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Corporate Governance Case Study: Basel Bank

THE BANK: Basel Bank is a financial conglomerate operating in Switzerland. The Bank is engaged in a wide range of banking services and also owns 100 percent of two significant subsidiaries: Basel Insurance Company and Basel Asset Management. The Bank and its insurance subsidiary are regulated by the Swiss Banking Commission in Bern, Switzerland. Basel Asset Management is an unregulated entity.

HISTORY: Basel Bank was founded in the mid-1960s by two brothers – Josef and Thomas Meyer – both of whom are retired. Basel Bank started as a small financial institution but its business has grown significantly over the past decade. As the business has grown, the Bank has expanded into a wider range of financial services and acquired both the insurance and asset management subsidiaries in the 1990s. The Bank is publicly owned and its stock is traded on the Zurich stock exchange. Members of the Meyer family still retain a large shareholding in the Bank. 

The Board of the Bank is comprised of five members of the Meyer family, the Bank’s President, Mr Schmidt, and its Chief Operating Officer, Mr Hauser. Due to the increasing complexity of the Bank’s operations, no member of the Meyer family currently serves in an executive capacity. 

The Boards of both subsidiaries are comprised of only executives of the Bank. Mr Schmidt convinced the Board of Basel Bank that this is the most efficient method as it leaves the management of the two subsidiaries to the executives who best understand their respective activities.

The Bank’s president, Mr Schmidt, was recruited in 1998 to expand further the business of Basel Bank. Although Mr Schmidt has held senior positions in two other banks that had serious problems as well as a finance company that failed, he has extensive experience in the financial field and convinced the Board that problems at his previous places of employment were “beyond his control”. Mr Schmidt exercises a tremendous amount of influence over the Board of Directors and the day to day operations of the Bank.

The auditor of Basel Bank is Mr Holmes. He operates a medium-sized accounting practice focusing primarily on business services and tax advice. Basel Bank is his only major audit client and he has been the Bank’s external auditor for the past 25 years.

SCENARIO: An acquaintance of Mr Schmidt’s is Mr Nash. Nash is an entrepreneur heavily involved in speculative property development. Schmidt and Nash play tennis every Saturday at the country club where they both belong. Mr Nash’s family company, Slick Investments, is currently involved in commercial property development and the company has obtained approval from city officials to build a skyscraper in Zurich.

Mr Nash convinces Mr Schmidt that this project is viable and will provide good exposure for Basel Bank as the primary funding source. Mr Schmidt is impressed by the concept drawings, marketing package and scaled models of the project. To sweeten the deal, Mr Schmidt is given a block of shares in Slick Investments.

Despite the reservations of the credit department of Basel Bank, Mr Schmidt convinces the Board of the merits of the project. The Board is initially reluctant as the project represents a huge exposure for a bank the size of Basel Bank. The Board members are not informed about the concerns of the credit department nor are they told about the shares of Slick Investments that have been given to Mr Schmidt. Due to Mr Schmidt's persuasiveness, the Board agrees to approve the loan for the project.

The skyscraper will be located on a piece of property purchased by Slick Investments at the peak of the Swiss property boom. The project is financially backed by a number of interests and Basel Bank is the primary source of funding for construction. The credit facilities are secured by a first mortgage on the site.

In the first year following the extension of credit to Slick Investments, the credit seems to be performing well and interest payments are made on a timely basis. The construction commences and the project receives a lot of positive publicity. However, the property market then suffers a downturn and efforts to pre-lease the building before completion prove fruitless. The other investors withdraw, taking a substantial loss. Slick Investments runs out of cash and work on the building is halted when the skyscraper is only half completed.

Mr Schmidt updates the Board on the situation and acknowledges that Basel Bank may have to foreclose on Slick Investments. He realises that he is now at risk himself and assures the Board that he will work out the problem with Mr Nash, using personal persuasion.

Mr Nash assures Mr Schmidt that the property downturn is temporary. In order to protect himself, Mr Schmidt arranges for Basel Asset Management (BAM) and Basel Insurance Company (BIC) to take a stake in Slick Nominees, a wholly-owned subsidiary of Slick Investments. Nominee’s primary asset is a stake in the skyscraper project. The investment by BAM and BIC occurs without the knowledge of the directors of Basel Bank as Mr Schmidt realises that this will raise more questions than he can answer. The Boards of both BAM and BIC are comprised of subordinates of Mr Schmidt and so they reluctantly agree to the transactions.

Six months later, the internal auditor of Basel Bank identifies the group’s overall exposure to Slick Investments and provides this information to Mr Schmidt, to whom he directly reports. Mr Schmidt does not share the report with Basel Bank’s Board. The property market in and around Zurich does not recover and Slick Investments is unable to service the credit facility on the skyscraper project or any of its other debt. The Board of Basel Bank agrees to restructure the facility in the hopes of protecting their exposure to Slick Investments.

At fiscal year end, the external auditor, Mr Holmes, notes that BAM and BIC have received clean (unqualified) audit reports from the two different firms that serve as their auditors and he issues a clean audit report for Basel Bank.

Ten months later, the Swiss Banking Commission, in the course of a routine inspection of BIC, identifies and raises concern about the value of the investment in Slick Nominees. The external auditors of BIC are asked to explain the valuation of the asset. The auditors of BIC inform Mr Holmes, as auditor of Basel Bank, and he is horrified to realise that BIC is also exposed to Slick Investments. Additional discussions with the auditors of BAM establish the full extent of Basel Bank’s direct and indirect exposure to Slick Investments.

Mr Holmes meets with the directors of Basel Bank and advises that he will be qualifying the accounts this year and there may be going concern implications. After investigation, Mr Schmidt is forced to explain the full nature of the overall dealings between Basel Bank and Slick Investments. Rumours circulate within the markets and Basel Bank is faced with liquidity problems. This results in a hit to the Bank’s share price and confidence problems at BIC. The Swiss Banking Commission decides to suspend the operations of both Basel Bank and BIC to prevent a further deterioration in the situation.
Issues for Discussion

Consider the following governance/control measures and discuss how they could have been effectively applied as mitigants to the scenario of Basel Bank.

· Board composition: number of board members, requirements in terms of independent directors for Basel Bank, BIC and BAM, suitability of board members

· Board committees: credit committee, audit committee, board selection committee, compensation committee

· Fit and proper tests: ensuring directors/executives have demonstrable expertise, integrity and suitability

· Mandatory board responsibilities: accountability for reviewing reports, approving large exposures

· External audit: qualification of auditor, using work of another auditor, discussions among external auditors/management/supervisors

· Internal audit: reporting structures, audit committee of board

· Financial reporting: related parties, large exposures, consolidation

· Risk management systems: asset concentrations, credit approval process, consolidated controls

· Role of regulators/supervisors: approval of directors, on-site/off-site work, report review, discussions with other regulators
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