittance companies
toimprovether dality to providether curat services,

m  Recommend cgpacity drenghening initictivesto assis individud remittance companies
to provide awider range of financia services and

m  Evauate complianceof indvidud remittance companieswith host country regulations.

Futhe, it waes recognized tha by focusng on ways to srenghen indvidud remittance
companies, an utar playing fiedd wodd be crested providng them with an unfar
conpditive advantage over ather entrepreneurs who might be intereted in esadishing
commercia barks

Therdore, asddailed inthe projed inception report, two primary projed objectives emerged
on completion of theinitia gagesof the projed. It wasagreed tha these ojediveswoud
Upersede previous projed ohjedives. Theseohectiveswereto:

m Asess progess of Smdi remittance companies in the formalizaion process and
develop optionsto drenghenther cepacity. It was recognizedtha any recommenddion
were to gpply tothe entire Somai remittance sector as opposed to individual remittance
companies and

m Evauate options to develop afarma benking sector in Somalia as pat of the wider
recondruction of the country. Our area of focuswesto develop optionsthaet would result
in the aegtion of a conducive environmat for axry of banks (fomed ou of either
exiging remittance companies or new privade companies) into the marke. It wes
recognized tha the development of gptionsfor srenghening of the domestic reguatory
environment woud be a priarity of intenaional develgpmet agencies. It wes dso
nated tha “ regardess of the formation of a grong centra govemmet and/or barking
gysgem in Smdia, the remittance sysem will remain an integra part of the Smali
econony and mondary sysemfor the foreseeable fuure’ (Omer, 2002).

The primary foaus of the project thus became:

m  An evaluation of progress made in the Somali remittance sedor and determining
ways of strengthening it in line with global developmentsin the area of informal
money transfer syssems,; and

m The creation of arcadmap for the development of a banking sector in Somalia.

n
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Major deliverables and progress

At the commencemat of the Sudy, severa ddiveradesonthe pat of the gudy team were
ageed. The program for the delivery o these remained intad depite the changes in the
focus of theprojed indicated above.

The following section setsout progresstowerds medingthevaious deliverabdes

Reports
The ddlivarables of the gudy were:

An incegtion report to be complaed dter the conpleion of a dek dudy evauging
exiging secondary information and sudes about the Somdi financid sedor and ather
rdevat informaion and a field vigt to Somdia. A find verson of this repat wes
issued on 9" Jly 2003;

A feashility Sudy report presenting the findings of thisentire sudy, which will act asa
bese line againg which all proposed projet adtivities coud be measured;

A projed document idertifying possble implementing partne's includng a specific
oveview of the drenghs and weeknesses within the SSmadia contedt and a clear
identification of the roles end responghilities of each gakeholder. A draft projedt
document will be issued on finalization of the feashility dudy repot. The documeat
will include:

Feashility of prgposed projeds through the andyds of dtendive technica
luions

Relevance of these proposed projed adivities with the country’ s macroeconomic
environment and well-being, ensring that patatia problemsto the bendiciaries
and organizations ae adequately addressed,

Precondtions necessary for the dat of projed adivities includng cods and
specific condtiondity during implementaion; and

Sgtanahlity of theprojed.

Workshops

In addtion to the ddiverddes indicaed above, KPMG hed the following
workshops/conferences

A Confeence on Expanding Financial Services in Somdia held in Dubai, United Arab
Emirates (UAE) on 21% and22 of Jne2003. Theprimary objectives of the conference
were:
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A dhared underganding and recognition of the need for remittance busnesses to
reguarizefformaize/legdize themsalves and an underganding of how to proceed,
and

A shared undergandng of wha will be required in esadishing a commercid
banking sedor bath onthepat of remittance companies and govemmert.

m A workshop in Nairobi, Kenyaon the 31™ of Juy 2003 during which the resuts of the
feaghility sudy, specifically regarding the roadmap for estallishing a banking sector in
Smadia, were dscussed.

1.5 Structure and objectives of thisreport
The grudture and specific objectives of thisreport are st out below:

m  Section 2: Provides a backgound to the oveaal projed and sds ou the context and
rationde for engagng with the Somali remittance sedor and for developing a banking
sctor in Smdig;

m  Section 3: Provides an overview of the Somali remittanae sector followed by the gobel
developmerts in the informa nmoney trande sedor. This sedion also assesses progress
of the Somai remittance seator inthis context and challenges going forwerd;

m  Sction 4: Satsout gobely accepted dandards and guiddines for the development of a
banking sysgam in a pod-oonflid sdting and asseses the gae of the formal financia
sctor in S mdiainthis context; and

m  Sction 5: Fndly, charts aroad mep for the grengthening of the Somali remittance
sctar and the development of a banking sector and identifies areas far technica
assdance.
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Background to the project

| ntroduction

Smadiahas been engufedin acivil wer for over adecade. “Theimpad of gaefalureon
human developmat in Somalia has been profound, resuting inthe collgpse of centrd dae
ingitutions, the degtruction of socia and economic infragrudture and massve intema and
extema migraion” (UNDP/World Bank Somalia, 2003). Asareadt, Ssmdiaisone of the
pooreg courtries in the world. It is edimaed tha in 2003 over 43% of the coutry’s
popudion livesin extrame povaty (defined asindividuasliving on lessthan one USdollar
a day) whilg over 73% of the popuaion live in genad poverty (defined as indviduds
living on lessthantwo USdollars aday) !

Degpite the absence of a centra Smai gate and its financid, economic and socid
ingitutions, comhbined with ather challenges, thetraditiona Somali irit of entrepreneurship
remains srong and the private sedor redlient and robust. Indeed, the private sedor has
managed to grow impressvely in the decade sncethe onsg of the civil wer, particuarly in
the areas of trade, commerce, trangport, remittance sarvices and telecommunicaions aswell

asin the primary setors, natably in livedock, agricuture and fisheries® The private sedor
now provides ahog of sarvices, includng those tradtionaly provided by the dde such as
power, telecommunications weter and education. Various economic sedors are now,

however, becoming ether sagnart or their growth ishindered due tothe lack of invesmet,
insufficient human resources and the absenceof arelevant legd and regulatory framework to
enforce rues and reguations, common standards and quality cortrol.® A natable exanpleis
the various bans on livesodk expatsto Arabian GUf tha havehindered the seator in recat
years

The mllgpse of the central govemmat in Somdiain 1991 gave way to the utimee oollapse
of the coutry’s commercid banking sectar.  There ae curently no forma financia
ingitutions gperating in Somaia nor any fuly funaioning forma financia sector regua ory
bodes The absence of afarma barking ssdor has sgnificatly condrained Ssmaia's
privae sedor intermsof itsahility to access credt and ather financial services. Further, the
scarcity of capital has made it impossible to encourage and harness domestic savings® “The
long absence of anaiona govemment hes futhe preveted accessto intemaiona capita
markets as well as the esablishmat of economic managemat ingitutions and reguaory
bodes’ (UNDPMWorld Bark Somalia, 2003).

1 United Nati ons Development Programme/World Bank Somrelia, Sod o-Economic Satistics, Somalia, Report No
1 SomaliaWatching Brid 2003, draft

2 United Nati ons Development Programme/World Bank Someli a, Country Re-engagement Note, April 2003

% Ibid

*Ibid
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Sncethe collgpse of Somdia scertra govemmat, the dsntegration of its banking sysem
and the onsg of intemad and extend migaion have meat tha Somdi remittance
companies, which have operaedin Somaiafor ove four decades have grown sgnificartly.
Remittance conpanies now provide avitd lifeline for a Sgnificant proportion of Somdia's
popudion. It isedimated tha remittances from Somadia s Diagpora for the purposes of
household income amourt to some USB360 million annually, accourting for 22.5% of tatal
householdincome® In additionto ramitting funds fromthe Somai Diagoorato Somalia and
the Horn of Africa, remittance companies dfedively ad as qued-banking indituions,
facilitaingthetrander of fundswithin Somdia, enaring the trande of fundsfor domedic
and foreign trade and offering depost fecilities Overdl, it is eximaed tha Somali
remittance companiestransfer between USH750 million and USE1 hillion annually ?

In November 2001, Al-Bar&ka, formerly Somalid's higgest remittance cormpary, had its
asts frozen and its United Saes operaions closed down based on allegetionstha it wes
susceptible to being used to fundterrorism Snce then saverd Somdi remittance compenies
have been pu under sgnificat soutiny and have been pressred to formdize their
operaions Many have made Sgnificant efortsto doso since 11" September 2001.

Remittance companies are currently the only fundioning financia inditutions gperaing in
Smdia They havefilledamgor voidtha has emerged Snce the collgose of the courtry’s
centra govemmeat, providing basc banking services and providng a vita chamnel for the
trangmisson of remittancesthat alarge prapartion of the Somai people depend on. UNDP,
with its mandde to ensre sustainade human develgpmentt through povety reduction,
capacity huldng and ingituiona grengthening, recognizes the role of the Somadli
remittance sector and has designed the Somali Remittance Initiative (the ‘Initigtive ) to assg
Smdi remittance companies in formalizing their operaions to enare their continued
exigence. Futhe, in accordance with UNDP’s commitment to bridging the gap between
relief to development in Somalia, the Initigtive seeksto asss in developing aforma banking
sctor inSmdia

Brief historical back ground to Somalia

“The Somai Republic was created in 1960 when the former Itaian T rugeeship merged with
British Ssmdiland’ (HU, 2002). Following a presdentid assassnation and amilitay coup
by Generd Sad Barrein 1969, an unsuccessful war wes waged with Ethigpia. This period
wes followed by an era of tatditarian rue by the Generd Sad Barre regme. Theregme
was subsequently ousted reauting in the allapse of the catrd govemmet of Somdiain
1991 andthe dsruption of all facasdf sae gpaaus’ “Withthe cortinuation of civil wer
in the paiod snce 1991 and the continued absence of a catrd authority, Somdiaremains

5 United Nati ons Development Programme/World Bank Somelia, Sod o-Economic Satistics, Sonalia, Report No
1 SomaliaWatching Brid 2003, draft

® Omer, A. A Report on Supporting Systemsand Procedur es for the Effedive Regul ation and Monitoring of
Somali Ramittance Cormpanies (Hawala), United Naions Devd opment Programme Sommalia, 2002

"Ibid

({e]
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highly fragmented with isolated and independert adminigrative ertitiesemagngin regons
throughou the courtry” (Omer, 2002). Numerous central date“ ingitutions have collgpsed
and mog economic and socid infragrudure and assets have been destroyed reauting in a
dadess Somdia with a highly militarized politica environment, deep inter-clan hodility
and socigd midrug of any centra government” (UNDP/World Bark Somalia, 2003).

Northwet Smadia (othe wise known as the Somdiland), covering former British
Smadiland, declared itsalf independent in May 1991 &fter the collapseof the Barreregmein
January 191 and has 9nce operaed autonomoudy from the red of the coutry. The
teritory is generaly chaaderized by reldive peace and ddhlity. Theterritory hes nat,
however, bean inteanaionally recognized. Despitethe fragmented na ureof the country “the
United Nations continues to resped the principle of territorid integrity of Somdia as
sanctioned by member countries and thaefore condders Smdia a snge naion”
(UNDPMWorld Bank Somdia, 2003).

“More than a dozen peace agreaments have been brokeaed between warring fadions snce
1991, but nore of them have brought political sahility or resored security” (EIU, 2002). In
Juy 2000 aTranstional Nationa Charter, which exablish the inditutiona framework for an
interim adminidration, wes adopted® The Charter provided for a three year transitional
government based on a federa sygem with a 245-segt Transtiona Nationa Assembly
(TNA)? InOcdober 2000 aTranstiond Naional Govemment (TNG) wes established with a
mandite ruming urtil 15" August 20031° However, “ dfferat adminigtrations cortinue to
exig and cortrol various cities and regons of the country” (UNDP/World Bank Somalia,
2008). The curent Somali National Peace and Reconiligtion Process began on 15™ October
2002 in Kenyaand represatsthefouteath reconciliaion effat on Somaia™

Economic context*?

Smalia s economic sedors vary sgnificantly in terms of their level of developmet, sze
and gowth. Smdids eonomy is heavily dependent on livesok and agricuture.
Accordng to World Food Programme edimaes, S0 rearing is practiced throughou the
country and contributesto about 40%of GDP and 65% of export eernings (2000). Bananas
comprise S mdia' s primay agricuturd expart, mog of which are gown in famland tha
lies between the Jubba and Shabelle riversin the south of the country. Manufadturing in
Smaiaisextremdy limited and is generally confinedto agroprocessng. Somdia sservice
sector has grown with the amergence o theremittanceandtelecommunicaion sedor.

8 Economist Intdligence Unit, CountryProfile, Eritrea, Somalia, Djibouti, 2002

°1bid

19 United Nati ons Development Programme/World Bank Soreli a, Country Re-engagement Note, April 2003
" bid

2 This settion is based on information dravn fromthe Economig Intdli gence Unit, Country Profile, Eritrea,
Somalia, Djibouti, 2002

1C
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Dexpite evident challenges placed onthe emonomy arisng out of a continuing civil war and
absence of centrd govemmant, Somalia seconomy has peformed reatively well in the lag
sverd years™ Gowth has been generaed by the strong privae sedor tha has spurred
gowth in livesodk and agricutural sedors, and in the remittance and telecommunicaions
sctas However, a number of fadors have served to sonificatly congran economic
gowth and development ove the lagt decade. 1n the early 1990s large imports of food aid
and the dguption of tradtiona rurd-urban commercid ndéworks grosdy ddorted
Smdid sgoods markes Inthefirg half of 2001, inflaion rose dramaicaly throughout the
country asaresdt of injedions of foreign-printed curency

More recatly, a number of fadors cotinue to hampe Somali economic develgpmet and
gowth. In 2001, Somdids econony contraded because of a series of bans on livesodk
impatsimposed by Saud Arabiaand other GUf gates A ban onthe export of livetodk to
Saud Aradiaisgill in placeand cortinuesto hamperthe country’ s economic development
The S mdi economy has dso been adversdly dfeded by a deficiat financid sedor thet has
been proneto ingaality. Thereisagenerd lack of credit and ather financia servicesinthe
Smadi economy. Further, the courtry’s vibratt remittance sedar, the only fundioning
component of the finencia sedar, has been put under intense presaure snce the closure of
Smalia's larges remittance compary in November 2001, which resuited in the loss of
donificant amounts of fundsonthepat of busnessesand individuds

Concluding remarks

The oollapse of the central governmat of Somalia in 1991 resuted in widespread disorder
and the dgruption of al catrd gaeingitutions With the continuation of civil war in the
period Snce 1991 and the continued absence of a centrd authority, “ Somaiaremainshighly
fragmented with isoladed and independent adminidrative etities emergng in regons
throughott the country” (Omer, 2002).

Inthe asenceof any centra govanmernt, the importance of Somdia sprivae sedor camnat
be overplayed. Indeed, the entrepreneuria irit of the Somali private sector has operaec
successtuly within a centra adminigrative vacuum for over ten yeas Nongheless, the
country andthe privae sedor continue to face mgor chalenges Adverse evatsin recent
years, auch asthe livesock ban and closure of Al Baraka, have inpadted dragticdly on the
economy and socidy. Consequently, migrant remittances cortribute Sgnificantly towards the
economy and livelihoods of Somdi families

Againg the brief badkground above, the need to drengthen the Somali remittance sedor anc

develop financid sarvices is now of great impotance. Sixch services ae a vitd anc
necessary meansfor ensring poverty reduction and sustainable economic growth.

13 United Nati ons Development Programme/World Bank Soreli a, Country Re-engagement Note, April 2003
14 Economist Intdligence Unit, CountryReport Ethiopia, Eritrea, Somalia, Djibouti, March 2003
15 | i

Ibid

11



b pilar

Political map of Somalia
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Back ground to Somaliafinancial secor

Smalia has been without a forma commercid banking and finencia ingitutions sedor
sncethe overthrow of Sad Barre sgovernmeat in 1991. Immedaely prior to the civil wer,
Smalia sformal financial sedor wes composed of ¢

m  Centra Bank of SSmadlia;

m Commacid and Swings Bank (in itself aeded through government's forced
consolidation of anumber of barks);

m  Smai Developmet Bark; end
m  Jatelnsurance Compary.

Very little informaion is available abou the intermediation performance of benks prior to
1990. By 191 theseingitutions had collapsed eithe asaresut of bankruptcy or asaresut
of the wllapseof gaeinfragructure Hidoricaly, the Somdi banking sysem isreported to
have been plagued by excessve governmernt involvement and mismanagement.

In the absence of a formdl financid sedor in Somdia, the informdl financiad sector has to
ome extent, filled this void. The late has tradtiondly been comprised of remittance
companies. The remittance sector in Somdia dates back severd decades The scde and
scope of remittances has bean closgly linked to Somadid s role asa source of labour for the
Arabian GQUf andtothe SImdi Diagporatha has mushroomed intheWest.*’

CGivil unreg, insecurity and absence of a forma banking sector have been the obstacles to
economic develgpmat. Even though the remittance sedar plays avitd role in the curat
Smali economy, the exiging financial sedor can be charad eized by the following:

m Virtud lack of financid inte'medaion i.e. depost-taking and lending through financia
intermediaries, athough some limited lend ng doestake placethrough non-govemmetal
organizationsin formof micro-finance;

m  Theeonomny ispredominantly cash-based;

m Lack of pubdlic confidence in a banking sygem egpecialy wherethe government isakey
playe. This is nat surprigng gven tha the pudic has log their monies in the pag.
Hence, the revival of the banking sygemwill depend on regaining pubic confidenceto a
very large edert;

m The provison of very limited banking services such as money tranders, foreign
exchange and depodt facilities provided by the remittance companies operaing
informally.

The banking sector in Somdiacuratly comprises of an adtive informal sector and virtually
non-exigat forma sector. The privae sedor remittance companies dominge the informal
ector, whereas the forma banking sedor includes certral banks in Mogadishu (southem
Smadia), Hargeisa (Somaliland) and Bosaso (Purtland).  Although these catra banksaso

16 someli Democrati c Republi ¢, Directorateof Planning, Ministry of Nationd Planning, The Five Year National
Development Plan, 1986-1991, Septerber 1987
7 Remi ttance cormpani es and money transfers in Somalia, K en Menkhaus, October, 2001
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provide commercia banking services they are eithe dysfundiona (Bark of Somadiland and
Sate Bank of Puntland) or defund (the central bank in Southem Somalia).

Snce the ramittance companies dominéte the rudmentary financial sydemtha currently

exigsin Smdig we commence with thereview of thisinformal money remittance sedtor in
the ned sedion.

14
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The Somali remittance sector

In this sedion, we firdly provide an ovaview of the Somai money remittance sedor in
terms of higory, dynamics operaors services scope ec. Wethen describe the recent gobal
events surroundng money remittance (trander) busnesses generdly — often temed as
‘informal noney trande sysems o ‘handas . Findly, we decribe progress made by the
Smali remittance sedor in light of the gobal pressures on such sysems aswell as some of
the challenges facing the sedor going forward.

Overview of the Somali remittance sector

Brief history

A magor cotributing fagor in the developmat of the Somali remittance sector has been
migration of Somdisfrom Somaiato various parts of the world for avariey of reasons. “ In
the 1960s a sgnificant number of Somdismigraedto catra and eesen patsof Southem
Africa, drawn by employmet gpportunitiesin thetrangportaion indugtry. In particuar, the
condrudion of theTazaniaZambiarailway line attracted many semi-<illed and unskilled
labourers’ (Omer, 2002).

Migration from Smadia to the North Ameica, Wetem Europe and the Arabian GUf
increased dgnificartly inthe1970s and 1980s asareaut of politica intolerancein Ssmadia
and econamic oppartunity elsenhere. At thistimethe * franco valuata*® remittance systen
wes employed. It involved Somdi laborersworking inthe GUf Sates purchasng consumer
goods and sending themto Somdia or smply ramitting a portion of therr income usng
Smali traders. In thefirg casetraderstodk the proceeds of the sae of the goods and paid
the l[abores reaivesinloca curency. However, ‘franco valuata’® sysem provedto be both

inefficiet and time-consumingprocess.

“In the 190sthe collgpse of the Somali gate and the economy coupled with the ongoing
civil wer futhe inaeased migration to the wetem countries and many ather parts of the
world” (Omer, 2002). It isesimaedtha ove 750,000 Somadis currattly resde andwork in
North America, Europe, Augtraia, New Zedand andthe QUf Sates™ During this period
Smali migrants continued to remit partions of ther incometo relaivesin Somdia usng
Somali remittance companies.

“Wha dated as away for an émigré to send cash back to their extended families has in
many cases blossomed into full-blown financia operaions The remittance mmpanies ae
the soleintenaionad financia ingitutions operating in Somalia. They are alifeline for many
Smdi families bath in Somalia and in the Hom of Africa, a conadut for had currency

18 The descripti on of this systemind uded hereis dravn fromOmer, A. A Report on Qupporting Sysens and
Procedures for the Effecti ve Regul ation and Monitoring of Somali Remittance Compani es(Hawal a), United
Nati ons Development Programme Somalia, 2002

1 Ahmed, 1. Remittancesand ther Economic Impad in Post-War Soraliland, Disasters 24, 4 (2000)
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entering and leaving the country, aswell as an ingrument for trade and commerce in Somalia
and droad’ (Omer, 2002).

The growth of the Somali remittance sector®

During the early 1990s, the Somali remittance sysem was comparaively informal. Indeed
the sygsem depended on relaionships besed on trust with known brokers ar agerts who
wou d insure that funds were ddivered to Somdiaor the Horn of Africa As private high
frequency (HF) rado communicaion savice providers were often the only form of
communicaion in Somalia they were used toremit funds. These service providerswould be
promised rembursement and a commisson by a broker for providng funds locally.
Recipients of funds woud confirm receipt of the funds usng the HF radio. “ In this way,
loca HF rado gperaors becamethefird, smal-scaleramittance sedor. Thelr ladk of capita
prevented than from expandng the service beyond very modes levels Though some
operaorsin smal towns and villages continue to play arole in remitting money, snce 1995
mog HF rado operaors were absorbed into larger remittance companies as loca agents
operding on commisson” (Merkhaus, 2001).

Fortunaely, the growth in volume of Somali remittance sedor in the 1990s coincided with
advancesin thetedecommunications sedtor, sgnificantly improving the reach and efficiency
of the ramittance sedor.

In summary, three mgjor fadorstha have influenced the growth of remittance companiesin
Smaia: migration, telecommunicaions and the emagng trade sector. These fadorshold
true forthe growth of numerous athe remittance sedarsin the world.

Current operatorsin the remittance sector

There are numerous remittance companies opeaing in Smdia who have operdions
worldwide. Whilg the owners and origins of these companies ae Somali-based, nog of
them have operaionsin the United Sates, United Kingdom and Europe and Eagt Africa In
mod cases the owners areheavily involved in the managemert of theopeadions, which are
conducted through ‘agents — ether as branches owned by the company or agencies
franchised to independent agerts Typicdly, the internaiona operaors have put in place
regona clearing centres ar headquarters in key locaions worldwide, thus decentraizing
much of theoperations a country level. Themare sgnificat operdors ae asfollows

20 This section is basal on a discusson éout the growth of Somali remittance sector in Menkhaus, K.
Remittance compani es and moneytransfe s in Somalia, 2001
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Name Headquarters

Amal Express Dubai, United Arab Emiraes
Al-Must agjal Dubai, United Arab Emiraes
Barwagp Fnancia Services Dubai, United Arab Emiraes
Cidgel Djibouti, Repudic of Djibouti
Dasan Nairohi, Kenya

Dahabshiil Hargeisa, S mdia

Qod Dubai, United Arab Emiraes
Kaah Express Nairoh, Kenya

Sshaan Dubai, United Arab Emiraes
SdamaMoney Express London, United Kingdom
Towfiq Dubai, United Arab Emiraes

Source: Ome, A. A Report on Sypporting Sysems andProcedures for the Effedtive
Regulation and Manitoring of Somdi Remittance Companies (Hanala), United Nations
Devedopmat Programme Somdia, 2002

Services of remittance companies

Remittance companies rely mainly on the busness of migrant remittances for family
maintenance and supporting the daily needs of families The bulk of thistype of remittances
relate to monies being remitted to Somdia from wetem economies A recet urvey
conducted by UNDP egtimaes tha nore than 25% of families in Somdia receve
remittances from aooadf*. Although, a vas majority of such morey tranfas are aoss:
border, domegicremittances (i.e. within acountry) are o widely applicable.

Adde from remittances for supparting the livelihoods of Somdi families, remittances are
also used for inves ment purposes (such as for the purchase of house ar land), for facilitating

domedic and intenaiond trade and to med payroll and contrad paymeats of aid and
development agencies?

Individuals and busnesses a0 depost funds with remittance conpanies far short periods
using the companies as a crude savings bank.? However, the confidence of the business

2L United Nati ons Development Programme/World Bank Soreli a, Socio-Eanomi c Statisti cs, Soreli a, Report
No 1 SomaliaWatching Brief 2003, draft
2 Menkhaus, K . Remittance cormpani es and money transfers in Sorelia, 2001
23 B
Ibid
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community wes 9 gnificantly dented asareaut of losng such depostsdueto the closure of
Al-Baraka, the larges Somali remittance company priar to 2002. Nevatheless it isthis
qued-banking role that cortinues to gerercte the mog intered amongst major remittance
companies.

Scope of remittancesin the Somali economy

Remittances into Somdia ae by far the lagest snde source of had curency atering the
coutry?* One sudy etimaestha remittancesto the north-west areaof Somaia, known as
Smaliland, done (which ishameto about 1/5 of thetata popuation in Somdia, edimaed
at about saven million people reach as much as USBS500 million per year, ome four times
the value of livetock exportsin anormal year (prior to any livestock ban) 2 Anather study,
thet wes a0 undertaken prior to any livetock ban, cacuatestha ramittances conditute
nearly 40% of the incomeof urban householdsin thenorthem towns of Hargeisa, Burao, and
Bosasn.?® “Daaof ramittancesto southem Smalia are lesswell-documented. Mogadishuis
unquestionadly the larges recipiat of remittances it probadly accrues a amila level of
remittances as does Somdiland’ (Menkhaus 2001). A more recent survey by UNDP has
edimaed the anout of anud remittances for family mantenance to Smdia &
approximady USH360 millio?’.  Overdl, bet etimaes indcate tha taa remittances
naiondly amout to somewhere beween USE750 million and USBL hillion per year?®
“Bven the low end of this edimae dwerfs the anount of money the country earns fram
livestock exportsor receivesinforeign ad’ (Menkhaus, 2001).

The role and impadt of remittances in Smdiaisvad. Indeed, “ when one congders tha
mog of the Somali populaion isliving off lessthan one dollar per day, tha the injetion of
hard currency from abroadis essentid in enalding Somdia (which has a chronic balance of
trade deficit and a local curency o little value) to purchase ggple food imports like rice,
ugar, and flowr and tha the ramittances tend to have a "mutiplie effed” in loca
communities, indredly benefiting households tha do nat receive remittances themselves,
the importance of remittancesto Somali food security is hardto overedimae’ (Merkhals,
2001). Without accessto remittances, Somdiawou d face a humanitarian criss Further, it
is apparat tha remittances “ vay much congitute a life suppot sysem for a cometose
economy” (Merkhaus, 2001).

All egimaesregardng themagnitude of remittancesto Somaiamus be trested cautioudy.
Such data is nat fredy avalable, neither is it possble to extrad such informeion snce
remittance companies regard such informaion asa commercia sead.

2 Menkhaus, K . Remittance cormpani es and money transfers in Sorelia, 2001

% Ahmed, |. Remittancesand ther Economic Impad in Post-War Soraliland, Disasters 24, 4 (2000)

% Medani, K. Reporton Migrationand Rermittance Inflows: Northwest and Nor theast Somalia, Nairobi UNCU
and FSAU, 2000

" United Nati ons Development Programme/World Bank Soreli a, Sod o-Economic Satistics, Somalia, Report No
1 SomaliaWatcdhing Brid 2003, draft

%8 Ormer, A. A Report on Supporting Systansand Procedur es for the Effedti ve Regul ation and Monitor ing of
Somali Remittance Cormpanies (Hawala), United Naions Devd opment Programme Somalia
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The role of Somai remittances in devel opment

It is clear tha Somdi remittance companies play avita role in Somdia. Remittances ae
used for:

m Daily sbsgence (wheretypically amountsremitted range between USPS0 to USE100);

m Invesment in commecid projeds (where, for example, remittances for capita
invesmet inland or buldngs woud average around US$100,000);

m  Domegic and inteméaiond trade (typicdly remittancesfar sdtlemat of trade adtivitie
exceed USP500,000); and

m  Socid developmat projeds

Source: Interviewswith themanagement of Amal, Barwago, Dehabshiil, Dalsan, Gobal anc
Towfiqg

Potentia for becoming banks

The redoraion of the financiad sedor, which isessertid for progress and developmernt of the
econommy, remains eusve, and while remittance companies have filled some o the void,
thereisan urgent needto revivethe entire sedtor. Tha need asde, theremittance companies
haveprovento be avibrant dtemaive, providng esseentia money trand e, foreign exchange
services and, in ome cases, depodt facilities abat withou any dgoost pratettion schame
in place These companies ae effedively ahaf-way house to barks andfundion efficiertly,
providing quick and inexpensve savicesto dl patsof Somdia Their savicesare avallabde

to Somdisliving worldwi de with agents and franchises based albroad providing ease of loca
access

There is no reason why the exiging Somdi remittance companies cannot expand their
srvices to provide commeacia barking sarvices in Somdia, ar anywhere e sbject to
medting the rues and reguations applicade to the industry. However, for SSmaliato revive
its financid sedor, one must look & the development of the sedor in a holigic and
sdainade manne. In thefirg place the country currently lacks an environment conducive
for the etry of banks for ingance there areno regulationsin placefor financid ingitutions
While aholigic olution is neded to address this stuation, the Somali remittance companies
are faced with many ather chalengesin ligt of goba events The remittance sedor has
been critical to the economy, but following the tragedy of 11™ Sgptember 2001 Somadi
companies have mme under increasng intemaiona scruiny. The closre of the lagest
compay hes crested acrigs of confidencein remittance operaions.

Following the tragic everts of 11" Sgptember 2001 that took place in the United Sdes a
number of governmerts have caled for an urgent and co-ordnéaed effort to dded and
prevent themisuse of finencia sysemshby terorigs Warld attention has dso turned toward
reguating the money trander busnesses gven the informa mamner of therr operaions
reported abuse for money-laundering in catain cases and the patertia for abuse of funds
However, to ordinary Somaislivingwithout forma barks, theinformd remittancesysem is
the only way to access money from relaives aorcad. Gven its critica importance to the
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econony againg the backgound of legtimae intemaiona concens the cortinuetion of
remittancae opeaionsisof paramout importance. In the following section, we consder the
emergng gobal trend towerd informal money tranda sysems — the Somdi remittance

sysem being one of many such sygemstha fal under thiscaegory and operaethroughott
theworld

Global concerns and developments in Informal Money Transfer
Systems

Introduction

A range of informa money trander sysems (IMT 9 arein uein severd patsof the world.
The hawala sysem onetype of IMT S isan infarma channe for trandfering funds between
locationsthrough the use of hawdla service providers. While hanalatransadions ae mog
ofteninitied by migrat workers in developed courntries they adso involvethe trande of
funds from devel oping countriesto devel oped courtries, oftenfor the puposeof trade.

Following the 11" September 2001 terrorig atadks in the United Sates, gobdl interest in
IMT S has increased, largely as a resut of the aleged role of the handa sysem in the
financing of terroriam and ather illegd adtivities. These dlegetions and suspicionsprompted
governments and intemationa reguaory bodesto atenpt to develop a bdter underdanding
of theeIMT § assesstheir economic and reguatory implications, and desgn and implement
new approaches to work with thisindugtry. Asaresut many companiesin the hawala sector
havecome under intense scrutiny by regulatory and law enforcement authorities®

Importatly, amog al research unanimoudy agreestha the hawala sysem“providesafast
and cog effedive mehod for the worldwide remittance of money, paticuarly for low
income groups who may be out of the reech of the formd financid sedor or who trander
rdativey amdl sumstheat are often sugect to prohibitively high chages a convetiond
financia ingitutions’ (Buencamino & Gorbunov, 2002).

In the course of owr dscusson below, as far aspossble, we dginguish Somai remittance
companies from athe hawala sysems to refled their progress wherever goproprigte. The
Smali remittance sysem does, however, have itsroasin thetradtiona hanala sygem

Main characteristics of informal money transfer systems (IMTS)

Variousterms are used by scholarsto denateIMTS Theseterms can be mideading. IMT S
for exampleareoften referred to as‘ underground banking sysems when in fadt they operae
quite openly > Further, it isalso amisnomer to refer tothese sysamsas ‘ banking sysems

» Buencarmino, L. and S. Gorbunov, Informal Money Transfa Systerms: Opportunities and Chall enges for
Development Finance, United Naions DESA Disaussion Paper, Novermber 2002
30 | i

Ibid
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snce they typicaly do nat involve tradtiona barking fundions® Broady, “IMTS are
remittance sysemstha exig and operae outsde of (or paale to) convationa regiated
banking andfinancid chamnes wherethese exis” (Buencamino & Gorbunov, 2002).

The reasons for the emagence and continued exigence of IMT Sare often misunderstood.
Indeed, “it iswidely believed that IMT Scome into being when politica indahility impedes
the efficient workings of convertiona ingitutions or when people seek waysto evade trade
and foreign exchange controls’ (Buencamino & Gorbunov, 2002). However, “these reasons
may help explain why IMTS cortinue to exig but they ae nat the reason they were
esablished in the firg place. Their begnnings were in fad benign and were the resut of
people of amilar ehnic badkground seeking a workalle, efficient, chegp and secure means
of trz;ns‘erring money and sHtling acoounts with each ather” (Buencamino & Gorbunov,
2002).

“ Although IMT S operdein various communities, the largest ones opaaing today evolved
from two origina types namely the hawala (which developed in South Asa) and the fel
ch’ien, which garted in China’ (Buencamino & Gorbunov, 2002). Various sygems now
exig amonge dffeent communities “they go under various names - Fel-Chlien (Ching),
Padda (Philippines), Hund (Inda), HU Kuan (Hong Kong), and Phei Kwan (Thailand)”
(E!-Qarchi, 2002). “It isegtimetedtha gobaly between USE100 and USB300 hillion flow
through IMT Severy year” (Buencamino & Gorbunov, 2002).

A smple description of the hawala system

A remittance from acusome (CA) in developed country A to abeneficiary cusomer (CB)
in developing country B woud involve the following sgps  CA would provide fundsin &
curengy to a handa operaar (HA) in country A and in reurn would receive a persona
transation code for the purpose of autherticaion, which CA woud communicae to ¢
desgnated beneficiary (CB) in coutry B. HA wou d ingruct a handla opaaor (HB) in
country Bto ddive an equal amourt in alacal currency to CB, who would have to dsclos
the persond transadion code in order to oltain the funds HA can be remuneraed by
chargngafeeto CA or through an exchange rate Joread. After the fund shave been paid by
HB to CB, HA hasalidhlity toHB.

The sdtlemet of their postions can be mede by drectly through financia means
Altemaively, sdtlement of the lidality postion of HA with HB can be done through
reversetransaction, often for the purpose of imparting goods, making invetmernts or for
medical and education expenses.

The reverse transadion coud involve a cusomer (XB) in developing coutry B sending
funds to a supplier (XA) in developed courtry A for the purchase of a commodty. XB
wou d not be anare the their transation isarevarse transadion. Inthisway HA will settle
itsliaality with HB. Notetha areverse transadion can involve dfferax hawela operaors

and betiedto adffeent transaction. T he sysem can therefare be Smple or very complex.
Source El-Qarchi, M. Hawala, Intemaiona Mongary Fund, 2002

% Ibid
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While the amplidic sysem described above was the roat of the Somali remittance sedor,
the flow of transadtions has undoubtedy changed with increasng Sze and coverage of

operdions. In the dagramns below, we demondrae the flow o transadions broady
refledingthose of thepresent day Somali remittance sysems.
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Why hawal as devel oped and continue to be used

Hawalas were orignaly used for trade financing - they were creeted because of the dangers
of travellingwith gold and athe forms of paymet ontrade routes The hawala sysem now
enjoyswidespread use but ishigorically associaed with South Asaandthe Midde East. At
presart, its primary users are members of expariae communities who migrated to Europe,
the Pasan GuUf regon and North America and send remittancesto their relaives on the
Indan subcontinent, Eag Ada, Africa, Eagen Europe and esawhere. These sygems
cortinue to flourish and have nat been replaced by convertiona banking. However, whilst
IMTS sysems cotinue to be used for the legtimae trander of funds ther reaive
anonymity and tradtionaly limited use of documentaion in recordng transations have
made them vunerade to abuse rdldedto thefinancing of illegd adtivity.

The reasns for the popuarity of hawala are manifold. Economic and cutura factors
explain the dtradiveness of the hawala sydem. It is less expensve, saifta, more relidde,
more aorvenient and less bureaucratic than the formal financial sedor.  Economic fadors
such as “hog ooutry mago-economic environments and government policies and
reguations, such ascurrency controls and overva ued currencies high tariffsand taxes, and
dow and expendve licenang processes for financia ingitutions provide fertile ground for
hawalas In Jamaica, for example, thevibrant underground economy together with sringent
government redridions dow licensng process and ather prohibitions have resuted in a
gowth in IMTS' (Buencamino & Gorbunov, 2002).

The use of IMT Shasad® grown during times of political change andingahility 3 Examples
include the increased use of handa in the Indan Subcontinent following the partition of
India in 1947 and during the subseguent introduction of foreign exchange cortrols between
IndaandPkigan

“Thereisadrongincertive to use IMT Sif the dfficid exchangerate isovervaued (thereby
acting asan inplicit tax onthose who remit money through dfficia chamnels)” (Buencamino
& Corbunov, 2002). Indeed, experts have contended tha the dfference between the dfficia
exchange rae and the black marke rade is a detemining fador affeding the dhoice of
tranfer channels®*

Anather mgar reason for the continued use of IMT Srelaesto weakneses in convertiona
financial sysems, including prohibitive cogts, poor sarvices and ladk of accesstothe gererd
popuaion® It isdso evident tha IMT Sflourish where sections of socigly do nat have
conpldae fath in convertiona banking sygems. “In China, for example IMT S thrive
because the officid currency exchange make camnat fuly savice the demand for foreign
curengy” (Buencamino & Gorbunov, 2002). The oontinued exigence of these
macroeconomic and ingitutional weaknesses has fodered the growth IMTS Indeed, it is

%2 Buencanino, L. ad S. Gorbunov, Informal Money Transfer Systems: Opportunities and Chall enges for
Development Finance, United Naions DESA Di saussion Paper, Noverrber 2002
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argued that “ aslong asthese problems cortinue to exigt it islikely thet IMT Swill continue
to progoer. This dfedively regoresents a markd regponse by enomic agerts who are
condrained by thelevel o financia development and governmert policies’ (Buencamino &
Gorbunov, 2002).

The wide reach of IMT Sis anather reason far its continued exidence. IMT Sarethe only
available means of tranderring money in many cases  For example, the growth of IMT Sin
Audrdia is linked with the absence of banking services between Audrdia and sverd
African coutries®® In anthe exarple, severd Eurgpen Commission-funded aid
or%]i_zaigns are known to use IMTS to trander funds to severad African and Adan
coutries

Hawala companies generae income fram by charging fees for tranderring funds (either a
flat rate or a percatage of funds trandared) and from exchange rae greads. Hawaa
companies are generdly dde to charge lower fees for the trander of funds than those
charged by convetionad banks as a reaut of their reaively lower cog bese. Hawaa
companies have limited reguatory and opading cods as they often have ather anal
bus nesses operating from the same premises

The handa sysem can be sonificatly quicker than forma trander sygems such as
convertiona banks largely due to the absence of bureaucratic grudture and procedures. For
exanmple, the Somai hawadla sysemisadetotrander fundstoremate locaionswithin afew
minutes

Many handa sysgems sarve specific cutura communities. Indeed, kinship and éhnicties as
well as persona relaions between hawala operaors and expariae workers mekethe sygem
conveniat and easy to use. Hawdlaopeaarsare sengtiveto particuar cuturd dgpostions
and preferences and devel op relaionshipsbesed on trust. Many expariae communities for
example, are excluavely male, because wives and othe family membersremain inthehome
coutry where family tradtions prevail. These tradtions maey regure family members
eoecidly women, to maintain minimal contadts with the outsde world. A trused hawala
operaor, known in the village and anare of the socia codes woud be an acceptade
intermediary, pratedting women from having direct dealings with banks and other agents
Thus a sysem based on naiona, ehnic, and village solidarity depends more on aosolute
trugt between the participantsthan onlega documents

Indeed the demat o trug plays a vitd role in IMTS as is the case for the Somali
remittance sector. “ It has been enphaszed tha in many repedsthe hawala sygan is Hf-
reguating, as it is exrandy rare for haweladars to defraud one anather or their clients
Cheating amongs handladars is punished by effedive exaommunication and a loss of
honour, which is tatamount to an economic degth serntence” (Buencamino & Gorbunov,
2002).

In ne recipient regons, anumber of factors cortributetothe cortinued exigence of IMTS
Regridive economic and financid policies, ingfficiet banking ingitutions and ungade

% Buencarrino, L. and S. Gorbunov, Informal Money Transfa Systems: Opportuniti es and Chall enges for
Development Finance, United Netions DESA Di saussion Pgper, Noverrber 2002
bid
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political stuetions have offaed fatile ground for the emergence of IMTS However, even
though IMT Sgenerdly thrive in regons marked by unsophigticated financia and econamic
sysems civil ingahlity, such sysems Hill exig in financidly developed and politicaly
daderegons

Is hawala | egd 7°

The legdity of hawala opadions vaies from coutry to counry. Very few courtries
condder hanala opeaionsto be compledy illegd. “ Even though hanala isillegd from a
reguatory gandpoint in ome U.S jurigdictions, hawaladars advertise thelr sarvices widdly
in avaridy of meda (ehnic newspapers have been the tradtional placeto find them now
ome are udng the Intend). Enforcemat of these reguations is dfficut with reped to
handa The advetisements ae often printed in foreign languages, and wording like 'sveet
rupee dedls does not necessarily suggest remittance sarvices’ (Jos & Sanchu, 2000).

In Suth Ada, legdation exigs tha “ prohibits gpecuaion in the loca curency, prohibits
foreign exchange transactions & anything athe than the officid rae of exdhange, and
imposes 4rid licenang requirements on noney remitters and foreign exchange dedlers In
addtion, thee are reguations governing inbound and outbound remittances’ (Jog &
Sandhu, 2000). Indeed, the reguatory regmes concerning IMT Sin India and Pkidan are
therefore anongs the mog redridive in the world A key fegure of such redridive

legdation isthe fad tha it contributesto thegrowth of IMT Sinitself.

Anather fegure of the redridive reguation and legdation relaing to IMT S has been the
emergence of Dubai, United Arab Emiraes as a certre for IMT S transadions. Dubai’s
daus as a nucleus for Suth Adan migrats, it's large gold makd and its reaively
unredrictive legdaion and reguaion have gven riseto itssSzeable IMT Scertre.

The potentia for crimina use of hawala

Therdaive smplicity of IMT Sand the ahility to hide the origin and destination of funds or
to break the audit trail have made such sygems prone to abuse for the puposes of noney
laundering, gambling, smugding or the financing of terorism®® Indeed, it hasbeen argued
thet “some charageridic fegures of wnlicensed ramittance centres of IMTS such as
Inadequete customer background chedks customer identificetion records transadtion records
andlack of compliance with laws requiring suspicious activitiesto be reported, lure crimina
elementsto use their srvicesfor illega purposes’ (Buencamino & Gorbunov, 2002).

It is unclear, however, asto whether IMT Sare the prefared vehicle of criminas “Whilg
ome argue tha the amall sze of aimind transadions make them indigingushade from
those sent by itsusud clients it can be argued tha convationd financid sysemsmay bea
more efficient vehicle to send funds to finance large operdions astheir capacity to process

% This sedion is lagdy drawn from Jost, P. and H.S. Sanchu, Thehawala alternativer emittance sysemand its
roleinmoney laundering, Intepd Generd Secretaiat, Lyon, January 2000

%9 Buencanrino, L. and S. Gorbunov, Informal Money Transfa Systems: Opportunities and Chall enges for
Development Finance, United Netions DESA Di saussion Pgper, Noverrber 2002
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large sumswithout arousing suspicion isgreger thantha of thetypica IMTS' (Buencamino
& CGorbunov, 2002). For exaple, it has been reportedtha the tarorids involved in the
tragedy of 11" September 2001 receivedthe maority of their funds through the convertional
financid sysem® Of equa impatance is the fad tha there does nat gopear to ke
conclusve evidence tha crimind forces control or own IMT S the European Commisson
going o far asto indcaetha there isno evidencethat the T diban regme exercised control
overthehanala sygem in Afghanigan.*

It is now widdly acknowledged tha there is some exaggeration to “argue that IMTS are
heavily involved in crimind adtivity. IMT Sseemto be no more of an impedmat to laws
amed & eiminaing money laundering or a rik of terorigm than convertiona financia
sygems’ (Buencamino & Gorbunov, 2002).

The potentid use of hawal asystem for laundering money42

“Money laundering congds of three phases placement, layering and integration. Snce
hawalaisaremittance sysem, it can be used at any phasg’ (Jos & Sanchu, 2000).

In the placemat phase, fund derived from aimind adivity is placed into the legtimae
financial sygem. Typicdly, the grestes challenge for money laundering firmsisintroducing
large amounts of funds into the convetiona financid sygem, asthis usudly necesstaes
some form of regulatory reporting.*® As hawala companies only mekeperiodic bank deposits
and are ddeto jugtify these asthe proceeds of legtimae busness the handa sysem offers
an effedive meansof placement. The requirement by authorities worldaide on ‘*know your
custome’ programs is meant to address the placement dage and many of the Somali
remittance companieshave been workingtoward implementing such programs.

The layering phase involvesthe manipuation of illegtimete funds in order to meke them
appea thd they are from a legtimae source. “ Handla tranders can leave a sparse or
confuang pape trall and therefore there is no reason why handa tranders coud nat be
Tayered” (Jog & Sandhu, 2000). The requremat for kegoing adequet e financia recards by
authorities worldvide has been adopted by many Somdi remittance companies
Futheanore, dl the mgor Somali remittance companies have automaed or are in the
process of autometing their oparaions and records, although we have not been adle to assess
the accuragy and compleeness of the availade financia records

The fina integraion phase involves the use the illegtimae assets or investmert in
dtemaive asds “The sane charaderigics of hanalatha meke it a patertia tool for the
layering of money dsomake it idedl for the integration of money. Gven hawalascloseties

“0 Buencarino, L. ad S. Gorbunov, Informal Money Transfe Systenms: Opportunities and Chall enges for
Development Finance, United Naions DESA Disaussion Paper, Noverrber 2002

“1bid

2 This sedtion is | agely drawn from Jost, P. and H.S. Sanchu, Thehawala alternativer emittance sysemand its
roleinmoney laundering, Intepd Generd Secretaiat, Lyon, January 2000

“ In the United Sates, for exanpl g, financid inditutions are requi red to report cach transadtions of over
US$10,000 (United States Federd Statutes, Intema Revenue Code (IRC) Section 6050 1)
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to busness activities there isno reason why money camnat be 'reinvesed in alegtimate (or
legtimee gppearing) busness’ (Jog & Sandhu, 2000).

Economic implications of hawal a

IMT S have drect and indred macroeconamic implicaions for financid adivity and for
fiscd performance For example, IMTS transadions have an impad on the mondary
accourts of courtrieson both Sdesof transadtions. Asthesetransadtionsare not recorded in
officid gaidics netha as an inaease in a recipient coutry's foreign asss or in the
remitting country's lighilities, broad money is undtered officidly despitethe fadt tha vaue
changes hands and thus the conpostion of broad money in a recipiat country can be
afeded. IMT Sdso havefisca implicationsfor countriesinvolved because generdly taxes
are nat paid on IMT Stransadtions.

IMTS transadtions cannat be religdly quartified because records are often inaccessble,
eecidly for gaigica or belance of paymentspurposes. Some measure of volumes can be
axertaned from handla companies and from recipient and ssmding communities.
Addtiondly, some countries sporadicaly méke edimaes based on ther experiae
popuaions and baelance of payments data Aobd transadtion volumes are etimaedto run
into hillionsof dollas

Global policiesto promote legitimate remittances'™

Recognizing tha mogt IMT Stransadions are legtimee remittance from migrant workers
reguators and policy mekershave sought to develop effedivemeans by which such workers
can remit funds A focus of such efforts has been on atemptingto influence the medum
with which migrants chooseto remit funds

Migrant specific policies

A typica govanment reponse to IMT Shas been to encourage and, in cases, ddée tha
migrants ramit funds through convationd financia ingituions For indance, “there have
been sverd dtempts to introduce mandaary remittance limits in the form of certain

propations of eanings trandeared back to labour-expating countries’ (Buencamino &
Corbunov, 2002). Mog of these initidiveshavemd with limited success.

However, thaeisbroad consensustha usngincativesraher than mandetory reguationsis
more likely to have a postive influence on migats Tha said, their incentive programs

appea to have little laging value if * macro-economic fundamentas remain dsoted and
ingitutiond deficienciesperdd” (Buencamino & Gorbunov, 2002).

“ This sedtion is drawvn fromBuencanino, L. and S. Gorbunov, Informal Money Transfa Systams: Opportunities
and Challenges for Deve opment Finance, United NationsDESA Discuss on Pgper, Noverrber 2002
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Creating macroeconomicincentivesto remit through institutiona channe's

“Scid and economic gahility, a low rate of inflaion, postive intaed raes a gabde and
redigic foreign exchange rate and reliade financia ingituions are the mog importart
elements in decidng whether to remit through forma channels or use dtemaive sygems’
(Buencamino & Gorbunov, 2002). Currertly, efforts have been focused on means on long-
term grudura policiesaimed & reducing the demand tha IMST med.

“It has been argued tha the bet way to dgnificatly reduce the volume of informa
transaions is the orderly liberdizaion of the emnomy. A drong incertiveto use IMTS
exigs where noney is sent from the courtry tha hasa nvertibe currency and no capital
cortrolsto the country with inconvertible currency andlor ‘black make’ exchangerde. In
this caze informd transadtions can be caried ot & much better exdhange raes than the
offici)ai raes to the benefit of the remitter and the recipient” (Buencamino & Corbunov,
2002).

Overdl, however, it is gpoparat that mog reguatory regponses of nd recipient countries
have been unsuccessful in ganmingthe use of IMTS

Improving conventiona finandal infrastructure

Buencamino & Gorbunov contend that the effedtiveness of any incativesto smtch into the
formd financid sygem will utimaely depend on the aality of this formal sygem to
compee withtheinforma sedor. As migrants use IMT Sfor a number of reaons such as

cod, efficiency and reach, policy mé&kers have atempted to focus ther dfats on
encouragngthesefeguresin convationa financia ingitutions

In tandem with this process, govemmeat initidives in this area have included attempts to
develop gopropriate reguation inthemaoney remittance sedor. “These policies, it isargued,
shoud be part of broader reforms aimed & modemizing the financid sysem. Howeve, it
shoud be nated tha there ae sgnificat downsdes to ova-reguation” (Buencamino &
Gorbunov, 2002).

Formalizinginformd systems

Despite improvementsin policies and convertiond financid infragrudure, IMT Sare likely
to cortinueto play amgor role inthemaoney remittance sedor. Nat only are IMT Sefficient
and effedive, they have ds0 have been proven to play an impartant gahilizing role for
financial sygemsand economiesin ddress

Convationa thinkingistha banning or limiting accessto IMT Swou d only serveto drive
them underground asthe conditionstha have gven risetotheir need fill exid. However, as
thereisagenuneinherent susceptibility of IMT Sto crimina abuse, analyssthus generdly
recommend tha the mod appropricte way to contendwith IMT Sisto attempt to effeively
reguatethem.
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A number of ati-money laundering and arti-taroris meaaures pertaning to IMT S have
thus been taken. “ At an extraordinary meding held in Washingon D.C. on 29" and 30"
October 2001, the Fnancia Adion Tak Force (FATF) ageed on aset of eigt Soecid
Recommendetions on Tararid Fnancing. Recommendation VI (Altemaive Remittance)
commits mambers to teke measres to ensure tha pasons or legd entitiestha provide a
service for the tranamisson of money, includng transmisson through an informa money
trander sygemor ngwork, $oud be licensed or regsered and suject to all the FATF ati-
money laundering requirementstha gply to banks and non-bank financia ingitittions In

June 2002, G7 FAnance Minigersinther saemat welcomedthe work underway to combet
the abuse of dharitiesand hawalas’ (Buencamino & Gorbunov, 2002).

The primary objectives of anti-money laundering and antiterrorid measres are to increase
the levd of trangparency of the money remittance business and to bring them within the

scope of anti-money laundering legdation. Appendx 1 setsou the reguatory impedaives
intheUnited Arab Emiraes amgor goba handa centre

“Unlike the option of prohibition, the introduction of reguatory meassures drikes an
impartant belance between prateding the financid and security intaeds and alowing
informal operaions to serve legtimae purposes for which they have been desgned.
Busnessownersthusacquire legd gandngwhils cudomersareprateded. Thaeisabdief
tha mog IMTS will want to conply with new legd requrements’ (Buencamino &
Gorbunov, 2002). Indeed, many Somadi ramittance companies have reggered or in the
process of regdering their busnesses in various coutries However, “thae is dso a
recognition tha it will take some time before affected busnesses will come under the
reguatory umbrella and tha there may be some ressance to change” (Buencamino &
Corbunov, 2002). Indeed, there isarecognitionthat congderade effortsneed to be made to
explain the new reguaionsto those affeded. Many o the Somdi remittance companiesare
aready anere of the newreguationsin the countriesthey opeaein. Howeve, much nore
anareness from these companiesisneeded. It was with thisbackgroundtha a Conference
on the Somali Remittance Sector was held in London, United Kingdom onthe3™ and 4™ of
December 2008. The conference wes largely successful in increasng the anaereness of
paticipating Somadi remittance conpanies of the regudatay regmes pataning to the
remittance sedar in several Eurgpean Union coutries Addtional anareness progamsare
being planned by the recatly ezablished Somdi Financid Services Asociation (FFA), an
industry associgtion cregted by the Somali remittance sedor.

Therehave been suggestionstha mare dtertion needsto be paidto the role and funationsof
convertiond financid inditutionstha hold the bank accouts of IMT S Theseorganizations
are now actively invedigating acoout holders  Indeed, a mgjor topic of dscusson at the
Conference on the Somali Remittance Sector focussed on the problems that Somdi
remittance companies face when atenpting to maintain bank accountswith formal banking
ingitutions. A key proposa tha wes made during the conference was the need to aegte
daogue with such ingitutionsin order to ensure that such problems do nat continue.
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Difficulties for regulators

Inthewake of heightened fears of gobel terorism, intemaiona and regulatory bodies have
attached ggnificant importance to curbing the use of IMTS for money laundering and
teraig financing. It is widdly perceived tha IMT Sare paticuarly vunerade to abuse
because of their perceved anonymity and limited record kegping. Ye sdeding the
gppropricte reguatory and supervisory response requiresaredigic end pradica assessment
and an underdandingof the specific country environment in which the dealersoperde.

There appearsto be awi despread acceptance tha the effedive reguation of IMT Sislikey
to prove chdlenging, especidly gventhe dffaing legal, economic and political contextsin
which IMT Sexig. Indeed, thiswesa particuar problem idertified by the Somdi remittance
conmpanies & the Dubai workshop. As mertioned earlia, in a number of countries the
hawala sysem is prohibted. Any atempt to reguate this sygem in these countries would,
therefore be at odds with exiding lans and reguations and woud be seen as legtimizing
pardld foreign exchange operaions and capita flight.

Whee it may be possble to reguate IMTS there is a broad recognition that excessvely
gringat reguation and coercive measres are likely to push IMT S futhe underground.
The pupose o any reguatory goproach should, therefore not atempt to diminaethem but
toavoidtheir misuse. Inthisregard, policymakerstendto favour two options registration or
licensing of IMT Scompanies.

Experience of the hawala systemin Afghanistan45

Inthe context of Somdia, it isgoproprigteto share findings of the funationing of thehanaa
gygemin Afghanigan. The hawala sysem in Afghanidan isrelevatt tothe Somdi Stuetion
in anumber of ways The country has been through consderade civil drife andwithessed a
breskdown of centra ingitutions and law and order. As aresut, the handla sygsem has
flourished. The Afghan sysem opeaaesthroughou theworld.

The sgnificat findings of theWorld Bank were:

m The handa is curently the mog relidde, efficient, safe and inexpendve means of
trandering fundsinto Afghanigan and between itsprovinces

m Thereare eximaedto be savera hundred money exchange dedlersbut of these 300 are
regsered who have arganized themsalves into an impressve open makd dffeing a
wi de range of services including money exchange, funds trander, micro-finance, trade
finance and some depost taking;

m Thehanda sysemis extremely rdiable and “there was 100% stidadtion rae with the
ddivery of funds’ (Mambo, 2003);

m The money exchange deders provide an on-going medhanism for “the odivery of
emergency, relief, humanitarian and developmental aidinto Afghanigan for maority of
internaiona and domegic NGOs, donors, development aid agencies’ (Maimbo, 2003).

“ This sedtion is based on Mainbo, S. A., The Money Exchange Deala's of Kabul: A Sudy of the Hawal a Sysem
in Afghanistan, The World Bank, 2003
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The maority of interngtional and domegic organisations and NGOs use the sysam to
move fundsinto and around the courtry. “ NGOs done are edimaed to have channelled
some $200 million in emagency, relief and developmant funding through the hanala
sygem’ (Maimbo, 2003) (seebox below);

m  Theambigutiesin the satlemet process and generd inaccessihility of records makethe
sydem vunaade to abuse and the degree to which it is used for money laundering
activities is dfficut to document and quartify. The cuturd and lingudic barrigs ds
proveto beinhibitingfadors

m  There ae compeling reasons for nat reguating or supervisng the adivities of money
exchange deders for such dtempts can only reaut in the sydem changing its origind
charadaigicsand “push it futhea away fromthe forma sedor, egpecialy if the primary
reason for itsinitial exigence— foreign exchange arhitrage adivities and poor benking
services havenat been addressed’” (Maimbo, 2003);

m  Accordndy, any solution soud be developed in the locd context and gven benefits
ingead of focusng on the hawala reguatory and superviory concems the financia
sctar réom effats shoud concatrae on esadishing a rudmentary commercia and
certra barking sygem inthe courtry; and

m  Meanwhile, thae shoud be limited extanal reguatory and superviory oversght  tha
the ddivery of much needed ad funds remains unhindered through additiona
compliance

Afghan Aid Flowsthrough Dark Channels

Working feverishly to get Afghanidan back on itsfed, the USadminigration hasrun intc
an unplessat fad. To didribue adthee, it mug rely on the same informa money-
trander neaworkstha the USsaysterror and drug organizations use to movether funds

Indeed, CARE, World Vison Intenaiona and other aid agencies routindy use the
ngworks, caled hawalas, to move money from Pakidani banks to Kabu, the Afghar
capita, and isolated rurd areas US adminigraion dfficials have decided to l¢ USfundk
pass through the sydam urtil the country develgps aviable barking sysem.

The decison underscores the adminidraion's fear that without a rapid inflow of aid, the
government o interimPresdent Hamid Karzai might not survive, andtha a more violen
Afghanidan might descend again into the kind of chaostha made it a haven for Al Qaedk
terarids "The only dternaiveto usng hawalas isto cary money on your peson, andthd
has agnificant security risks" saysPau Barker, CARE's country dredor for Afghanigan.

Source WAl Sregt Journd, June 2002
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Progressin the Somali remittance sector

In light of the gobal concems surrounding IMT Sand intenaiond scruiny of the Somali
remittance conmpanies, the Somali remittance sedor appears to have made reasonable
progress towards meeting the requirements on new and emerging reguation. Apart from the
reguatory agpet, some have taken mgor grides toward improving efficiency of their
operaionsthrough use of technology.

Somadi remittance companies that wereinterviewed

A number of Somdi remittance companies kindly dlowed the study team to undertake an initid
assessment of their operations. T he study team met with management of these companies a various
locations including Duba (UAE), Narobi (Kenya) and Bosasso, Hargeisa and Mogadishi (Somdia).
Discussions with the management of these companies was extremely open and candid. Companies
met included:

" Amd;
B Bawago;
®  Dahabshiil;
Ddsan;
Globd; and
Towfig.

Some general developmentsin the sector

At the recent conference in Dubal tha wes facilitaed by the sudy team, paticipants
indcatedtha thefollowing progress has been mede by somed the companiesinthe sedor:

m Licenang and regdraion in hog countries For example like many of the hig
remittance companies, Dahabshiil has regsered their busnessesinthe United Saes

m  Formalizing ownership, capital and managemet druduwres For example, Ama has
sparded the shareholders from the executive managemat, as well as put in place a
decentraized dructure of agents, branches regond catres and head office for its
worldwide operaions

m  Ensring accountts are produced in accordance with Intema Acoouting Sandards
(IAS;

m Putingintema and externd auditsin place;
= Improving ‘know your cusomer’ processss including cusome idertification messures

(technology enabled). Perhgps a srong control measure here goplied by the Somali
remittance companiesisthat transadionsarenarmaly carried out with known Somdlis;
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m Puiting in place rues and condtions on agentsfranchises includng veting of agents
and

m Improving record keeping by the addtional use of tednology. At Towfig, Microsoft
Exced greadheds are used for downloading al remittance transadions across the
world, and daily printouts are availabde liging the transations and related details Mog
of the ather companies aresmilarly adeto providetransadtion ligdings

Developmentswithinindividual companies

Whilethe setion above mertions genera progresswithinthe sedor, it must be emphasized
thet thisdoes nat necessarily goply uniformly acrossthe sedtor, and hencemuch moreneeds
to be done. Nevethdess the internetiona pressres have brought out many podtive
developmentswithin individual companies Interegingy, someof the measurestaken by the
conmpanies ae more due tothe increasng conpditiveness in the sedor as opposed to new

reguation. Much o the progressve thinking of sevad indvidud Somai remittance
companiesisdenondraed inthetades below.
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The regularization process at Dahabshiil, aSomali remittance company

Thefollowing is a list of initiatives by Dahabshiil in response to regulatory imperatives since 11"
September 2001

m  Embarked on a campaign to goply for and register its operations with concerned authorities in dl
countries where this has become a requi rement;

m  Hired money laundering reporting officers;
m  Traned staff on rules and procedures;

m Incorporated gppropriae checks in its new IT software to ensure regulaory compliance
Dahabshiil’ s new IT softwareis currently in itsfind stages of testing. T he software dlows for the
reporting of suspicious activity and on transactions that exceed a certain amount by agents whilst
ensuring severd cost efficiencies. The software dlows for the cross-checking of existing and
potentid dients with severd internationd da abases of suspicious individuds. Dahabshiil has
dedicated a signi ficant amount of human and financid resources to ensuring that its IT project is ¢
success. A comprehensive training program has been put in place for agents and branches
throughout the world;

m  Conveted branches and regiond offices previously operding as sole trading businesses into
limited companies; and

m  Published guiddines for its agents on how to detect suspicious transactions and report them.

Source Dahabshiil Company Profile, June 2003, and interviews with management in Hargeisa
North-West Somdia

Developments in organization structure — a perspective of Amal, a Somali
remittance company

Since 11" September 2001, Amd has underteken a seies of initiatives to better define its
organizationd and operaing structures in order to demonstrate transparency. Prior to this the

organization had an operaing structure comprising aloose federation of firms. Amad’s structure now
includes:

m  Globd head office and d earing house located in Dubai;
®  Regiond branches which act as regiond dearing houses;
m  Regiond branches; and

H  Agents.

Since 11" September 2001, Amd has registered in severd parts of theworld. Further registration and
licensing is required and is currently underway.

Source Discussion with the management of Amd in Bossaso, Somdia, Duba, UAE and in Nairobi,
Kenya
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The use of information and communication techndogy— a perspective of
Towfig, a Somali remittance company

Towfiq is doseto implementing its web-based software to facilitae money transfers. T he company
views its web-enabled software as crud d to meeting a number of objectives:

Incresse transaction speed significantly;
Handl e large of amounts of dat e accuratdy;
Reduce operating costs;

Manage agents more effectively;

Control and monitor transactions from individuds centrdly; and

Allow for reporting of suspicious activity and on transactions tha exceed a certain amount by
agents, who are then able to pass these on to the company head offi ce

Source Discussion with the management of Towfiq a meetings in Mogadishu, Somadiaand in Duba,
UAE

The use of information and communication techndogy and gender-sensitivity -
a perspective of Dalsan, aSomali remittance company

Through its website dd sanexchange ayash.com, Ddsan offas an e-business solution to providing
remittance services. Ddsanexchangeayash.com utilizes Dasan’s distribution network. It is the
intention that the exchange will ultimatdy dlow customers to use ther credit card, check card,
persond check and ATM cards to send money.

Ddsan has dso embarked on a project to cater for women dients. The company recogni zes that
women comprise the mgority of its dients and have therefore deve oped the concept of establishing
designated women-only branches and agents in Bossaso. These branches would provide a
comfortable and conv enient environment for women to remit and collect funds.

Source Discussion with the management of Ddsan in Narobi, Kenya and informaion from
http://dasme(chmgeayad].oom

Assessment of progress against FATF best practices

In June 2003, the FATF released a pape on intenaiona bed pradtices for combeting the
abuse of dternaive remittance sysemsin order to provide guidance in implemating the
Soecid Recommendetion VI.

Although many of the best pradices gpply dredly to courtriesjurisdictions one coud
eadly interpre the best pradices as goplying to the remittance companies snce inevitady
there is an indred impad on them. It is worth assessng the progress of the Somali
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remittance companies againg these best pradicessotha gppropridte measures can be taken
for medting someof the gaps T his assessmert ispresated in Appendix 2.

Key challengesfor the Somali remittance sector

Againg the background of gobal concarns and developments in the ramittance sedor, and
despite the postive developmets made by some of the Somali remittance companies, the
sector isfaced with anumber of challenges.

The ‘hidden’ chalenges faced by Somali remittance companies snce 11"
September 2001 — a per spective from Barwaqgo, a Somali remittance company

A very poignant and moving Eersonal perspective on the chdlenges faced by Somdi remittance
companies since September 11" 2001 was shared by the management of Barwago during the plenary
session of Conference on Expanding Financid Services.

It was stated that Somdi remittance companies are subject to far more rigorous application of
regulaions in compaison to aher companies providing remittance services beween the United
States and other parts of the world. In addition, it was argued tha the stigma atached to Somd
remittance companies since the dosure of Al-Barakat, previously Somdid s largest remittance
company, has manifested itsd fin incressed discrimination.

Findly, the constant threst of dosure by regulators as a result of a new act of terrorism places
tremendous fear in the sharehol ders, management and employees of Somdi remittance companies.
It is ironic that those who could stand accused of enabling terrorism are ultimatdy those who stand
to lose their entire livdihoods as a result of it. Somdi remittance companies thus livein constant
fear of a new terrorist act as not only can they and their families become vi ctims of it directly but
that they can suffer in its atermath.

Source Views shared by the management of Bawago in plenary session & the Conference on
Expanding Financid Servicesin Somdiag in Duba UAE on 21%-22™ June 2003

An immedate chalenge acknowledged by the Somadi ramittance sedtor isto cary ou a
damage limitaion exacise agangd the backdop o the closure of the larget SOmdi
remittance company, pos-11" September, because of the enaling criss of corfidence and
Increased viglance placedon theremittance ssdor asawhole.

Other challenges include: regdraion and licendng as legd ertities according to hog
country financia rues and reguations absolute trangparency by ensuring proper corporae
governance acoount-keeping, and movingtowardsindependent audit of bodks

Severd key chalenges highlighted by participants & the Conference on Expandng Financid
Servicesin Somdiainclude:

m Legd chdlenges

» High cog o regdraion and licenang—includng bonds and fees
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= Vaiaionsin reggration and licenang requirements within and between courtries
anddaes

»= Srict enforcament of reguations by various hog autharities without necessarily
undergandingtheremittance busnesses

m Cutud chalenges
=  Saff rdudanceto adopt newways of opeaing

=  Cudomersrductanceto adopt newways of operaing

m Lackof a‘levd playingfidd —no industry dandards ar ameansto ensure dl remittance
companies comply with reguation, resdting in some companies having an unfar
compditive advartage;

m Image problem — the closre of one of SYmdia’s largest ramittance companies has
resultedin gigma atachedto the Somdi remittance industry asawhole; and

m  Absence of fundioninginternal central governmert.

The need for ‘formalization’ of the Somali remittance sector

The conference participants agreed and committed themsalves to move towerds licenang
andreggeringther busnessesasper ruesof thehog courtry of operaion. Thiswill asss
in formaizing their operaions and will provide a good besisfor busness growth aswell as
expandon of financia services

The monference participaits ds0 edadished a prepaaory conmittes to pave the way
forward for thecregtion of an industry associaion.*

The following is a summary of deliberaions from the Conference on Expandng Financia
Srvicesin Smalia

* The Somdli Finanda Savices Assod ati on (SFSA) was Subsequently establishedlater in 2008. It was
launched a the Conferenceon the Somali Remittance Sector inLandon, United Kingdomat acocktal reception
on the evening of 3" Decenber 2003.
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What is the desired position of the Somali remittance sector within next two years?

All Smdi remittance companies regdered as legdl entitiesin al courtries in whicr
they opadae

The Smdi remittance sedor projeds a clean, trusworthy and prafessona imege tc
the internaiona community

What dowe needto do to achieve that position?

Egablish aprofessond trade associdion
Recognizetha theadtions of one affed dl
Do nat wart to be vidims andtheaeforetheneed for control of the Stuation

What needs to be done to establish an Assod ation?

Agree ontheneed/concet by participats
Appoint and empower apreparaory committee

What are the objedives of the Assodati on?

Increase anareness of the Somali ramittance sedor
Represent the sedor to theou s de world and domestic govemments

Function as an informaion databank, including infarmation abou licenang anc
reggraion requirements and update members about legd and reguatory developments

Provide legal services

Egadlish basc gandards and code of conduct for members

Ensure compliance with laid down sandards

Resolve conflids amongst members

Advocae for mambersinthe internaiond spoheae

Coordingemembers adivitieswherebeneficia for thesedor asawhole

Saffing shoud be independent and supervised by a Board of Diredors

Shoud be based in Dubai with regona officesin Nairohi, London and Minnegpolis
Develop common gandardsin auditing, accountingand IT

Provide accesstotraining

4C
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A prepargory committee wes esablished at the aonference with amandate to egadish an
industry associgion. The Somdi Fnancial Services Asociaion (SFSA) was esadished
and launched & the Conference on the Somali Remittance Sector in London, United
Kingdom & aaodktail receation on the evening of 3" December 2003.

Concluding remarks —gobal attitude towardsIMTS

Ovedl thee is broad agreement that hawala and other IMTS do respond to legtimate
financial needs and offe a compditive and efficient chamnd for fund trande's. However,
“the anonymity of the sygem mekes it vunerade to money laundering and terorig
financing” (World Bank/IMF, 2003).

“ Attempts to tigtly reguatethe informd financid sysem may change the very postive
charadaigicsof the busness that have popuarized it — gpeed, low cog and readh, in the
progess pushing it father anay from the forma sedor, but a may place an addtiond
adminigraive burden on financid sedor reguators Coercive measres to reguate thes
sygems are unlikely to succeed in the aosence of rdorms in the formd financid sedor.
Fnancid sedar modemizaion and reforms dong with greste exchange liberdizaion are
key in the longer term to reducing atradiveness of the forma sedar in the remittance
busness. Therefore developing appropriae reguatory and supervisory frameworks reguires
aredigic and practica assessment and understand ng of the specific country environmet in
which money exchange dedlers ogpera e’ (World Bank/IMF, 2003).

Whee hanadla exigs dongdde the convationd financia sysem, hawala dedlersare rightly
being asked to regser with reguatary authorities and keep adequete financia records, in
line with FAT F recommendations A smutaneous need A0 exigs for weaknessess in the
forma sedor to be addressed.

“In conflia-&flided coutriesdue to the ladk of, or week, supervisory capecity, even basc
regdraion isnat aways possble. In these cases priority shoud be gven to aeging an
environment conducive for the etry of new privae domedic and intenaional barks anc
increeang the supavisary cgacity. The authorities shoud d<o initidly encourage a sdf-
reguatory process through an exiding locd associdion of remittance dedlers in thes
courtries while the nationd financid sysem and supervisory cepacity is exadished Over
timemore forma regsration and regulation should be introduced in acaordance with noney
exchange deder’ s regpedtive scale of opaaions organization gructure asset Sze number
and volume of fundstrandersand the scopeof reaed financia activity in which the money
exchange dedler isengaged’ (World Bank/IMF, 2003).
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Concluding remarks—Somali remittance sector

“Regardess of the formaion of a srong centrd government and/or banking sygem in
Smdia, the remittance sygem will remain an integrd part of the Somali economy anc
mondary sysemfor theforeseedde fuure’ (Omer, 2002). Indeed,

m Remittance conmpanieshavethetrust and confidenced thelr cusome's,

m Remittance companies have an extensve nawork of agentstha service dmog dl the
townsandvillagesin Ssmdiaas well asin dl mgor citiesandtownsin cthe countries
popuaed by the Somai Diagpora;

m  Remittance operaionsare far nore efficient and cog effedive thanthe forma financid
ingitutions and

m There are sociad and hidorical fadors tha reinforce a reaionship of trust between
indviduas who are doing busness, these aretiedto theextended family, geographic anc
clan fectors

The remittance sygemin Somaiamugt nat beviewed olely asa d0pgap measure, but inthe
context of the longtem financia needs and prefeences of the coutry. To this end,
enaring ther futurethrough conpliance with intemaional financia lans and reguationsis
necessay.

Consequently, a priority for the Somdi remittance sector mus be formdization or
legdlization as required by various hogt country reguations. “In the absence of domegic
reguatory capacity in Somdia, an interim measure of self-reguation through an industry
asociation isaviade means of ensuring sector-wide compliance and may level the playing
fied for dl sector playeas Srenghening of domegic reguatary ingitutions must be a
priori)ty of intemaiona development agencies in the medumterm” (World BankAMF,
2003).

Thereremainsa dhalenge totry and find away totake full advantage of the dynamicsin this
pat of the financid sedor for the benefit of Somai economy and Somai pegple. The
chdlenge is to ensre money trander busneses are effectively reguaed as well as
srengthened and integrated into thefarma financid sysgam.

In addtion to the grengthening of the remittance sedtor, in Somaiad's curat Stugion,
priarity adso needsto be gven to creging a conducive environment far entry of privae
domedic and intemaiona barks The importance of developing a barking sedor in
Smadia, aconflid-affeded area, iswell summarized below:

“Theneed to establish a private commercial banking sector iscritical to the advancement of
the well being of the Somali population and the recongtruction of the Somali economy. Banks
provide servicesthat are not currently provided by the remittance companies such as retail

banking, corporate banking, and loans for commercial and social development.
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Somalia does not have the legal framework, technical expertise, security, or strong central
bank needed to regulate the establishment of any commercial banks. A careful, methodical
process neads to be initiated in order to deal with some of these fundamental ingtitutional,

legal and human resource deficiencies’ (Omer, 2002).

Accordngy, the next sedtion describes the gobal sandards for develgpment of a gable

banking sector. Compaing these gobally accepted requirements of a grong banking sysem
with an assessment of the exiging rudmentary banking sygem in Somdia shoud adlow an

appropriae processto be desgned for developing afuly-fledged commercid banking sector
inthecountry.
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Global standards for banking sector development47

Banks play a largerolein an economy. They hold unigue a podtion in most econamies as
the cregtors of money, the principal depostaries of pubic's financid savings, the primary
alocaors of credt and the managers of the courtry's paymat sysems Banks endde
resourcesto be alocaed efficietly in the economy, support privae-sedor led growth and
international trade and contributeto capita formation.

Thereisad s aneedto reguatethe banking sector. Therole of public policy in regardto a
banking sector iswell-recognized. Governments estadish pudic policy for banksin pudic
intereg. In mog make economies, the goas of these policies ae to cortrol the supply of
money, prevert sygamic financid ingahility and ameliorate concerns abou the efficiency
and equity of financid intermediation. Further, asbanks perform the intermediary fundion
as gathera's of depodts and dlocaors of aedt, they ae necessrily highly leveraged and
thus vunaableto dgostor withdranals and losses of pudic confidence. Findly, asmog
banking assets are usudlly held asloans and advancestha cannat be easly vaued there can
be alack of informaion asto the adud financid condtion of any gven barnk, addng to
vunerdality dnce depostors may be forced to ad upon incomplede o inaccurde
informetion.

Generdly, governmentsaimto esadish abanking sector tha is marke-based, efficient and
robust. Falure of alarge bank or multiple banksmay leadto a sudden contraction of money
apply, falue of the paymats sysan, sevae ddocation o the rea ewnomy, red or
implicit obligationsof govemment and acontagon effed and loss of confidencein sygam.

Therdare, of paamount impatancein the esadishment of abarnking sygemisenaringthe
gtability of the sygem and promoting public confidence in the sygem. Policy toward banks
iscodfiedinthevaiouslans, rues, andreguations

There are curertly no forma commercid barksin Somdia  Further, there isvirtudly a
conplee absence of alegd andreguatory regme in mog partsof the country. Indeed, the
rise of laMesnessand the collgpse of centra gaeinditutions presat acuteriksto woud-
be banks, therdore tremendoudy condraining economic developmat in Somadia. These
problemshave ledtothe nead for a conprehensve sraegy to develop abanking sygemin
Smalia based on a sugainable and comprenensve incative drudure. In the sedion below,
we firgly explain the geneaic gudng principles and buldng blocks for developmernt of a
gable banking sector as recommended by vaious gobd authorities.

4" Sondlia does not airrertly have a functi oning barking sector nor any banking sedor infrestructure. For the
purpose of this section, conrpari s are mede with Sndia only whereit is fdt tha they add particuar vdue.
Sections of the following research papers and repoits have bean reproduced in wiiting this section: Denirguc-
Kunt, A. Designing a Bank Safety Net — A long-term Pe spective, World Bank, Developnent Research Graup,
Wexsite Pdicy Nate 199; Polizdto, V. Prudentia Regulation and Banking SQupevision: Building an
Institutional Framework for Banks, Wolld Bark Policy Research Working Pgper 340, 190 Bank for
Intemational St erentdIrnterngiond Monetary Fund, Financial Sability in Emerging Market Economies,
Report of theWorking Paty on Finandd Stebility in Enmerging Maket Ecrnonies, April 197
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A strategy for banking sector development

Banking sector stability —guiding principles

Banking gability in an economy depends on two fundamenta s4s of fagors The firg
comprises the maaoeconomic and srudura conditions in the real economy bearing on
financid decisons and formingthe environmeat within whichthe financia sysem operaes.
The second isthe robusness of thefinancia sydem itself, comprisngthe financia markes,
ingitutions, and arangemeats through which financid transadtions are peformed. Major
ingahilities or dgortions in the red economy admog inevitaly pose risks to financia
gdhlity, however grongthe financia sydem. Nevatheess a sound financia sygam can
lower the risk tha problematic economic conditions will lead to financid aiss aswel as
reduce the damage from a crigsif it occurs. Fnancia galility depends nat only on having
the requidte inditutions and ather capahlities there must dso be sufficient political and
sociad consenaus supporting the measures neededto et ablish and maintaintha gahlity.

A grong financial sysem is esentidly onetha medsthe "tesx of makds', insofar as it
remains dade and efficient under a wide range of marke condtions and circumsances
Robugt financid sysems can take a number of specific farms, but al have three besc
atributes

m Hrg, asund sygan isflexibleintha it cotinuesto funaion efficiently in adlocaing
finance according to underlying economic fundameatasunder aful range of economic
circumgances- in particdar when those circumgances arechangng rapidy;

m  Second, the sygem is reslient in the sense tha merkets cortinue to fundion and
paymerts are carried out reliady and expeditioudy inthe face of economic dsurbances
and

m Third, arobus sysgem isinternally stable in the sense tha it does nat itself generae
magjor financial $hodks ar magnify extema odkstha can leed to financial criss. An
example of intemd gahility iswhen banks cortinueto lend for thepurpose of red esde
even when prices have gone beyond ecoromicdly jugtifiade levels in the expedaion
thet they will be bailled out if acontrattion occurs

The degreeto which afinancid sysem possessesthe qualities needed for robust ness depends
largely on howwell it performsthree besc functions maintaining apprapriae incentives for
financid adors generating the availale information bearing on financia decisons, and
providing the necessary capabilities for ingitutions and indviduasto respond effedively to
market incatives and utilize information.

m Appropriate incentives are essrtid to ensure tha invedors credtors owners and
managers, inthe puralit of therr private intered s pay heedtothe socia consequences of
their adions and takenecessary precattionsintheface of risk. For thisscenaioto exig,
privaeadors needto regp the full gainsand bear thefull cogs and risksof their financia
decisons and the gains ds and risksto privae adors needto be in line with those
avallable to the econony as a whole. Marke's mugt adso be able to exacise adequate
dipline, and dakenolders must be ade to reward and pendize the managers of
financia ingitutionsfor their successes and failures.



41.2

4.2

b il g

m  Timely access to relevant and reliable information is essentid for effedive financid
decisons as well as for effedive markkd dscipline, corporde govemance and
pervisory oversgt. Srong and efficient financia sydems possess meansfor gethering
and dsseminating dl maeria informaion needed by lenders and invesorsto assessthe
creditworthiness of thelr couterpats by gakeholders to monitor the perfarmance of
Odegated responghilitiesand by supevisory athoritiesto exerciseprudentia overdght.

m  To respond effedively to incatives and informaion, indviduds and ingituions also
need to posEss the capabilities to implement their financial decisions. T here needs to
be a sound infragrudure to enaure that transadtions can be carried out reliady, in a
timely manner and are enforceadle; that information is dsseminated adequet dy; and that
there is a sufficient array of markets and financia vehiclesto alow actors to dlocae
their reurces effedively anong dternaive uses and ove time and to diversfy risks. In
addtion, financia adtors needto be free fram undue reguiatory or ather legd redridions
ontheir ahility to carry ou transadions

The following shoud be emphas zed:

m No snge sep o narow group of Sos can be sufficient to ensure a srong financid
sygem Robusnessisafundion nat only of theindvidud fadarsthemselves but of their
interadion; thusimprovementsin one area typicaly require complementary measuresin
other aressif their benditsaeto befuly redized, and

m The secific ingitutiona arrangemats needed to ensure robustness will change as
markets and the econamic environmet evolve; thusthe dality of the financia sygtam,
includng reguatory and superviory arrangemats to adapt to economic change is
esentiad to maintaining financia srengh.

Strategic god s and obj ectives

Successin developing a viad e banking sector requires some drategc goads andobjectivesto
be formuaed a theouss 0 tha al sakeholders are anare of the longterm pah being
adopted. Inturn, drategc gods and objectives far banking sectar develgpmat depend on
support for a wide range of dructurd reforms and the successfuly developing a viade
banking sector depends on a number of fadors They include asound legd and ingitutional
framework to ensre incativesarein place for adegquate resource mohilization, proper risk
managemant guidelines and practices and public confidence

Building block s

Bulding blocks for development of a stable barking sedor in any economy normelly
include thefollowing:

m  Condtionsinthemacro-economy;

m [ngituional and markd infragrudture;
m  Markd fundioning,

m  Reguatory and prudentia oversght;
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m Operdionof asafey ne; and
m  Markd dipling/ingitutiond level issues

Each of the above conditionsfor astable banking system is applicableto any country in
the world. They have been explained below in more detail so as to guide Somalia’s
future strategy for devel opment of a sable banking system. In the long-term, all these
building blodks will be relevant to Somalia. Howewer, attention will need to be given to
the more urgent areas, foausing on building an enabling environment for entry of
banks, in the near term. The more spedfic recommendations in priority areas for
Somalia are describedin Section 5.

Conditionsin the rea economy

Condtionsin the real economy — maaroeconomic and Sructurd — provide the besc Sgnas
to which the financid sysem reponds Fnancid gahlity depends criticaly upon the
Oegree to which these conditionspromatethefollowing oy ectives

m The fird is to provide as much predctaality as possble in economic outcomes by
minimizing fluctuationsin rea adivity and avoidng unnecessary sMngs in asset prices
and reouce dlocaion. Such preddahlity reduces athough it cana ertirdy
eiminde, the risk of etendve financid "migakes' tha lead to finencia problems
Predadality requiresthe avoidanceof unsustainade delt loads or financia imbalances
whose reversal can lead to sudden large shiftsin ass pricesandto ingahility inthered
€conony.

m The second objective is to gengde appropride incertives for the dlocaion of
invedmat reources axoss seadorsand over time, in aocidly efficiet mamer.

m  Andthethirdisto promate fegturesof the financid sygemtha grengthen its robustness.

Macroeconomic and gructura condtions are importat not only indvidudly, but adso
because their effeds are muudly reinforcing Redization of the ful benefits of dade
macroeconomic condtions requires sound dructurad condtions and certain dructurd
impgrf_edims can gregtly magnify the financia risks aisng from ungable macroeconomic
condtions.

M acroeconomic requirements

The following macroeconomic requremats are crucid for the maintenance o financia

dablity:

m Policiestha contain fluctugtions in aggyregate economic adivity asfar as posshle are
fundamenta: maaroeconomic policies shoud seek sugainade growth in line with the
econony's paatia, and avoid "go-g20p" growth Snceit cresteswi depread uncertainty
andriksdf pervasve financid reverses,

m Achieving and maintaining price sahility isof equal importance to sustain incativesto
enter into long-term oortrads and to minimize digortions and the uncatainty about
relativepricesfogered by inflationary environmats
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m Sund pudic finances ae essantid: pudlic deficit and delat levels shoud be sustainadle
and moderde;

m There mug be an adequate level of naiond saving, private and puldic, to finance
domedic invedment needs without unsugtainade reliance on foreign borrowing.
Extema paymerts podtions must be sustainable, which requires an adequete leve of
naiond saving, and an exchange rate tha remains conddent over time with the
underlying competitiveness of the economy. Capita flows financing the balance of
payments and the asociated extand delt need to be suganade and adequately
dverdfied; and

m  Macroeconomic policy indruments must be adequete and conggent with the exchange
rate regme: mondary authorities need to be free to pursue price gahlity as ther
overidng ohedive, and fiscal athorities must have the cgpdality to control pudic
expendtures and colledt adequat erevenues.

Structural requirementsin thereal economy

Sructurd policies shoud seek to ensure tha reldive prices are in line with economic
fundamentals so thet they provide prope financid incentives andtha gructural conditions
promatetheefficiat and sugainadle dlocaion of red and financial resources

Sructurd policies affeding the financial sedor need to enaure its efficient opadion,
gahility androbustness

Institutiond and financia marketinfrastructure

The availaality of informaion necessary for sound financid decisons, the ahility to respond
toincatives and the capacity to impleman financid transadtions efficiently al depend upon
the quality of a number of infragructure bulding blocks tha support effedive market
functioning These include the legal and judicial framework governing financid méte's, the
accounting systems used to gather and dsseminae information, the payment systems for
executing transadions, andtheinfrastructure features of the markets themselves.

Legal and judicid framework
The bedc fundionsof the legd/judcid framework in suppatingthefinancia sysem areto:

m Cealy etadish the rigts responghilities and lidalities of the parties to financid
transagions

m Egadish codes to suppat make forces in maintaining gopropride incertives and
adequete information; and

m  Provide an enforcemat mechanismfor legd obligationsand clams.

In order to acconplish these ams, the legdl framework needs to include adequete contrad,
corporae bankruptcy and private property lans A basc requirement of any legd code is
up-to-cete contrad law tha clearly definesthe contradud rights and responshilities of all
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agentsinvolvedin loansand in the purchase, sale and holding of the full range of availdde
financid ingrumats Amongthe legal provisons required are those goveming obligations
to med conradud payments the definition and conseguences of non-paymet,
requirements entailed by covenants and ather conditions placed on the borrower and custody
of collaead. FHduciary regponghilities and liahlities of financia agents stakeholders and
managers of financia ingitutions need to be clearly defined, 0 tha they ae held
accoutadle for ther conduct. As far as possble, legd provisons governing financia
activity nesd to be "rde-based’ and trangparat. For example, condtions goveming the
exercie of contingert provisons such asthe teking of possesson of collaerd, needto be
objective 0 that dl paties can readly identify them Legd provisons shoud adso be
formulated in asufficiently flexible fashionto alowther extenson to newingrumeatsand
activities as they emerge - while remgnizingtha dhanges in lans will be necessary when
morefundamenta marke changes occur.

Snce individua actorsoften have an incativeto withhold privae information, legad codes
need to mandate dsclosre of factsdrectly maeria to counterpats, sakeholdersand other
intereded partiesif effedtive marke disciplineisto be maintained. Other adtivitiestha teke
undue advantage of informetion dspaitiesor that abuse fiduciary regponghilities such as
sf-dedling or indder tradng, also needto be legaly discouraged.

Of paticudar importance to presarving gopropride incatives are $andards govearning the
entry of financia firmstogeher with bankruptcy codes and other provisonsreaingto exit.
Wdll-designed bankruptcy codes reduce uncertainty by specifying ex ante rues governing
the digribution of upad obligations in the event of failure, and provide a necessary
"bresthing gpace' to make provison for an orderly dgpostion of the failing ertity, or to
alowthe continued operdion of an entity whose vaue asa going concan exceedsits breek-
up vaue. It isvery important thet such provisons meintain akeholders liaality, up to the
limit of their origna commitmet, for losses fromfailing inditutions aswell as management
accountahility o tha maral hazard incatives are contained. Codes shoud be such tha
bankruptoy is seen as a lag resrt by ingituions in financia dfficuties to avoid
undermining the fundamenta principle that debts must be repaid on time and in full. To
balance these congderaions effedively, benkruptcy authorities need to have adequete legd
and adminidraive authority to replace managements to reorganize failing ingituions, and
todevelop and, if necessary, imposefarmulasfor ddributing assts.

The effetiveness of the legd framework aso depends criticaly upon the qudity of
enforcement of its provisons Judcid remedes in the evert of non-compliance with
contraas need to be efficient and expedtious judcid procedures shoud not be 0 codly
thet they dscourage companies from ading to enforce their contrads It is paticuarly
important tha remedes are obtainade in a time-frame thet is relevait to the financia
transadion involved: for exanple, unless creditors ae adleto gain possesson o llatera
rapidy in the evat of nonpaymert, or to take adtion quickly when covenatsare violaed,
the provisons ae effedively voided in economic terms Legal procedures far enforcement
aso need to be objedive and honed s0 tha oucomes of dgputes are as predctable as
possble on the bess of objedive aiteria There shoud be laws againg illicit financid
activities inpaticuar money laundering, andthey should be vigoroudy enforced snce such
activities by undermining the reputation of indvidud financid etities can impair
confidance inthefinancial sygam asawhole.
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Two ather ecific priorities ae improvaments in the trangarency and efficiency of the
judicial mechanisms to enforcefinancial agreemats and ensuring thet effective means exist
to take possesson of collateral. Improvemens in this area woud help paticuarly in
improving emergng marke emnomies access to externd financid markes and in
encouragngthetrander of killsand financia technology viadred invesmet.

All economies periodicaly facethetask of revising and updating legal codesto reflect new
market realities. Franeworks based on indugtrid country models haveproved quite ussful as
a dating-point but must gill be adgpted to the particuar financid sygems of individual
economies and dtered asthose sygemsevolve.

Accounting and other information sysems

Accouting sygams are central to the provison of the informéation needed by the areditors,
borrowers owners, managers and otherswith an adual or patertia $akein an enterpriseto
make reasonall e assessment s of the effediveness of the eterprise’'s gperaions andto assess
itsfuureprogpeds. High-quality acoounting sysems are essartia to ensrethetrangpaency
of operaions needed for effedive intena govemance and marke discipline

Effedive acoounting sygems embody four besc quality sandards Frdg, the informaion
provided is numericaly and factually accurate; second, it isrelevant and transparent in that
indvidual items corregpond corredly to the underlying condtion being reported, third, the
information iscomprehensive in covering al maerid adivities and aspedsof an enteprise’s
operaionstha bear on itspresent and future finencial condtion; and fouth, the information
needsto be sufficiently timely and regularly provided to beof use when decisons are made.

A more generd principleistha acoounting measures shoud provide aredigic pidureof the
true economic gains and losses. Methods used to vaue asssts need to take redligic account
of their likely value when liquidated or redeemed, in the light of the portfolio graeges of
theinditution aswel as unforeseen contingenciesit may encounter. Vauetion at hidorica
cog of loans or ather asss for which there is no stifadary organized marke, on the
condtion tha adeguate provisons are made far non-pefarmance ar losses, can provide a
reasonable mehod of accourting for the true economic vaue of asetstha ae hed to
maurity. Onthe ather hand, marking marke ade assetsto marke vaue generdly providesa
morereliade indcation of their true economic value, but only if the markesare aufficiently
developed and efficiat to provide reliade guides asto propediveaset-sdeprices

Esentid demats of acoouting Erooadr& applying to banking and ather financid
ingitutions are $andards governing:*

m Caddfication and repating of asset qudlity, includng redigic vaudion and gria
criteriafor recognizing bed loans

m Timely and prudent procedures for provisoning and srid quality sanderds for the
componentsof capitd;

8 Internationd Acoounting Sandards Connittee (1995)
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m  Accurate measrement and reparting of loan concertrations including sysemsto deted
excessve lendng to reaed parties or over-concentraions in paticuar sectors or
ingruments

m  Rdevant measresof profitability and other aggregate indcators of the ovedl financia
postion;

m Effedive sysemsto asseess indvidud risks as well as risks to the aggyregate patfolio
under various cortingencies,

m  Consolidated reporting including al relevant dfilicted atities whose condtion dredly
affedsthe financia pogtion of theparet; and

m  Adequate reporting of cortingent end below-the-line lidhlities such as unfounded
pendon liadilitiesaend guaranteesfor dfilides

These procedures and rues are essertid to avoid the concedling of srious asst quality or
other financid problemsinfinancid ingitutionsfrom supavisors and $akenolders.

Auditing mechanisms are essrtia to enaretha accouting norms are effettively applied
and maintained and to monitor the quality of interna control procedures Bath internal and
extena audts are vita complements to the assessment of financiad indituions by
pervisory authorities. Intemal audits on an ongoing bess enable problemsto berecognized
beforethey can inpair the finencia soundness of an ingitution. Extema auditsonthe besis
of internetionally acceptade dandards by independent qudified privae atities are
impartant in ensring the obedivity and integrity of intema control procedures and the
accuracy and comprenensveness of informaion dsclosedto externdl paties To ensurethelr
obectivity and credhlity, etemd audtors need to be legdly accountabe far the
compdenceandintegity of their exkaminaions Theae shoud be comprenensve lans stting
out theresponghilitiesand obligations of extema auditors and independent audting shoud
be required a leag for pudic companies and licensed financid ingituions However,
internal management bears the firg and primary regponghility for enaring tha intemal
audts are effedively conducted and that infarmation disclosedto extema auditors and the
pudic is adequete.

The development of accouting gandards 0 as to provide accurde, timey and
interngtionally comparabe information is a key priority far improving the robustness of
financid sygemsin emergng marke economies paticuarly gventhe rolethat deficiencies
In accouting sysems have playedin pagt barkingcrises It isvery importat tha naional
accouting gendards be of high quality and be rigoroudy intepreed and applied
Harmonization of privae accounting gandards with those employed by supervisorsis dso
impatat in reducing the ods to privade indituions of complying with
reguatory/superviory requremats

In many emerging economies, auditors, management and supervisory authorities face
considerable difficulties in adeguately measuring the value of individual instruments and
therefore of an ingitution's patfolio as a whole. These dfficuties have congderady
hampered the ahility of managematsto assess adequately ther ingituions financid gsaus
and to make changes in invesment priorities when needed, dso hampaed are make
dscipline and the ahility of reguatorsto recognize devel oping problems beforethey become
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srious Whiledue partly to deficienciesin accounting $andards, thisdfficuty isaggravaed
by underdeveloped makds which méke it had to predd liqudation vaues and where
markets are better developed, by alack of price dataon which to base assessments of loan
and athe asd values

This problem a0 raises a broader issue about gaps and deficiencies in publicly available
data, paticdarly from naiona authorities, on aggregete financid indcators condtionsin
the red econonmy and govemman policies A ladk of such bedc data, for exaple, timely
figures on the internetional reserves held by the govemmat, has been an importat fador
limiting the ability of sakeholdersand ather interesed parties in paticuar foreign invegors
and officid indituions to effedively monitor the economic and financia condtion of
countriestha aremgjor internetional borrowers.

Private mark et arrangementsand conventions

Apart from legdl, judcid and accourting arrangemants robugt financial sysems generdly
pOSEess a range of private mechanisms and indtitutions for the gpplication of codes of
conduct, convations and "best pradices' to limit price manipuation, frauduent behaviour
and other detrimeantal pradices They adso possess mechanismsto facilita e transadtions (for
exanple, through documentaion dandards and vauation procedures) and failities to
organize relations anong marke playe's (for example fair-dealing rues, dpute sttlemat,
tedhnica suppart). Such arrangemeants can be particuarly importat in makes with ahigh
degree of diversty in paticipats or which involve heerogeneous indruments However
reguatory needto srutinize such arrangematsto ensurethd they promate effedtive market
functioning and are not used to redricd compdition or atherwise used to promate the
interegs of asmall group of ingders a the expense of the marke as a whole. Compé at,
independent and oljedive credit-rating agencies, credit bureaus and other similar entities,
such ascentra credt reggerstha gecidize in the assessment of the financia condition of
market players can be of paticuar use in enhancing make informaion and make
efficiency.®® Credit-rating facilities can be essertid to the developmat o catain markes
such asthose for conmmercial pagper, and can dso inproveaccessto marke s by lesser-known
borrowers by dsseminaing information abou their aeditworthiness

Payment and sttlement sysems

Sund payment sysams are esertid to the anoath operaion of market economies They are
necessxy to enabletheprocess of sdtling nongay transadionsto be compldedin atimgly
fashion, without imposng excessve cogson indvidud usersor engendering excessve risks
for the sygemasawhole. Thepaatia interbank exposuresin payment sysems can be very
large and thus the ysems need to be highly relidde and to contain well desgned and
effedive risk management mechaniams. Sound payment sysems can be importait for the
maintenance and improvament of incatives for markd dscipline; their development aso

“ deKrivoy (1996)
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enhancesincativesfor the adoption and observanceof normsfor prudent behaviour and for

adequete dscloaure.

Market diverdgty and depth

Fnancid sysems needto have a broad aray of indruments and markes andto provide a
aufficient range of sarvicesif they ae to be efficient and flexibe and redlient enough to
continue to fundion effedively inthe faceof dsturbancesor magjor econamic changes The
mog robus financid sysems possess both well-fundioning money markes and efficient
capital markets, including primary and secondary merketsfor equitiesand markesfor afull

range o fixed income maurities The makds ae suficietly degp, with an adequate
breacth of paticipaion, $ tha dl but exceptiondly large transations can be executed
throughou the trading day withou triggering excessve price movements Robust sysems
als need a variety of ingrumatstha med the differing needs of savers borrowers and
credtors for ligudty, makeahility, lengh of coomitmet and credt and makd ris.
Provided tha the markes for the underlying indrumets are sufficietly well-developed, a
relidde and efficient legd sysem isin place and financid ingititions have the necessary
internd cortrols, the availahility of financia fuures and derivaives enhancesthe patertia

for maneging various risks

Such an array of markds and ingrumats cortributes importartly to financial robustness

and dso helpsto promate econamic efficiency and developmat, in anumber of ways tha

IS

m  Allowing adequete scope for divergfying risks and faciliteting the bearing of riks by
those inthebest postionto do so;

m Enhancing the liqudty and makeahility of finencid postions and the aality of
financid adorsto dter the grudture of their portfolioswhenther circumd ances change;

m  Reducing fluctuations in finencid assd prices in response to tenporary shifts in the
belance of marke supply and demand, ensringtha marke liqudty ismaintainedinthe
face of mgjor dhocks and by reducing the likelihood that serious price misalignments
will develop;

m Facilitaing the managament of pubdic sector dett, includng the avoidance of
requirementsonthe centra bank or commercia banksto absorb govemment dett to the
detrimant of monetary control and banking sysem financia soundness,

m  Enhancing the effediveness of marke-based ingruments of noneay control and by
increasing the dality of monday policy to prevert surges in capita inflows from
interfering wWith domegic policy ojedives and

m  Promatingthe efficient dlocaion of funds provided by capita inflows and ensuring that
privateandpublic externa delt postions are adequately dversfied.

Higoricdly, the development of a full array of financia markes has been an evolutionary
process with money makds often developing fird and serving as a catays far the
development of capita makes Regulatory policies that promote and do not unduly
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interfere with market functioning are essential to the development of diverse and efficient
financial markets, for example:

m  Thefreedom of interes raesto vary with marke foraes and of financia ingitutionsto
sl and acquire securities fredy, and the openness of the markesto al financidly
qualified participants are essrtia to the expedtious developmet of markestha are
complee and efficiat.

m  The freedom of financid ingituions as well as nonfinancia ertities to issue a ful
range o lidalities includng bonds and equity; conversdy, substantia segmentaion of
funding ingruments and activities among dfferent classes of financia ingitution tendsto
dowand limit marke developmernt; and

m  Removd of dfficiadly dreded lending and ather limits on credit alocaion (except those
thet are essertia for prudentia reasong is indigpensade to the developmeat of robust
and efficiat financid intemedaries and markels

The experiences of a number of industrid courtries indcatethad excessve mngraints on
domegtic marke fundioning can effedively drivemuch domedic financid adivity offshore.
More generdly, markke developmert is promated by infrasructure tha supparts efficient
market fundioning, such as mechaniams for dsseminging informetion and settling
transadtions dscussed earlier. In addition, supervisory norms and mechaniams need to be
adgpted and updated as financia innovations occur in order to ensure tha incentives for
prudent behavior aremaintained and tha information disclosedto extema parties continues
to be sufficient andtrangparan.

The futhe developmeat of exiding marke s and the expanson of the aray of makedsisan
impartant priority for improving financid robustness in emagng markd emnomies In
transtion ecnomies the development of both shat and longterm financid markes is
closdly linkedto the development of financid intermediaries. The developmat of a sound
and efficient banking sysem is essentia in this regard, but other financid intemedaries
auch as penson funds insrance companies and invesment funds aso need to be
edadished. The improvemet and expangon of securities makeds as well as the futher
development of equties markkds is paticdaly impotat in many aher emeagng
economies, expecidly thosetha have had problems inthe pad with dsruptions from large
argesin capitd inflons

In the caxe of Somdia, gven the compldae lack of afinancid sedor, shat-term priorities
will need to be focused on egadishing a tradtiona banking sedor before teking any
initigives on dversfyingthe makes Divesficaion droud be part of themedumto long-
termobjectives.

Market functioning

Deficiencies in management and control have been comnon eements in barking and ather
financid crises Thusthe quality of the ingitutional govermance - the ovarsght and control
by drectors managers and repondble g&f — of financid busnesses is crucia to reducing
the likelihood tha criseswill emerge, as well asto limiting the severity of criseswhen they
do occur. The primary regponghility for ensring sound ingtititiona governance regs with
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the owners and with the board of dredars and smior managemat who ad asther agents
However, ingitutional govenance is likely to be sronged when there are grong extemd
incentivesfor itsexercise, in the form of competitive markets and effective mechanisns and
incentives for market discipline by stakeholders.

Foundationsof good inditutiona governance

The foundgtion of good indituional governance is a sound busness draegy and a
compeent and repponshble senior managemat. Managersand dredars, adting with and on
behaf of owners need to incucae and maintain a ound credit culture throughou the
financid ingitution based on the principlethat debts must be repaid on time andin full and
thet contrads must be drictly observed. Lenders must develop srong credit evauation
procedures, make credt decisons on an impartial bess and provide accurate reports to
pervisory authorities To this end, the highes priority must be placed on ingitutiona
arrangementsto ensre tha "due dligence” is exacised in assessing credt and athe risks
andin carrying out ongoing oversght of the payment dausof loansand athe invegments
The legal provisgons conmplementary to a sound credt cuture are those relding to the
responghility implied by the ad of borrowing.

Good ingitutiona goveanance of benks and aher financid ingditutions requires
comprehensive internal control procedures and policies tha ae implemated by skilled
personnel and carefully monitored by managemeat. This good govermnance requires a clear
ddlinegtion of responghilities policies goveming lendng gandards and ather financia
decidons tha are explicit, trangparat and dsseeminaed throughout the organizeion;
comprenendve and intemally consgat recordkeeping sysems and internd audit and
managemat cotrol fundions tha are organizaiondly separaed from the intenal groups
they are ovaseeing, dong with ather intena "chedks and balances’ for confirmetion and
cross-checking. Very importat aso are policies and enfarcement meansto ensure tha g &f
act in the intered o the ingitution and do nat engage in ingder trading, dsclosure of
proprigay informetion, or provison of credit on grounds cthe than objective assessments
of patatia reunsandriks

Effective risk management of financial inditutionsis crucial and becomes even more critical
aswell as complex asmarkets develop. Financid ingituions needto have effedivemeansto
measre, nonitor and control the various risksthey face. Barks in particlar need to have
high-quality sygemsto evauae credt rik and monitor the financia soundness of major
borrowers Risk managemat sydems need to include a means to gauge the overal risk
exposre of the eterprise in its entirdy, conddering nat only risks encountered in normal
circumgancesbhut o rarer contingancies, such asthe possibility of unusudly large adverse
shiftsin saverd mgor financia markds & the sametime.

Themaintenance of good ingtitutional governance requires that owners, directors and senior
management have adeguate incentives and be subject to financial and, where appropriate,
legal sanctionsin the event that they behave improperly. Owners inpaticuar, need to have
a auficient financia gake in the eterprise, paticdarly if moral hazard incatives arisng
from the public safely ne aeto be cotained Patly for this reason, and asoto provide a
buffer to absorb losses, capital shoud be commensurae with the riskstha a financiad
ingitution assumes. Diredors adso need to be accoutable for gross negigence or ather
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falurestomed ther obligations Comparny law shoud set out clearly the duties of directors
and the recourse that shareholders have in the event tha these duties are not peformed
adequately. The drudure of privae ownership can ds affed the quaity of intema
governance: for example, highly concentraed ownership by indugtrid and commercia
enteprisesinaeasestherisks of conneded lendng.

Private ownership of financial ingtitutions helps to foster good ingtitutional governance by
alleviating the conflids of interex tha can arise when inditutions are owned by the
government and by increasngincertivesfor $rong managerial paformance. In the case of
ganrr]?(dilmd, thisis paticdarly relevant snce the present centra bark is dso a commercia

To avoid such corflids, theprivaization of govemmet financid ingitutions has been akey
element of financid seaor reform effortsin many countriesin recat years. It isimportant to
enare tha govenment-owned ingitutions like privaey owned ones are managed
according to sound principles of inditutional governance. Diredars and senior managers
shoud be chosen on the bess of ahility and integrity and be free of obligationsto ather
government agenciestha coud conflid withtheir responghility to enaure the dficient and
profitake operaion of the etemprise. Adhaence to good commercia praticesneedsto be
the utimete criteion by which managemats of govemmat-owned ingitutions are judged
and held accountable. Any privaizaion of finencid inditutions needs to be effedively
implemented if it isto improve inditutiona govemance. In particuar, privaized ingitutions
need to be esablished on a sound financial bessand with a sufficiently diverseownershipto
prevent abuse of the inditutions franchise for the benefit of indvidud interess or
commercid atities

I nformation disclosure

Effective sysems for providing information with the feaures described in the precedng
section ae essntid to dakeholder monitoring. Accounting sandards based on principles
and rues tha command wide intemaiona acoeptance are crucid in this regard as they
facilitae the comparison of performance aooss countries. Authorities needto ensure tha
ingitutions dsclose sufficiently complete and accurae informaion to dlow sgakeholdersto
make inteliget assessments of their performance and to make sure tha adeguete
informéion is availade on economic condtions affeding the inditutions performance.
Admittedy, markd reagions to the dsclosre of informaion reveding paformance
problems is cogly tothe indituion involved - but tha isthe essence of marke discipling;
moreover, the cogsare grester when markeé s overread and become excessvely pessmigic

in regponseto rumoured problems, as they tend to do when information is not adequetely
dsclosed.

Compstition

Compditive marke s are essertid if private gainsand socid reurnsfrom financia decisons
are to be condgent. Uncompetitive markets encourage the inefficiet use of resources to
extrad raurnsfrom ather adors(‘ rats ), which do nat rgoresat gainsto cidy asawhole.
Lack of competition, dnceit limitsthe ahility of gakeholders and cusomersto shun poorly
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run indituions serioudy undermines incertives for good ingituional govenance and
imparsmarkd dscipline.

A compditive financia merket does not necessrily require a large number of ingitutions,
nor exclude the presence of ingitutions with subgtantiad marke shae; however, the marke
must be contestade intha marke shares and prices are market -driven cormpetitive outcomes
andthereisliberd entry and exit. Inpaticuar, atry shoud be open to atitiestha med the
necessry requremats regardng the competence of owners, capital and the adequacy of
managemat and athe sysems Entry from aoad, eithe on a de novo beds or via an
intereg inor dfiligion with loca firms, can be paticuarly usefu in promating compdition,
egoecidly where loca markesae smal andor underdeveloped, aswell asin facilitating the
trander of financia technology and the development of the kills of local persomnd.

Compdition a0 requires tha financid ingitutions be free to provide a ful range of
ingruments, products and services andto develop and offer new vehicles, subject only to
essentid prudertia requirements Interedt raes, pricesd indruments and services and credit
flownsds0 needto vay with marke forcesif competition isto be maintained and efficiatly
pursued.

The socid g&ke in financid gahility beyond thet which markets alone can be expeded to
provide can atal cetan regridions on conmpdition. For example athorities need to
impose aufficiertly dringat licenang requremats to prevat the eitry of barks of
questionable soundness or compeence, snce their proliferaion coud undermine public
confidence intheoveal integrity of the banking sygem Prudentia congderaionshave also
been a factor in the pag nmativaing autharities to impose regrictions on interet raes
branching or the types of indruments ingitittions can offe. However, the experience of
indugrid countries over the lagt severd decades has led to genad accgtance by ther
authorities tha financid sahlity and efficiency are bes secured by liberdized and well-
developed financid makds This gpproach, with a few possble exceptions ned nat
involve sudartia "trade-offs’ of prudentid and conmpeitive condderations and is
congdert with the gpplication of oveal principles of compdition policy to the financia
sector.

Regulation and supervison

Officid ovadght of the financid sysem encompasses financid reguation, includng the
formulation and enforcement of rules and gandards goveming financia behaviour aswell as
the ongoing supervison of indvidua ingitutions Financid reguation and supervison play
an esentid role in fogering financid robusness They shoud seek to support and enhance
market funationing, rather than to digolace it, by edadishing besc "rues of the game' and
seeing tha they ae observed Effedive and adaptade reguatory/supervisory drudures are
critica in dl economies Soecia viglance and kill are needed by the regulatory/supervisory
authorities to contain the risks arigng when the financid sysem is undergoing rapid and
extensvechange.
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General condderationsfor effective regulation and supervison
A fundamenta guiding principle in the design of all regulatory/supervisory arrangamentsis
thet they houd seek to support and enhance marke fundioning, rather than to dgplace

markets Where financial sysgemsare less developed, akey objective of policy isto reduce
the need for reguation inthe fuure by improving the quality of private marke forces.

Apat from the secific regponghilities and olyectives noted below, reguatory/supervisory
authorities collettively needto pursuethefollowing broader ojedives

m  Define clealy thetypesof ingitutions suject to reguation and oversght alongwith the
jurisdiction of esch reguatary/supervisory agency for thoseingitutions,

m  Promate the rdiablity, effediveness and integrity of the make infragrudure, in
paticuar payments andtransadions sygdams, and

m Foder efficient opaaion and compeition inthefinancid /sem.

The soecific forms teken by regdation and supervison in any paticudar coutry are
necessarily shaped by indvidud circumgances, paticuarly the sae of the key fegures
described in earlier sedions. Typicaly, there will be severad reguatory/supervisory agencies,
with authorities responghble for banksingitutionaly dgind fromthose regponsbe for ather
major clases of financid ingitution or for securities merkets

Banking and ather authorities charged with overseeing financia inditutionshavethreemajor
areas of regponghility: licenang of new entrants and authorization for new or expanded
activitiesby exiging ertities, ongoing supervison of the financia ingitutions, and remedia
correction of prodemsaidangin ingitutionstha aefailing or & risk of failing.

To cary ou its mandde dfedively, each officia agency must have powers and
reoonghilities tha are clearly defined and of sufficient scope to accomplish its misson,
gppropride gandards and enfarcemat mechaniams and adequete human and ather
repurces There needsto be close coordnaion and exchange of necessary informetion
among banking, securities market and ather regulatory/supervisory authorities with suitade
pratection of such information whereappropriae

A clear framework defining responsbilities, objectives and operational indegpendence is an
essential foundation for effective regulation and supervision. Onthe besstha acatra bank
iIsmore suted to performthis reguatory overdght of the banking sysem it isessertid tha a
centra bank doesnat engage in commercia barnking & thesametime, contrary to the caseof
the centra banksin Somdiland and Purtland.

In order for supervisors and reguatars to exercise their powers and responghilities in a
cohegent fashion, they need a comprehensive set of prudential normsand standards. In the
absence of such criteia, supavison is likdy to be haphazard, idosynaaic and nore
vunerable to pressresfor excgtions and exemptions, asisthe casein Ssmaiatoday. The
norms and dandards need to be obedive intemaly conggent, trangparet and wel-
understood by those to whom they are goplied; such norms needto clearly define behaviowr
thet is nat pemitted, as well as the nauwre and treameat of exceptional or "suspect”
condtions, such asexposrestha, while permissble, carry specia risk or athawise warrant
atetion.
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Regulatory norms end gandards must be relevart and consgstat with prevailing condtions
in the courtry in which they ae applied. However it is highly desirable that they be of high
quality and shaped by certain core principlesfor & leag four reasons firg, to assure marke
participarts, including foreign dakeholders tha sound financid practices are being applied,
thereby increasing marke confidence in the country's overdl financiad health; second, to
help promate aleve playingfield and fair competition among ingitutions of asmilar type;
third, to prevat countries adhering to rigorous financid pradices from being unduy
pendized by "reguatory” compdition from jurisdctions with ovely lax reguatory
dandards and fouth, to m&ke dfedive use of the experience and expertise of the
in'gematliond pavisoy community (i.e the Bade Conmittee) in fomuéing the
principles.

Norms and sandards can play this role only if €fedive means exig far their enforcement.
All supervisory athorities need to have access to comprehensve consgert, reliade and
timely information onthe ativities of the financid ingitutionsthey oversee, includng those
of home or fareign affiliades Supervisors shoud have sufficient independence and authority
to be ade to impose pendties if prudentid reglations are nat met. Dependng on the
ingitutions supervised, posshle penatiesinclude: fines theremova of managemernt in cases
of unsafe or unsound banking pradices and congrants on the ingituion's permitted
activities includng, in extreme cases, cloare.

The farmuaion of policies and sandards and their implemeataion and enforcement aso
require thet regulatory/supervisory althoritieshave adeguate financial and human resources.
Fnancid crises have nat been preverted in pat because supervisors were either too
undergaffed or atherwise unable to detedt problems arisng from the changing graeges of
the financid indituions. Spervisors need to undergand the ful range of adivities
underteken by the ingitutions they oversee and their knowledge and <kills need to be
periodcaly updaed to keep dreas of marke developmeats such as the use of nove
ingruments and complex partfolio Srateges Supervisors needto havethemeansto olled,
review and analyze supervisory and financia reports from banks on a solo and consolideted
bess In the caszof Somdig if the remittance companies aresugect to reguation, thiscoud
be a mgar chalenge dueto thefad tha these companies opade in anumber of countries
aroundtheworld

Cong derationsapplying to banking regulation and supervison

The centrd role played by banks in the financiad sysem imposes responghilities on bank
reguatory/superviory autharities tha, while gengdly dmilar to those of ather financia
oversghtt agencies are aso dgindive in some repeds In the licensng of new banks,
authorities need to evauae carefuly the proposed ownership dructure, gperaing plan,
control sygems and intema organization to ensre tha they are adeguete to support sound
functioning; licenang authorities also need to verify in the case of afareign bark goplicant
thet it hasthe approvd of itshome supervisory athoritiesto exadish operaionsinthehog
country. Authorities o need to enare tha diredtors and senior managers posess the
requste ("fit and proper”) kills and integrity. At the same time, autharities shoud seek to
facilitae and encourage entry by well-qualified ingitutionsin order to improvethequality of
the banking sygem and promote cormpetition.
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Both in the licensing process and in ongoing supervision, banking authorities need to pay
particular attention to capital adequacy. The dandards formulated by the Bade Conmittee
on Banking Supervison conditute a minimum floor in this reped: gandards gpplied in
practice need to refled the risksto which financia sysems are exposed and may need to be
higher thanthe Bade sandards if therisks ae higher because of vunerahilitiesto extema
dgurbances a higory of wesk macroeconomic performance or undeveloped financia
markets

The Core Principles developed by the Bade Committee are importat for effetive bank
apervison Anongthem ae>°

m  Evauation of intema control mechanismsto enare tha they ae commensurae with the
naure and scale of the busness undertaken, including sysemsfor risk management and
enforcement of measures needed to correct deficienciesin these mechanismswhen they
aise

m Requrementsthat capita adequetely refledsthe riskstha barnks take and tha asst
concatraions and exposures are prudently determined and managed,

m  Requrements for adequate dsclosre of information conceming financial ingitutions
performance;

m Egadishmet and enforcemat of rues and reguations governing adivities requiring
specific goproval o prior natice, such astrand e of abarnk’'s shares maor acquisitionsor
invedmats, and approval to exablish fareign branchesor subsdaries

m Egadihmet of redigic and effedive policies, pratices and procedures for loan
classfication andfar provisoning againg problem loans,

m Implanentaion of off-gte monitoring and surveillance, on-ste examingions andor use
of etema auditors and consolidsted supervison;

m Edadishmet and enforcement of gfandards for supervisory reporting, includng
accouting dandards provisons goveming the scope and frequency of reporting,
confirmation of the accuracy of the informetion provided, and dsclosure;

m Detamingiontha banks have adegueate policies pradtices and proceduresto enare tha
they aena used, intationaly or unintentiondly, for crimina purposes and

m  Spervisorsmud requre tha the local gperations of foreign barks be conductedto the
same high gandards as are required of domedtic ingitittions and must have powers to
share information needed for consolideted supervison.

Three agped s of these repponghilities needto be enphassed. Frd, reguar contad with a
bank's management and athorough underganding of the ingitution's gperaions areessertid.
There mugt be a means of independently validating informetion repoarted or dsclosed, in
paticuar the adequacy of asset vaugions and loan loss provisons, and of monitoring banks
performanceas marke condtions change. On-ste examinations are particuarly importat to
alow supervisorsto evauate a managemeat's effectiveness and conmpliance with supervisory
dandardsin those marke s where weaknessesin accounting or reporting sysemsimpair the

% Basle Committee on Banking Supervision (1997)
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effediveness of off-gte monitoring. Reliance should be placed on edemd audtors only
when a well-developed independent auditing professon exiss when sperviors and
audtors have a clear undersanding of their roles and where audtars are fully accountable.
More frequent examinaions will typicaly be needed for inditutions in dfficulties or with
rdatively high risk profiles Examiners dso need to be equipped with redigic loan
classfication and provisoning criteria if they ae to be dde to idetify assg quality
problemsand to enare that managemeantstake the necessary corredive adion. Provided an
Independent and competat auditing professon exigs and the regpedive roles of audtors
and supervisors are clearly delineated, supervisors coud use extemal auditorsin lieu of ther
own orrSteexamingionsin wholeor in part.

In this context, consolideted supervison is essertid if examinaions, and general oversgh,
areto be effedive. Animportat agped of consolidated supervison ismaintaining contact
and sharing infarmation with hogt-country supervisory athorities In additionto facilitating
consolideted supervison by atha countries autharities bank supervisars need to have
powers to share informaion with haome-country supervisars of fareign banks operaing in
their country. Failureto accourt for relaed entitiesin reporting and examinaions can lead to
sriowdy inaccurate evduations of a barking ingitution's true financid hedth and of the
rikstha it faces Thiscan be a serious concem in Somalia based on the worldwide informal
operaionsof theremittance conmpanies Lack of consolidated supervison can dso encourage
the conceament of imprudert or illicit transadtions booked with an affiliate not covered by
the parat's repats or in its examingion. It is epecidly importat tha supervison of
domegtic banking ingitutions extendto their offshore affiliaes.

Second, the reguatory framework needsto pay gecid atation to barks procedures for
asessng and managng al riks including credit risks paticdarly where sakeholder
dscipline mechanians are poarly developed, competition is limited or hidorica
circumgances have rearded the development of srong risk managemen as an inditutiona
governancepriority. Inthis context, care shoud be tekento limit two dgtind credt riksthé
havefrequently aggraveted financial problemsin emerging marke economies Frg isthé of
conneded lending, and second isthe undue risk concertraions vis-a&vis ange borrowers, or
severad borrowerswhose creditworthinessis closaly relaed. Inthis context, authorities need
to carefully monitor expoaures to paticuar sedors, such asred etae tha ae prone to
periodic price cycles Third, banking authorities o need to be stidfied tha banks have
adequete policies and procedures for identifying, monitoring and cortrolling marke risks,
includng, in paticuar, exchange rae and intered rae rik. These mechaniams ae
paticuarly importat when the curency has reached an unsugainade leve or there are
other dgortions in domegic financial markds tha provide incatives for banks or their
credtorsto engage in unsustainady large borrowingin foreign currency; reguatory resraint
in such casesis clearly less preferade than fundamental economic policies to corred the
misaighmentsor dgortions bu islikely to be necessxy in the evat tha such policiesare
nat undertaken. For analogous reasons authorities need to pay close atetion to banks
intereg rae risk managemat procedures and exposures when the liquidity of domegic
marketsislimited. Effedive nonitoring of currency o interest rate exposres needstoteke
account of off-balance shed aswell as on-balance shed exposures Due aterntion also needs
to bepaidto patertia indred exposures for exanplethose tha may arise when borrowers
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with large open foreign curency postions become unade to servicether delts to banks
following alarge and sudden change in exchange rates

Fndly, well-foomuated policies for achieving corredive adion and, in cases where an
ingitution isnat viakle asagoing concern, orderly exit policies are essertid tothe effedive
exercise of banking authorities ovesght regponghilities Of paticuar importance to
indugria aswell as emagng marke economies in this context are remeda procedures to
ded with financid probemsof indvidual banks Snce extensve delay can magnify the cog
of resolvingacrids it isusefu to have concrete procedures availade for prompt corredtive
action. In addition, corredive procedurestha ae & leag in pat rue-based can help to
reduce political pressuresfar undue forbearance At the sametime, however, authorities need
to rean aufficient dscreion to be adle to ded flexibly with prodems tha arise andto be
able to adgpt themeansfor dedlingwith problem banksto marke circumsances Moreove,
the principal ohjedive of prompt corredive adtion procedures is to prevert problems of
indvidud ingitutions from becoming sysamic, raha thanto ded with sygemic problemsif
they doarise.

Framework for prudential regulation

m  Prudentia reguations are desgned to minimize riskstha banks assume and enarethe
sfety and soundness of the barking ingitutions and the sysem as a whole through
outsce limitsand congrairts

m A broad body of bankinglegdation isessertia to ensure that bank supervisors can carry
out and enforaetheir reponghilities

= [nmog coutries the lega framework applicable to banks encompasses prudentid laws
and reguations by as well as the laws goveming commercid transadions and delxt
recovery and barkruptcy laws, and

m  The absence or weakness of prudentid regulation in critica areas coud lead to banking
faluresand sygemic ingahlity.

Below, we condder some of thekey prudentia reguationstha arenomally desgnedin any
well-developed banking sysem.

Criteria for entry

Newly licensed banks are paticuarly vunerade to failwe. To diminate or reduce
dgortions end abuses, dl decisons conceming licenang and athe corporae adivities (for
example, mergers and acquigtions) shoud requre the sstifaction of specific critaiaprior to
approva by the supervisory autharity

Capital adeguacy

Minimum caita is necessary to absorb unusual losses againg riskstha exig bath on-and
off-belance shed.
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Assxet diversfication

Lendinglimits invesment limits and ather exposure limits, which prevent the concatraion
of risk in asnge borrower or a reladed group of borrowers, are necessary for prudentia
puUrposes.

Loansto insders and connected parties

A frequent cause of loan problemsiis credt granted to benk ingders andto indviouals or
firms conmeded through ownership or with the ahility to exet control, whether diredt or
indrect. Such credit may not med the sane fandards andthe amount of credit often exceeds
prudent levels

Permissible or prohibited activities

Banks may engage in commercid activitiesor ente linesof busnesstha are unsuitabde for
financid ingitutions because of the risksinvolved and the gpecidized expatise required, for
exanmple, specuaing in read egae by purchasng dfice buldings tha fa exceed actud
banking needs. T herefore reguations detail permisshble and prahibited adivities for benks
Such reguations shoud address whethea banks can engage in commercid adivities own
equity gakesin firmsor enterprises, andparticipae in non-banking financia adivities

Asset classfication and provisioning

Banks sysemdicdly and redigicdly identify their problem assets and provide adequete
reservesfor possble losses by:

m Cassfyingthe quality of their assetsaccordngto specific criteia;
m  Definingnon-performing assets

m  Requiring the sugpenson of interes andrevesal of previoudy accrued but uncolleded
intereg on non-performing assets

m Precludngtherefinancing or capitaization of intaes; and

m  Mandating minimum provisons to the resarve for posshle loses based on the
classfication of asHs

Scope, frequency and content of the audit program

Extema audits independatly verify and dsclose the financid condtion of the bank or
enterprise audted. The following arerequired:

m  Clear guddines conceming the acoounting dandardsto be used, the scope and cortert
of the audit program, andthefrequency of audit adivitiesto be carriedout; and

m  Audt Sandards based on recognized intemational $andards andpradices.
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Enforcement powers

Bank supervisors can uslally impose fines and pendtiesfor crimina adts and violaions of
goecific dautes

Treatment of failed banks

Legdation is necessary to pemit supervisorsto declae banks insolvet, close barks and
placethem in receivarship outsidethe normal corporat e bankruptcy process

Operation of the safety net

Thehigh cog to socidy & large of alarge barnking sysem collgpse, isaprincipa reason why
authorities in virtudly al countries provide a ssfety nd involving the patetia outlay of
pudic funds in the event tha the s&hlity of the banking sysem isthregtened. For indance,
the lack of such a safdy nd in Somalia resuted in substartial losses for depostors in the
early 190s

Such arrangemats inevitady aege moral hazard because they hold ou the progoed tha
gakenolderswill be at leag patidly indenmified for lossesfromfailing ingitutions In order
tominimizethismora hazard it isessertid to desgn and implement safely nd arangements
90 that incativesare nat sxioudy dgorted by thepoliciespursued. In generd thiswill dso
reduce the likelihood of having to use pudic funds to support the barking sygeam. In any
case, any pre-commitmernt to aparticuar course of adtion in support of afinancia inditution
shoud be avoided by the aLthorities, who shoud reain dscretion asto whether, when and
under what conditions support would be provided. In addition, when meking such adecison,
it is importat to rigoroudy andyze wheher there is a sydemic threat and, if o, wha
options there may be for dealing with sysemic contagion effeds in ways tha limit the
adverse impad on marke: discipline. Tothisend, the arangements shoud seek to inplement
the following principles

m  Depost insurance coverage shoud be ded gned to mitigate moral hazard problems, for
example, by confiningit to smeller depostorswho lack the aallity or sufficient incentive
to monitor barks an eament of co-insrance even far smal depostors can augmernt
market dscipling

m  Privae sector devices auch as"lifeboa™ operaions mergers and teakeoves shoud be
encouraged and facilitaed by the athorities whenever gopropriate, not leag because
they ae dten in the colledive intaes of banks as a whole. Centra barks o ather
neutra paties can foga such arrangemats withou meking any financial or ather
commitments by providng their good offices and acting as an independent broker. The
authorities shoud only encourage privae sector support initigtives that will resut in
aufficient financial and manageria Srength for the ingtititionto be viade;

m  Regructuring of failed ingitutions shoud maintain the hierarchy of liakilities mandeted
by law and by marke arrangements managers should be subject to srid accountaality
for their pag performance; and shareholders and holders of unsecured delat should be
gventhelowed priority in recovering their invesments
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m Officid lending facilities, includng "lender of lag resort" suppart, need to be consgent
with the catra benk's oveadl goproach to the implementéaion of monday policy in
pursuit of macroeconomic objediveswhile permitting it to deal withtemporary liquidty
shortfdls and sysemic dgubances Central bank lendng shoud be adequatey
collaeradized. In genera loans shoud only be madeto solvert ingititions and

= Pudic money shoudbe provided only asalag resat, endif it must be provided, shoud
be combined with sringent condtiondlity, clear performance ariteria and reliade means
of repaymat, for exanple through theuse of warrats

Market functioning/institutional level issues

It is importat to note tha the primary line of defense againd banking insolvency and
financid sysem ddress is the qudity and chaader of management within the banks
themsdlves Therdare, efforts to drenghen the financid sygem mugt dso focus on
srengthening managemat and menagemat sydems through a process of inditutiona
developmert.

Directors

The role and regponghilities of dredors of banks shoud be clearly defined.  Diredors
responghilitiestypicaly include the following:

m Devdop graegc dredion and plan;

m  Slect conpdeat execuive offica’s,

m Effedively apavisetheinditution'sdfars

m  Adopt and follow sound policies andoljectives

m  Avoid Hf-sarvingpradices

m  Beinformed of the bank'scondtion and management policies
m  Maintain reasonade capitdization; and

m  Observelans rues andreguations

Diredors need to be accountable for the consequences of unsound or imprudent policiesand
pradices. The mgority of board shoud be independent of political interets active
managemeat, andthe interexsof mgor corporae hareholders

Management and management sysems

A key responghility of dredorsisto employ acompeat chid executive officer. Senior
managemat needsto assume theresponghility to managethe day-to-day dfairs of the bark,
to implemant and follow the franework of policies and ohjedives esadished by the board
of dredors and to employ, maintain, and educate a qudified gaff. Further, senior
managemat conduct the operation and adminidraion of the ingitution through various
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managemat sydems includng written policies and procedures intemal cortrols loan
review, compliance, planning, budgeting, intema and exema auditing, and management
informeion sysems

Sound documented banking pdiciesand procedures

Written policies shoud be formulated for each mgor busness activity or fundion in which
the bank isengaged. T hepolicies and procedures shoud

m  Beconmpréhensve,

m Provide a clear framework within which management and gaff can be expeded to
operde,

m  Bereviened annually, or moreoften asneeded; and
m  Provide an goproprice mechanismfor excgations when warranted.

Internal controlsand risk management sysems

A drong sysemdf acoourting and adminigrétive controlsisnecessaryto:
m  Sofeguard assts

m  Check the accuracy andreliahility of acoounting data;

m  Promote operationd efficiency; and

m  Encourage achaenceto etadished policies

These need to include a plan of arganization, procedures, and recards tha genaae an
accuratereporting sysem and accountahlity for asstsand liahilitieswithin the organizetion.
A comprehensverisk management sysem tha identifies measures and monitors all risks
thet theingitution isexposed to mud be esadlished

Loan review

Snce loans generdly comprise the mgjor component of bark asds thee shoud be an
effedive program of intema loan or asst quality review. [dedly, this analyss shoud be
performed by an independent locan review department gefed by credit anayss who report
drectly to the board of dredors aboard committes, or a senior officer nat involved in
lendng. Responghilities areto identify problem loans based nat only on performance but on
financid gaement analyss, prepare summaionsto subdantiae credt raings daermine
compliance with lendng policies and enare tha oorretive adion is forthcoming to
drengthen or lled problem credits. The reauts o the intema loan review program are
used asa bad sfor deerminingthe adequecy of the loanlossreserve. Loan dfficas shoud be
required to identify their own problem loans & early sages of dderioraion to supplement
the loan review process.
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Compliance

It is necessary to ensre tha the inditution isoperaing within the congraintsof law. This
conpliance fundion may opaéae paald to or aspat of an inditution'sinterna cortrol and
audting program, but itsfocusis on compliancewith laws, ruesand reguations

Planning

Plamingisessertia for effedivemanagement. Changesin conmpditive condtions volaility
in the financial markets, technological advances, and dereguation inaease the risks within
the gperding environmet.

Budgeting

Budgeting is important bath as a planning device and as a means of control. Budgets are
usLdly prepared for a paiod of oneyear and involve trandaing operaiona adivities into
quantitativeterms.  Planning aspect of the budget involves the decison-making processes
leading to the budget's preparaion and/or subsequent revisons. Control asped involvesthe
comparison of budgeted expendtures and revenues versus actud results and the explanaion

of sonificat varigions

Internal and external auditing

The primay olyjectives of the intema audit fundion aethe daedion of ireguarities and
the determination of adherence to the bank's policies and procedures. In recent yeas the
reoonghilities of intema auditors have expanded to include the gppraisal of acoounting,
operaing and adminidrative controls, with increased focus on risk-besed auditing.

The primary objectiveof externd auditsisgeneradly amed a enadingtheaudtor to express
an gpinion on financia saements Extanal audtorscan a asss managemernt in:

m Egadishingdrongintema oortrols

m  Deggninginternd audt programs

m Enhancingmanagement informétion sysems

m  Developing operating policies and methods of opaaions

m  Providng greater assrance tha financid reports to shareholders and the pubdic are
accurateand include al necessary dsclosures, and

m  Aidng board membersinfufillingtheir fiduciary reponghilities

Management information systems

To make informed decisons management must have timely, accurae and relevant
information concerning the bark's loan portfolio, fundng sources foreign exchange risks
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profit and loss pogtion, off-belance shed cortingencies intaes raes among others
Balance shedsand profit and loss saematsshoud be prepared & least morthly.

An assessment of the existing formal banking sector in Somalia

Prior to 1991, the Somdi banking sector was underdeveloped. Thiswas primarily the resut
of weak resource mohilization, lack of pudlic trug in the sygem (dnce dgpostors were
unadle to acaess their funds just before and & the time of the llapse of the Barre regme)
and avirtua absencedf lendng and formd transations

Historical structural weaknessesin the banking sector

It isrgported that anumber of wesknesses exiged inthe barking sedtor that gperated during
thetimeofthe Bareregme. These included:

m  An absenceof financid andygsto assessris;

m Politicd criteriabecamemore impartant than commercia vaue in obtaining funds

m  Principa due wes frequently rolled ove withou evidence of the deltor’s aaility to
repay;

m Intered wasfrequently capitalized,

m Useof dlbiouscollatad vaues

m [naddlity of the judicid sructure of the forme sysam to enforce contradts or to resolve
dsputesin favour of credtors.

All of these fadors contributed to a passve banking sygem, in which banks neither lent
accordngto commercia critaianor monitored for rik once loans weremade.

Civil conflia resuted in the collgpse of financia ingitutions a cutallment of intemational
lending flows to Somdig aloss of liqudty in the banking sygam, and a virtual halt to
banking operaions Moreove, the inddlity of depostorsto access their funds in 1991
resuted in a collgpse of pubdic confidence in the formal banking sector. As areadt a
sonificant portion of the population in Somdia engaged in privae sedor adivity in the
"gay" and "back" econamy. Thus the incertive Srudure prevailing congrained formal
savings mohilization and prompted full-scae financid disintermedaion. This led to the
virtua dsgppearanceof the benking sedor in Somaia dter 1991.

Profile of the current banking sector

Current financial i ntermedi aries

Thereiscuretly acomplae absence of financia intermediation in Somaia. Whilg detais

nat avalladeto eximaethe levd of financid degpening and pendration, the albsenceof any
donificant financid intermediariesinthecountry is proof of this
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The Bank of Somaliland (the catra bank of the salf-declared Repubic of Somaliland) and
the Sate Bark of Putlend (centrd bank of the dae of Putland) bath curratly provide
limited commercid banking services such as depogt accouts and trade finance. The
srvicesof bath these ingitutions are generdly nat used by thepudic, perhgosan indication
of lack of trust in such ndiona inditutions gven the expeience of evats in the pag
whereby thepudic log sgnificat anountsof money.

Inthe dsenceof aforma barking seaor, mog financid adivities are conducted through the
informal financia intermedaries

A number of remittance conmpanies curently provide catain banking savices Some of
these have amhitions to become fuly-fledged commercia banks as soon as there is a
conducive e@wironmert in which to do 0. Sndl-scde money traders dso opade
throughott the country. The sarvices of ramittance companies include:

m  Remittance savices

m  Curent acoount type sarvices with cheque bodks
m  Swingsor fixed depodt services and

m Foreign exchange services

We are a'so aware of limited micro-finanae lendng through NGOsthat are funded by donor

agencies We d s undergend tha much of the lendingin the economy is based on informal
credit unions

A aurvey conducted by KPMGreveded thé there gppearsto be alack of confidence on the
part of busnesesin the adlity of remittance companies to safely provide a ful range of
banking services. It is dso worth nating thet there appears to have been an eroson of
busnesgpersons  confidence in the dality of remittance companies to offer remittance
srvices lg done addtiona barking services, following the aollapse of the laget Somdli
remittance compary in 2001
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Seleded quotes from respondents of the Somalia Financial Secdor Surwey regarding
the ability of remittance companiesto become commerdal banks

“They arenat safe and canat adt asbarksfor LC' S’
“ Hawala companies do nat have enough capita to transform into barks’
“They do nat have appropriate relaionshipswith intemaiona financia ingitutions”

“They will nat be ableto manage a conmercia bark properly and it may involve
misappropriaion of funds’

“They haveno experience, excgxt money trande”
“They lack capacity and banking ehics’
“They areunade to provide our requirements, and above al there isno security”

The above survey aso provided an indcaion of use and the demand for barking services as

described balow.

Use and demand for banking services

The survey wes carried out to assess demand for various banking servicesin Ssmaia. The
urvey was sent to about 100 busnessesthroughout Somadia. Intatd, 67 busnessesfrom a
Wi de spectrum of econamic seadors reponded to the srvey. Key findings are highlighted

bdow:

m  Busnesses generdly use some of the following banking services & present — Idtersof
credt (from foreign banks), money tranders (from remittance companies) and foreign

exchangetransadions(from remittance companies);

m  Busnesses frequently use banks tha are besed in the UAE. Howeve, banks such as

Citibank and Kenyan banks are dso used by Somali busnesses,

m Smdi busneses are condrained in their adivities as a reslt of na having a

commercid bark present in S mdia Such condraintsinclude busnesses

» Incuring increased operating cods It wes noted that busnesses often have to
esadish offices in the UAE (& acog of approximeaey $20,000 anually) in order

to access banking services
*  Misdng business opportunities aboroed;
*= Being unadeto m&keoversaspaymats
» Beingforcedto kegp cash despite insecurity.

Thelossof fundsasaresut of the closure of the largest Somdi remittance compary in
2001 has readted in a lack of busness confidence in the remittance gygam.

7C



4.3.2.3

b il g

Interegingdy, this concan wes aso indcaed in tams o the &dlity of remittance
companiesto become barksinthe fuure

m A number of specific comments about remittance companies made by the Somdi
bus nesses mentionedthé they:

=  Only provide alimited number of servicesand thusthey are unabletomed dl their
busness needs,

» Lack reaionshipswith primeintemational barks

= Aredhect tothethrea of closure and arethus nat perceivedto be tatdly safe;
= Needtoimprove accountahility and mugt bereguated; and

= Coudmergeto formabark when asutable environment isaeged

m Thereweas a generd feding tha the remittance sedtor is used as a result of alak of a
vidde dtenaive and tha busnesses woul d, if they had the ogption, prefer to ded with

proper banks, and

m There was dmog a wniversal agreamert on the need to edadish a domegic banking
sctar in Smaia Budneses envissge udng a varidy of bank services includng
overdrdts loansand trade finance.

Regulatory infragructure

In dl respeds, the reguatory infragrudurein Ssmadiaislargey indfedive. Apart fromthe
lack of a legd framework necessary for a benking sector, the two opaaiona catra banks
in Smalia (Bank of Somdiland and Sae Bark of Puntland) arehighly dysfundtional.

The Central Bark of Ssmaiatha opeaaed prior to 1991 isnow defunct. Thetatd oollapse
of catra gde ingitutions in 191 has resuted in the collgpse of a fundioning banking
reguatory authority, barking legdation and a judcid sysem in Suthern Somadia (i.e.
Mogadshu).

The catrd banking ingituionsin Somdiland and Puntland are eval uated bel ow.
Bank of Ssmdliland

The Somdiland financia sysem isessentialy comprised of the Bark of Somadiland (BoS,
the centra bark of theteritory. TheBoSactsasbath acatra bank aswell asacommercia
bank. The dua functionsof the BoSisin conflia with best practice which dictaestha the
role of a centra bank shoud be limited to tha of a reguatar and policy sdting body.
Svera weaknesesintheBoSarise fromthis conflidting role,

The BoShas 11 branches gread ove the Sx regonsof Somdiland: five in Hargeisa, two in
Awdd regon, one in Berberg one in Togcheer, one in Sol and one in Sawd. It isao
repotedtha the bank hasfive airport exchange offices
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The Naiona Congitution provided for the esadishmat of a bank to cary ou catrd
banking fundions. The BoSwes thus etablished under Article 18 of the Neaiona Chater
and the Conditutive law of the Bark of Somadiland, number 026. The Boad of Diredors
(‘Board) consgsof seven manbers made up of the Govemor who ad s asthe chairmen of
the Board, Diredar Genera as deputy charman, and five members of which three are
privaebusnessmen.

The BoS has the regponghility for managng the monegary policy, the currency and for
developing and reguating the banking sectar, includng the remittance companies, in
Smadiland. In the absence of conmercia barks it carriesout limited commercial benking
functions Senior managemernt indicatedthat alegd framework for egablishing banksand a
reguatory framework to reguate financia ingituions, includng the remittance companies,
exids in Smdiland. The BoS has ds0 regpotedy developed reguations governing the
edadishmeat of gperaionsof banksinthecourtry.

Gven the higoric background of civil ureg andthe mllapseof the barking sysem, thereis
agenerd lack of pudic confidenceinthe BoS It wasindicated by senior BoSofficiastha
the Board recognizestha such problems exig andtha it is atemptingto sepaae the BoS
certral and commercia barking fundions by edadishing separate managemert.  Senior
managemat gressed the need for immedaetrainingat al levels, from senior management
tojunior g&f, in al agpedsof catra and commercia barnking work.

Based on the depatmatsvistedin the BoS it isgpparent tha the BoSoperatesmore asa
commercia bank and government treasury than asamodern centra bark. Mog gperdions
of the BoSare rudimentary and mog sgnificartly, it lacksreguatory capacity. Some of the
departmat dhranchesvigted in the BoSincluded:

m  Personnel Department:

The primary funation of thisunit & the BoSis to kesp records on saries atendances and
tranders  All key decisons, however, are teken & the BoS headguarters  There are
curertly no job descriptions tha define the roles and responghilities for postionsin this
depatmeat asisbes pradtice. Futher, there does appear to be a specifictraining fundion &
the BoS narmdlytheresponsghility of a personnd departmet. Whilg there is gppearsto be
aclear nedfor apersomnd fundion & the BoS thecurrent persomnd department gopearsto
lack the capecity to undetake adivities atha than the mogt rudmentary, such as the
paymen of laies

m  Audit/Inspection Department:

This BoS departmernt caries out bi-annual audts afte which it produces an audit report.
Bes pradice woud dctate tha intena audts and the subsequent production of audit
repatsor comprehensve minutes, be underteken far more frequertly, paticuarly gven the
lack of computaizaion @theBoS A doude-entry book keguing sygem is enployed and
each brand' s books clear every ten days Gven the scae of operaions & the BoS this
pradicegppearsto be satidadory. Thisunit has11 membersof g&f.

m  Branch number One;

The branch comprises 17 members of daff divided into three units generd acoounts dl
accounts and cash sedion. These unitsaretypical of alranch of a coommercia benk. The
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depatmat has about 1,500 current accounts and 50 acoounts of govemmeat departments.
All recordsare kept manudly with agaement gving the runningtatals. Gven the limited
use of informaiontechnology & the BoS this pradtise gppearsto be adequete. The branch
maintains a gnauwre card, with three pecimen sgnatures, a pradtice tha gopearsto be
adequate. Thishbranch doesnat engage in any lendng busness

m  Brandh number Two (also known as foreign branch):

The brandch houses afairly large banking hall and comprisesfour sedions accounts airport
office current accounts and a cash section. Aswith branch number 1, asde fromthe airport
office these aetypica units& abranch of acommercid bank. The branch has12 members

of daff and maintains about 70 foreign accouts This branch does not engage in any
lendng busness.

m  General Accounts Department:

This department prepares financial accouts manualy. It is unclear as to whether the
depatmat prepares monthly managemeat accouts a gengd good pradice The BoS
keeps US dollar accourts with two banks, one in Bhiopia and anather in Djibouti. In
addtion, a Djibouti Francs acoourt is o keat. It isunclear asto whether the dgpartment
receivesmonthly benk gaementsfor itsacoountsin Bhiopia and Djibouti and whether bark
reconciliaions are prepared to monitor any variance. Such adivities would be in linewith
good pradtice

m  Foreign Relations and Foreign Business

The depatmeat hasno pemanent gaff & presat, asde from the manager and an assigarnt.
Although the unit has been ezablished for smetime, thee is nethe a well-exadished
correpondert negwork nor any subgtantia foreign busness. It is thus evident tha this
depatmeat doesnat cary ou any sgnificat adivity.

m  Head Office Branch:

The depatmat hastwo ssdions acoounts and cash. Govenmernt offices maintain their
accounts a this depatmat (goproximady 200). The treasury wnit of the branch pays
sdaies to govemmat anployees. The depatment dso adsastreasury tothe govemment
and exchanges foreign curency.

Sate Bank of Putland

The gudy team was unade to undertake an assessment of the Sae Bank of Puntland.
However, available documents prepared by ather consutants® indicate tha the bank does
nat gperate asamodern catra bank ance it condudslimited central banking functions and
hasnoreguatary cgpacity. Addtionaly, the banking gperaions are highly manual. Excapts
from the report prepared by the consutant for the United Nations Develgpmet Programme
illustratetheorganization of the Sae Bark of Puntland:

%! United Nati ons Devdloprent Progranme, Moder n Banking Operations, Sate Bank of Puntland
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m  Cash Department:

This depatmeat is headed by a chief cashier and comprises five cashiers and Sx money-
couting clerks. A cadhier colleas money fromthe depostors and pasesit onto the 'money
counters for verificaion before hefindly receivesit. Thetdler swork is nat chedked and
no cash summay ismade. Such controlswould be in line with goodpradice Further, tellers
do nat kegp any record of the transationsthey conduct as is norma pradtice. However, &
close of budness tellers produce tata balances which they passontothechid cashier (who
isaso theofficer in dharge of the cash dgpartmen).

m  Treasury Cash:

The bank makes no dgindion beween the treasry cash and the tdler's operaiona
balances, asisnormd pradice Thetdlasopeadae asan extendgon of thetreasury. The chief
cashier monitorsthe daily cash movemat compuingthene daly belance. However, no
cortrol regger ismaintained between the cash leaving the vault and the chief cashier, asis
begt pratice. Thechid cashig recordsthedaly net balancesin a book.

The bank manager and the chief cashier adt ascustodans and the grong room for holding
currency/cash remains under thesole supervison of thechid cashie once opened.

m  Back Office Seaurity:

Thereisno regridion of cusomers accessto the back doffice & the bank. The doar leading
to the back office remains open the whole day. It is dfficut to dfferatiae between
members of gaff andthe pubic.

m  The Current Accounts Department:

There were some 30 current accounts congituted asfollows one acoourt for the Minigry of
Fnance, four accountsfar government departments and 25 private indvidua accounts.

Accounts are opened on the srengh of an goplication Ieter. No introductions or references
are oltained, netha are idertification documentsnor any account opening forms completed.
Only specimen Sgnaduresareteken.

Although cheque books are kgat inthe vaut, their issuance and monitoring isnat cortrolled,
agang best pratice The clerk has persond access to the vault, and has a Sock regg e,
which he doesnat update. Chegue books are thus nat tregted as accountade documents and
no reconciligion isdone inthisregard. Although thecustomer ledger cards aremarked with
paid chegue numbers after every cheque transadion, chequesissued are not seridlized The
identification of payees on third party chegues is done on the bess tha dl indvidudsin
town are known tothemembersof daff. The etireprocesslacks sound intema controls and
isthereforenat in line with best pradtice.

m  The Acoounts Department:

The bark does nat produce comprehensve managemert reports. Further, there is no audit
tral or even alig of transadions Thereare anumber of irreguaritiestha ae gopaen:

» Poging isdone dredly fromthe vouchersto the generd ledger on a10-day bess An
intermedide s of subddary ledgersisnot produced asisnorma prectice. Further, the
poging is nat centralized — cash etries are poged in the cash depatmat; curent
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accounts depatmet is regpondbe for poging cusomer withdranals and o on. This
processisthus highly irregular;

= Vouchers are not separaed and poged on an acoount type beds Thisis d9 ahighly
irreguar process, and

= Although there is a doude entry sysem, a snge voucher is used to effed saverd
accounts as opposed to the convertiona sydam of every transaction being evidenced by
an independent atry.

m Budgets

The bank netther prepares a capital budget nor an gperaing budget asis norma pradtice.
Furthe, reguar managemean reportsare nat prepared. These budgets and reportswould be
essentid in planning andmonitoring.

m  Filing:

There is no sygem of filing a the bank excaat for the cusomer ledger cards which have
been syganaicdly filed on an acoout number bess Further, dl customer corregpondence
isfiled. While thiswoud be sandard pradice a comprehensvefiling sysem isessertia a
afinancid ingitution of thissort.

m  Foreign Exchange Department:

The bark runs an office & Bossaso airport, which ads as a bureau de change. The bark,
however, does nat have a forma foreign exchange depatment. Retes of exchange are
determined by the informal foreign exchange markeés  Whilg these raes have wide
recognition and the confidence of thepudic, this processishighly informal.

A summary view of the building blocks relevant to Somalia

In the dagram below, we summarize the key elemants explained in the previous section,
insofar asthey are mare relevant tothemedum to longer tam development of agadle and
saganade financid sedor in Somdia. However, it is perhaps frutlessto talk abou the
development of afinanciad sector in the longer term in ligt of the curent urgent need of
even the mog bedc banking sysem in Somdia as demondraed by the assessment above.
Therdare, in the next section, we have recommended the key dematstha ded with some
of the more near term priorities of egablishing a banking sector as well as forming the
buldng blocksfor agable and sugainabefinancid sysem
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Recommendations
This sedion seeksto meke pecificrecommendaionsin resped of

m  Frd, srengheningthe Somali remittance seator. Thiswill involve buldng capacity to
enaretha they become nore reguarized andtrangparat with the patentia to become
banks & some point inthe fuure. Themainthrug for UNDP/EC in thisregard shoud be
to maintan the curent momentum of the remittance companies tha emerged at the
Dubal workshap andto providetechnica support to remittance sedor asocidion;

m  Second, creating a conducive environmernt for entry of banks as soon aspossble—beit
exiging remittance companies or new private companies — epecialy sncethe privae
sctor is extremey keen towards the reegadisment of the barking sedor.
Srengthening of domegtic reguatory ingitutions must be a priority of intemaiona
devel opment agencies.

In both cases donar assgance will be requred It is thus gppropride to dign the
recommendationsto any donor assgance prograns.

It must be emphasized once agai n that “ regar diess of the formation of astrong central
government and/or banking system in Somalia, the remittance system will remain an
integral part of the Somali economy and monetary system for the foreseeable future”
(Omer, 2002). Therefore, it isnot our intention to recommend ways of developing a
banking sedor at the subsequent expense of the demise of the remittance system that is
working so effedively at present. Rather, we seek to recommend a roadmap for the
strengthening of the forma banking sector and the informal remittance sector in
‘parallel’, with the longer-term aim of integrating the informal remittance sector into
the formal finanda sedor. Thisroadmap will enable the achievement of a sustainable
stable finandal sector in the future.

Context for assigance —an integrated program for reconstruction

Towar d a national reconstruction plan

Typicdly, the recongrudion plans of conflid affeded countries am to achieve afew key
objectives. Inthecase of SSmalia, no such plan isbeing congdered a presat, asthecourtry
is yet to emerge from a conflid Stuetion. However, a mos common oljective of any
recondruction plan is poverty reduction. In the absence of any such plan for Somalia,
poverty reduction isa priority of intemaiona humanitarian and developmeat engagemat in
Smdia In line with this god is the development of the privae sedor, which in tun
requres a sound and efficient barking sygsem
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UNDP/World Bank principles of re-engagement™

The joint UNDPMWarld Bank nate on re-engagement in Somalia suggests tha the overal
“graegy amsa laying the initial framework for longer-term engagement in Somdia by
facilitaing ingitutional and policy change while improving besc socid outcomes by
focusng on four carefuly sdeded areas of reform and by using key agents of change,
particuarly theprivae sedor” (UNDP/World Bank, 2003).

The draegy far Smdiaisaticuaed aoundthree pivatd principles

m  The drategy seeks to provide public goods in the absence of a fully functional national
government in Somalia. In addition, the strategy embodies a strong regional public
goaods dimension, with potentially positive spill-over effects for neighbouring countriesin
all the proposed areas of intervention.

m The drategy recognizes the high degree of uncertainty in the country and therefore
focuses on interventions which are not likely to be reversed in the event of ingability.
Such interventions include knowledge-intensive invesments aimed at capacity and
ingtitution-building.

m The dtrategy has a strong income-generation emphasisthrough its support to the private
sector in the livestock area, with theaim of fostering important economic payoffs.

Furthe, the note suggests tha “ gven the vibrant role that the private sedor has played in
Smalia gnce the fal of the Barre regme, and the limited capacity of adminidraions to
raise repurces it can play an importat role in pronating human developmat in Somalia
Thereis ds0 a growing recognition by the S mdisthensdvestha the privae sedor has a
vita roleto play in Srengthening governance in addition to generaing econamic prospeity
and supporting socia servicesinamoresade sdting” (UNDP/World Bank, 2003).

UNDP and the World Bank have thus joirtly idertified four draegc entry poirts for
engagement in Somalia based on country specific charaderidics the reldive conparaive
advantages of each inditution, and the shared goals of: (i) improved policies ingitutions
and governance; (i) provison of service ddlivery; and (iii) capacity buldng. The draegc
entry pointsare;

= Support to Macro-economic DaaAnayss& Didogue;

m  Creating an Enading Environment for the Livesock and Mest Industry;
m  Coordnaed Adion Planto Address HIV/AID SIssues and

m  Capacity Buldingfor kills Development/Centers o Training.

%2 This sedtion is based on United Netions Development Programe/Worl d Bank Sondia, Courtry Re-
engagement Note, April 2003
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EC Country Support Strategy™

The Eurgpean Conmisson is Somdias leading donor. Asssance provided by the EC is
oui ded by the Country Support Srategy from2002 - 2007. Thisdraegy in many repedsis
amilar to the United Naion's engagement with Somalia with the overal obedive 'to
cortributetothe aleviaion of poverty and the promation of amore peaceful, equitabde and
democraic socidy'. Based on the andyss of this Sraegy and draning upon the lessons
from past expaience paticuarly regardngimplementaion and gven the need for ashort-
tem flexible rolling programme, the Commisson advocates pursung its muti-segora
approach with a series of complanentay and mutudly reinforcing intervertions in the
following areas

m Enhancament of good governance;

m  Reduction of widespread vuneraaility;
m  Accessto socid savices and

m  Ecoromicgowthand dvesdficaion.

Rational for strengthening the remittance sector

The gudy’s recommenddion to drengthen the SSmdi remittance sedar recognizes the

humanitarian role of the remittance seator and thus placesvauein reguarizing the sedor to
enare itscontinued exigence

Rational for devel oping a banking sector

The gudy’s recommendation to develop a banking sector in Somalia addresses severd
needs T he development of banking sedtor would utima ey cortributeto povaty dleviaion
by sourring privaesector develgpment through the creetion of credit.

In the context of the principles of re-engagemert, the reconmendetions meet the following
needs

m Focusontheam dof aleviging povaty;

m  Recognition of the concepts of bulding capacity and srenghening ingitutions and of
knowledge-intensveintevations and

m  Recognition of theroleof theprivae sedor inthisprocess

Scenarios for implementation of recommendations

In developing recommendaions for the Smai banking and remittance sedars it is
imperaivetha the flud politica environmat tha curatly exigsin Ssmdiaiscongdered.
Whilg the grengthening of the Somdi remittance sedor can take place in the current

%% Based on i nformeti on providedl by the EC SomdliaUnit
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political context, the development of afuly fundioning barking sedor in Somdiais to a
large extert, dependent on amore gade political environmat. Two broad scenariosfor the
implementation of recommendationshave been idertified:

m  Senaio 1. The curent pescetakstaking place in Kenyaare successful and resuit in a
gade politica environment and the emergence of a catra adminidraion in Mogadshy;
and

m Senaio 2. The curat pesce taks ae not successu and the curent political
environmernt prevals

The recommendaions regarding the development of a banking sector tha have been
proposed in sections 5.3.1 to 5.38 ae goplicade in bath Senaios 1 and 2 However,
addtiona recommendationshave been made in setion 5.3.9 shoud Scenario 2 prevail.

The recommencdétions proposed in section 54 regardng the srengthening of the remittance
sector are goplicadeto both Senarios1and 2

Towards the development of a banking sector

Long-term objectives and guiding principles

We believe tha the re-esadishmat of a banking sector in Somadia $oud have the
following longtemoljectives

m  Deveop marke-based banking sedar with focus on improving finencial intermediation
in suppat of privatesedor developmat;

m Ensrethedeveopmet of agade and susainable banking sysem; and

m Buld the pudic corfidence in the banking sysem 0 tha sustaindde financid
intermediaion cantekeplace.

Accordngy, to rebuld the Somali banking sysem, the following woud need to be
achieved

1. Focus On Building Sustainable Financial Intermediation. This will mean regoring
confidence in a banking sysem © tha pudic noney is prateded and financid
intermedigion can occur.

2. Re-Edablishing The Banking System Basad On Globally Accepted Standards. This will
depend on largdy aoplying the recommenddions of the Bade Committee and
esdadishing a well-reguated banking sygem for Somdia underpinned by a qutade
reguatory and ingitutiona franework for marke-besed competition and incertives for
sound managemat and govemnance.
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3.

Desgn Donor-Supported Projects That Focus On I nterventions Which Are Not Likely To
Be Reversed And Are Consistent With Market-Based Principles. Donor assgance in
form of tedhnical asssance capita invesment andtraining will achieve bette reautsif
project desgn isharmonized and if commercia fundametasare aoplied by enterprises
and banks in cnoet with prudentia reguations edablished by the reguatory
authorities Sich an approach woud aso cortribute to a meaningfd and well-
coordnated rgguvenaion of the formal Somalia economy, which would support the long-
term god of developing aviade and compeitive privae sedor in a well-managed and
increesngy diversfied economy.

Include Explicit Exit Strategies In Donor-SQupported Projects. Donor assgance in
helping to develop the banking sysem islikely to be sgnificant inthe shot to medum-
term. Such assgance shoud am to build capacity and ingituions necessary for agade
banking sedtor. Although there is no guaranteetha privae barks domegic or foreign,
will inves soon and play their proper role in restoring financia intermedaion.
Neverthdess dtraing legtimae private barks and professonal managemat in this
sctar soud be the man ojedive, with donar prograns serving as a lridge. If
adequate levels of invedmat and prafessondiztion fail to meterialize, prolonged
donor-support may be required.

Development of Human Capital. The absence of a banking sector in Somaliaove the
lagt decade and high leve of outward migration have caused a massve Kills gap and
shortage of human capital in this sector. Training in modem gandards of efficiet and
sound banking is urgently required. This will need to be provided through intensve,
hands-on technica assgance to bankers and bank supervisors over a peiod of years
Such knowledge-intendve invesmat in training will be vauade even if ingahility
perdss indeed, however fine reguations rues and manuals may be human ill,
mativaion and honedy is criticd to the development of a gable banking sector.
Encouragng ertry of foreign bankstha are reguatedinther hog coutrieswoud a o
enable Killstrander and greetly contributeto human capita formation.

In achieving these longterm objectives and recommending a framework for the devel gpment
of a banking sector, thefollowing gu dng principleshave been adopted:

Provide sufficient incativesto al markd playe's

Ded with the urgent and near-tam issues yet ensring buldng blocks aigned to any
patatia recongrudtion plan;

Encourage private sedor initigives but gply a ‘leve playing fidd for al marke
playes and

Focus on recommendations tha are unlikely to be reversed in the evat of ingahlity
such asintervertions aimed at human development and cgpacity and ingitution-building.
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Framework

The dagram oveleaf sgsout aholigic framework for the development o abanking sector
in Smdia. Thefranework comprisesfivepillars

m Egadishingpolicies

m Buldinglegd andreguatory framenork;

m Bulding other financid sedor infradrudure;
m Developing key ingitutions and

m  Upgadngills

Banking v/s financid sector devel opment

It isworth nating tha for the purposes of this dudy, we will limit our recommendationsto
the development o abanking sector. Thusthe need for marke diversficaion and depth are
nat being congdered at this gage on the groundstha these aremore medium to longer tam
requrements of a robust financia sysem The development of the commercid banking
sctor isakey 2 inthedevelopmat of awider financia sector.
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Establish polides

It is essertid tha policies be etadished to provide a sutable political and economic
environment for the entry of banks Key requremats are indcated in the dagram above.
It is imperdive tha relevant naiona policies in thee areas are agreed with relevant
adminidraions from the ousd. The implemataion of futhe recommenddtions must fit
withinthese policies

Buildinglega and regulatory framework

The developmat of a sutainade barking sedor must be underpinned by a legd and
reguatory franenork sncethis pelsout the ruesof the game for banks and markes We
believe the ertire legd framework is curratly being reviewed but in the albosence of seeing
actual documataion we are unableto commat ontherr contats subgtance and relevance
to the stugion end what is needed. A qudified lawer is curatly working in Hageisa
under a programme funded by UNDP. He hasbegun the task of finding out which laws are
available and where, including the Sharia lans, before embarking on their relevance and/or
redrafting, asnecessxy.

In any case, the franework tha is more relevant far the barking sedor shoud comprise of
the following laws and reguations

Laws rd ating to inditutions

m Central Banking Law which will describe the centrdl bank's role, sygamic and
functiona responghilities leve of autonony, enforcement powersdc.,;

m Banking Law which defines the type of financid intermediaries scope of benking
business condtions of entry and exit, minimum capita requirements €c;

m  Prudentia reguations to be issued by the centra bank for enaring the safey and
gahility of thebanking sysem and depostor protedion;

m Lanson ather finencia sarvicesincludng money trander companies and

= Curency Law.

Laws relating to contracting and ethics
m  Contrad Lawfor enforcing contragud rights

m Propaty rigntslaw and ahlity to pledge and ssize collaed; and
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m  Bankruptoy law.

Developmat of expedent out-of-cout measures may need to be introduced to compenstte
for weekness in judicid capacity and dfferences between the emagng business sector
framework in Somdli law. This gpproach woud accelerde dputeresolution, in lieu of tying
up clams in time-consuming cout procedures. T his goproach might also aleviae some of
the douits creditors haveregarding secured loans and collaerd backing (dlong with contract
enfarcement measres). Clear guiddines wou d be needed to enaure rapid resolution. The
gu delines wou d be developed as a precursor to cregting the requidte judicid capacity to
executerues and reguations goveming securedtransagtions

Accounting/auditing gandards

Theintroduction of accounting andards accordngto internaiona normswill be essentid.
One way to accomplish this isto esadish minimum sandards as part of the reguatory
framework (thus for exanple, a prudentia reguation on the need for preparing financia
gaemats in accordance with intemaiona dandards coud be introduced). Ancther way is
for the loca professond acoourting body to enadt dandards havingtheforce of law. The
latter would require the development of a new professon, which is one of the eamerts
shown under the pillar of *Bulding other financial sedtor infragructure’, which is likely to
be a medum-term bulding block.

Therdore, the framework for introducing interngtional accounting and auditing Sandards
should be developed during the same time asthe development of the prudentia reguations.
The introduction of internaionad accourting gandards (IAS and IASbhesed chat of
accourtsfor the banking industry will need the provision of technical advice, assstance and
traning.

Prudential regulations

In order to promate sfe and sound banking pradice the marke conduct must be governed
by prudentia reguations A prudentia reguatory franework for Somaliamugt be desgned
and applicable reguations for the country will need to be developed togehea with the
capacity buldng of the supervisory fundionwithina centra benk (see below).

Failureresolution laws

Lawsrdatingto thefollowingwill needto bepu in place:

m [Inolvency regme for resolving inolvent banking ingitutions through control of
managemat, liquidation, recapitalization éc.; and

m  Depost insurance scheme which provides cove for small depostors
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Building other financid sector infrastructure

Banking supervison

A aupervigon fundion within acentra bank (akey ingitution to be developed as described
below) will have to be edadlished, housng the tradtional funaions of licenang, onste
examingion, legd and offSte examinaion. Approprigte cgpacity bulldng will be required
for thefundion to cary ou its role dfedively. In thisregard, a near to medum-term plan
for buldng both daff and capacity will needto be prepared. Such aplan shoud entail on-
the-jobtraningtha is conducted in a sysematic fashion. In addtion, a grudtured training
progranthat combines formal ingrudtion, casesudy and seminars houd be included.

In the fird place the organization of the fundion, its role and responghilities policies and
procedures will need to be defined and documented. Thefundtion shoud be responsbefor:

(i) Licendngnew banks

(i) Pemitting banksto engage in new activitiesor offer new products,

(iii) Pemitting mergers and consolidetions of banks

(iv) Providing gudance to barks on wha thesupervisor deemsto be unsafeor unsound,
(v) Asesdngthe condtion of indvidud banks and of the banking sysem; and

(vi) Initigting, pursuing and following up on coIrediveadions

Policies and procedures relaed to dred supervisory adivities will need to be dsclosed to
banks and to the generd pudic. Disclosure enablesthe pubic to gain a better underganding
of the supervisor’ srole. Mare importatly, informing banks of the supervisor s expedaions
and of the consequences for faillureto med them is an effedtive supervisory technique to
encourage volutary conpliance This agped of public inteadtion is managed in a manner
thet suggests the government is promating the gahility and grength of the barking and
financid sedars

The supervison department woud need to develop a besc policy framework uilizing a
CAMEL-gyle (where CAMEL gands for Capital drength, Assd qudity, Management
quality, Earnings quality, Liquidity level) evalugtion sygsemto gude supervisory decisons,
and then to extend the scopeto include a broader array of assessment fadtors andtechniques,
such asrisk managemat and risk prafiling.

Futhe, a barking supervison depatment manua shoud be developed to ddinegte
expedaions regarding the sandards of financid condtion and management practices for
financia ingituttions aswell as evauation methodology. Soecifically, this manua shoud
focus on rik management principles and ather non-financid areas such as corparae
governance transadions with dfiliges and ingders, intema controls and isues related to
regdatory conmpliance d@c. The manual itself shoud become a more comprenensve
upervisory policy manual containing principles-based gui dance for the assessmernt of riskin
indvidud ingitutions and the sedar. It will aso facilitate condgtent policy application
throughott the range of supervisory adivities, including licensng activities and procedures,
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on-gte examingions, and off-gte surveillance. In addition, it will enhance the ahlity of the
agency to desgn and initigerisk-goproprigecorrediveations

The franenork of the manua would allow the application of the appropriae principles and
concegatsto any ingitution - regardess of gructurd or operaiona dfferences The manua
will detail on- and off-belance shest activities management practices, relaed policies and
reguations. The manud will also describe aset of risk assessment principles and eva uation
factors goplicade to each area Expedations for minimum risk management policies and
pradicesaegven.

The development o thepolicy manual a0 serves asthe bassfor continued developmernt of
the organizationa dructure, cregtion of supervison prograngcycles, onSte examingions,
off-gte survellance and risk prafiling adivities. Addtionaly, the principles in the manua
helpto guide decison-meking with resped to licenang and troudled bank management and
resolution. It also providesthe besisfor peiodc g&ff training aswell asthefoundaion for a
comprehendvetraining program. Lagly, the wdll-articuated policy grutture, in conjundion
with the legd and reguatory framework, provides a solid base on which the depatment can
sugain sound financia sedor managemert.

The catrd bank, asthe licenang athority, will havethe rigt to sd criteia and rejed
applicaionsfor exablishmaitstha do not med the sandards s=t. The licenang process & a
minimum, will congg of an assessment o the banking organization’ s ownership grudure,

drectors and senior management, its operaing plan and interna controls, and its projected
financid condtion, including its capital base. In addition, the central bark shoud have the

legd authority to review and rged any proposals to trande dgnificat ownership or
cortrolling inteaeds in exiding barks to ather paties This review process is suject to
policiesthat promatea compditive, marke -based banking sygem.

With the legd and regulatory bessfor licenang adivitiesin place, the depatmat will focus
on the process of licenang, includng the decisona framework, policies, tools and work
products The god isto enarethd licenang activities are guided by the risk-based policies
outlined in the policy manual, and decisons are condsat with make-besed supervisory
philosophies

The supervison depatment shoud adso develop an aray of supervisary responses tha
dlowsit torespondto ingituiona and sedor issuesin arisk-goproprige manner. Thepolicy
framework shoud include an outlineof posshle adions or consequences tha may be applied
to an indvidud, an ingitution, or financid goup, under oecific condtions pradtices or
gtuations This ouline woud include risk-approprigte measures for deadling with " problem
banks' and proceduresto liquidate inolvet ingitutions.

Payments systems

Assgance will be requred with modemizing the payments sysgem, moving toward
increasng ue of a non-cath payments mehod through use of improved technology (e.g
eectronic trandas credt cads). Budget execition requires an efficient payments sysem
for pubdic expendture and revenue colledionto be effeded in a secure, timely and reliable
mamer. This need is immedide and the centrd bank must provide leadership in the
development of naiona paymeats sysem despite the wide use of ramittance companies.
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Technical expatise and asssance isrequired to identify wha is being done & presat and
what shoud be done inthe immedate short-temto improve present paymerts sysems

Through a more detailled sudy on the paymets area, dort and longtem specific
requirements need to be assessed. The sudy will need to detemine the nog slitable design

for modemizingthe payments sydam and longterm technical asssance will be needed with
implementing anon-cash paymernts sysem in the country.

Developing key institutions

Central bank

Asakey ingitution for reguiatory oversght of the banking sector, acattra barnk will needto
be esadished. All the arganizational and operaiona aspeds related to sdting up a catrad
bank afresh will needto be addressed. Some of themore gened asped shave been discussed
bel ow:

Strategic Plan and Organizational Structure

m  Adoption of a draegc plan for 35 yeas oulining the vison, ojedives and key
draeges

m  Desgn of newsrudure, work managemat, physca andhuman resources requirements,

m  Appointment of key central bank persomd (for example, govenor and vice- govanors);
and

m Edadimet o a wmde of conduct, roles and responghilities decison-meking
processes, policiesand procedures for each departmeant inthebank.

Human Resources

m  Develgpmeant of personnd policies and cregtion of an HR fundion;
m  Desgn of pay and grading Sructures,

m  Desgn of job decriptions and

m  Desgn andimplementation of apayroll sygem.

Accounting System and Financial Statements

m  Dedgn and implementaion of a new accouting and management informaion sysem
withinthe catra bark;

m  Preparaion of financid saemertsin acoordancewith inteméaiona dandards and

m  Utilization of ‘bet pradicé accouting procedures for prepaing the firg year's or
curent yea’ sacounts asa sopgap can be congdered, which shoud helpto develop an

8¢
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dementay levd of aedhlity for officid financid datemats until above
recommendations are adopted.

Internal audit
m Deveopmat of an interna audt fundtionfor thecentral bark;

m  Desgn of modem banking audit programs and procedures, and

m Dedgn of atraining progran and ddivery of training of new audt saff in risk-based
audting andintemaiona sandards on audting.

Training and development

m A detaled gaff ills inventory and training needs anays's shoud be undertaken with
the am of assesingthe best optionsavailablefor buldng rdlevant ills (for exanple,
banking operdions rik managemat, managemert <ills financid menagemat,
international banking); and

m Following from above, technica advice on developing an dfedive training fundion to
servethe financid sector, taking into account evolving needs of barkers, money trander
companies and associd ed financing needsactivitiesthroughout the country .

Policy issuesand implementation

In addition tothe supervisory role the catra bank will be tasked with moneary policy and
curencgy issues. Pecific areasfor asssancehae will include:

m  Tehnica adviceondesgn andissue of currency;

m  Expatsto assg with formuation of monday policy (for example based on cortrolling
inflaion rae), includng introduction of mondary policy ingruments and policy
implementaion, asthe nead for various options (for exanple, open marke operaions)
becomes clear; and

m Develgpmat of a ressarch fundion within the bank with capacity for daigica
colleaion and analyssof daa, particuarly with refaenceto balance of payments

I nformation technology and communications

m Expat assgancee will be needed to assess the needs of technology and information
sysems andtheredter developanIT graegy for the barnk; and

m  Nearterm needs for modet conputer requrements shoud be aseesed and gven
priority for implemataion. At minimum, al key depatments such as supavison,
research, accourts shoud be provided with computers and training in besc tools (e.g.
Microsoft Excel and Word).
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Upgrading skills

Successfu program implanentation will requre the training of potertia barkersin awide
range of sound banking pradices and opedions, as well as corparae govemance,
accouting sysems ati-money laundering and coutering of terrorig financing programs.
More specificaly, training will need to be provided to lenders to assess risk based on
commercia terms and incatives In the aosence of a buoyant private banking marke,
technical asssance and training shoud play a key role in developing credt management
«Kills These woud pertain to initid contad and assessment of firms through analys's of
busness plans loan goprovals, loan ddursements monitoring the use of loan proceeds,
maintenance of prope credt filesand sygems, and loan colledion. When barks evertudly
become licensed, technical assgance and training woud be needed to develop partfolio
managemat capacity regardng prudential reguations, the avoidance of exoes
concatraions ass-lidality management, and athe informaiona requirements for
managemeat and govemnance in a merket-besed sysem

Sme key agivities for upgradng skills acrossthe industry on an immedia e bessareto:
m  Asesstraining needsfor the sedar asawhole;

m  Dedgn acomprehengvetrainingprogram;

m  Conduct afeashility of developing atraininginditue; and

m  Conduct esertid training (as described above) in sound barking pradices and ather
rdevat aressfor playerslikelyto beinvolved inthe benking sedor.

Spedfic recommendations regarding Sanario 2

Feag bility of |ocation for program i mpl ementati on

In Senario 2, the lack of a centrd adminigraion and political gahility and security in
Smalia woud prohihit the inplemataion of proposed intervertions in aeas athe than
Smaliland. The only viade option would thus be to commence the modernization of the
banking sector in Somdiland. A benefit of commencing the program in Somaliland is tha
certan relevant laws dready exig and a catrd bank (abet vay rudmentary and nore
focused on commercid barkingoperaions) isaready in place. Dgpendng on the success of
the program in Somadliland, smilar progranswoud be replicatedin ather regons oncethey
haveachieved relaive political gahlity and security.

In this case, the timeframe coud be shortened for entry of benks provided there is a

willingness and commitment from the curret adminigraion. In this regped, it is dso
necessxy to conduct workshops in the various regons in order to communicae the
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objectives of the program and gain consnas. Furthermore the adud implemetaion of
any ativitiesmay a9 betailored to the wishes of the local adminigration.

Redructuring of Bank of Somaliland

If the progran were to be commenced in Sosmadliland, two addtiona adivities will need to
be carried out inregped of theexiging catral bank. These ae asfollows

Hrd, sgppardethe commecia banking opeaions from the centra banking fundions
into two dgtind legd entities Thiswou d resut in a centra bank and a commercia
bank in Somaliland. A regtructuring udy will be required to determine the options
avallabefar achieving thisoucome. Theoptionsavailabde are:

» ‘Carvingou’ anew commercia bank from the exiging certral bank, resiting in

trander of asxts lidhlities and g&f from the exiging certra bank to this new
commercid bark;

=  Convatingthe centra bank into a praper commercia bank snce the gperaions of
the Bank of Somadliland are predominantly of conmercial banking nature. Under this
option, anew centra bank would be set up as recommended for Senario 1; and

= Shutting down al conmercid bankingoperaionswithin Bark of Somaliland.

Subsequent to separation, conduct a sudy for posshle privaizaion of the commercia
bank.

The following £ s shoud be undertaken:

Conduct awider gudy for retruduring of Bank of Somaliland, includng an assessment

of the ogations for separaion of commercid banking operaions and centra banking
functions and agreeontheoptimal route;

St w legd entitiesto housethe dfferent banking opaaions and effed tranger of as=ts
and lighilities based on outcomeabove;

Implement organizationa and opaaiona improvements in the centra bank as pa the
recommendationsof the resruaturing gudy; and

Conduct a gudy to asess the patertid for privaizaion of the conmercid banks with

recommendations on the privatization options and implement the recommendations of

this gudy.
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Strengthening of the Somali remittance sector

We recommend tha the donor community cortinue their support to Somai remittance
companiesgventhe importance of remittancestothe livelihoods of many Ssmdis Inline
with ather informa money trande sysems, there islbroad agreement that Somdi remittance
companies do respond to legtimae financia needs and offe a compeitive and efficient
chamnd for fundtranders However, the* anonymity of the informa money trandea sysem
does make it vunaable to money laundering and terrorig financing’” (World BankAMF,
2003). On this bess, financial authorities have agreed on the need for reguation of the
sysgem

In linewith emerging best practicetowardsinforma money trander ysems an gopropriate
reguatory and supervisory franework for Somali money remittance companies shoud be
developed in Somaia. However, because of the ladk of areguatory and supervisory capecity
in Smalia, even bedc regdraion of Somai ramittance busnesses is not posshle.
Therdare, priority shoud be gven to bulding up the basc supervisory cgpacity. T hisneed
wes addressed in theprevious sedion.

On an immedate bess, in the absence of a naiond financid sysem and supervisory
capacity, a sdf-reguatory process is gopropride  Sonificant progress has aready been
madein thisregard. The Somdi Fnancia Srvices Association (§SA) wasesadished in
2003 and laundhed at the Conference on the Somali Remittance Sector onthe 3 and 4™ of
December 2003. It is intended tha this ingitution will play apivatd role in reguating the
remittance sedtor.

We d 9 recommend vaious meaaresfor grenghening the Ssmai remittance seaor, mog
of which doud be undertaken under the augpices of the FFSA. Many of these
recommendations are aimed & addressng the currat wesknesses of and challenges facing
remittance companies, with the overridng oljective of prateating the flow of remittancesto
Smadiaonthe gounds of humanitarian needs and the lack of aforma banking sector inthe
near taem As fa as posshle, the recommendaions are dso digned with the aticipaed
emergence of a banking sector <0 tha the Somdi remittance sedor can evertudly be
integrated into the forma banking sector. Accordingy, our recommendéations are focused,
onceagan, on nearterm priority areas under the following pillars

m Regdation of the Somali ramittance sedar;
m Improvingtrangparency and accountahility of the Somdi remittance conpanies

m Upgadng of ills and anareness programs within the Somdia remittance companies
and

m Improving extana anarenessof Somali ramittance busness operaions
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Following the successfu conclusion of the Conference on the Somali Remittance Sector,
held in 3° and 4™ December 2003 in the United Kingdom, a number of additiona
recommendations, amed at mediing these broad oljectives were made. They have been
included in the sedtions below.

Regulation of the Somali remittance sector

The medum to longte'm am coud be to license and upervise the remittance companies
through thecentral bank. For ingance, the Banking Ad mationed earlie coud include such
companies as non-bark financia ingitutions with resrided adivities However, in the
absence of such asupervisory and regulatory capecity, the immedate initiatives shoud bein
line with atwo-prong goproach:

m  Srengthening and supporting the SA asa sf-reguatory measure. Any support from
the donar community is likely to be for an interim period and coud include technica
advice on:

Supporting the F=SA in launchingtheassociaion inkey regonsgobaly;

Appointing adviors andor suppat FSA in areas needed for its edadishment and
danaality;

Assging the §SA in developing ahigh-leve organization drategy;

Assging the S-SA to desgn and document aprocedure setting out the minimum
requirements to become bath associde members (nat-certified) and members
(certified). Thiswould include the developmat of a FFSA certification sysem tha
isacceptabeto commercia banks and

Assgingthe A in grengthening the compliance Sanding committee comprisng
compliance officars from member companies This committee would be reponshle
for compiling the FFSA AML Compliance Guiddines for members As pat of
capacity bulding, this committee woud initidly requre much gudance and
assgance.

m Eg&dishing an oversght mechanisn, again for an interim period for two years athough
thiscoud be extended if necessary. Sncethereiscuratly aladk of politica sahility as
well as alegd and reguatory framework in Somdia, this overaght mechanisam ismog
pertingt tothe Somali remittance sedor. Ading asa subgtitueforthereguatory agency
that Somdiacurently doesnat havethe bendit of, the oversaght medchanisn isessentid
for providng gahlity and confidence in the Somai remittance sector to intemaiona
authorities and internaiona banks as well as cusomers. The mechanism woud aso
bring market discipline within the Somali remittance conpanies
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The mechanian woud require an independent legal or audting firm to conduct
continuous on-Ste examinaion of Somali remittance companies ng

=  Overdl opeaionsand condtions of the company;
=  Compedenceof manegemernt;

= Intemad govemane and sysems in place to conply with rdevart intemaiona

gandards and reguations (e.g ‘Know Your Cusomer’ prograns, record-keging,
uspicious activity reporting);

»  Adequecy of risk management and intenal control procedures, and
*  Adeguecy of acoounting andmanagemat information sysgems

The reauts of the continuous assessment of the Somdi remittance companies would be
shared with intemaiona aithorities and banks Corredive measures for enhancing market

functioning of the remittance companies can d® be put in place based on the
recommendations from theindependent assessments

Ultimaey the SFSA shoud either became part of alarger association covering remittance
companies from ather courtriesin the regon (Djibouti, Bhiopig Eritrea for example or
develop grongtieswith remittance associaionsin these coutries Thiswould S gnificantly
enhanceitsdality to advocae for itsmembers

Improving transparency

The Smdi remittance companies in common with ather informa money trandfer sysems,

are criticized for their ladk of trangpaengy. In order to avoid such critician and kegp the
remittance sedor intad, it isof paranount importancetha thefollowing measres areteken:

= All S madi remittance companies needto formdizether operaionsin evay jurisdction
they gperae in based on the relevant legdation. For exanple, in the UK, they are
required to reggea with the Her Maety’s Cusoms & Excise (HMCE) depatmeat,
whereas in Dubal they need to oltain appropriae licences from the Central Bark of
UAE. In the firg place, it is likey tha many of the companies will need to legdly
incorparae their gperations 0 tha the legal entities can easly be recognized by dl
gakeholders. Theneed for formalizetion wes clearly agreed by dl the Somali remittance
companiesparticipaing a the Dubal workshap in June2003.

To bring the dscipline of formaization across the sector, the requiremat for legdl
incorpordion and regdraion coud be enforced by assgingthe S3A in its dfats to
edadish its compliance and certification sysem. Indeed, the FFSA will be best placed
for assging itsmembersin achievingthis and ather, key milesonesin atimely fashion.
Inthisregardit isimportant tha sgnificant dfort isattached to devel oping the capecity
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of the F-SA to med itsoljectives Suchtechnica assgancefar the FSA coudinclude
assgance in developing compiling compliance guddines for the S=SA for both their
headouarters and for the countries served by its regond offices Addtiond asssance
coud be provided to the §-SA in training members of its compliance sandng
committee.

m Subequent to or in tandem with the legd incorporaion process the remittance
companies shoud address indituiona govemanceimanagemernt issue. Suich assigance
shoud be channdled through the FFSA. In line with beg pradtices, paticuarly those
goecificaly in place for financid ingituions, the whole area of corporae govenance
needs to be improved upon, includng:

=  Egadishmat and dsclosure of clear shareholder and capitd gructure;

»  Egadisimat and dsclosure of clear managemat srudure, involving appointment
of Board of Diredors Managemat and officers with clear assgnmernt of roles and
responghilities and decison-meking athorities,

»  Egadlishmat and dsclosure of the organization grudture,

= SHting o corporae ohedivesandwell-articuated graegc plans comporae vaues
codes of conduct, €c;

= Desgn andimplementaion of grongrisk managemet andintena control sysems
and

=  Egddismeat of internd audit fundion and gopointmeat of extema audtors

m Preparaion of finencid daements sujected to extena audts and subsequent
dsclosre of finacia and other informaion, particuarly includng related paty
transagtions

The above is by no means a cmmprenensve lig of sound trangparat corporde govanance
measures but it shoud go along way to enhancethetrangparency and accountahility of the
remittance companies It is mog likely tha the associdion will need to advocae for
increased trangparency very drondy, with ome tedhnica asssance and training to
srengthenthe ahility of the boards end managersto exacise“ fit and proper” dandards for
corporde govanance and managemert tha ae in line with internaionaly recognized best
pradices The oversght mechaniam coud perhgs dso include an ongoing assessment of
thiswholeareadf ingitutiona govemance.

Upgrading of skills

For theimmedae fuure, thaeisagrong need for bringng awareness of vaiiousreguatory
legdation worldnde tha affeds the Smdi remittance companies. To this end the
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Conference on the Somali Remittance Sector, held in 3® and 4™ Decanber 2003 in the
United Kingdom et thetoneof amilar workshopstha can be conducted by the associion.
The primary am of such workshaps should be to advisethe Somali remittance companiesof
their licenang or regdraion andreportingobigations

In addtion to anereness programs thee is a need to tran members of the FA's
compliance g anding committee in order tha it can undertake its compliance and catificaion
functions effedively. As it is intended tha members of this committee be compliance
officarsfram SFSA member companies, thistrainingwou d serve to asss these indviduds
in developing and rolling out effedive complianae programs a indvidual 3=SA member
companies  Addtiondly, it isintended tha these officas then undertake training of the
gaff of ther regpedtive companies. Futher, as indicaed aove training on sound banking
practices shoud be in line with the recommendations already made in sedion 5.2

Awareness raidng campaigns

It is widdy accepted tha money tranda busnesses sauch as the Smai remittance
companiesae nat well undersood by reguatory authorities and forma financid inditutions.
The Conference on the Somali Remittance Sector on the 3 and 4™ of Decamber 2003 was
paticdarly successfu in cregting daogue between the ramittance sedor and reguators
During the conference it became evident tha there isindeed aneed for futher forumsof this
kind, and tha in banking inditutions in addtion to reguators, shoud be invited to
participate. Such anareness campaigns coud providethese parties an underganding of':

m  HowtheSmadli remittance companies aresructured;

m  Thetypicd naure of the remittance busness and howthe Somali remittance companies
conduct their operdions

m  Howthessttlement process normaly works

m  How the companies utilize bark acooutsto conduct ther operaions particuarly in
relationto the sdtlement process

m  Theprogressof the mmpaniesin reggeringtheir busnesses, and
m  Programs and processss in place for meding ati-money laundering reguations, ‘know

you cusome’ programs (cliet idertificaion and veificaion requrements, record
keeping, rgporting of suspicious activities
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| mplementation and timeframe

Estimated timeframe

The charts below provide an oveview of suggested timing and duration of the key adtivities
recommended above under thetwo scenarios. It mus be gopreciated tha the chat is based
on indcaivetiming and duration of al adivitiestha coud be commenced or carried out in
the near term (Within two years). Some of these activitieswill need to continue beyond two
years It isadso worthnating tha many of these adtivitieswill require technical asssance as
dscused belowin section 5.5.2.

Ou experience of Somalia during this projed has proved tha Sgnificantly more time is
required to condud gudes and fieldwork in this country. Acocordngy, we would caution
againd the edimaed durationinthistimeframe
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Indicative Timeframe for Scenario 1

Activity

Months

18

21

24

ESTABLISH POLICIES
Development of policies impacting upon financial sector
Development of financial sector policies

BANKING SECTOR DEVELOPMENT

Build legal and regulatory framework

Development of laws relating to institutions

Deve lopment of laws relating to contracting and conduct
Deve lopment of accounting and auditing standards
Develop ment of prudential regulations

Development of failure resolution laws

Build other financial sector infrastructure
Bank supervisory capacity building
Deve lop ment of payments system

Develop institutions
Set-up of Central Bank

Upgrade skills
Training of bankers/central bank staff/remittance cos.staff

REMITTANCE SECTOR STRENGTHENING
Regulatory support

Supportof Somali remittance companies' association
Interim oversight mechanism in place

Improve transparency of remittance companies
Registration/licensing of remittance cos. in host countries
Institutional governance/management support
Accounting/auditing systems and external audit

|

o€
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Indicative Timeframe for Scenario 2

Activity

Months

3 6 9 12 15 18

21

24

ESTABLISH POLICIES
Development of policies impacting upon financial sector
Development of financial sector policies

BANKING SECTOR DEVELOPMENT

Build legal and regulatory framew ork

Development of laws relating to institutions
Development of laws relating to contracting and co nduct
Development of accounting and auditing standards
Development of prudential regulations

Development of failure reso lution laws

Build other financial sector infrastructure
Bank supervisory capacity building
Development of payments system

Develop institutions
Evaluation of Bank of Somaliland
Restructuring of Bank of Somaliland

Upgrade skills
Training of bankers/central bank staff/remittance cos. staff

REMITTANCE SECTOR STRENGTHENING
Regulatory support

SupportofSomali remittance comp anies' association
Interim oversight mechanism in place

Improve transparency ofremittance companies
Registration/licensing of remittance cos.in hostcountries
Institution al governance/management supp ort
Accounting/auditing systtms and external audit

e —
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Areas for Technica Assistance

Clearly, a wide range o initigives involving cepacity buldng and ingitutiona
grengthening, are necessary within the near termto enablethe atry of aprivae bark & the
earlies possble opportunity whils srenghening the exiging Somali ramittance sedor.
Expat assgance in areas of Pecific rdevance to our recommenddions, some of which
could be funded by donors such as UNDP and EC, include:

Generd legdl andjudicia framework advisors for designing the non-banking laws such
as company law, propaty rights law, bankruptcy law and judicid sysem, amongst
others

Lega advisors (with expertise in financid sedor reguatory franeworks): for drafting the
Central Bark law, Barking law and prudertiad guddines relaingto entry requirements
to the banking sector including branches of foreign banks andthe necessary supervison
and reglatary overdgt of banks non-bark financid ingitutions maoney trander
companies and microfinance erntities amongs athers,

FHnancid sedor advisors for assgance in sdting up the centrd bark, desgning and
developing the bark draegy with paticuar refaence to human resources and
successon plan and aroadmap for the resructuring of the benking infrastructurein the
areas of paymats and clearing, adoption of, banking supervison and reguatory
oversght, bank resructuring and licensng and ingitutiona capecity buldng in areas
auch as management and comparae govemance lending and markding, internd audit
and control, credtsfundion end collaead gopraisal, amongs athers

Fnancid sedor acoouting and audting advisors for assgance in adoption of
internaiona accourting $andards and chart of accouts desgn of acoouting and

audting sysems

Audting firms for carying ot extend audts and ovadght of the remittance
companies,

Hnancid advisors far advice on the separaion of central banking functions of Bark of
Smdiland and Bank of Puntland from its commercia banking operaions,

Bank trainers fortraining in benkingpractices anti-money laundering regmes, and

Legd advisors for assging with the formation of the Somali remittance companies
asociation.
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| mplementation options

Accel erating the timeframes

The above timeframes for cregting an enading environmat for susainadle financia
intermedidion are based on taaly reetadishing the necessyy ingitutiona and legdl
infragrudure. However, thesetimeframes can be shatened under following condtions

m  Allowing the atry of amgor intenaionaly recognized bank in Somalia on the beds
thet thisbank is aready licensed and reguated in ather parts of the world. This was
recertly evidenced by proposed entry of Sandard Chatered Barnk in Afghanidan even
though thecountry doesnat havetherequired capacity for reguating barks, or

m If the ole am isto provide credt to support privae sedor development on an urgent
bess then an intermedidion/credt agency can be put in place with donor assgance.
However, it is imperdive tha any such initidive is in accordance with market -besed
principles and sound barkingpradices or

m  With very large donor financing, extensve ‘hands on’ tedhnical asssance can be
providedto acceleaethe key reforms For exanple, this coud mean the outsourcing of
the superviory fundion to anather catra bank in the regon or conautats However,
this may be a the expense of buldng susanahlity whereby loca involvemeat is
balanced with ousde technica assgance.

Program management options
Theoptionsfor congderation and dscussons are:

Option 1

The gppointmeat of asenior advisor familiar with central and commercia banking fundtions
In various environmerts, including Idamic and pos-conflid background, to ensre effedtive
co-ordndion of atire modernizetion of banking sector, which mus a% include
safeguardng and drengthening of money trander companies and improving ther
accountahility and govemnance This gppointment would be initidly for duration of two years
with the smior advisor reppongble for program management as well as implementaion of
catain key adivities The advior woud additionaly co-opt or cdl upon vaioustechnica
expatsasoulined inthekey areas above duringthetwo-yea peaiod.

Option 2

Thiswoud be smilar to Option 1 but without the senior advisor, in which case indvidual
technical expats woud be engaged to address specific areas recommended above. The
program would be managed either by akey donor ar by a Somali officer or unit within the
certral bank or Minigry of Finance. T he duration for which thetedhnica experts woud be
required will depend on the adtivity but in mog casesthey woud nat be required for more
thanoneyea.

In bath these options it isworth congdering the posshility of short-tem secondments of
key expertsfromneighbouring central banks
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Momentum for safeguarding the Somali remittance sector

It is srongy recommended that the momentum bult up to safeguard / grengthen noney
trander companiesmugt be maintained by continuing assagtance, for example inthe areasof
providng graegc gudance andtechnica advicetothe SSA, improved communicationsof
the role of Somali remittance conpanies in the econamy, and further workshops/ seminars
in key geographical locaions The gpportunity must be teken to invite naiona reguaory
authorities to these workshops s the their underganding of reamittance busness is
improved, and thee istrangpaency and communicaion of the progress being made by the
Smali remittance companies. SHected assgance through the asocidion to provide a lead
and to grengthen theremittance operaions shoud o receivepriority.

UNDP mugt oortinue to play the leading role in driving the Somai remittance sector
initigivetothepoint wherethe sedor isgable.

Buildinglocal capacity through Somai skills

To accdade progess, effats shoud be made to identify qualified and suitadly trained
Smalis living aroad who would be willing to reurn to their homeland, bringng their
expeatise to the banking sedor. The required skillsare catainly availade outsde of Somdlia,
however adequate incatives are required for the reurn of qualified and skilled Somdisto
Smalia Thisinitiative can bepursued by UNDP.

Of couse, the presence of a gade environmeat in the regon togahe with an acceptable
international recognition shoud provide the much needed impetus to acoelerae progress in
this negected pat of the world, where we found significant privae sector adivity and
people demandng the esadishment of a proper and effedive barking sysam tha will
cortribute dredly to poverty reduction by aeding new busness and employment
opportunities, andto the economic growth of the courtry.

| mplementation risksto restoring financial intermediation

There ae numerous risksto egablishing the kind of environmet and framework reguired
for gabe banking and sufficient levels o financia intermediation in Somaia. Key among
them arepolitica risks, ladk of pudic confidence and hence the ahility of banksto mohilize
fundsfor purposes of intermediation. Othersrelaeto the amout of time requredto bulda
new and comprehengve incative gruaure for competitive marked-based finance. These and
other issues are highlighted below:

Political risk

Political risk rgpresats oneof the major impedmatsto financia intermedation. Internally,
problems pergg in reconciling the various groups. Urtil these problems ae resolved and a
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government is pu in place it ishighly unlikely tha the program for developing a banking
sector can be commenced

Meaningfu levelsof forma privae invesment are unlikely tomaeridize & lees urtil some
of these olstacles are ranoved. Political risk guarantees may facilitae larger invedmernts,
and a gadud regoraion of confidence may lead to samaler invedmats Prospeds for
financia intemedaion may na be grong urtil the invesment climae improves which
requres an improvement in the politica landscape. Otherwise, it is doubtful tha banks
wou d expose themsaves to risk for some time Ingead, they woud probably rely on
guarantees for balance e expoaure, and focus on fee income-generaing services in the
fom of tranders and remittances trade finance, and foreign exchange tradng.
Consequently, depost mohilizetion and lending adtivitieswill nat be the barnks priority.

Market size

The dze of the Somdia markke remains reaively sndl. The popuaion is less than ten
million, and per capitaincmeisamongs the lonest in Africa. While remittances, informal
svings and drong family ties trandate into more financial protedion than indcated by
economic gaigics adone, the marke is gill samal. This may cause invesment progpectsto
appea lessdtradive and weaken proged sfor financia intemedation.

Public confidenae

Regoring corfidence incivil inditutionsisa dow process particuarly after along period of
living without any centra form of naiond adminigraion and ingitutions. Moreover, the
loss of money by depositorsand indviduals after the tata collgpse of the banking sysem a
decade ago and more recatly in the aftamah of closure of Al Bar&ka, is mog likely to
trandae into an enormous chdlenge in rebullding public confidence inthe barking sygem.

Ability of banks to mobilize funds

Funding for and from banksmaybeminima for theforeseedde future FHrg, fundng sources
wou d be limited because of theunwillingness of depostarsto placetheir fundsinthe barks
Second, there are no atha financing merkes  Third, in the cae of Smdiland, theae is
undersandable concemn about licensng barnksif they cannot med regulatory requiremertsor
If the supervisory capacity isnot availade. Fourth, primeraed foreign banksto dete have
shown littleinteres in inveding in thebanking marke in Somdia

Willingness of banks to take risk

Banks in genera are unlikely to lend in any great volume soon for saverd reaons Frg,
their fundng base will be limited. Second, the regulatory regmewill appear grid intams
of the managemat and quality of asstssnceprivadeinvesarsarenat usedto suchruesin a
laMess environmat which has perssted for the lad decade. T hird, judicia weaknessin the
commercia framework undermines the use of collated for secured lending. Competition
probably will nat maeidize urtil political condtions have gahilized, risks have abeted,
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ome measure of pubic confidence is resored, and & least two or three professordly
managed banks ae licensed and operding

Time required to build new inaentive structures

The regoraion of financiad intermedation to suppart sustanabdle longtem econamic
gowth will require implementation of many incentives and buldng of key ingitutions
Even with the adoption of new reguations it will teke time for these dhanges to be
implemented. Much training will be required, new principles and gu ddlines tesed and
adgpted and new gandards of informaion dsseminaion introduced. Also, an appeds
process will need to be inditutionalized throughout the judicid and political sygam. Inthe
banking sector, personnel will need training in makd-based commercid principles
reguations mus be underdandadle, informaion sysems shoud be used for draegc
planing and monitaring, new dandards of acooutablity and dsclosre must be
edadished, and managemat and govemancae pradices need to be conpleaely revamped to
conformto eme'gng goba sandards.

Donor coordination

There ae anumber of patertial issuestha could wesken progpedsfor the developmernt of a
banking sedor with sustainade financid intemediation. Jugtifiady, in an environment
where human tragedy has occurred, there is atendency to provide soft loans and grants for
humanitarian purposes However, in ather cases this has led to aid festures tha digort
market developmat through subsidized pricing, free loans, and agency arangementsingead
of risk-assuming principal postionsfar ingitutions While immedate relief can be provided,
such features utimaely can underminethe foundation for sustainalde medum-term finance
andingitutiona development. Second, there isthe risk of donor aswell asrecipient faigue:
ad recipients become frustrated with dow progress or donors reudance to release funds
without any acoourtahility requrementson the part of the recipients. Donors may become
frustrated with political dvison, corruation, or anply dow progress with the reform and
implementation process If thishappens thereisarisk tha donor coordination issues coud
undermine dfoats to hep Smdia buld a vidde banking sector with adequete
intermedigion cgpacity.
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Appendix 1. Regulatory imperatives in UAE for money
exchange and remittance businesses (reproduced from The
World Bank and the | nternational Monetary Fund, Informal
Funds Transfer Systems. An Analysis of the Informal Hawala
System, March 2003)
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Regulatory Framework for M oney Exchange and M oney
Remittance Business in the United Arab Emirates

Money Exchange Businessand Money Remittance Business

Regulatory The Centrd Bank of the U.A.E

Authority

L egislation 1. Federd Lawv No. 10 (1980) Concerning the Centrd Bank, monetary system,
and organization of banking.
2. Resolution No. 31/2/1986 regarding the regulaion of money changing businesg
inthe U.AEE
3. Resolution No. 123/7/92 regarding the regulaion of the money changing
businessinthe U.A.E

Licensing/ 1. Business Plan: naure and scde of money changing business, future

Registration: devd opment plans, induding management plans [dause 3(a)].

Documentation

2. Applicant: name, address, brief statement about the gpplicant, copy of passport]
or of U.A E. identity card [3(b)].

3. Guarantee. An undertaking to provide a bank guarantee drawn in favor of the
Centrd Bank equd to 50 percent of the capitd of the applicant [3(0)].

4. Supervision: An undertaking to comply with dl Centrd Bank resolutions
instructions, directives, and subject the business records to the examination, audit
and supervision of the Centrd Bank [3 (d)].

5. Other Documents: Any other informaion required by the Centrad Bank for
purposes of processing the application [3(e)].

Licensing/ 1. Paid up Capitd: Dh. 2 million [Artidle 4 ()] Individuds: The gpplicant is

Registration: U.A.E. nationd above the age of 21 years [4.2(b)].

Ownership 2. Ownership Sructure The share of U.A.E. nationds in the company is not less
than 60 percent of the totd pad up capitd [4.2(b)]. No commercid bank i
dlowed to manage the licensed person whether locd or foreign [4.4 (©)].

Licensing/ 1. Personal rdiability. be of good conduct and behavior; not convicted of any|

Registration: offense involving dishonor or dishonesty or violence, or have failed

Fitness and to honor his liabilities toward banks or other creditors; shdl not have been

Probity Test declared bankrupt or reached a settlement; have had ther assets put under judicid

recevership [4.3 (9)].

2. Professional qualifications: Must have the appropriate theoretica knowledge of
money changing business and the necessary management experience [4.3 (b)].
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Money Exchange Businessand Money Remittance Business

Permitted
Activities

"Money Changing business’ means the purchase and sale of foreign currencies i
theform of bank notes and coins, the purchase and sale of traveers checks, the
handling of remittance business in both the locd and foreign currencies and other
matters gpproved by the Centrd Bank.

Prudential
Regulation

1. Capital: Totd assetsmust nat exceed ten times the paid up capitd and must nd|
fdl beow the gpproved limit [8 1 (a)]. Any patner in the business may nd|
withdraw any amount from the business in excess of his share of ne& annud
profits [8.2(1)].

2. Management: Managers must dways recaive prior goprovd from the Centrd
Bank [8 2(b)].

3. Ownership. The bank's ownership and capitd structure should not be dtered
without Centra Bank permisson [8.2(c)].

4. Organizational Restructuring. No mergers, amadgamations, or joint ventureg
without Centra Bank permisson [8.2(d)].

5. Location and Branches The premises and change of premises for conducting
the business requires centrd bank approva. NQ other activity of whatsoever
nature can be undertaken in the same premises [8.2(6)]. No branches can be
opened without Centrd Bank permission [8.2 (g)].

6. Business Name The business name shdl not include the words "bank,'|
"financid institution," "investment/commercid/red estate company,” or any other
than money changing business [8 2 (f)].

7. Auditors: The business must gppoint a Centra Bank gpproved auditor [8 2(h)].

8. Accounting Records: T he business must maintain proper accounting recordg
and submit these forms as required by the Centrd Bank [8.2 (h)]. The business is
authorized to issue drafts in its own name and drafts must be signed by the duly|
authorized signatories [8 20)]. The business shdl provide, upon request from the)
Centrd Bank, dl data information, or statistics, a& any time, and for any speci fied
period, and such information shall be identicd to the records of the business and if
shdl be regarded and treated as confidentid.
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Money Exchange Businessand Money Remittance Business

9. Cudomer ldentification Records*. Money changers tha ae involved inf
money funds transfers must record details of persons or institutions that transfer
an amount of Dh. 2000 (two thousand) or equivaent in other currencies. To
ensure the correct identity of the dient, any of the following origind documentd
are requi red:

(1) passport, or

(2) U A.E. ID cad for U.A.E. nationds, or
(3) labor card for non-U A.E nationds, or
(4) driver slicense

With the necessity to carefully check the person's photo in dl cases (1) recording
the phone number only (without the address). In the case of transfers in amounts
less than Dh 2000, the transferor should be given a recapt without the said
detals.

10. Trarsaction receipts. Dedings between the business and customers must be
supported by officid receipts [8.2(i)]

11. Disdosure Customers must be informed by a public nonce ther right to 4
receipt and the rates a which the transactions are conducted [8.2(i)].

12. Asset Quality The business shal not encumber any assets without the prior
permission of the Centra Bank [8.2(j)].

13. Insider Borrowings: Shareholders, partners, directors, managers, or controllerg
of the business may not borrow from or lend to the licensed business and they
may not have current accounts or any other accounts with the business[8.2(m)].

14. Prudential Reports: The business is required to submit on a quarterly basis to
the Centrd B ank a signed copy of the year end accounts and the auditors report
[8.2(n)].

Supervision

The Centrd Bank reserves the right to inspect the activities of the licensed person|
a any time it finds it gopropriae to ensure adherence to the provisions of itg
resolutions [9).
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Money Exchange Businessand Money Remittance Business

Revocation,
Restriction or
Vanation o
License

The Centrd Bank may revoke alicenseif:

(2) it appears there is a breach of the conditions of the license;

(2) the business is in breach of any instructions or circulars issued by the Centrd
Bank;

(3) the Centrd Bank is issued with fdse, misleading, or inaccurate information
from the business;

(4) the interests of customers or potentid customers of the business are in any
other way thregtened;

(5) acompetent judicid authority orders its liquidation;

(6) ajudicid receiver or manager has been gppointed;

(7) abankruptcy order has been made against the business;

(8) the business isunable to pay its debtsas they fdl due and

(9) the vdue of the assets ae less than the amount of its liabilities taking intg
account its contingent or prospective liaghilities

Source: Centrd Bank of the United Arab Emirates, Resolution No. 12392 regarding the regulaion of
Money Changing Businessinthe U.A.E and Notice 1815/2001 to All Money Changers operating in
the U.A.E on Outgoing T ransfers, date 01/10/2001
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Appendix 2: Assessment of progress by Somali remittance
sector against FATF best practices
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COMBATING THEABUSE OF ALTERNATIVE REMITTANCESYSTEMS
International Best Practices, FINANCIAL ACTION TASK FORCE (FATF), 20 JUNE 2003

Back ground
Special Recommendation VI: Alternative Remittance

“Each ocountry should take measures to enaure that persons or legal entities, including
agents, that provide a service for the trangnission of money or value including trangmisson
through an informal money or value transfer sysem or network, should be licensed or
regisered and subject to all the FATF Recommendations that apply to banks and non-bank
financial indtitutions. Each country should ensure that persons or legal entities that carry
out this service illegally are subject to administrative, civil or criminal sanctions.”

The Bes Practices Pape isintended to give additiona details (including some examples), to
offe jurisdictions suggegtions in implemeting Seciad Recommendetion VI and to gve
them guidance on how to deted atemaive remittance sygems outsde the convertiona
finacia sedor. It focuses on many pradica issues, such as the identificaion of

money/Naue trander sarvices, the procedures for licenang or regseing such services and
their cusome due dligence procedures

Definition

Money or value transfer service (MVT service) referstoafinancid servicetha accepts ca,
checks athea mondary indrumats or ather gores of vaue in one locaion and pays a
correpondng sum in cash or othe form to a beneficiary in anather location by meansof a
communicaion, message, trander ar through a clearing nework to whichthe MVT savice
belongs Transadions performed by such services can involve one or more intermediaries
and athirdparty find paymert.

Principles
The following principles guide the exablishmet of the FAT F bedt pradtices

m Incatan juisdctions informa MVT sarvicesprovide alegtimae and efficiat sarvice.
Ther savices ae paticdaly reevant whae accessto the fomal financia sedor is
dfficut or prohibtively expensve. Informa MVT savices ae avalade outsde the
nomal barking busness hours. Furthermore money can be sent to and from locations
where theforma banking sydemdoes nat operde.

m MVT sarvices are more atrenched in some regonsthan ahers for cuturd and ather
reasons Underground banking is a long-sandng tradition in many courtries and pre-
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dates the goread of Wedem barking sygems in the 19" and 20" certuries These
services gperde primarily to provide trander facilitiesto neighbouring jurisdictions for
expdrideworkesrepdriaing funds

However, the saging pogs of underground barking are no longer confined to those
regons where they have ther higorica roats Accordngdy, infarma MVT savices ae
no longer used solely by personsfrom specific éhnicor cutura badkgrounds

Informal MVT sarvices cantake on avaidy of formswhich, in additionto the adoption
of arik-based gpproach to the problem, pointsto the need to take a funational, rether
than a legaligic definition. Accordngy, the FATF has developed suggested practices
thet woud bes aid authoritiesto reduce the likelihood tha informa MVT serviceswill
be misused or exploited by noney launderersandthefinancias of terroriam

Covernment ove'sght shoud be flexible, effedive, and proportiond to therisk of abuse.
Mechanismstha minimizethe compliance burden, without cregting loopholesfor money
launderers and terorid financiers and without being so burdensome tha it in effed
causes informa MVT sarvicesto go “ underground” meking them even harder to deedt
shoud be gven due congderaion.

It isacknowledged tha in some jurisdictionsinformal MVT services have been banned
Soecial Recommendation VI does nat seek legtimization of informal MVT sarvices in
those jurisdictions. The idertificaion and anereness raisng issues noted may however
be of use for compeat authorities involved in identifying informa MVT services and
for sndioningthose who opaaeillegdly.
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Areas of Focus

FATF Best Practice Recommendation

Implications for Somali

remittance companies

Progress of Somali
remittance companies

(i) Licensing/Registration

A core dement of Sped d Recommendation V1 is
that jurisdictions should require licensing or
registraion of persons (natura or legd) tha
provide informa MVT savices. The FATF
defines these terms in its interpretaive note to
Specid Recommendaion VI. A key dement of
both registration and licensing is the
requirement that the rdevant regulatory body
is aware of the existence of the business. The
key difference between thetwo is that licensing
implies that the regulatory body has ingected
and sanctioned the particular operator to
conduct such a bhusiness whereas registration
means that the operator has been entered into
theregulator’'slist of gperators.

See bdow

See bdow

a. Reguirement to Register or License

® At a minimum, jurisdctions should ensure
tha MVT sevices are required to register
with a designated competent authority such as
a Financid Intdligence Unit (FIU) or
financid sector regulatory body. Registration
of MVT savices is likdy to be a rd aivdy
cost effective gpproach when compared to the
significant resources required for licensing.

m  The obligaion of licensing or registraion
goplies to agents. At aminmum, the principa
business must maintain a current list of agents
which must be made avalable to the
designated competent authority. An agent is
any person who provides MVT service under
the direction of or by contract with a legdly
registered or licensed MVT savice (for
example, licensees, fran chi sees,
concessionaires).

m  Jurisdictions following

FATF best practice will
require Somdi
remittance companies
to ethe register (eg.
United Kingdom with
HMCE) or license (e.g.
United Arab Emirates
with the Centrd Bank
of the UAE).

Agents of Somdi
remittance companies
(s defined herewith)
will be required to
register or license in
catan jurisdictions.

m  Progress on this front

vaies throughout the
sector. However, there
has been a concerted
effort to register and
license where required
to do so in the last two
years. Lager
companies in paticular,
continue to  make
progress on this front.
Most lage companies
have registered in the
UK and in severd US
states (eg. Minnesota)
and are in the process of
beng licensed in the
UAE.
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m The registraion and

licensing process of
agents  of  Somdi
remittance  companies
has been far slower than
those of principd
companies.  Provision
of lists of agents does
gopear to take place
however, dthough not
dways in a structured
manner.

b. Appicationsfor License

® In determining whether an gpplicaion for [ @ Authorities  adopting Severd Somdli
licensing can be accepted by the regulatory FATF best practice on remittance  companies
authority, itisdear that some form of scrutiny licensing will underteke have been through such
of the application and the operator needs to be some due diligence of licensing  procedures
conducted. This is in line with FATF Somdli remittance and have successfully
Recommendation 29, which staes tha companies seeking been granted licenses.
regulators should introduce “the necessary licenses. At lesst two lager
legal or regulatory measures to guard againg companies have
control or acquisition of a significant Authorities  adopting obtained licenses in the
participation in finandial institutions by FATF best prectice on UAE whilst two other
criminals or their confederates.” licensing will conduct ae currently engaged in

background checks on the licensing process.

m  Authorities should conduct background operators, owners,

checks on the operators, owners, directors and directors and

shaeholders of MVT savices. When
considering the suitability of a potentid
operator, the authorities should conduct a
crimind record check on the principd persons
having control over the operaions of the
MVT savice, as wdl as consult gopropriae
lav  enforcement databases, induding
suspicious or unusud reporting filings.
Consideration should be given to defining the
type of crimina record whi ch would make the
goplicant indigible to operate alicensed MVT
sevice.

shareholders of Somdi
remittance companies
seeking licenses.
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c. Business Address

MVT services should be required to submit details
of the addresses from whi ch they operae and to
notify the authorities upon any change of address
or cessation of business. Where possible this
informaion may be made avalable to both the
public so they may check which MVT savice is
properly licensed or registered before using their
savices, ad to  investigativeregulatory
authorities during the course of ther work. This
adso has vdue for finandd institutions with which
the MVT services mantain accounts as they ae
ale to identify which MVT savices ae
licensed/registered and thus are more able to
identify illegd operators and to report to the FIU
or appropriate competent authority accordingly.

m  Authorities  adopting

FATF best practice will
require Somdi
remittance companies
to stae the addresses
from  which  they
conduct business and
notify authorities when
they this changes. This
informaion should be
publidy avalable

®m  Somdi

remittance
companies agppear to
comply  with  this
requirement wherever it
is made Many of the
larger companies have
websites which list the
addresses  of  ther
branches around the
world. This
requirement is typicdly
met by companies for
their agents, dthough it
is difficult to tdl if dl
agents'  addresses are
provided and updated.

d. Accounts

® |n processing cash and in the settlement of
transactions, MVT savices use bank
accounts. Some operators run a number of
businesses, of which MVT serviceis one, and
use business accounts to conduct or conced
the remittances of funds on behdf of ther
cients thereby masking thetrue origin of the
commingled funds and accounts.

B MVT sevices should maintan the name and
address of any depository institution with
which the operator mantans a transaction
account for the purpose of the MVT savice
business. These accounts must be cgpable of
beng identified and should be hdd in the
name of the registered/licensed entity so tha
the accounts and the register or list of licensed
entities can be essily cross-referenced.

m  Traditiond financid institutions shoud be
encouraged  to  devdop more detaled

Somdi remittance
companies should
mantan separde

transaction accounts a
banking institutions for
the purpose of ther
remittance  business.
These accounts should
be hdd in the name of
the registered/licensed
entity.

Traditiond financi d
institutionrs should be
encouraged to deveop
an undestanding of
how Somdi remittance
companies utilize their
bank  accounts to
conduct thar
operations.

Somdi remittance
companies gppear to
have ensured that they
hold sepaate bank
accounts  for  thar
remittance business and
that the names of ther
banks accounts are hdd
in the same name as the
registered/licensed
entity.

There still gppears to be
alack of understanding
on the part of financid
ingtitutions & to the
workings of Somdi
remittance companies.
UNDP has assisted in
this  process  with
inititives such as the
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understanding as to how MVT services utilise operaions. upcoming ‘London
bank accounts to conduct their operdions, Workshop'.
paticulaly when accounts are used in the
settlement process.
(i) 1dentification and AwarenessRaidgng See bd ow See bdow

Some informd MVT sevices are not known to
regulatory and enforcement agencies, which
mekes them dtractive to the finandes of
terrorism. ldentificaion of these MVT services
will make it less atractive for caimind and
terrorist groups to use them to facilitate and hide
the financing of ther activities.

For the mgority of jurisdictions, proactive
identification of informad MVT sevices is an
integrd dement of establishing and maintaning
an effective registration/licensing regime. Once
informd MVT sevices have been locaed,
compliance programs can be instituted under
which the agents are gpproached, their details are
recorded and they are provided information as to
their obligations. Once regul aory regimes arein
place, ongoing compliance work will indude
strategies to identify those MVT services not yet
known to reguletory authorities. Jurisdictions may
aoply a range of strategies to uncover MVT
savices, using a number of goproaches
concurrently. Jurisdictions are encouraged to
foster dose co-ordination within the rdevant
authorities for the purposes of devdoping inter-
agency strategies and using available resources to
identify MVT savices tha may be operding
illegdly. Bdow is a list of suggested best
practices for identi fying MVT savices and raising
public awareness about ther activities. As best
practices, it is recognized tha some of these
suggestions may not be gopropriae for every
jurisdiction and tha esch jurisdiction must
deveop strategies best suited to its individuad
system.
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a. ldentification Srategies

Best practices in the aea of identificaion
strategies indude

m  Examining the full range of media to detect
advetising conducted by informad MVT
savices and informing operaors of their
registration/licensing obligaions. This
indudes naiond, locd and community
newspapers, radio and the Internet; giving
paticular atention to the printed media in
vaious communities; and  monitoring
activities in certain neghborhoods or areas
where informd MVT sevicess may be
operaing.

m During investigaions, informaion about
informd MVT sevices may be uncovered
which should be passed on to the competent
authorities. Best practices indude
encouraging investigators to pay paticular
atention to ledgers of business tha may be
assodaed with informd MVT  sevices,
encour aging enforcement agencies to look for
paterns of activity tha might indicae
involvement of informd MVT savices; and,
where possible, encouraging enforcement
agencies to consider using undercover
techniques or other specific investigaive
techniques to detect MVT savices that may
be operating illegdly.

m Consulting with the opeaors of
registered/licensed MVT services for potentid
leads on MVT savices tha are unregistered
or unlicensed.

m Beng avare tha informd MVT savices ae
often utilized where there is bulk currency
moved internaiondly, paticularly when
couriers _are _involved. Paying paticular

The following strategies
may be adopted by
authorities of host countries
in which Somdi remittance
companies operat e

B Meadia seaches to
detect the existence of
remittance companies
and advise them on
regul atory requirements
and to monitor ther
activities;

B Passing on information
to othe rdevant
authorities during
investigations;

m  Obtaning information

from

registered/licensed
remittance companies
about

unregi stered/unlicensed

companies,

®  Recognizing the role of
remittance companies

in moving large
amounts of  funds
internationdly and

focusing the origin of
these funds;

B Paying dtention to

domestic  suspicious
transactions and
unusud activity

reporting as wdl as

Somdi remittance
companies gopear to have
been sdectivey subject to
some of these straegies.
However, it is dear tha dl
mgor companies ae wdl
known to rel event
authorities and have made
efforts to do so. |f anything
it agopears that not 4l
authorities  have  fully
embraced these strategies.
Smdler Somdi companies,
however, may wdl be
subject to such
identification strategies.
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atention to the origin and owners of any such
currency. Couriers could provide insights for
the identification and potentid prosecution of
illegd operators with whom the couriers are
associaed, especidly  when  potentid
violaions by couriers are linked back to the
source of the informd MVT savice
operaion.

m Paying paticula dtention to domestic
suspicious transaction or unusud activity
reporting, a wdl a to domestic and
internationd large vdue cash reporting, to
identify possible links to informd MVT
Services.

B Assisting banks and other financid
institutions in devd oping an understanding of
wha adtivities/indicators are suggestive of
informd MVT sevice operations and using
this to identify them. Many informa MVT
services mantan bank accounts and conduct
transactions in the formd financid sector as
pat of other business operaions. Giving
banks the authority to crosscheck particular
accounts aganst a register of these operators
and notify the rd evant regulaory authority as
gopropriate.

B Once informa MVT savices are identified
internationd exchange of information and
intdligence on these entities between the
rdevant bodies can be fadlitated.
Consideration could be given to shaing
domestic  registers  with  internaiond
counterparts. This strategy would aso assist
jurisdictions to identify locd operaors not
previously known.

internationa large
va ue cash reporting;

m Assisting baks and

other financ d
institutions in
developing an

understanding of what
activities/indicators are
suggestive of
remittance companies
and wusing this to
identify them; and

® Once infoomd MVT
services are identified
internationa  exchange
of informaion and
inteligence on these
entities between the
rdevant bodies can be
facilitaed.

b. Awareness Raidng Campaigns

Best practices in the area of awareness raising
campagns indude

The following awareness
rasing campagns may be

Regulatory authorities tha
ded with Somdi remittance
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m  Making informa MVT savices avare of their

obligaions to license or register, as wel as
any other obligations with which they may
have to comply. Ensuring tha the competent
authorities responsible for overseeing and/or
registering or licensing informd MVT
savices know how to detect those services
that have not registered or been licensed.
Findly, ensuring that law enforcement is
aware of the compliance reguirements for
MVT savices in addition to the methods by
which those sevices are used for illicit
purposes.

Using education and compliance programs,
induding visits to businesses which may be
operding informd MVT sevices to advise
them of licensing or registration and reporting
obligations, a opportunities to sek
informaion aout others in ther industry.
Using these outreach efforts by law
enforcement and regulaory agencies to
enhance ther understanding about the
operdions, record-kegping functions and
customer bases of informd MVT sevices.
Extending outreach campaigns to businesses
typicdly savicng informd MVT savices
(such as shipping services, courier services
and trading companies). Pladng in trade
journds, newspapers or other publicaions of
generd distribution notices of the need for
informd MVT savices to register or license
and file reports.

Ensuring that the full range of traning,
awareness opportunities and other forms of
education are provided to investigators with
information aout MVT services, ther
obligations under the regulaory regime and
ways in which ther services can be used by
money launderers _and terorist finanders.

adopted by authorities of
host countries in which
Somdi remittance
companies operate

m Making remittance
companies awae of
ther obligations,
ensuring compet ent

authorities know how
to deect them and

ensuring law
enforcement authorities
ae aware of
compliance
requirements,

m Using educaion and
compliance  programs
to advise remittance
companies and to
educate themsdves
about the operation of
these companies;

m Ensuring tha a full
range of  training,
aver eness
opportunities and other
forms of education are

provided to
investigators,

m  Issuing vaious
financid sector
publications of

guiddines to encourage
licensing or registration
and reporting and aso
generd maeid to
ensure financid
institutiors  currently

companies only appear to
sdectivedy adopt some of
these campaigns.

Lage Somdi remittance
companies gopear to have a
strong and growing
understanding of regul atory
imperatives that are placed
on them. At lesst one of the

largest remittance
companies has hed
comprehensive training

sessions for staff and agents
a alocaionintheUS. The
training materid was
prepared by the company’s
|lawyers in the United States.

Most companies activey
display ther
license/registration

documentation once they

have been obtaned. For
example, a commonly
displayed license a larger
Somdi remittance

companies is that for the
State of Minnesota in the
us.
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This informaion can be provided through
training courses, presentaions a seminas and
conferences, aticdes in policing journds and
other publications.

B Issuing vaious financid sector publications
of guiddines to encourage licensing or
registraion and reporting and dso generd
materid to ensure finencid institutions
currently subject to suspicious transaction
reporting requirements  deveop an
understanding of MVT savices. Informing
potentid customers about the risks of utilising
illegd MVT savices and ther role in
financing of terrorism and money laundering.

®  Requiring entities to dsplay ther
registration/license to customers once they are
registered/licensed. Legitimate dients will
likdy have a higher degree of confidence in
using registered/licensed operaors and may
therefore seek out those operators displaying
such documentation.

m Making a list of dl licensed or registered
persons tha provide MVT services publidy
avalable

subject to suspicious
transaction  reporting
requirements deveop
an undestanding of
MVT sarvices,

B Requiring entities to
display ther
registration/license  to
customers once they are
registered/li censed;

m Making a list of dl
licensed or registered
persons tha provide
MVT services publicy
avalable

iii) Anti-Money Laundering Regulations

The second dement of Specid Recommendation
VI is tha jurisdictions should ensure MVT
sarvices are subject to FATF Recommendations
10-21 and 26-29 and dso to the Eight Specid
Recommendations.

There is key information that both regulatory
and enforcement bodies need access to if they
areto conduct effectiveinvestigations of money
laundering and terrorist financing involving
MVT services. Essentially, agencies need the
information abaut the customers, the
transactions _ themsdves, any  suspicous

See bdow

See bdow
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transactions, the MVT servicgs location and
theaccountsused. The MVT service must also
have furthe records on hand available to
regulatory and enforcement bodies asneeded.

It is considered that to be é&ffective in
addressing the problem of MVT services,
regulations should not be overly restrictive
Regulation must allow for those who abuse
these systems to be found and stopped, but it
should not be so burdensome that it in effect
causes the systems to go “underground”,
making it even harder to uncover money
laundering and terrorist financdng through
alternative remittance

a. Cudomer Identification

The principle of Know Your Customer (‘KYC')
has been the backbone of anti-money laundering
and oounter terorist financing messures which
have been introduced to financdd service
providers in recent years, and this should dso be
the case for the MVT service sector. Customer
identification requirements in the formd financ d
sector have had a deterrent effect, causing a shift
in money laundering ectivities to other sectors.
FATF Recommendations 10-13 concern customer
identification and record keeping.

m  FATF s Recommendation 10 is considered to
be the minimum effective leve which MVT
services should be required to fulfill. The
current recommendaion sets out tha for
persons, the institution should “identify, on
the basis of an offidal or ahe rdiable
identifying document” the dient. The
documents commonly acknowledged and
accepted for identificaion purposes ae
identity card, passport, drivers’ license or
socid security card. It is important for the
cedibility of the system tha falure to

Somdi remittance
companies are compédled to
put in place sound KYC
programs, as these are seen
& the backbone of anti-
money laundering and
counter terrorist financing
measures and which have
been introduced to financ d
service providers.

m FATF 10 sdas out that
for persons, the
remittance  company
should “identify, on the
basis of an official or
other rdiable
identifying document”
the dient;

m  Proof of identity should
be required when
establishing a business
reaionship with the
MVT savice whether

Severd Somdi remittance
companies have embarked
on KYC programs.

Most remitters of funds
typicdly hold acceptable
forms of identification. In
some of the bigger
remittance companies, the
detdls of a remitter are
stored in a daabase
induding apicture

Severd  companies  are
introducing dternaive (non-
officid) forms of
identification  such  &s

photogrgph or thumb print
(and sometimes signature
and thumb print)
i dentification. This is
catainly an advance on the
previously used method of
identifying individuds on
the basis of soded
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produce an accepteble form of identificaion
will mean that a dient will be rgected, the
transaction will not be conducted and, under
specific  drcumstances a  suspicious
transaction report will be made.

m  Proof of identity should be required when
establishing a business rdationship with the

short-term i.e a single transaction, or along-
teem one Transactions via phone, fax or
Internet  should only be conducted after
customer identi fication complying with FATF
Recommendation 10 has occurred (i.e, a
business rdaionship has dready been
established). If the dient’s identification has
not been previously established, then the
transaction should not be processed.

MVT savice whether the rdaionship is a

the rdaionship is a
short-term i.e a single
transaction, or along -
term one.

rdaionships. This practice
rdied on the premise that
the remittance services were
exdusivey used by
individuds of Somdi orign.

Severd larger  Somdi
remittance companies have

introduced company
identification cads for
customers. These cads
typicdly indude customer
names, photograph,
signature and/or thumbprint,
dan ad a company-
assigned persond

identification number. Ths
identification number can be
used to track information
(induding transactions) of

eech customer from a
company informaion
system.

b. Record Kesping Requirement

Investigative agencies need to be able to retrace
transactions and identify persons effecting the
transactions (i.e the audit tral) if they are to
successfully investigate money laundering and
terrorist financing. The requirement for MVT
savices to mantan records is essentid for
effective regulaion of the fidd, but it is this area
in which the badance between the regulaor's
needs and the burden on the operaor most dearly
needs to be struck.

m  Jurisdictions should consider FATF's Specid
Recommendation VIl on Wire Transfersb
when deveoping guidance in this area. This
recommendation speci ficaly deds with funds
transfers, induding those made through MVT

As investigative agencies
need to be ale to retrace

transactions and identify
pesons  effecting  the
transactions, Somdi

remittance companies ae
obliged to mantan useful
records. FATF 12 indcates
tha companies need to
maintain, for a lesst five
years, dl necessary records
on transactions both
domestic and internationd.
It is suggested tha
jurisdictions should
consider  sdting some

Record-kesping by large
Somdli remittance
companies gopears to be
undertaken and gopears to
be of ahigh standard. Most
larger Somdi  remittance
companies ae known to
maintain records for & |east
fiveyears or for as long they
have been in existence
However, the adequecy of
these financid records for
accounting purposes could
not be assessed.

Records are generdly kept
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savices. It should be noted that Specid
Recommendation VI covers the transmission
of “ vduég’ as well as money.

B MVT savices should comply with FATF
Recommendation 12 to maintain, for & least
five years, dl necessay records on
transactions both domestic and internaiond.
Jurisdictions should consider setting some
minimum requirements for the form in which
the records should be kept. Because records
assocdaed with MVT transfer services may
often be coded and/or difficult to access,
jurisdictions should dso establish minimum
standads for ensuring that they ae
intdligible and retrievable.

minimum requirements for
the form in which the
records should be kept.

in Somdi, possibly gving
rise to chdlenges for
regulaors.

T he study team was unabl e,
however, to ascatan the
compl eteness of records.

It is evident, however, tha
standards do not appear to
have been s& in many
jurisdictions.

c. Suspicious Transaction Reporting

To mantan consistency with the obligations
imposed on othe financdd institutions,
jurisdictions  should introduce transaction
reporting in line with ther current reporting
requirements for financid institutions

m  Jurisdictions may consider issuing specific
guidance as to wha may oondtitute a
suspicious transaction to the MVT seavice
industry. Some currently used indicators of
suspicious financid activity, such as those
found in the FATF' s Guidance for Finand d
Institutions in Detecting Terrorist Financing,
ae likdy to be rdevent for money/vdue
transfer service activity. However, paticular
activities and indicators that are uniqueto this
sector should be further deve oped.

m The second hdf of FATFs Specd
Recommendation VII on Wire Transfers
should dso be taken into account when
devdoping guidance in this aea For
example, opeaors that receive funds/vaue
should ensure that the necessary originator

To mantan consistency
with the  obligaions
imposed on other financi d
institutions, remittance
companies are required to

report suspicious
transactions.
Such reporting standards

exist in ceatan jurisdiction
in which Somdi remittance
companies operate

Notably, such standards
indicate that remittance
companies must ensure
originator information is
induded when remittances
ae made.

Most large Somdi
remittance companies are
aware of the nead to report
suspicious activity and have
the means in place to do so.
One of the lagest Somdi
remittance companies has
devdoped software that
dlows for the cross
checking of existing and
potentid dients aganst
internationd suspicious
person databases.

It is, however, undear asto
the levd with which
companies have embraced
this need and trandaed it
into their operations.

Although progress varies in
the sector, it is dear that
catan  companies  ae
atempting to advance this
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information isinduded. Thelack of complete process in ther operations.
originator information may be considered as a
factor in assessing whether a transaction is
suspicious and, as gopropriae, whether it is
thus reguired to be reported to the Finand d
Intdligence  Unit or other competent
authorities. If this information is not induded,
the operaor should report suspicious activity
to thelocd FIU or other competent authority
if gopropriae

(iv) Compliance Monitoring

Regulatory authorities nesd to monitor the sector | Regulaors adopting FATF | N/a
with aview toidentifying illega operators and use | best pratice ae likdy to
of these fadilities by crimind and terrorist groups. | monitor Somdi remittance
Jurisdictions ae encouraged to consider the | companies with a view to
following options: identifying illegd operators
and use of these fadlities
m  Competent authorities should aso be entitled | by crimind and terrorist
to check on unregistered entities tha are | groups.
suspected to be involved in MVT services.
T here should be an effective process for using
this authority.

m  Granting regul aory agencies or supervisory
authorities the authority to check the
operations of a MVT savice and make
unexpected visits to operators to dlow for the
checking of the register's detals and the
inspection of records. Record keeping
practices should be given particular atention.

m  Establishing a process of identifying and
classi fying operators which are considered to
be of high risk. In this context, "high risk"
means those operaors which are considered
to be of high risk of being used to carry out
money laundering or terrorist financing
activities. Jurisdictions are encouraged to give
such high risk entities extra atention from
supervising authorities.
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(v) Sanctions

In designing legislaion to address this problem,
one of the aspects to be considered concerns the
sanctions which are avalable to redress non-
compliance. If aMVT service operator is found to
be non-compliant with the rdevant requirements
of the legislation the competent authorities would
be expected to sanction the operaor. Idedly,
jurisdictions should set up a system to employ
avil, coimind or administraive sanctions
depending on the severity of the offence For
instance, in some cases a warning may initidly
suffice. However, if a MVT savice continues to
be in non-compliance, it should receive stronger
measures. There should be paticularly strong
pendties for MVT savices and their operaors
that knowingly act against the law, for example by
not regi stering.

To monitor the ocontinued suitability of an
individua to conduct aMVT service, jurisdictions
are encouraged to put systems into place which
would bring any conviction of an operdor,
shareholder or director following licensing or
registraion, to the atention of the agppropriae
authorities. Consideration should be given to
defining the type of crimind record which would
make the gpplicant indigibleto beaMVT savice
provider.

Implications for Somali

remittance companies

In  designing legislion,
authorities adopting FATF
best practice ae likdy to
consider sanctions which
are avalableto redress non-
compliance. Somdi
remittance compani es may
well be subject to various
sanctions.

Progress of Somali
remittance companies

N/a
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Appendix 3: List of Consultations and M eetings

1.  Meetingsduring field visit to Bossaso between 8"-10" June 2003
United Nations Development Programme

Mr. Parakrama Siriwardana, Security Offi cer

European Commission

Mr. Alberto Fait, Liaison Officer

Amal Group o Companies

Mr. J. Kassim Ali, Director

Sandi Conaulting

Mr. Mohamed Abshir‘Wadd , Director

Ministry of Finance

Mr. Hussen Farah Doodi, Miniger of Finance

2. Meetings during field visit to Hargeisa between 10™-12"" June 2003
United Nations Development Programme

Mr. Faisd Mohamed, Security Officer

Dahabshiil Private Limited Company

Mr. Saeed M. Dudeh, Consultant

Ministry of Finance

Mr. Hussen Ali Dudeh, Minister of Finance

Bank of Somaliland

Mr. Abdourahman Dudeh Mohamad, Governor

3. Meetingsduring field visit to Mogadishu between 13"-12"" June 2003
United Nations Devdopment Programme

Mr. Rolf Hdmrich, Security Officer

Meeting were conducted with representatives of ;

Towfig Nationlink

Global Money Trander

The Somali Business Association
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4. Meetingsduring fidd visit to Dubai between 23°-25™ June 2003
Amal Group o Companies

Mr. J. Kassim Ali, Director

Barwago

Mr. Ali Abdulle Sabriye

Towfiq

Mr. Dahir Jumde Addan

5. Meetings during field visit to Hargeisa between 13"-19" July 2003
United Nations Development Programme

Mr. Max Gaylard, Country Representative, UNDP Somdia
Mr. Ivanoe Fugdi, Coordination Officer, Hargeisa

European Commission

Mr. Paul Simkin, TA, SME and Peece Building, EC Ddegation Kenya, Somdia Unit
Mr. Paul Crook, Liaison Officer, Hargeisa Liason Office
Bank of Somaliland

Mr. Abdourahman Dudeh Mohamad, Governor

Dr. Jana Ali Elmi, Vice President and Director Generd

Mr. Hasson Mohamed Ismail, Director Generd

Mr. Mohammad Dihood, Personnd Manager

Mr. Mohamad Bedde, Manager, Head Office Branch

Mr. Mahmoud Abdul Roble, Manager, Generd Accounts

Mr. Adem Mahmoud Bouni, Manager, Audit and Inspection
Mr. Hassan Abdd e Hassan, Manager of Branch One

Mr. Abdulldi Hassan, Manager, Foreign Branch (Branch Two)
Mr. Ahmad Hussain Aby, Manager, Foreign Reaions
Ministry of Finance

Mr. Hussein Ali Dudeh, Minister of Finance

Mr. Ahmad, Director Generd

Mr. Ali, Director of Customs

Ministry of Commerce

Minister of Commerce
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Somaliland Chamber o Commerce, Industry and Agriculture

Mr. Abdullahi Dirie Jama, Secretary Generd

Dahabshiil Private Limited Company

Mr. Abdul Kader Hussein Saeed, Marketing Manager

Omaar International

Mr. Rgan and colleague (In the absence of chief who was avay from office)
K-Rep Advisory Services (Africa) Limited

Mr. Francis Simba, Senior Consultant

6.  List of remittance companiesthat were vistedin Narobi.
Amal Group o Companies

Mr. Ali YassinFarah, Managing Director

Dalsan Systems Limited

Mr. Osman, Director

Mr. Abdulahi Shelkh Mohamed, Administration and Personnd Manager

Mr. Mohamuud Abdirahman Auke, Generd Manager
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