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FROM THE PRESIDENT’S DESK

The year 2004 has witnessed the fastest pace of the world economic growth for more than 20 years. Stock markets have had a dream run
and bourses have spurted in most developing economies. GDP growth rates in emerging markets have notched up unimaginable heights.
This, however, has had little impact on the lot of the common man. Despite UN resolve to halve the world poverty by 2015, poverty has
actually climbed up in 2004. Hunger, the severest form of poverty, stalks 20 million more people across the world having risen from 842
million to 852 million. Poverty is not limited to Africa or the Sub Saharan desert or developing countries. It has risen by 1.3 million in
the US, the world’s richest economy. 12.5 percent of the Americans are classified as poor compared to 12.1 percent in the previous year.
After 3 years of dirt-cheap money, thanks to the financing of the US deficit by Asian economies, US firms will have to work a lot harder
to generate profits. Central Banks, which financed 83% of the US deficit, are shunning American assets. Alan Greenspan will have to dig
deeper for more tricks to sustain the dollar.

The Asian tsunami marked a grisly end of a grim year that divided the world and saw the debasement of human values in the capture,
imprisonment and abuse of Iraqis. It showed us once again the futility of human institutions to solve the endemic problems of peace,
poverty and pollution. Global security has never been threatened more. It may seem paradoxical but international terrorism will increase
as long as the war on terrorism remains on the top of the US agenda. Violence begets violence. Even democracy cannot be forced down
people’s throats. While fewer people are dying as a result of wars in Africa - Angola, Congo, Sudan and Rwanda, the death toll has scaled
up by the continued bombing of insurgents or freedom fighters by Anglo-US forces in Iraq. Global warming is causing havoc with calls for
carbon tax to curb greenhouse gases and make polluters pay. The latest toll of global warming is on the world’s highest mountain as Everest
shrinks by 4ft.

Disasters have silver linings. Tsunami brought the world closer. We became conscious of the silent tsunamis destroying lives every day.
Each month 150,000 African children die of malaria. An equal number perishes through the water borne diseases. The chronically hungry
are also the worst victims of AIDS. The world’s AIDS graph shows a steady increase in the number of deaths on account of AIDS, the figure
passed 3 million last year.

Although, wanting in standards of national governance - the Congress found that the Iraq war was waged on misinformation – the US led
the way in corporate governance. In a landmark judgement the Delaware Court upheld the right of shareholders to sue the management
of Disney over the pay of its President Michael Ovitz, for outrageous compensation. In another case ten former directors of scandal-
ridden WorldCom and Enron have agreed to pay a collective of $18 and $13 m respectively. The excessive costs of compliance with
Sarbanes-Oxley continued to worry US corporations with some of the European companies threatening to delist themselves. This has led
us to select the theme – Making Corporate Governance Decisions that Work - for our next conference, the 6th International Conference
on Corporate Governance on 12-13 May 2005 in London.

Peace, poverty and pollution are the most crucial governance challenges of our times. They call for holistic solutions. Shocking, though,
it may seem it is only through market forces that we can find an effective solution to all these three problems.

Ever since its inception, the World Council for Corporate Governance has claimed that corporate governance is not just about disclosures
and compliance but a powerful engine for social and economic transformation. We believe that its five pillars, transparency, equity,
accountability, participation and corporate social responsibility, on which the edifice of corporate governance stands, are the key to
sustainable wealth creation because they allow the markets to function effectively. Markets are also reshaping the social agenda for
business. Business has been the greatest beneficiary of globalisation. For the first time in human history business has the power and the
technology to make a difference in human lives. It is in the vested interest of business to ensure that the poor are included in the market
economy and income disparities are abridged.

In an interdependent world that we live in, where change is transfiguring our lives hour by hour, where fresh challenges constantly dwarf
the previous ones, we need to forget our differences and disagreements, even on Iraq, and move on. We owe it to our children to make this
world safer, humane, equitable and pollution free so that the human enterprise can blossom. This requires co-creation of solutions through
proactive partnership and constructive engagements among all stakeholders. Learning to think collectively and holistically is the key to
success. So let us do what the scriptures say: “Let us come together, let us think together, let us combine our intellectual strength, let our
collective brilliance shine, let there be no malice, let there be no ill will”.  This is what governance is all about.

Wishing you all a happy new year.

Madhav Mehra

FROM THE PRESIDENT’S DESK



���������� 	�
�������

�

Alleviating Hunger

Without Handouts

Throughout 2004 World Council For
Corporate Governance has drawn
corporate attention to the widening gap
between rich and poor and the
governance strategies required for
bridging it. We have repeatedly argued
that the socio-economic disparities are
a serious threat to the security and
sustainability of business. The business
should have a vested interest in
thinking of radical ways to draw the poor
in to the market economy and reassure
them that globalisation will equally work
for them.

Tsunami has shown that the poor
nations are much more disaster prone.
The communities hit by tsunami
catastrophe in Indonesia, Sri Lanka,
Thailand, Maldives, Somalia and India
are the poorest in the world. Experts
refer to the ‘Seismic Gap” between rich
and poor countries. It is not that the
nature picks on the poor. It is because
the poor’s habitats have no resilience
to absorb nature’s shocks. Teheran is a
city of the size of Los Angels with similar
thrust faults. While a 7.5 earthquake in
Los Angeles might kill 50,000, it would
kill a million in Tehran. The tsunami death
toll that exceeded 200,000 is the highest
in our lifetime for a natural calamity
anywhere. This disparity is because of
the density of population, shabby

*Dr Madhav Mehra

construction, poor regulation & even
poorer enforcement of existing
regulations, lack of early warning
systems and corrupt governance
practices. Tsunami is an opportunity to
use all our might to correct the
imbalance.

It is the poorest who are also the
worst sufferers of such calamities. The
middle classes have savings, insurance
policies and relatives to turn to in an
emergency. The poor have no safety net.
The coastline of the Indian Ocean is
home to millions who eke out a meagre
living from fishing. They have not only
lost relatives, homes but also the only
means of sustaining life by the giant
tsunami waves. The worst is that they
have not only lost their shanty towns
but also the land on which these were
built. They have no hope on earth to
reclaim it because there is no system of
registering their titles.

We need to examine how, with all the
scientific and technological advances at
our command, we can not only turn the
tsunami tragedy into an opportunity for
eradicating poverty from the affected
region but also scale up the experience
in other poor regions. The generous
response to the tragedy from all over
the world has shown that financial aid
is not a problem. Ability lies in thinking

of innovative ways how this aid can be
used not so much for immediate relief,
which can be managed anyhow, but
lasting measures to eradicate poverty
that can be replicated. Tsunami
challenges us to think and analyse
causes of poverty in a wider spectrum
and examine why human institutions
have failed to address this problem
despite investment of vast funds. We
must recognize that poor countries like
the ones living on the tsunami affected
coastline are rich in mineral resources.
Why do they continue to be the world’s
poorest people?

It is five years since the UN adopted
the Millennium Development Goals of
halving poverty by 2015. The latest
figures available on poverty show
poverty has actually climbed up in 2004.
Hunger, the severest form of poverty,
stalks 20 million more people across the
world having risen from 842 million to
852 million. Poverty is not limited to
Africa or Sub Saharan desert or
developing countries. It has risen by 1.3
million in US, the world’s richest
economy. 12.5 percent of the Americans
are classified as poor compared to 12.1
percent in the previous year. Why the
Millennium Project and the aid
programmes that preceded have been so
ineffective?

Hunger is more an issue of delivery than donation. The total expenditure required for elimination of starvation
and malnutrition is $19 billion. Compare it with US military budget of $416 billion. The incremental annual
public investment needed to meet the World Food Summit goal of ensuring access to food for most needy is
barely $5.2 billion. Tsunami has received pledges of $8 billion within 2 weeks. Tsunami experience showed
food was not the problem. The problem was in distribution. There is unused donor capacity for feeding the
poor. All we need is innovative ways to involve potential donors. Our challenge lies in raising public and
corporate consciousness towards the cause and creating public confidence in our ability to reach the aid to the
rightful. Public are wary of large bureaucratic organisations because of the inefficiencies inherent in them.
Food programmes, therefore, will be more effective when they are market based and entrepreneurially driven.
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Hunger is more an issue of delivery
than donation. The total expenditure
required for elimination of starvation and
malnutrition is $19 billion. Compare it
with US military budget of $416 billion.
The incremental annual public
investment needed to meet the World
Food Summit goal of ensuring access
to food for most needy is barely $5.2
billion. Tsunami has received pledges
of $8 billion within 2 weeks. Tsunami
experience showed food was not the
problem. The problem was in
distribution. There is unused donor
capacity for feeding the poor. All we
need is innovative ways to involve
potential donors. Our challenge lies in
raising public and corporate
consciousness towards the cause and
creating public confidence in our ability
to reach the aid to the rightful. Public
are wary of large bureaucratic
organisations because of the
inefficiencies inherent in them. Food
programmes, therefore, will be more
effective when they are market based
and entrepreneurially driven.

The experience has shown that the
problem of poverty cannot be solved
simply through handouts. No amount
of hand out can help an African farmer
whose milk is unable to compete with
the western farmer simply because the
cows of the western farmer are
subsidised at the rate of $2 per cow per
day which is twice as much as he makes
in the whole day. Hernando de Soto, the
Peruvian economist has analysed
causes of poverty in his path- breaking
book “The Mystery of Capital: Why
Capitalism Triumphs in the West and
Fails Everywhere Else” that poor
countries are poor not because they lack
resources or aid from rich countries, or
FDI by multinational firms but because
their governance systems are so poor
that they lack enforceability of
contracts. Consequently they develop
extra legal economies ruled by slum
lords, mafia and muscle men. These poor
countries can be rich if we can unlock
their trapped assets. He goes on to say
that the proliferation of regulations
makes the situation even worse because
of the opaqueness of the system to

anyone other than an insider. De Soto
argues that his country, Peru, has more
than 28,000 legislations per year at the
rate of more than 100 per day. No one
can keep pace with that rate of change.
As a result corruption is prevalent at all
levels.

Handouts suffer from lack of
transparency, accountability and
efficiency in the delivery system. The
problem is not only with disbursing
governments but also with lending
agencies and funding organisations.
Funding organisations have little regard
for the virtues of transparency and
accountability when applied to

accountability and transparency to
bring credibility to the Millennium
Project. He has called upon
governments, donors and civil societies
to prepare specific compliance
guidelines that include spot audits,
evaluation and publication of
performance indicators. Leading civil
society organisations such as
Transparency International and private
accounting firms should help ensure
that the increased aid flows to the
targeted areas.

We are all for increase in
international aid and admire Professor
Sachs’ missionary zeal. The US, the
world’s richest country, spends barely
0.15% of its GDP on international aid
against the commitment of 0.7%. There
are, however, inherent fallacies that lead
to the failure of funding through
governments. It lacks sense of
ownership. It is regarded as easy money.
Easy come, easy goes. The real
constraint with international aid is not
funds but the capacity to use it. Most
aid remains unspent and rarely goes to
those who have capacity to spend.
Those who have a stake in spending
are rarely involved. So whatever
spending is done is through entrenched
incumbents and an incestuous circle of
friends and protégés. Poor rarely benefit
from such aid. On the contrary the aid
mechanism can work wonderfully if
driven through market forces, creating
incentives that create value at each
stage of delivery.

Actually, the poor do not need
handouts. They need healthcare,
education and infrastructure.
Infrastructure plays a far more important
role than most people imagine in the
development process. Developing rural
markets by encouraging transparency
in governance structures will unlock the
hidden assets of the rural poor and
accelerate their integration in the market
economy. Business can fundamentally
alter the rural landscape and stimulate
commerce and development by bridging
infrastructure gaps in rural areas, linking
the informal economy to established
markets and providing distribution
channels and transaction platforms.

“Handouts suffer from
lack of transparency,

accountability and efficiency
in the delivery system. The
problem is not only with

disbursing governments but
also with lending agencies
and funding organisations.
Funding organisations have
little regard for the virtues

of transparency and
accountability when applied

to themselves”

themselves. Indeed, they find it
offensive if somebody even questions
about them. They actually view this
opaqueness as a strategic asset. Such
situation is not unique for the UN where
the oil for food programme is going
through a scanner. This is endemic for
almost every major funding organisation
whether the World Bank, OECD, DTI,
DFID, Commonwealth, European
Commission or any of the other UN
organisations.

In a recent report on the progress of
Millennium Development Goals to UN
Secretary General, Professor Jeffery
Sachs, the noted director of the Earth
Institute at Columbia University and
also the director of Millennium Project,
has pleaded for doubling of the
development aid. He has done well by
emphasising the importance of
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We think that socio economic
inequalities provide imperatives that
provide compelling reasons to make
poverty alleviation a business issue.
Business has been the greatest
beneficiary of globalisation. The rapid
expansion of trade and cross border
capital flows made possible through the
globalisation have created unparalleled
opportunities for growth and financing
of business. Globalisation cannot work
properly if the poor are not made part of
it. They need to be reassured that
globalisation can benefit them equally.
The biggest business challenge of today
is to bring the poor into the market
economy. It should be in the self-interest
of corporations to do that as a matter of
top priority. Business has to realise that
sharpening of the inequalities as a
consequence of globalisation is the
greatest threat to the security and
sustainability of their businesses.

Secondly, for the first time in human
history business has the power and
technology to make a difference in
human lives. It has a social cause to
make profits instead of the invisible
hand of Adam Smith.

Thirdly and more importantly,
businesses have to realise that
throughout history businesses have
expanded and multiplied only by
reaching what C K Prahalad, the noted
management guru calls, ‘the bottom of
the pyramid’. Both Microsoft and mobile
telephony that spawned some of the 21st

Century’s most successful businesses
have proved the point. Microsoft
succeeded because it aimed to reach
every home. IBM failed because the
vision of its founder Thomas Watson
was “there was to be a world market of
just five computers”. Reliance
Infocomm, a mobile phone operator in
India received one million applications
in the first 10 days when it offered a
mobile phone for $10. India today has
more mobile phones than landlines.

The success stories of Gramin Bank
in Bangladesh, Casas Bahia in Brazil,
Cemax in Mexico and ICICI Bank and
Nirma in India show how accessing the
poor markets have transformed both

these businesses and the poor
constituencies they served. No amount
of handouts could have improved the lot
of the poor served by these businesses.
ICICI Bank has developed a new model
of relationship with its customers. It has
no direct contact with its half a million
rural clients. It monitors their loans which
are as little as 6 dollars with instalments
of 20 cents each month through self help
groups formed by rural women. Cardiac
care and cataract operations are reaching
new heights of process innovation in
India. A cataract operation in Aravind
Eye Hospital costs barely $50 including
stay. 40% of the patients are treated free.
Yet, the hospital is debt free and has a
return on capital of 120 to 130%.

have phenomenal results in alleviating
poverty and bringing the poor into the
market economy.

Our understanding of CSR needs a
paradigmic change. It has moved way
beyond its philanthropic and community
roots. It is today a way of doing
business and needs to permeate across
all departments, manufacturing, product
development, business development,
marketing, procurement, finance, human
resources and so on. It is only through
such integration that its true potential
can be realized.

There is a huge debate raging about
CSR and its purpose. CSR is the market
response to the changing expectations
of the stakeholders. CSR is not meant
to benefit society at business’s cost.
CSR is integral part of the business.
Market valuations of companies today
have little to do with their profits. These
are determined by the public perception
of the long term sustainability of the
business which in turn is measured by
its business ethics and social
acceptance. It was not long ago that a
survey suggested that 60% of
customers would punish companies
which were found environmentally and
socially irresponsible.

Fortunately, the detractors of CSR
have little influence on the company’s
sales. These are influenced by their
teenaged children whose expectations
from businesses are vastly different from
their parents. Today’s markets are driven
by 2 billion teenagers and not by the great
and good of the City. Adam Smith has
been often misquoted and misinterpreted
to subserve sections of business lobbies.
He staunchly believed in the social
purpose of the business and also
authored a less known book “The Theory
of Moral Sentiments”. He was unaware
of the WorldCom, Enrons, Marconi &
Equitable Life or the Nixon doctrine that
guides the corporate morality: “You can
disobey all the ten commandments as
long as you follow the eleventh one “thou
shalt not be found out”. Corporations
continually strive not to be found out.
Had Adam Smith lived in the 21 Century,
I am sure, he would have been the first

“Had Adam Smith lived in
the 21 Century, I am sure, he

would have been the first
proponent of CSR”

ITC, a former subsidiary of British
American Tobacco has transformed
rural India. It had serious problem in
sourcing pulp for its papermills and
soyabeans for export. It organised the
poor tribals of Andhra Pradesh with
wastelands into self supporting farm
forestry groups. It provided them with
high yielding, disease resistant saplings.
It claims to have greened some 26500
hectares of wastelands with 108 million
saplings and ensured high quality
woodbased raw material for its
paperbased business. In another
initiative called e-choupal linking the
villages electronically through a PC
kiosk, it has saved Rs 270 ($6) per tonne
for farmers and the same amount for
itself in procurement of soyabeans.

Another revolution has been
brought by Unilever subsidiary in India,
Hindustan Lever. They have created a
distribution network of some 30,000
women called Shakti Ammas to
distribute their products in remote
villages as direct-to-consumer initiative
targeted at individuals at the bottom of
the pyramid. Training these women in
entrepreneurial skills will have a
cascading effect on the rural economy.
Scaling up this model worldwide can
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proponent of CSR.

This is not to say there is no
pernicious element in the current practice
of CSR. NGOs dissuading companies to
invest in developing countries such as
India and Bangladesh on the ground
they are employing “sweatshop” labour
are throwing the baby with the bath water
and doing harm to CSR.

The true significance of CSR lies not
because of its social purpose but
because this is the only way for
companies to make profits in a market
where public expectations from
corporations have undergone a sea
change. The manner in which companies
engaged in chemical, tobacco and
mining and fossil fuel businesses have
latched onto CSR is indicative of the
business case of the CSR. These
companies are smart and have not lost
sight of the lessons from a recent
millennium survey where most investors
preferred companies with corporate
citizenship compared to other criteria
such as good management and quality.

The morphing of the industrial
economy into a knowledge economy has
changed all our traditional assumptions
and equations. Successful businesses
have learned that value is added not by
opposing force with force but by
cooperating to compete. Knowledge is
the measure of wealth in today’s
economy. It is enhanced by sharing, by
integrating opposing ideologies and
harmonising clash of ideas. Successful
companies know they will not become
competitive by perfecting the same but
by being different. They go for diversity
because this is the only way to spur
innovation. Diversity and dissent are
well springs for creativity and
innovation. Darwin told us back in 1859
that variety improved crops. Humans are
still to recognise its importance. Nations
impose their wills and uniletaralism not
realising that it only limits them. They
declare wars and invest scarce
resources ignoring lessons of history
that solutions driven through force are
at best temporary. Violence begets
violence. People’s will prevails
eventually. Institutional violence

whatever may be excuses thus causes
permanent damage and has disastrous
consequences.

We, therefore, offer a holistic
solution for the problems of peace,
poverty and pollution in the form of an
11 step action plan for 2005.
i. Businesses need to integrate CSR into

their business model and co-create
solutions through public-private
partnerships. Platforms for public
private partnership should not be for
form’s sake. These should be value
adding vehicles for constructive
engagement with all stakeholders and
local communities to prioritise CSR
initiatives.

ii. Radical increase in resource
productivity. Living in the knowledge
economy we must all realise that the
natural capital is our most scarce
resource. Our development effort has
to be based on wringing 100 times more
benefit from the same resource input.

iii. Openness and transparency.
Transparency is the key to both public
and corporate decision making and our
only assurance for accountable
governance. Corruption should be
made a high risk, low reward activity.
Everyone should be involved in its
eradication. Our system should reward
transparency even in failures and
punish opaqueness and translucence
even when accompanied by success.

iv. Abolition of all subsidies. In what is
called government intervention to
correct market forces, governments
spend hundreds of billions of dollars
annually of tax payer’s money to
promote inefficient and unproductive
technologies that destroys natural
resources and wastes both energy and
material. Subsidies are the most
pernicious  economic instruments.
They damage both the beneficiary and
the benefactor. In an economy fuelled
by innovation it is the surest path to
ruin because they benefit entrenched
incumbents locked in the old
technology and stifle innovation.
Today the world spends some $ 1.5
trillion in subsidies. Even if a
proportion of it is spent on
infrastructure, education and health, it
can transform many remote and rural
economies.

v. Price human and natural capital. Our
wealth based as it is only on financial
capital, does not tell us the full story.

Human capital accounts for 70% of a
company’s assets. Natural capital is
even more critical. It is impossible to
measure value creation without
developing means and standards for
accounting the costs of human and
natural capital and pricing them into
the market.

vi. Activate women groups. Women being
mothers, daughters, wives and sisters
are most critical to both economic and
social development. Women
participation was found to be a major
criterion for success of the self help
groups

vii. Value 4 Ds – diversity, difference,
dissent and dialogue. The equation for
wealth creation has changed vastly in
the knowledge economy. Value comes
not for conformity but dissent, not from
deference but not from homogeneity but
diversity. We must vigorously pursue
the diversity agenda and make sure our
work groups include diverse individuals
from different sex, caste, creed, religion,
race and discipline.

viii. Develop market based and
entrepreneurial solutions. The
lacklustre performance of international
aid is an evidence of its ineffectiveness.
It has neither the missionary zeal of a
new convert nor the infectious
enthusiasm of an entrepreneur. The aid
to be effective has to be married to
entrepreneurship. Only those
solutions, which are market driven and
based on entrepreneurship, have
likelihood of success.

ix. Conservatism and not consumerism
should drive the growth agenda. The
innovations should not only be poor-
oriented but eco-friendly, focusing on
POISED (Poor Oriented Innovation for
Sustainable Economic Development).
The biggest problem in poor oriented
innovation is the single user packaging
and its impact on environment. The
rabid rate of consumerism fuelled by
malls will lead to ecological catastrophe.
We need to curb proliferation of
products. Our planet is in danger of
being cluttered up by half-baked
products that leave customers half-
longing and half-spoilt. We should aim
towards zero waste and recycle every
product. Our goal should be to turn
every product into a service and
innovate products with multiple uses
such as a mobile phone which is a
phone, radio, a TV, a camera and a
computer rolled into one.

Contd. P. 18
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OWNERSHIP STRUCTURE AND MARKET

VALUATION OF FAMILY GROUPS IN CHILE

*Fernando Lefort*

In this paper I provide a summary description of corporate structure in Chilean firms and explain the

evolution of conglomerates and capital markets in the Chilean economy.  I look at the relationship between

family ownership and control and market valuation of listed firms in Chile. I find that firms mostly owned

and managed by families tend to present lower market valuation after controlling for other variables.

Introduction

The growing interest in corporate
structure and governance practices
around the world has also reached Latin
America, both from positive and
normative perspectives. In particular,
the Chilean case presents at least three
interesting features that make its study
especially relevant in terms of policy
recommendations for this country and
others in the region. First, the Chilean
corporate structure presents highly
concentrated ownership and
widespread presence of conglomerates
that use pyramid structures to separate
cash from control. Second, from the legal
point of view, the Chilean system has a
civil origin with inexistent self-regulation
practices regarding capital markets.
Recently, an amendment to Securities
Market Law and Corporation Law, better
known as the OPA Law, was passed with
the intention to improve corporate
governance in Chile. Finally, the Chilean
capital market is relatively developed
with a large participation of institutional
investors for more than two decades.

In addition, the identity of
controllers has been changing during
the last few years. Although domestic
families are still very important players,
control has been passing to teams of

executives and to foreign companies. In
most cases, the only relevant minority
shareholders are institutional investors
both domestic and foreign.

Family business is commonly
viewed as a second-best solution to
agency problems related to the potential
expropriation of shareholders by
managers. In countries with poor
shareholder protection, the owners of
companies prefer to hold on to control,
even if an outsider would be more
appropriate to manage the firm. The
agency problem in the relationship
parent/son is assumed to be less
important than in the relationship
owner/manager because of trust and
because the prospect of succession
helps to align incentives between the
parent (principal) and his/her son
(agent).

In this paper I provide a summary
description of corporate structure in
Chilean firms and explain the evolution
of conglomerates and capital markets in
the Chilean economy. Specifically, I look
at the control mechanisms and the
identity of controllers of listed non-
financial companies in Chile. Using a
database developed by Lefort and
Walker (2000, 2003b), I look at the
relationship between family ownership

and control and market valuation of
listed firms in Chile. I find that firms
mostly owned and managed by families
tend to present lower market valuation
after controlling for other variables.

The paper discusses the theoretical
and empirical literature and reviews the
main hypothesis related to the effect of
family control on firm performance, gives
a summarized view of corporate structure
and the legal framework in Chile.

Conceptual Framework and
Working Hypothesis

It is well known by now that, against
popular wisdom, the standard Bearle
and Means (1936) firm characterized by
dispersed ownership is a rare
phenomenon in most economies (La
Porta, Lopez-de-Silanes, Shleifer and
Vishny, 1999), and certainly in Latin
American economies.

Lefort (2003a) provides a simple
measure of ownership concentration for
Latin American countries obtained by
looking at the percentage of shares held
by the largest shareholders of a set of
companies.  The evidence is clear. The
largest single shareholder in these firms
holds, on average, 53% of total shares,
and the five largest shareholders add
up to almost 80% of total shares. This
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evidence probably underestimates
actual ownership concentration for two
reasons. On the one hand, the large
firms considered in the sample tend to
be less concentrated than smaller firms
and, on the other hand, usually several
of the five largest shareholders
represent, in fact, the same beneficial
owner.

In addition, most firms in emerging
economies are linked in some way or
another to an economic group or
conglomerate that exercises tight control
over the firm and owns a large fraction
of its shares. The identity of controllers
has been changing during the last few
years. Although domestic families are
still very important players, control has
been passing to teams of executives and
to foreign companies. In most cases, the
only relevant minority shareholders are
institutional investors both domestic
and foreign. Lefort (2003a) also presents
evidence regarding the identity of
controllers in large listed Latin American
companies, the degree of affiliation to
conglomerates and the extent of the
separation of cash flow and control
rights. His results show two interesting
features. First, family owned firms in
most Latin American economies are the
predominant form of corporation even
among large listed firms. However,
during the last 5 to 7 years, there has
been an important increase in foreign
owned companies.  The case of
Argentina is remarkable presenting a
majority of companies foreign
controlled. Second, on average, almost
80% of large listed firms are affiliated to
an economic group. Although, these
groups use very different forms to
exercise control, they all tend to hold a
large fraction of cash flow rights of the
companies they control.

Two main features of conglomerates
or "groups" are key to understand the
strengths and weaknesses of these very
common corporate structures. On the
one hand, although conglomerates may
be structured in different ways, they
tend to be used to effectively separate
cash from control rights. That is, the

effectively managed by their owners.  In
many cases, especially in emerging
economies, the owners are part of the
founder family of the company.

In this section, I briefly review both
the theoretical and empirical literature
on conglomerates and family business
and discuss the main conclusions
regarding incentives, structure and firm
economic performance.

Conglomerates

A growing literature in corporate
governance and corporate strategy has
shifted its focus away from the standard
agency problem between managers and
dispersed shareholders, and looked
closely to the relationship between
minority and majority shareholders.
This is especially relevant in the case of
emerging economies such as Chile.  In
particular, it has been argued that
concentrated structures or economic
groups are prone to carry inefficient
investment and generate minority
shareholder expropriation, especially
when the controlling shareholders of
these groups exercise control through
complex mechanisms such as pyramid
schemes, cross-holdings and dual class
shares.  In those cases, the agency
problem is exacerbated because, on the
one hand, ownership concentration
insulates the controller from the market
for corporate control, and on the other
hand, control is executed by a
shareholder that holds a relatively small
fraction of the cash-flow rights
(Bebchuck (1999) and Wolfenzon
(1999)).

Family Business

In this paper, I consider that a family
business is a company in which a
majority of shares are held directly or
indirectly by members of a family or clan
and, more importantly, a company whose
manager are also members of that family.
We now know that family business is
pervasive around the world not only at
the small firm level. La Porta, Lopez-de-
Silanes, Shleifer and Vishny (1999)
looked at the ownership structure of the

“On the other hand,
conglomerates are

characterized by the lack of
separation between ownership
and managerial activity.  That
is, it is generally the case that
affiliated firms are not only

controlled but also effectively
managed by their owners.  In

many cases, especially in
emerging economies, the

owners are part of the founder
family of the company”

“On the one hand, although
conglomerates may be

structured in different ways,
they tend to be used to

effectively separate cash from
control rights. That is, the

controlling shareholders of a
conglomerate usually achieve

disproportionate voting
power through pyramids, dual

class shares and cross
holdings, retaining control of
the affiliated companies but

leveraging their cash
investments in those

companies”

controlling shareholders of a
conglomerate usually achieve
disproportionate voting power through
pyramids, dual class shares and cross
holdings, retaining control of the
affiliated companies but leveraging their
cash investments in those companies.

On the other hand, conglomerates
are characterized by the lack of
separation between ownership and
managerial activity.  That is, it is
generally the case that affiliated firms
are not only controlled but also
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20 largest listed firms in 27 relatively
wealthy economies.  They found that,
on average, families exercise control in
30% of these companies.  This figure is
much higher for the Latin American
economies of the sample: 65% in
Argentina and 100% in Mexico.
Moreover, the authors show that
overall, in 70% of this very large family
owned companies, family members were
directly involved in top management
positions.

Despite this evidence, it is generally
accepted that, in a frictionless world with
perfect markets, there is no reason for
owners to manage their own firms.  In
such a world, owners should select
managers based only on their managerial
talent regardless of any type of family
relationship.  Hence, while the allocation
of cash flow rights should depend on
the distribution of wealth and on risk
diversification considerations, the
allocation of managers to firms should
depend on the distribution of
managerial talent.   For instance, Lucas
(1978) argues that in a perfect world
more talented managers should manage
larger assets.

Then, why is it so common to find
family owned and managed firms in most
countries around the world?  The
answer has to do with economic
incentives, asymmetric information and
a second-best solution to agency
problems related to the potential
expropriation of shareholders by
managers.  In this context, Burkart,
Panunzi and Shleifer (2002) argue that
in countries with poor shareholder
protection, the owners of companies
prefer to hold on to control, even if an
outsider would be more appropriated to
manage the firm.  In addition, Chami
(2001) argues that there is less of an
agency problem in the relationship
parent/son than in the relationship
owner/manager. This is mainly because
of trust and because the prospect of
succession helps to align incentives
between the parent (principal) and his/
her son (agent).

An interesting perspective to this
discussion arises when one considers the
possibility that the heir is actually
untalented.  Caselli and Gennaioli (2002)
convincingly argue that unless
managerial talent is highly correlated
across generations and, therefore, the
distributions of wealth and managerial
talent coincide, "it is inevitable that
assets will sooner or later end up in the
wrong hands."  Supporting this assertion,
Morck, Strangeland and Yeung (2000)
find that a sample of Canadian firms
managed by family members of the
founder under perform similar US firms
with dispersed ownership.

Economic History and Conglom-
erate Structure in Chile

Events that have Shaped Corpo-
rate Structure in Chile

There are several important
economic and political events that have

to be considered in order to understand
the way that Chilean conglomerates
have evolved through time.   Until 1973
capital markets as such did not really
exist in Chile. Financial repression and
credit rationing gave the rationale for
the extensive use of internal capital
markets and the subsequent apparition
of bank-centered groups.  In the mid-
seventies, the first round of privatization
took place at relatively attractive prices,
in the context of a recently liberalized
economy, a naïve legal environment and
primitive capital markets. This gave
incentives to the creation of
significantly indebted groups or
conglomerates. Following this period,
the 1982 debt crisis is perhaps one of
the most important events that have
shaped the way in which Chilean
corporations are organized even today.
The crisis meant that most bank-based
conglomerates became bankrupt. In
addition, many important regulations
were adopted as a consequence of the

Pension 
fund laws 

Insurance 
laws 

Corporatio
ns law 

Security 
markets 

law 

Banking 
law 

•Matching 
requirements  
•Strict reserve 
requirements 

•Otherwise 
quite flexible 

•Information 
requirements 
and financial 
statements 
audited under 
GAAP 

•Shareholder 
meetings with 
cumulative 
and proxy 
voting 

•Board is 
governing 
body 

•Directors 
represent all 
shareholders 

•Limits on 
related party 
transactions 
•Limits by 
instrument 
type and 
issuer 
•Important 
role of Risk 
Rating 
Committee 

•Cannot buy 
underpriviledg
ed shares  
 

•Rights of 
shareholders 
stated and 
protected 

•Dual shares 
allowed with 
restrictions 
•Tender offer 
requirement 
when large 
premiums 
offered 
 

•Restrictions 
on Related 
lending 
•Unable to 
hold shares 

•Matching 
requirements 

•Credit risk 
provisions 

•Partial 
deposit 
insurance 
•Valuation at 
market prices 

Super. de 
AFP 

Super. de Valores y Seguros Super. de 
Bancos 

Table 1

Legal Framework of Chilean Capital Markets
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crisis. The debt crisis also implied that
most productive firms were back in the
hands of the state.

The second privatization round is
another important event. It took place
during the mid-eighties, implying some
degree of equity market development,
fueled by local pension funds and
foreign investment funds. Important
efforts were made in order to achieve a
wide investor base (capitalism popular).
In theory, privatization of state-owned
firms is likely to have important effects
on the development of capital markets.
Firms that before relied on centralized
credit allocation may now opt for the
bond and stock markets. Also, if the
privatization process purposely
considers a vast dispersion of property,
higher transaction volumes in stocks
are expected.

Perhaps the most important
economic event in terms of shaping
financial markets and explaining capital
markets evolution in Chile was the early
pension fund reform. Since its inception
in the early eighties, significant pension
funds have been accumulated in Chile,
representing an important source of
funds for companies that are channeled
through the Chilean financial system.
Pension fund reform introduced a new
actor, institutional minority investors,
that have become a relevant counter
weight to controlling shareholders.  In
addition, pension reform has meant that
economic authorities have frequently
had to modernize the existing
regulations and institutions, trying to
improve minority shareholder protection
and capital markets functioning and
supervision, among other issues.

Legal Background

Corporate structure is also affected
by laws and regulations, which
themselves many times respond to
shocks or transcendental events in the
political and economic environment,
such as the ones outlined above.

General Framework

Table 1 shows the main laws and
supervisory institutions that regulate

financial activity in Chile.  Among the
laws, the most relevant are the Banking
Law, the Security Markets Law and the
Corporations Law. In addition, a series
of other laws and regulations specify
the rules of the game for institutional
investors such as pension funds,
mutual funds and foreign capital invest-
ment funds, and rule bankruptcy proce-
dures among other things. Three main
supervisory entities overlook different
aspects of financial markets in Chile. The
"Superintendencia de Valores y
Seguros" (SVS) is in charge of super-
vising capital markets functioning and
public company information disclosure
practices. The "Superintendencia de
Bancos e Instituciones Financieras"
(SBIF) supervises the compliance of
banking regulations. Finally, the
"Superintendencia de Administradoras
de Fondos de Pensiones" (SAFP) over-
looks pension fund manager activities.
The Central Bank also participates ac-
tively in the financial system regulatory
and supervisory process, especially in
issues regarding international transac-
tions and foreign market participants.

Self-regulation is almost non-existent
in Chilean capital markets. Regulations
are imposed by the appropriate
authorities and supervised by
governmental entities. Although, the
Chilean legal system follows the
tradition of French Civil Law, the
Banking law, the Securities Market Law
and the Corporations Law were written
and reformed mimicking their
homologues in the US. Since the Chilean
Judiciary system does not have the
flexibility of a judiciary under Common
Law, some tension arises between the
spirit of the Law and its application.
Moreover, there are still sharp
differences in ownership concentration,
market liquidity and law enforcement
between Chile and the US.

The 1982-83 collapse of the financial
system importantly shaped the
evolution of the banking sector. As a
consequence of the crisis a number of
bailout measures were taken.  After the
crisis (in 1986) a comprehensive new

banking law was dictated. In general
terms, the new law included partial
deposit insurance; requirements that
financial investments be valued at
market prices; credit risk provision
requirements; and restrictions on
currency and maturity mismatching.  In
addition, the new law introduced strict
limitations on related lending and
prohibited banks to keep shares in their
portfolios, with a few minor exceptions.
The 1986 Banking Law is therefore
partly responsible for the reduced
importance of banks for corporate
structure and governance in Chile. Bank
credit was substituted off as a corporate
source of funds and replaced partly by
equity issues and to a lesser extent by
corporate debt. Also, banks stopped
being a central unit of economic groups,
at least in organizational terms. At the
end of 1997 new amendments were
introduced to the 1986 Banking Law
giving banks more flexibility and

“Self-regulation is almost non-
existent in Chilean capital
markets. Regulations are

imposed by the appropriate
authorities and supervised by

governmental entities.
Although, the Chilean legal

system follows the tradition of
French Civil Law, the Banking
law, the Securities Market Law

and the Corporations Law
were written and reformed

mimicking their homologues in
the US. Since the Chilean

Judiciary system does not have
the flexibility of a judiciary
under Common Law, some
tension arises between the
spirit of the Law and its

application.   Moreover, there
are still sharp differences in
ownership concentration”
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widening their business scope.  We
can therefore guess that banks may
become more important actors in
capital markets development and
corporate governance in Chile in the
future.

The current institutional
arrangements of Chilean capital
markets developed starting in 1980
with the creation of the main
supervisory entity, the
"Superintendencia de Valores y
Seguros". The Securities Market
Law and the Corporations Law
comprise the legal framework
governing capital markets and the
actions of listed companies in Chile.
The main body of both the
Corporations Law and the Securities
Law was written in 1981. In response
to the changing environment and as
a consequence of the increasing
financial integration and
sophistication of Chilean capital
markets, both laws were amended in
1989 and more deeply in 1994.
Modifications consisted mainly in
broadening the investment
alternatives to institutional
investors, and improving the
regulation in matters such as conflict
of interests and risk rating systems.
More recently both laws were
amended by the Law Nº 19,705 of
year 2000 known as the OPA Law.
In 2001 the Securities Market Law
was again amended.

Legal Protection to Investors and
Corporate Governance in Chile

The recent interest for corporate
governance practices around the
world has also reached Chile. From
the local point of view, the large and
controversial control premiums, paid
in several acquisitions of control
stakes of flagship Chilean compa-
nies by foreign companies, have trig-
gered legal reform and investors
awareness of the problem. A stand-
ard framework to analyze corporate
governance practices is provided by
the OECD principles. These princi-

TABLE 2

Chilean Compliance Of OECD Principles of Corporate Governance

Satisfactory: 11 (69%) Unsatisfactory: 5 (31%)Satisfactory: 11 (69%) — Unsatisfactory: 5 (31%)

I. The Rights of Shareholders

1. Governance framework should protect shareholders’ rights

2. Right to participate and vote in shareholder meetings.

3. Capital and Ownership structures should be Disclosed.

4. Markets for corporate control should be allowed to  functioin in
efficient and transparent manner.

5. Investors should consider the costs and benefits of exercising
their voting rights.

II. The Equitable Treatment of Shareholders

1. Equitable treatment of all shareholders, including  minority
and foreign shareholders.

2. Insider trading and abusive self-dealing should be prohibited.

III. Role of Stakeolders in Corporate Governance

1. The corporate governance framework should recognize the
rights of stakeholders.

2. Stakeholders should have the opportunity to  obtain effective
redress for violation of their rights.

3. Performance-enhancement mechanisms for stakeholder
participation.

IV. Disclosure and Transparency

1. Timely and accurate disclosure is made on all material
matters regarding the corporatioin.

2. Financial and non-financial information must be prepared,
audited, and disclosed with high quality standards.

3. Performance-enhancement mechanisms for stakeholder
participation.

V. Responsibilities of the Board

1. Strategic guidance of the company, the effective monitoring
of management, and board’s accountability to shareholders.

2. The board should treat all shareholders fairly.

3. The board should act independently form Management and
controlling shareholders.

S

S

U

S

S

S

S

S

U

U

U
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ples acknowledge not only the impor-
tance of legal protection, but also other
mechanisms of corporate governance.
The principles are structured in 5 cat-
egories that look at shareholders rights,
board responsibilities and disclosure of
information among others.  Although it
is difficult to ascertain the extent of in-
vestor protection and of OECD princi-
ples compliance in Chile, Table 2
presents a tentative summary of the de-
gree of compliance of the main OECD
principles. This table was prepared
based on the analysis of the legal frame-
work, market participant's opinions and
the conglomerate structure results dis-
cussed previously in this paper. The ta-
ble shows that a preliminary review to
corporate governance practices in Chile
indicates that 11 out of the 16 OECD
principles reviewed are adequately com-
plied in Chile while 5 are not. These re-
sults indicate a 69% of compliance.
Among the principles unsatisfactory
complied it is interesting to note some
of the features of Chilean laws and con-
glomerate structure previously dis-
cussed. First, among the shareholder
rights, Chilean practices do not assure
the correct disclosure of capital and
ownership structures. Secondly, boards
do not tend to act in an independent
manner from controlling shareholders.

However, as I mentioned above,
board members elected by institutional
investors have played an important role
in several cases of alleged violation of
minority shareholders rights. Law to
vote for a candidate related to the
controller prohibits these board
members and, therefore, their votes tend
to represent the minority interest. They
are required to disclose their votes and
candidates, and to inform the public of
the reason behind those decisions.
During the last few years, pension and
investment fund managers have stand
against corporate actions that could hurt
the interest of the funds in the company,

alerting the press and the authorities
and initiating legal actions.  However,
the evidence suggests that the
professional-independent board member
is seldom present in Chilean
corporations.

With respect to current corporate
governance practices, Chilean laws have
played an important role. The SVS has
taking the lead in recent reforms
promoting minority shareholders
protection and more disclosure.  In
December of 2001, the Securities Market
Law and the Corporations Law were
amended. The amendment was known
as the Corporate Governance Reform
and introduced changes in five areas of
the law.  First, the market for control was
regulated requiring that transactions
involving changes of control were
performed through a tender offer under
a version of the equal opportunity rule.
Second, the regulator increased the
requirements on information and
disclosure to listed corporations,
specially in the case of transactions with
related parties.  Third, large listed
corporations were required to form a
board committee with a majority of board
members non-related to the controller.
Law specified the functions of this
committee.  Fourth, share repurchases
were allowed in order to implement stock
option packages as an incentive to
executives. Law especially in matters
regarding voting procedures guaranteed
fifth, equal treatment of foreign
shareholders. The amendments included
a transitory rule that allowed firms to
postpone the adoption of the new
regulations regarding changes of control
for three years. Most large companies
have filled for the transitory rule.

In summary, I have shown that
family groups are a common form of
corporate structure in Chile.
Consistently with the hypothesis of
Burkart, Panunzi and Shleifer (2002) it

is possible that the presence of this
type of corporate structure is due to
the relatively low level of investor
protection effectively set in place in the
Chilean economy.  In the rest of the
paper I will test different hypotheses
regarding conglomerates, family
business and firm performance using a
large sample of Chilean listed firms.

Conclusions

When a founding or controlling
family decides to hold on to control and
appoint members of the family in key
top executive positions they are
balancing the pros and cons of that
decision.  On the one hand, having
relatives in management mitigates the
agency problem that the controlling
family might face delegating their
authority to an external manager.  On
the other hand, the family might be
risking lower performance if such a
decision implies using relatively less
talented managers.

The evidence provided in this paper
indicates, that in the case of the highly
concentrated Chilean companies, family
management of a company is
associated to a market discount.  This
evidence is consistent with the
hypothesis of imperfect correlation of
talent across generations.  However, as
I explained earlier in the paper, most
Chilean groups have less than 30 years
of existence and therefore, the
succession problem is not likely to be
very important in Chile.

An alternative hypothesis in order to
explain the findings in this paper is that
family business in Chile, specially those
that function as a conglomerate, present
worst corporate governance practices.
The idea would be that although Chilean
families might have successfully
decreased agency costs imposed to
them, they are still imposing a larger
agency cost than non-family business
to minority shareholders, and the market
is penalizing them for that. �
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CORPORATE GOVERNANCE AND THE LAW

– BROTHERS IN ARMS THE EXAMPLE OF BULGARIA *Kalina Milanova

Although corporate governance has
become a fashionable idea in most parts
of the world in the last decades, it is still
a new issue in the political and legislative
agendas of the countries form South East
Europe1.  Corporate governance debate
there has rather different aspect from the
debates that take place in the countries
with developed market economies.  An
interesting example of that is the recent
argument in Bulgarian Parliament on the
role of the independent directors, an
issue also widely discussed in the
countries with one-tier board structure
as UK and USA.  The discussion in
Bulgaria (which has the most advanced
corporate governance provisions in its
laws compared with the other countries
from the region) started from a totally
different point.  When the question of
mandating independent directors for
publicly traded companies was
discussed in the Bulgarian Parliament
two years ago, the whole concept of it
appeared to be unfamiliar and required a
lot of explanations by the experts who
drafted the respective legal provisions.
It was not clear from whom the
independent directors should be
independent (questions were raised
should they be independent from the
State, or from the trade unions?).  After
the concept had been explained the
provision that at least one third of the

members of the Board of Directors or
the Supervisory Board2 of a publicly
traded company must be independent
was adopted.  But having in mind how
new the concept of independent
directors was even for the Bulgarian
MPs, a detailed prescription who should
be considered independent3, what
happens if during the term of office
some of the circumstances change4 and
how independence should be proved5,
was also included in the law.

The above example was given to
illustrate how different countries face
different aspects of the same concepts
of corporate governance due to the
different stages of development of their
market economies.  The example also
demonstrates that “one size fits all”
approach is not always the best way to
deal with specific needs as what seems
obvious for someone may be a totally
unfamiliar concept for someone else who
developed under different conditions.
This paper will discuss  some of the
recent amendments of the corporate
governance legal framework in Bulgaria
which established significant rights for
minority shareholders and mandated the
implementation of good corporate
governance practices by publicly traded
companies.  It will also discuss the
rationale for adopting such legislation,
trying to analyse why in some countries
the law has to prescribe corporate
behaviour rather than follow its
development.

Background:

Bulgarian companies became public
through the process of mass
privatisation initiated by the State in mid
1990s after the political decision of
transforming state -owned enterprises
from the time of socialism into private
ones.  There were more than 3 million

1 South East European countries are Albania, Bosnia and Herzegovina, Bulgaria, Croatia, FYR Macedonia, Moldova, Romania and Serbia and
Montenegro.  All of them signed the White Paper on Corporate Governance in South East Europe, prepared by the South East Corporate Governance
Roundtable initiative of OECD.
2 Bulgarian legislation gives right to joint stock companies to choose between one or two tier systems of governance.
3 Art. 116a Bulgarian Securities Law provides that an independent member of the board may not be (a) an officer of the company; (b) a shareholder who
owns directly or through related persons at least 25 percent of the votes at the general meeting or is a person related to the company; (c) a person who
has lasting trade relations with the company; (d) a member of a management or supervisory body, procurator or officer in a company under items (b)
and  (c);  (e) a person related to another member of a management or supervisory body of the  company.
4 Persons who have been elected as independent directors must notify forthwith the management body of the company in case of any change in the
circumstances enumerated in footnote 2. In this case they should stop performing their functions and shall not receive any remuneration.
5 Nominees for independent directors should prove the lack of circumstances under footnote 2 with a special declaration.  In case the declaration
contains false information there will be a criminal charge under the general criminal law.
6 Most of the privatised companies have never paid any dividend.  In the same time the liquidity on the Bulgarian capital market has been very low and
has not provided the shareholders with a profitable way out of their investment.

“After a number of scandals
and a lot of Bulgarians

losing their savings in the so
called “pyramid schemes” in

the 1990s,  a political
consensus was reached that
new legal framework and

market infrastructure were
necessary prerequisites for

the successful modernisation
of corporate governance in
Bulgaria and thus regaining

the confidence both of
domestic and foreign

investors”
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shareholders (the whole population of
Bulgaria being less than 8 million) who
bought shares mainly in the so-called
privatisation funds, which in turn
invested the money, or their vaucher
equivalent, into purchasing shares of
the enterprises sold by the Government.
Eventually, the economic chaos, lack of
legal protection, wide-spread corruption
among managers and no financial
benefit for the shareholders   drove
those shareholders away making them
reluctant to actively participate in the
monitoring of the companies’
management6.  After a number of
scandals and a lot of Bulgarians losing
their savings in the so called “pyramid
schemes” in the 1990s,  a political
consensus was reached that new legal
framework and  market infrastructure
were necessary prerequisite for the
successful modernisation of corporate
governance in Bulgaria and thus
regaining the confidence both of
domestic and foreign investors.   As in
most of the other countries from the
South East European region, a number
of foreign donor organisations like
World Bank, United State Agency for
International Development, British
Know How Fund and others provided
technical assistance for their
development.  Following the top – down
approach for elaboration and
enforcement of corporate governance
regulations, which is a common
phenomenon in most transition
economies, things changed gradually
and now   Bulgaria enjoys a modern
legal framework on corporate
governance and fully functioning capital
markets institutions (Financial
Supervision Commission, Stock
Exchange and Central Depository).

Conceptual development of cor-
porate governance provisions:

As truly observed by Harvard
professors Kraakman and Black,
corporate law plays a relatively small
role in developed countries, because
there are other counter balances as
market itself as well as some cultural
constraints, which motivate the actions
of the corporate managers and
controlling shareholders.  In contrast,
in emerging economies, where the other
constraints are week, the corporate law
has a central role for establishing good
corporate governance practices7.

Although Bulgaria has been declared
to be a fully functioning market
economy, the European Commission
stated in its Regular Report on
Bulgaria’s Progress towards Accession
for the year 2003 that “the non-banking
financial sector was still in its early
stage of development” and the main
problems for the country’s EU
accession are its limited judicial and
administrative capacity.  Having that in
mind, the drafters of the year 2002
amendments to the Bulgarian Securities
law tried to take advantage of  the points
suggested by the above mentioned
Harvard professors “self-enforcing”
model of corporate law are providing
detailed rules which have to enable the
outside shareholders to protect
themselves from “insider opportunism”
having the courts as a last resort.   This
was done by providing greater
protection for outside investors than the
protection they usually have in
developed countries, reliance on
detailed procedural rules rather than on
flat prohibitions which provided less
need for judicial interpretation.

There were a number of different
sources used in drafting the most
appropriate for the Bulgarian conditions
legal provisions. Laws and other data
regarding capital markets regulation, and
corporate governance in particular, were
used from countries like US, UK,
Germany, France, Hong Kong and as well
from emerging markets countries like
Poland, Hungary, Latvia, Brazil and
Russia.  Many of the suggested
amendments resulted from the analysis
of the existing practices in the country
trying to take into account the specific
local conditions8.  According to EBRD9

the local development in corporate
governance area is influenced by three
main factors:

 (a) the time at which a piece of
corporate governance related
legislation was adopted;

(b) the legal tradition of the country;
(c) the donor agencies whose

technical assistance was provided
in the drafting process.

 If we interprete the above
observation in terms of corporate
governance in Bulgaria it would mean a
civil law country, with bad experience
from the privatisation process, whose
main donor USAID tried to introduce
some of the best corporate governance
practices from the common law
countries10.

Corporate Governance Legal
Framework

There is a number of Bulgarian laws
which contain rules related to the
implementation of good corporate
governance practices:

7 Black, B. and Kraakman, R. “A Self – Enforcing Model of Corporate Law”, 109 Harvard Law Review 1911-1982 (1996), available also online at: http://
papers.ssrn.com/paper.taf?abstract_id=10037
8 for example the creation of the unique position of “director for investor relations” which was provoked by analysing several surveys about what are
the main difficulties investors face in Bulgaria.
9 Chen H. “Report on the year 2002 Assessment Results”, Corporate Governance Assessment Project, EBRD, January 2003 available online at http://
www.ebrd.com/country/sector/law/corpgov/assess/main.htm;
10 For example, for the first time in the Bulgarian legislation the position of a trustee of bondholders was established.  Art 100 of the Bulgarian Securities
Law provides that initial public offering of secured bonds shall be allowed only if the issuer has concluded a contract with a trustee of the bondholders.
As the concept is new to Bulgarian public and also to Bulgarian judiciary, the provision specify that the trustee of the bondholders shall be their
legitimate representative (a similar position exists in the bankruptcy chapter of the Commercial Code, which has also been influenced by the common
law practice, but still there is no consensus on whose representative is the trustee in bankruptcy proceedings – of the creditors, of the debtor, or of
the estate itself, which caused many practical difficulties over the years of its implementation).
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- The major source of corporate
governance provisions is the Law
on Public Offering of Securities
(referred in this paper as to
Bulgarian Securities Law) , which
was amended in year 2002 to
provide for better protection of
minority shareholder rights and
implementation of the good
corporate governance practices.

- Accountancy Law – financial
disclosure has been one of the
greatest weaknesses of the
Bulgarian corporate governance.
The problem derived partially from
the legacy of socialist system,
where accounting primarily served
statistical and tax purposes.  A big
move on has been done in this area
as since year 2003 all Bulgarian
publicly traded companies, banks,
insurance companies and pension
funds have been implementing
International Accounting
Standards (IAS).  IAS will become
mandatory for the rest of Bulgarian
companies in year 2005.

- Law on Independent Financial
Audit, which provides rules for
conducting independent financial
audit for joint stock companies in
Bulgaria.

- Commercial Code which provides
general rules for establishment,
managing, liquidation and
bankruptcy of joint stock
companies;

- More than ten detailed Ordinances
adopted by the Council of
Ministers which provide further
requirements based on the main
principles incorporated in the
Bulgarian Securities Law (e.g.
Ordinance on Prospectuses, which
requires timely and accurate
disclosure of information by
issuers of securities, Ordinance on
Tender Offers providing EU

compliant rules for effective market
for corporate control, etc.)

- Law on Establishment of the
Financial Supervision Commission
– following the recent practice in
some of the developed countries,
a super-regulator was established
in March 2003 by merging the three
existing regulators of the securities
markets, pension funds and
insurance companies.  The new
regulator is independent from the
Government, its members are
elected by the Parliament, and it is
accountable in front of it.  Financial
Supervision Commission plays a
major role in both supervision of
the implementation of good
corporate governance practices by
publicly traded companies
and in promotion of corporate
governance understanding among
investors and general public.

What are the main legal provi-
sions regarding corporate gov-
ernance:

Increase of capital

Increase of capital has often been
used by majority shareholders in
Bulgarian public companies to dilute
the share participation of minority
shareholders.  The new rules provide
for compulsory issue of pre-emptive
rights.  The Law explains in details the
whole procedure of issuing and trading
the pre-emptive rights as market
participants lack knowledge how to deal
with them.

 Disclosure of information

Semi- annual reporting has been
substituted by quarterly reports that
issuers of securities have to submit both
to Financial Supervision Commission
and the Stock Exchange.  An on going

disclosure of any material information
is also required.  Detailed requirements
to the content of the annual report are
provided in order to prevent further use
of the previously established practice
that the CEO would usually read half a
page report at the annual general
meeting of shareholders providing very
vague or no information on the past
activities of the company or its future
prospective.

Shareholders approval
of major deals

Managers of the public company
should be explicitly authorised by the
general meeting of shareholders in case
of disposal with company’s assets as a
result of which the company acquires,
transfers, receives or grants fixed assets
whose total value exceeds one third of
the value of assets as per the last
audited balance sheet of the company.
If the other party to the deal is a person
related to the managers or major
shareholders of the company, the limit
is 2% of the value of assets.  Also a
detailed definition of who may be an
“related party” is provided in order to
embrace all posible hypothesis and
leave less room for misinterpretation of
the prohibition.

Common enterprise agreement

The main purpose of this provision
is to give a legal opportunity for
optimization of the company’s activity,
without in the same time jeopardizing
interests of the shareholders, as the case
used to be for many years in Bulgaria11.
The provision has been modelled mainly
after the German Law on Joint Stock
Companies.  A common enterprise
agreement obligates the company to
conduct its core business or a part of it
in a common interest with another
company which holds directly or

11 It was a common practise a profitable public company to “lease” its core activities to another company, usually related to a major shareholder,
receiving only a fixed fee for using its facilities while the major part of the profit was going to the other company thus depriving the shareholders of
the public company of their profit.
12 One of the major problems that investors had in the past was the lack of timely and accurate information about the shareholders’ meetings. The official
notices published in State Gazette and in 2 daily newspapers did not provide substantive information on the items included in the agenda.  If a
shareholder wanted to receive any additional information it was difficult to find someone within the company who was a reliable source for such
information.  That is why the Securities law specifically provided that the Director of Investor Relations should be responsible for sending the materials
for the General Meeting of shareholders, within the time provided by the Law, to all shareholders who request the material.
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indirectly at least 25 percent of its shares,
controls the public company or is a
person related to it. The distribution of
profits and losses from the activity of a
common enterprise should be made on
the basis of contribution of each
company.  The common enterprise
agreement becomes effective only
following an approval by the general
meeting of each of the companies-
parties to the agreement.

Programme for good corporate
governance

Each publicly traded company
should adopt a programme for
implementation of internationally
accepted standards of good corporate
governance. The programme should be
adopted by the Board of  Directors.  The
annual report should provide
information on the implementation of
the programme or, when there is no
such program, the reasons why it has
not been adopted.  The report should
examine as well the compliance of the
management and supervisory boards
with these standards during the past
year.

Director for investor relations

Each publicly traded company has
to appoint a Director for Investor
Relations as part of the requirements
related to implementation of good
corporate governance practices.  The
position is called “director”, but in fact
the person appointed is not a member
of the Board.  He/she is an employee of
the company, but the title was
suggested to be called “director” in
order to emphasise on the importance
of the functions performed by that
person.

The responsibilities of the Director
of Investor Relations are a combination

of functions of an investor relation’s officer and a corporate secretary as these two
positions exist in many countries, including UK, USA, Canada, Australia and Hong
Kong. The combination of the functions of Investor Relations Officer and Corporate
Secretary in one position is unique to Bulgaria and is due to the limited resources
public companies would wish to allocate for maintaining both positions.   Thus, as
required by the Law, the Director for Investor Relations is charged with two major
responsibilities:
(a) promote good relations between public companies, their shareholders and

potential investors12, and
(b) assist the company in complying with the specific obligations required under

the relevant laws and ordinances13.

Stricter requirements to the Board members

New detailed provisions which set up a standard who can be elected as a member
of the corporate board were introduced for the first time in Bulgaria14.  The composition
of the board and its members’ duties and liabilities have been subject of regulation
by the general commercial law since its adoption in 1991.  However, public interest in
managing publicly traded companies is higher than in private equities, and the
Securities law, following the best practices of the US and UK, imposed some new
duties on the members of the board. Members of the management and supervisory
bodies of a public company must:
(a) perform their duties in due diligence in a manner they reasonably believe to be

in the best interests of all company’s shareholders, and by using only information
that they reasonably believe is truthful and full;

(b) be loyal to the company giving priority to the company’s interest over their
own interest and avoiding any direct or indirect conflict between their own

13 All public companies have an obligation under the Bulgarian Securities Law to disclose information to shareholders and investors on the financial
and economic condition of the company. In recognition of this obligation and its importance, the Law provides that the Director for Investor Relations
has the responsibility to transmit their reports within the time specified in the Law to the Financial Supervision Commission, the Central Depository
and the Stock Exchange
14 Members of the supervisory board and the management board of a public company may not be persons that, as of the moment of election, have been
convicted and have an effective sentence of fraud, misappropriation, crimes against the industry, against the tax, financial or insurance systems
committed in the Republic of Bulgaria or abroad

Minority shareholders’ claims:-

 Any shareholders holding jointly or separately at least 5 per cent of the capital of
a public company have been given the following rights:
(a) to  bring before the court the company’s claims against third parties in case

of inaction of the public company’s management bodies which jeopardizes
its interests;

(b) to ask for appointment of independent internal auditor;
(c) to sue the directors for damages caused to the company;
(d) to ask the court to convene general meeting of shareholders in case the

board omits to do it;

Any shareholder has also been given the right to:-

(a) ask questions on the financial status of the company at the general meeting
of shareholders even though such question was not included in the meeting’s
agenda;

(b) to require the company to buy back its shares in case he/she does not agree
with a specific decision of the general meeting (e.g. in case of reorganization
of the company, or in entering into common enterprise agreement).
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interest and the company’s interest, and
where such a conflict arises – disclose it in
writing in due time and fully to the relevant
body.  They can not participate and can
not influence the other members of the
board in making a decision in such cases.

The rational behind these provisions was that
the need to observe legal requirements would
enable corporate boards to acquire gradually
some knowledge in corporate governance best
practices.   The two surveys conducted by the
Corporate Governance Initiative for Bulgaria in
years 2001 and 2002 clearly demonstrated the lack
of theoretical and practical knowledge among
board members on corporate governance issues.
Therefore, the strategy “learning by doing”
seemed most appropriate for achieving quick
results. Following the high liability standards
imposed on board member and auditors after the
corporate collapses in US in 2001 and adoption
of Sarbanes – Oxley Act, Bulgarian law also
provided that members of corporate boards,
auditors and procurators of the company shall be
jointly and severally liable for any damage caused
by false, misleading or incomplete information in
the reports and other documents required to be
filed with the Commission for Financial
Supervision.

Conclusion:

Nobody questions that corporate
governance has become an essential prerequisite
for the ability to attract financial resources and
to keep investors in the South East European
countries.  A significant progress in improving
the corporate governance legal framework has
been made, including improving previously
adopted securities laws and general commercial
laws, accountancy laws, auditing laws.   But in
the same time the public awareness on the
corporate governance issue remains
unsatisfactory.  The new norms and rules have
to be transformed from a legal burden into
corporate governance knowledge and skills for
both investors and managers.

That is why comprehensive capital markets
laws are not enough.  What is critically
important now is the enforcement of the law,
developing adequate administration and judicial
system and further education of the industry
as the new concepts need to be understood
and implemented.

*Kalina Milanova, Financial Markets International, Bulgaria

�

x. Access. The problem of poor is not so much the lack of funds but equitable access
to the available funds. CSR effort needs to be directed to improve the access of the
poor to the state delivery system through advocacy, awareness and education.

xi. Train, train, train. None of this will happen unless we drill and educate people in
the above ten commandments. As Aldous Huxley says the great end of the knowledge
is action. It is here that most programmes fail. The execution is the key to success
of any programme. People should be encouraged to take time off to undergo training
programmes to develop appropriate skills and effect requisite behaviour change.

One may question the relevance of CSR in this model as it makes even
poverty alleviation a business driven issue. There are, however, vast expanses
in Sub Saharan desert of Africa whose inhabitants will hold no appeal for any
business and where it will take time for market forces to penetrate. This is
where corporate philanthropy can be applied. Corporate philanthropy is distinct
from CSR and ought not to be mixed up with it. International aid will always be
needed but its disbursement has to be market driven and entrepreneurially
based. It can be most effective if used for pump priming poor people’s access
to state delivery system.

*Dr Madhav Mehra is President of World Council for Corporate Governance

“All this evidences that our main problem for far too long is
of posturing instead of practicing. We are being increasingly
trained to become performers, adept in acting the part. Time
has come to get real with the problems of peace, poverty and
ecological degradation which are critical for the sustainability
of business. CSR is the business contribution towards
sustainable development.  To treat is as a PR exercise is to do
the greatest injustice”

CSR NGOs are doing excellent job to build the momentum and create pressure
to mobilise corporate action. Their primary responsibility, however, should be to
work with businesses to find innovative ways to access poor markets within the
company’s core businesses. All corporations do not have the enlightened self
interest and constant advocacy and education does help them to keep them at
their toe. Despite its business role, CSR is still regarded by corporates as an
externality and their commitment to it does not go very deep. As the Economist
brought out in a resent survey, for most companies, “CSR is a little more than
cosmetic treatment. The human face that CSR applies to capitalism goes on each
morning, gets increasingly smeared by day and washes off at night”.

All this evidences that our main problem for far too long is of posturing
instead of practicing. We are being increasingly trained to become performers,
adept in acting the part. Time has come to get real with the problems of peace,
poverty and ecological degradation which are critical for the sustainability of
business. CSR is the business contribution towards sustainable development.
To treat is as a PR exercise is to do the greatest injustice. The recent tsunami
has shown that the environmental concerns are real. The coastal areas that
suffered major damage were the ones where the mangrove swamps had been
removed to develop tourism facilities and other infrastructure. The urgency is
not because social good is a competitive differentiator and part of innate
human creed but that the alternative is anarchy where nothing but violence
will succeed. It was John F. Kennedy who said in his inaugural address back in
1961: “If we do not make a peaceful revolution possible we will only make a
violent revolution inevitable”.

Contd. From P. 6
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CORPORATE GOVERNANCE & ETHICS

A PARADIGM SHIFT IN THE NEW

MILLENNIUM *Prof. P K Banerjea

Introduction

Nothing can be written on corporate
governance without referring to Cadbury
Committee Report which started the
entire process of corporate governance.
The major recommendation of the report
veered round a) Executive Remuneration,
b) Audit Committee, c) Internal Control
and d) Institutional Investors.

Lot has been written and talked about
these basic issues hence it is better not
to elaborate again on these issues
excepting that the controls are basically
on the financial aspects of the corporate
governance and it may lead to following
aberrations namely i) compliance may
become just a box ticking exercise ii) there
may be a tendency to sacrifice
entrepreneurial actions on part of the
managers obsessed too much with
compliance & accountability iii) there is
over emphasis on role of independent
directors (or non executive director)
which may lead to an imbalance of
entrepreneurship and accountability.
Too much interference by outside
director may lead to taking too little
initiatives taken by the management to
create wealth for the shareholders and
iv) finally there has to be proper
understanding of different aspects of
governance which may encourage the
non-owner managers to deliver the
goods i.e. creation of wealth.

Having covered the basics of
corporate governance, let us examine
how the business is going to be
conducted in the 21st century and how it
is going to affect the governance of such

businesses.  Creation of wealth shall be
made mostly by small to medium size
companies that are technology driven.
Key to success will be exploitation of
newer and newer technology and the
Board composition will change
drastically from the present scenario of
financial and management experts to
technologists. We shall see more of
entrepreneurs like Prof. Bose of MIT
(Bose Speakers), many Nandan Nilekeni
and Narayan Murthy and last but not
the least Dr. Henning Keagerman,
Chairman and CEO of SAP Technology
who is a Physicist & Mathematician on
his own right. The new technology is
going to be the engine of growth and
these are Information Technology and
Bio technology as we know now, but
there may be  more to follow that may
not be known to us.

In his book, A Strategic Approach
to Corporate Governance [2], Adrian
Davies has drawn a picture of a Board
meeting of a Genetic Corporation in the
year 2050. According to the author the
Board of Trustees are addressing a
shareholder meeting in front of a video
screen, which reflects probably all
communities of the world. To preserve
strict accountability, decisions are made
by the Board alone but the views of all
key shareholders are sought on the
resolutions to be brought to the board
and some may be contacted during the
Board meeting to provide specific inputs
to the Board members to facilitate
decision-making. There could be
different share holding pattern and
some companies maybe based on the
cooperative models and ownership

could be dispersed over all the
stakeholders of the company. The
author foresees that companies may
cement stakeholder relationships
through loyalty bonuses to customer,
increased payments to employees for
better results, quality bonus to
suppliers, and many such benefits to
other stake-holders. Share holdings will
be widely spread due to participation
by pension funds and other mutual
funds. This will enable the management
to increase shareholder value with out
prejudicing other holders who will be
bound to the value chain of the
corporation by sharing profits with
them. Profits may be shared by issuing
equity to all key stakeholders except
probably the Independent Director, who
may be paid fees for their services to
maintain their total independence and
neutrality. There could be various
models for rewarding various sections
of the stakeholders such as employees,
suppliers, customers and investors. As
stated in the beginning of the section,
the qualifications of the Board members
have undergone complete change with
PhDs in technological streams with or
without MBA and there would be less
lawyers and accountants. This kind of
realignment of board has already taken
place in some of the companies in North
America like Tyco International. After
the scam was unearthed in Tyco, entire
board has been reconstituted by post
scam CEO, Ed Breen who took over from
Dennis Kozlowski. The board of Tyco
was loaded with finance and legal
people as if M & A was its major
activities. Tyco is basically an operation
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oriented conglomerates and what Ed
Breen did was to get more operation
literate executives who have run large
public and private organizations, and
who have basic financial and accounting
expertise. ( 9 ) There could be more
representatives of Non-Profit Organizat-
ion who would look after the corporate
social responsibility. The board
meetings may continue across time
zones, mixing and merging cultures of
the global village. With the restraints of
the world powers on nuclear options,
chemical or biological warfare may be
perfected to have selective and decisive
result. The picture is not going to be
very different from what we saw above.

Key Tenets of the Corporation
of the New Millennium

Let us see what are likely to be the
characteristics of a company in the mid
21st century:
1. Business will be the key generator

of wealth rather than state.
2. The time-limited custodians of the

company who will represent a wide
range of sections of the society will
generate wealth.

3. Competitive Advantage will be
retained by innovation, constant
commitment to self renewal and
consistent learning for self
improvement

4. Clear understanding that
transparency and accountability
will be the corner stones of success.

5. The quality of freedom from greed,
ethical compliance and dedicated
team to succeed with knowledge
management rather than intrigues
and unethical work for beating the
competition.

6. Personality cult of late 20th century
in the form of iconic leaders will be
replaced by distributed leadership
of highly qualified technologists.

7. In addition to financial capital and
human capital, natural capital
would play more decisive role to
create wealth.

8. Environment protection will be one
of the key result area of the
business.

9. Trade Barriers will probably be a
part of the history.

10. Self-regulation, initiative and
natural justice may replace box
ticking

Based on these paradigms new
chapters in corporate governance will
emerge. Late twentieth century has seen
emergence of many iconic leaders like
Jack Welch, George Fischer (Kodak), Bill
Gates, and George Soros and success
of the organization is directly linked to
these personalities. These personalities
more or less conformed to Voltaire’s
saying “An institution is the
lengthened shadow of one person”.
However business process is too
complicated even in the late twentieth
century to attribute success to only
these cult figures. This can be related
to the media hype done to the movie
stars and sports celebrities. Warren
Buffet had said correctly “People are
voting for the artists rather than the
painting”.

Transition to 21st Century

It may be worthwhile to compare and
contrast the business attitudes of the
late twentieth century and mid twenty
first century.

20th century has seen lot of misuse
of power, greed, lust and above all one-
upmanship. The collapse of giant
corporation like Enron, World Com,
Global Crossing & Arthur Anderson
have rewritten the rules of corporate
history in the ink of greed, self conceit
and fraud, forgetting that power is only
legitimate when it is used for general
good of the society at large.

So called captains of the industry has
forgotten that a real leader should have
the confidence to admit limitations and
failures and work with others to achieve
shared long term goals; a confident
leader works with others to shape a
pattern of power and working values that
can be effective in the long run.

Table 1

20th century views 21st century views

1. The end justifies the means Long term sustainable growth Depends
on ethical approach

2. Leadership is the main thing Reach of leadership increase
Empowering people

3. Inform others by need to know Transparency is the order of the day

4. Business is serious and demands Business with shared purpose is
total real fun commitment

5. We are better than you We all are better than others; team
strength

6. Younger employees are better A combination of old & younger works
& cheaper better.

7. There are winners and losers Win-win for everyone works better

8. Not for profit activities are 2nd rate Worthy non-profit activities is real
achievement

9. My importance is what I take Giving is a sign of strength

10. I care for my Business not I love my Planet
mother earth
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Corporate Governance Redefined

There are many ways of looking at
the definition or rather meaning of the
word corporate governance; one of them
is “the main purpose of it is to define a
relationship between those who own it
and those who manage it”. This was
probably adequate in 20th century but
no more in the current century. The main
purpose of it must be to maximize
stakeholder value that is more diffused
in the current century than the one gone
by. For far too long this value has been
determined by only financial value. Now
it has been realized that financial value
may be a part of the total value chain. In
the last century following values were
completely ignored, they are:
· Natural Capital
· Human Capital
· Cultural Capital

The author admits it is very difficult
to quantify these three values but it is
certain that financial capital is a fraction
of these values, which are going to play
a very crucial role in this century.
Progress in this century will be
determined by how we utilize these
resources for the benefit of the mankind;
society and the planet we live in so that
the corporations we preside over have
long-term future. It has been realized
that our progress will be defined more
by Human, Natural and finally Cultural
Capital rather than financial capital.
Some companies have already put a
value to their human capital and some
more are in the process of doing so.
Least a company can do is to value
human beings in the right perspective
and encourage them to add value to the
organization. In this knowledge era
human capital is one, which will make
the difference to the bottom as well as
top line. Hence this resource has to be
nurtured carefully to get the best return
out of it. According to the World Bank’s
1995 Wealth Index, the total value of the
human capital would be three times
greater than all financial and
manufactured capital reflected in the
global balance sheet. Considering the
growth of output of knowledge industry
in the intervening period, the value may
be four times in 2002.

So far as Natural capital is
concerned, it is still more difficult to
quantify. It is estimated that the annual
value of biological/natural services   that
flow would be around $36 trillion and
considering a rate of return of 6% the
natural capital should be $600 trillion.
This compares well with gross world
product of $ 39 trillion. [6] Unless we
take care of this natural capital like we
do for our financial capital,only
catastrophe can stare at us.

Finally, the cultural capital is the
most important part of governance issue
that is the core subject in this paper.
Any amount of legislation will not be
able to bring in the desired effect unless
there is a cultural change in the minds
of the people who manage the business
on behalf of the share/stakeholders.
Tom Tierney, author of “Aligning the
Stars” said, “A corporation’s culture is
what determines how people behave
when they are not watched”. In Jack
Welch’s era in General Electric GE was
forged to large extent by what many
describe as “close to revivalist prayer
meetings”. In the managers’ meetings
they were subjected to gruelling
question and answer sessions. Similarly
in Wal-Mart’s Saturday morning
meetings of managers and their families,
Wal-Mart’s penny pinching zealotry
used to be reinforced by which could
be stated part evangelical and part
corporate  Oscars. It should always to
be remembered that CEO must always
set the highest standard and once he
goes over the line, others think it’s ok
to go over the lines themselves (10).

Value System in Governance

The biggest brunt of the poor
corporate governance is borne by the
man (or woman) next door. When Enron
collapsed hundreds of people lost their
jobs and suddenly the stocks held by
thousands of common citizens became
nothing but scraps of paper. Corporate
scams set back social economic and
cultural gains by a generation. On the
other hand good governance can
transform the lives of under-privileged
in developing and transition economy.

It attracts long-term patient foreign
capital (not hot money) and help in
developing the market with resources
from outside the country, thereby
accelerating the growth. It is possible
to use a good value system (read
effective corporate governance) to
create competitive advantage. Branding
is the best way to project a value system.
By building a brand a company is making
a promise to the customer to deliver a
consistent set of satisfaction to them.
The world’s most powerful brand Coca
Cola could tolerate their honest mistake
by recalling thousand of bottles of
contaminated drinks in France in 2002.
No other brand could have with stood
such pressure. Similarly even the Arab
boycott of Israeli or Jewish product
could not stop the steady growth of
Marks & Spencer. It moved from
paternalism to partnership with its
stakeholders and since then it
strengthens its claim to be Britain’s most
admired company. Similarly Hewlett
Packard translated business into a much
wider base than ‘share holder value’.
Profit became a means to deliver a much
wider agenda than the end purpose of
the company. In their corporate
objectives, HP have quantified to
achieve profit necessary to finance
company growth and also to provide
resources needed to fund other
corporate objectives. On growth it has
specified that it may be limited only by
our profit and ability to produce
innovative products that meet real
customer needs. In addition to other
points like Quality, Customer, People and
Management, it ends with the pledge to
honor their obligation to the society by
becoming an economic, intellectual and
social asset to each nation and each
community in which they operate.

Corporate Governance Goes
Beyond the Board

  Prof. William Halal of George
Washington University USA said in his
recent article in Corporate Governance
[4] that in the 21st century the enormity
of corporate governance problem
suggests a fundamentally different
approach to harness the latent creative
talents lying within the average people.
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It is further suggested that a corporation
should consider itself as a community
of innovative entrepreneurs who
collaborate with employees, customers,
business partners, and other
stakeholders like vendors, suppliers and
research associates rather than as a
system to make money. Profit becomes
a means to service a wide agenda rather
than an end in itself. Robert Haas CEO
of  Levis Strauss said: “People look thru’
the wrong end of the telescope, as if
profit drives business. Employee morale
and consumer satisfaction drive
business”. The entrepreneurial half of
this concept means shifting of emphasis
from top to the grass root level where
action takes place. This revolutionary
method is what is needed in this century
and this revolution may be as dramatic
as Industrial Revolution that swept
Europe in 19th century. Rather than
‘Creative Accounting’, creative
governance is needed. Some of the
creative firms are encouraging small self
managed units that are accountable for
results but free to choose their workers,
technology, leaders, work methods and
even strategies for growth. Line and
support units are being converted into
profit center that buy and sell from each
other. Corporations should be
imaginative enough to encourage logic
of internal market to blossom rather than
the logic of internal controls and
hierarchy. Prof. Halal further gives a call
to democratize Corporate Governance by
inviting well-informed, responsible
employees, clients and business
partners to sit on the board of the
company. Financial and Social
Performance should be evaluated.
Performance matrix should be developed
that reflect contribution of all stake-
holders. Most companies look at the
board of directors when think of
corporate governance. It is true that
board remains the centre of corporate
governance but it has limited access to
the day to day happening in the
company. The majority of the decisions
which may need scrutiny is taken by
Operations Management and Financial
Management of the companies. There
should be a mechanism thru’ which
Board can have feed back from the
finance chief as to whether they are

using their controllership function
rather than acting as business partner
only. Tyco has instituted a system
wherein senior vice President Corporate
Governance, vice President Corporate
Audits and an ombudsman report
directly to the board. Out of this the first
one report to the board’s nominating &
governance committee and the other two
report to the audit committee (9).

This does not mean CEO’s role is
diluted in this knowledge era, leaders
have to act like a gardener where s/he
like a gardener has to oversee that the
plants get proper sunlight, water and
nutrient. Like a gardener, s/he has to be
attentive to observe subtle signs that
need corrective action. To manage in an
era where human capital is one of the
most valuable assets, leaders have to
push down authority to the place where
real action is and have to really believe
in distributed leadership.

Building an Effective Board An
Indian Experience

Having dealt with the various
business models in the 21st century, let
us examine how to govern these
tomorrow’s companies for maximum
benefits of all the stake holders. It is no
doubt that an effective and powerful
board is a necessity to get the best out
of the team members (read stake-holders).
As the author said in the beginning of
the article that composition of the board
will change completely with the change
in the business modules in the new
century, let us examine the various
factors that are needed to be examined to
make an effective board. Four most
important factors in formulating an
effective board are to look at:
· Structure
· Process
· Culture
· Remuneration

Creating right structure for the board
is the first requirement in formulating an
effective board. Some of the initiatives
taken by our Indian business leaders are
really commendable; like when Hash
Mariwala of Marico Industries
reconstituted his board in late 2002, he
identified four critical areas where the

company needed fresh inputs from
independent directors and these are
strategy for his products, technology,
entrepreneurial wisdom and finance.
Having identified these he started his
search for getting suitable persons who
can not only meet the requirement of
corporate governance but also
contribute towards furthering his own
needs for input to the business. He filled
in the positions with Rajiv Bakshi
(strategy), Atul Choksey (entrepreneurial
wisdom) and Nikhil Khatau (technology),
for the fourth one that is finance he was
still looking out for some one with sound
knowledge. This is brilliant. Another
example is Hughes Software System
where the company made the board really
independent by inducting 10 outside
directors and only one representative
from the management i.e. CEO. Here the
company has drawn a clear line between
the management and the board. Out of
these ten directors, six are non-executive
directors and four are independent. This
type of board constitution makes the
board less involved in day to day
management and the board can
concentrate on strategic and governance
issues. Probably some mechanism like
what Tyco have done is needed so that
board gets information they need.

After structure, next important
dimension is the Process. The process
to revitalize the board is another area
that needs immediate attention. There
should be process by which the sleeping
members can be weeded out. Two Indian
companies namely Dr Reddy’s
Laboratories and Infosys Technologies
are trying to put together a process by
which the individual members of the
board as also the entire board’s
performance can be evaluated. The
question before them is whether to
evaluate individual member or the board
as a whole. Discussions are still going
on and it is certain that they would come
out with some scientific model probably
for both. British Airways (BA) has a
review process in position and one of
their Indian directors, Dr A S Ganguly
has undergone this process. Every three
years, every director in the BA board
has to submit a ‘peer group review’ to
the chairman of the board. Recently a
fairly large Indian company was looking
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for an independent director having
expertise in Human Resource area and
another Rs 2000 million company was
looking for a financial expert as it was
started by a group of technocrats who
lack real financial acumen. These are
good signs and hopefully this trend will
continue as without these types of
outlook it will be very difficult to survive
in the current century. Many companies
are identifying Key Result Area of their
independent directors, and these will
ensure that companies utilize fully the
potentials of their independent
directors. Another important thing is the
flow of information to the independent
directors in time. There are lapses on
either side. Most of the companies go
for jewels to show of i.e. well known
names in the management scene as their
independent director/s. These well
known personalities are in the board of
half a dozen companies and have to
attend quarter ending board meetings
in the months of July, October, January
and April every year. Many a times there
are two or three board meetings in a
week and they get the reports very late
and there remains hardly any time to
study and analyze the report/s before
they hop into the next meeting. There
should be some restraint as distinct from
restriction for accepting as also offering
such independent directorship. [1]

The third and final focus is the
Culture Factor which is much more
important than the previous two;
whatever may be the code of conduct
whatever may be the regulatory
authorities’ directives unless there is a
culture of openness and transparency
no mode of corporate governance will
be effective. Polaris Software invited
their independent directors to their
annual goal settings conference named
Lakshya where they could interact with
senior managers freely and that helps
in establishing an open and transparent
culture. The board room culture is an
important thing which must be nurtured
by open minded CEO who should
encourage dissent so that instead of
dreary and drab proceedings it becomes
an intellectual stimulating proceedings
.that may bring out the best of all board
members whether independent or not.

Finally the question comes about the
remuneration of the independent
directors which is key to their
independence. Like statutory auditors
if the remuneration is given by the
management of the company, how many
directors will find fault with the CEO?
This problem should not be wished
away. Let’s not get into the debate of
the quantum of compensation to be paid
to the eminent managerial personnel but
is there any way to ensure that the
independence of the independent
directors are not compromised for
getting compensation for the time and
expertise they provide to the board. No
regulatory authority has come out with
any formula as yet about de-linking
direct relation of money between the
company and the independent directors.
The remuneration should be fair enough
so that these professionals’ services are
adequately compensated, but it should
be paid from a common pool of money
contributed by the listed companies,
controlled by the regulatory body.

Ethics in the New Millennium

Business and ethics have always
generated lot of ethical question. When
the author started his corporate career
back in the sixties, the ethical part of
business was never discussed. Rather
just after installing him as Regional
manager of Eastern India, his Director
of British origin told him clearly that ‘we
are here to do Business not to preach
Morality.’ The Director further
mentioned that bribery and corruption
are there in every country in the world
and we need not be ashamed of it. But
we have traveled a lot in the last four
decades. Ethics have become an integral
part of business today. Apart from
bribery there are many ethical issues that
need to be addressed today as science
and technology advances. There are
growing concerns about sustainable
growth and concern about environment
which is our common future [8].
Following are the major concerns
expressed by eminent people:
1. Corporate employees and

managers are also citizens and
should feel duties of stewardship.

2. Corporations can no longer see
themselves as self-centered

concerns; they should look into
their higher self and make positive
commitments to larger issues that
confront the mankind.

3. All corporations should be morally
bound to maintain sustainable
growth.

4. Serious environmental problem
should be foreseen and steps taken
to ensure that our generation next
inherits planet earth in the same
condition (if not better) as we did.

5. With the tremendous progress in
the science and technology the
weapons of mass destruction
(WMD) is already in production
stage; some of the nation states
may have it in their hands and what
happens if it is unleashed?

6. At a smaller scale the removal of
life support system from a patient
who does not have reasonable
chance of getting back to live a
normal life is a question which has
not been answered yet.

7. Globalization is being lauded in
every management conference-but
no one wants to look at the
negative side of the globalization.
In the industrialized countries like
Western Europe and North America
it has created enormous social
problems with the collapse of the
manufacturing sector (11).

Before we draw any conclusions a
few questions may be asked “Is using
WMD in self defense is unethical?” Is
medically terminating the pregnancy of
a foetus that is likely to be deformed or
mentally challenged, ethical? Shall a
medico accept the decision of the
relative of a terminally ill patient to
remove the life support system unless
the patient himself or herself has made
a will duly notarized?    It is difficult to
answer these questions depending on
who is deciding and when? As we know
there is no black and white in these
issues ethically. Many of these issues
may not be exactly business ethics;
there are issues which are pure business
ethics on which The Institute of
Business Ethics (IBE) UK have done
very good work. IBE was founded by
the Christian Association of Business
Executives with the following aims ‘to
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emphasize the essentially ethical nature of wealth creation, to
encourage the highest standards of behavior by companies, to
publicize the best ethical practices and to demonstrate that the
business ethics involve positives initiatives, as well as constraints’.
A key tenet of the IBE is that ‘goodness advances with a mix of
altruism and self interest’.

Conclusion

Having travelled thus far let us come to the conclusion of these
various complicated issues on the all important Corporate
Governance and Ethical issues, in the new millennium:
1. Business Model has changed a lot, and keeping with this,

composition of Board should change by inducting
technologists who are again time limited by the relevance of
their technology. Key innovators to be on the Board.

2. Leadership should be distributed to provide ownership to the
innovators and actual man on the job.

3. Boards to be formed on the basis of structure, process, culture
and remuneration.

4. Corporate Entrepreneurship or Community to be formed to
encourage self governance.

5. Ethical issues will dominate with more technological
development, hence ethical codes has to be formulated in all
corporate entity.

6. Environment management will hold the key for future hence
corporate social responsibility will be crucial.

7. Ethics will be redefined as goodness advances with a mix of
altruism and self interest.

8. Corporations can no longer see themselves as self-centered
concerns; they should look into their higher self and make
positive commitments to larger issues that confront the
mankind.

9. Corporations to pledge to honor their obligation to the society
by becoming an economic, intellectual and social asset to each
nation and each community in which they operate.

10. Freedom from Greed.

*Prof. P K Banerjea, BE, PhD (Management) M.Inst D, ICFAI Business School
Pune, India.
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From Clash To Confluence of Civilisations

Message from the reformist Prime Minister of India
Manmohan Singh to the nation

As we enter a new year, we are filled with a new sense of
hope and optimism. The Nation is once again on the path
we had chosen for ourselves during the struggle for freedom.
A path that would affirm the democratic rights of a free
people, that respects the diversity of this ancient land and
where the unity of all is based on a respect for that diversity.
India walks tall once again in the comity of Nations as a
plural, secular, multi-cultural, multilingual democracy.

I do hope that in the New Year we can all work together
to build a more equitable, competitive and humane India,
our Government would like to see ahead of us a year of
prosperity and peace for all. We are committed to preserve,
protect and promote social harmony and to enforce the law
without fear or favour to deal with all obscurantist and
fundamentalist elements who seek to disturb social amity
and peace. We would like to ensure that the economy grows
at an accelerated pace, in a sustained manner that generates
employment so that each family is assured of a safe and
viable livelihood.

It will be our endeavour to enhance the welfare and
well-being of farmers, farm labour and workers, particularly
those in the unorganized sector and assure a secure future
for their families in every respect. We are committed to
fully empower women politically, educationally,
economically and legally and to provide for full equality of
opportunity, particularly in education and employment for
scheduled castes, scheduled tribes, OBCs and religious
minorities.

I would like the year 2005 to be marked for nationwide
mass movement for curbing violence against our women in
all its manifestations. I hope that 2005 will be a year in
which we are able to unleash the creative energies of our
entrepreneurs, businessmen, scientists, engineers and all
other professionals and productive forces of society.

I also hope it will be a year in which we can work
together with all our neighbouring countries to make this
sub-continent a more prosperous and secure region in which
democracy takes deeper roots and we can all join the forces
in the battle against poverty, disease, ignorance and
terrorism. I would like to see a year in which the world
becomes a safer place to live in and the environment is less
threatened. I would like to see a world in which the gap
between the haves and have-nots is narrowed and the
voiceless regain their voice in all the councils of decision-
making. I would like to see a year in which the idea of a
“clash between civilizations” is finally put to rest and we
are able to enable the “confluence of civilizations”.

None of these is the aspiration of an idealist. None of
these is a mere pipe-dream. This is a doable agenda provided
we can set aside our “make-to” attitude and adopt a “can-
do” spirit. I want 2005 to be a “Can-Do Year” for every
Indian. A year in which each one of us feels empowered to
contribute to the welfare of all and to peace and prosperity
at home and abroad. I wish every citizen of the world a year
of peace, prosperity and fulfillment. �
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corporate governance in italy and

the parmalat scandal the

collapse of TRUST *Giovanni D’Orio

Introduction

The collapse of the Parmalat food
empire reveals a troubling aspect about
Italian capitalism - the lack of effective
financial control over its family-owned
companies.

But was Parmalat scandal a pure
problem of corporate governance or was
it simply a “fraud”? Bearle and Means
(1932 pg. 6) famously explained: “The
separation of ownership from control
produces a condition where the interests
of owner and of ultimate manager may,
and often do, diverge ....”. Is this the
case? Were the people who invested in
bonds and shares of Parmalat savers,
investors or what? Which was the role
played in the story by Auditors,
CONSOB and Bank of Italy? This paper
analyses the current situation of the
Italian corporate governance and saving
system in a critical way by trying to find
an explanation to the previous
questions.

Corporate Governance and the
legislative decree 19/01/03nr. 6:
the alternatives

The Italian system of corporate
governance does not fit in either of the
categories of the well-known distinction
between bank-based and stock
exchange based systems. Instead, it can
be ranked among the first group of the
more recent distinction between insider-
dominated and out-sider dominated
systems. All the distinctive variables of
this group indicated by La Porta et al.
(1998) can be found in the Italian system:

� Italian firms depend heavily on
bank finance;

� banks have never played an
important role in the corporate
governance of firms;

� financial markets have historically
been shallow and small;

� ownership and control are
concentrated;

� the role of the state is important;
� groups of firms are very

widespread and used as a
mechanism to separate ownership
and control;

� there are conflicts of interest
between minority and majority
shareholders;

� boards of directors play a limited
role;

� the market for corporate control is
not active,

� hostile take-overs are difficult and
unlikely.

The possible way to separate
ownership and control has not been
based on a unique model but on a set of
different models: the system was self-
organising given the fact that in Italy
there has never been a law on corporate
governance issue. The model is actually
based on the following devices:

i. Hierarchical group. The most
frequent corporate governance
model; it accounts for 52 per cent
of manufacturing activity and is
more frequent among larger firms.

ii. Family control. The second most
relevant model. This is the case
where family links exist among
controlling shareholders.

iii. Coalition control: is a model quite
similar to the previous one but more
complex. The trust-link between
entrepreneurs and investors is
based on their sharing common
values (belonging to the same
industrial district, to the same
political party etc.).

iv. Financial supervision. Financial
guarantees to non-controlling
shareholders are represented by
the presence of financial
companies with privileged
information exerting monitoring
(banks, merchant banks,
institutional investors etc). This
model was basically absent among
Italian manufacturing firms in 1992
since the Banking law did not allow
the banks to own a relevant quota
of shares in a firm.

Under Italian Law two main types of
company may be incorporated: S.p.A.
(Società per Azioni) and  S.r.l. (Società a
responsabilità limitata).

� S.p.A. is the normal form for larger
companies  (joint stock
companies). An S.p.A. may be
listed on the Stock Exchange
although the absolute majority are
not. It is however necessary for a
company to be an S.p.A. in order
to be listed thereon.

� S.r.l. in practice corresponds to a
closely held limited company. It is
the kind of structure which is more
suited to small-to-medium sized
enterprises where limited liability is
required. This is by far the most
common type of company used by



��

���������� 	�
�������

Italian entrepreneurs and that most
frequently chosen by foreign
parent companies when setting up
their subsidiaries in Italy.

The governance structure of
corporations is two-tired: the managing
board (consiglio di amministrazione)
has the function of ratifying decisions
that have been previously taken by the
controlling group, and is supplemented
by a board of auditors (collegio
sindacale) who are responsible for
internal monitoring. Directors can either
be executive or non-executive and there
is only a limited number of external
directors. They tend to meet only a few
times a year and the meetings are
frequently of poor quality. In addition,
information is generally scarce and
incomplete. Even though board
members and managers are supposed
to use the “agent’s diligence” in the
management of the company,
responsibility is effectively taken only
in cases of insolvency or incidents of
criminal significance.

The board of auditors is composed
of either three or five members (sindaci)
who are to be chosen among certified
public accountants (revisori contabili).
The latter are elected by the assembly
of shareholders and cannot be revoked
without cause before the end of the term.
Listed firms are also subjected to an
external monitoring and sometimes the
two forms of control overlap giving rise
to several problems of competence.

Until the Reform of Company Law
which was introduced by Legislative
Decree 19 January 2003 No. 6 (hereafter
the Reform), many of the rules governing
an S.p.A. were also applicable to an S.r.l.

By the Reform the legislator has
clearly manifested its intention to
regulate smaller enterprises in a totally
different manner by stressing the
importance of the personal contribution
provided to the company by
shareholders. To a certain extent, this
type of company has been equalled to a
limited liability partnership but it is still
characterised by its capital being

divided into intangible shares, which are
not represented by certificates.

Corporate Governance in S.p.As

The traditional structure of Italian
companies is based upon a clear-cut
distinction between different functions
assigned to three separate bodies. The
General Meeting of Shareholders, which
is responsible for approval of the
balance-sheet, the appointment of
directors and the determination of
remuneration for directors and statutory
auditors. The Directors; this organ may
be represented by a sole director or by
a Board of Directors and is in charge of
management

The Board of Statutory Auditors
which invigilates on compliance by the
company management with the law and
the articles of association, on respect
by the management of rules of correct
business administration. According to
the Reform, Statutory Auditors will no
longer control the company accounts, a
function which is now exclusively
entrusted to external auditors. The
assignment of the company’s functions
to three bodies has traditionally been
compared with the division of powers
in a modern state. Along with this
traditional structure the Reform has
however introduced two alternative
management and control systems,
respectively deriving from the German/
French and English experience and
recommended by the EU Council
Regulations on the “European Company
By-laws” dated 8 October 2001.

The “dualistic” system (s. 2409
ff., Civil Code)

This alternative provides for

i) a Management Board, with the
same type of responsibilities as
those which are attributed to the
BOD and

ii) a Supervisory Board whose tasks
are wider than those of Statutory
Auditors, in that it sees to the
appointment and revocation of

Management Board members and
to the approval of the company’s
accounts. The Supervisory Board
is also exclusively enabled to
promote actions in liability against
members of the Management
Board and to waive such actions
by way of settlement out of court.
Consequently in a company
managed in accordance with this
two-tier system the functions of
the Shareholders’ Meeting are
confined to appointing and
revoking members of the
Supervisory Board.

The “monistic” system (s. 2409 ff. Civil
Code)

According to this system,
management is entrusted to a regular
Board of Directors at least one third of
which must be represented by
independent members. Supervision is
attributed by the Board to a
Management Control Committee whose
members are chosen from among
independent directors. In companies
which make recourse to the capital
market, the Committee must be formed
by no less than three members and at
least one member must be a registered
auditor.

In both types of governance, save
for small unlisted companies,
supervision of accounts is invariably
entrusted to an external auditor or
auditing firm.

Corporate Governance in S.r.ls

In the view of the legislator an S.r.l.
should be the swiftest and most flexible
tool in the hands of shareholders. A
much greater degree of discretion has
thus been recognised to shareholders
by the Reform, particularly in laying
down the rules for the administration of
their company. Articles of associations
will be set forth by shareholders in
accordance with their needs. Therefore,
they will be less formal and quite
probably be drawn up in the form of
contracts. In line with this very flexible
structure, the managing body of an S.r.l.



���������� 	�
�������

��

may be freely shaped by shareholders
by way of recourse to some alternative
solutions:

� A Sole Director
� A traditional Board of Directors

collectively acting as a committee,
presided by a Chairman and by a
Managing Director

� A Board of Directors not acting as
a committee, formed by a plurality
of members having the same
powers. Depending on the
shareholders’ choices, such
directors may operate:

i) severally: this alternative, however,
carries with it the power of each
director to veto resolutions
proposed by the other directors

ii) severally on certain issues (for
instance in matters concerning the
day-to-day business)

iii) jointly
iv) jointly on certain matters (for

instance as regards the so called
“extraordinary administration”).

Supervision of accounts will be
entrusted to a Board of Statutory
Auditors or to a sole auditor only where
the company share capital is in excess
of •  120,000 or when the turnover or
the size of an S.r.l. are beyond a certain
threshold determined by law.

Corporate Governance, Ac-
counting and Auditing after the
Parmalat Scandal

Was it a forged Bank of America
document, allegedly patched together
by a Parmalat executive using a scanner
and a fax machine, that reveals a
troubling aspect about Italian capitalism
- the lack of effective financial control
over its family-owned companies ?

In Italy, dissatisfaction with the state
of corporate governance has seriously
increased in recent years and the
previously analysed Reform has not
changed at all the general feeling about
the “quality” of corporate governance.
After the privatisation process started
in 1988, the Italian system of corporate

governance has begun to move towards
the U.S. system without reforming three
important features that are different
between the two systems:
1. The role of institutions and

institutional investors  in
controlling management;

2. The difference in ability to fill in
gaps in contingent contracts due
to the  less efficient Italian legal
system and the absence of
protection for investors’ rights  in
Italy;

3. The control model of medium and
large firm ;

The main critics that the Italian
system collect is that the duty of loyalty
is not an operational concept and that
courts have no expertise or inclination
to provide protection for non-
controlling investors. The Reform did
not affect these two points and the
words experts have used to describe it
are “feeble” and “toothless”. That is
particularly vulnerable in an economy
dominated by family-run businesses
and lubricated by social ties. Although
Parmalat was a public company, the
Tanzi family controlled it, which is the
pattern with many of Italy’s large
concerns, including Fiat, Prada and
Benetton. The Italian government last
year decriminalized “false accounting”.
As a result, Parmalat prosecutors are
having to turn to other statutes.

Parmalat rarely explained its finances
to stock analysts, and because it was
family-run it was exempt from certain
disclosure requirements. Consob, Italy’s
securities and market regulator, is
viewed as understaffed and ineffective
and now the Italian Parliament is
discussing a new reform to create a
Super Consob and “to protect save”.

In the latest annual corruption
perception index by the nonprofit
Transparency International, Italy ranked
second to last among EU states, edging
only Greece. Chile, Botswana and
Bahrain were among the 34 nations seen
as less corrupt than Italy. Rules require
enforcement, and Italy’s reputation does
not inspire confidence: Parmalat as the

final drop that caused the collapse of
trust in Italian saving and investment
plan.

There is nothing uniquely Italian
about balance-sheet fraud, of course.
Indeed, hard questions are also being
asked of U.S. banks that lent money to
Parmalat and of two multinational Big
Five accounting firms, Grant Thornton
and Deloitte & Touche, which signed
off on Parmalat’s doctored books.

So, let us raise an all-too-famil-
iar question: “Where were the
auditors?”

As part of its third quarter 2003
review of Parmalat’s interim financial
statements, Deloitte & Touche SpA
included a qualification in its review
report highlighting the lack of evidence
available to support the valuation of the
Epicurum investment and alerted
regulators. Was it a bit late?

Grant Thorton SpA served as
auditors for Parmalat from 1990 to 1999,
when the company changed auditors to
comply with an Italian law mandating
auditor rotation. Italy is extremely
unusual, if not unique, in having such a
law.

Deloitte & Touche SpA replaced
Grant Thorton SpA as the auditors of
Parmalat’s parent company, Parmalat
Finanziaria. Both auditors insist that
they have been the victims of the fraud
perpetrated by the company.

The auditor rotation raises some key
policy questions. First, did the
mandatory rotation contribute to the
ultimate discovery of the fraud? The
jury is still out on that. Such a conclusion
seems difficult to draw, however, given
that Deloitte & Touche SpA did not
uncover the fraudulent scheme in their
prior audits since 1999. Second, did
Grant Thorton SpA’s continued
involvement with the subsidiary audits
contribute to management’s continued
concealment of the fraudulent activities
during that period? Was the same Grant
Thorton partner rotating from the parent
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company audit now responsible for the
audit of the Cayman Island subsidiaries?

In the weeks and months ahead,
given the fact that the Parliament is
discussing the new reform to protect
saving, questions also will focus on the
responsibility of auditors to detect
fraud. Based on the current professional
standards, the auditors’ primary
responsibility in a financial statement
audit is not to detect fraud but to
provide an opinion on the fair
presentation of the financial statements.
Given the magnitude of the Parmalat
deception, however, a new standard is
needed. It is necessary to have the
auditor’s consideration of fraud
blended into the audit process and to
expand the procedures to detect fraud.

Some Lessons from the Italian
System of Corporate Governance

In section 1.2 we noticed that Italian
firms depend heavily on bank finance
but banks and non-bank financial
institutions play a minor part in
corporate governance in Italy. In spite
of their remarkable share in corporate
external financing, feeble bank-firm
relations jeopardise the bank’s role
(Ferri and Pesaresi, 1996).

This causes a lack of interim and ex-
post monitoring via share or debt capital
or via financial services. The Bank of
Italy holds virtually no stake in non-
financial companies. No other financial
institutions have taken over the role of
banks in the ownership structure of
Italian companies, partly due to the
absence of pension funds as a
consequence of the country’s broad
coverage pay-as-you-go public pension
system. In the absence of financial
institution, fiduciary duties and the
market for corporate control, corporate
governance in Italy has relied on three
main actors (Barca and Trento 1997): the
state, that played a double role as owner
and a source of resources for the private
sector; pyramidal groups and, last but
not least the family and/or coalition
control.  The failure of financial and non-
financial institutions to act as advisers

or intermediaries and the high
concentration of ownership, as well as
the lack of rules concerning public
offers, have prevented the development
of the exit device. Company law,
securities law and investment
regulations do not provide a framework
for institutional investors to play much
of a role in corporate governance. The
information available to shareholders is
also inadequate. Corporate bodies have
exercised no independent monitoring.
The Board of Directors in Italian
companies is generally fully identified
with controlling shareholders. One of
the main characteristics of the Italian
model, the system of state-owned
enterprises has come under particular
attack and in 1992 a process of
privatisation was initiated. Major
problems have been encountered in
replacing the old system with
alternative devices (see Barca and
Trento 1997).

Institutional investors in general
and even banks are characterised by the
lack of activism that they perform in their
role as creditors. Italy’s particular
bankruptcy law plays an important role
in explaining this behaviour. Banks play
a relevant role in the transfer of control
when a company is in financial distress
but they do not monitor entrepreneurs’
long term strategies (Sarcinelli 1997) and
they do not appear particularly active
in soliciting the adjustment of
companies’ ownership structures. As
previously said, pyramid control is
another device widely used in Italy.
This way of achieving separation puts
the interests of minority shareholders
in all subsidiaries of the groups at
particular risk. The head of pyramid
looks to the group as a whole but the
shareholder of a particular firm of the
group wants good performance for his
own firm. The company at the top of
the pyramid if private have been
governed by family control and
coalition control (Bianco et al. 1997).

To assess the static efficiency of
Italian corporate governance, reference
can be made to two specific stages in a
company’s life when corporate

governance is especially important: fast
growth (and entry) and crises. While an
a-priori judgement of the static efficiency
of Italian corporate governance is
therefore ambivalent, there seems no
doubt about the negative dynamic
efficiency of the system. Dynamic can be
defined as a concept of efficiency that
takes into account not just existing
entrepreneurial skills but also those which
would develop if all individuals were
given fair access to control.

Several factors played a role in
impeding turnover within the
entrepreneurial establishment:
� financial obstacles to entrepre-

neurs, particularly new entrants;
� stickiness of the family control

model;
� the strong collusion between top

managers of enterprises (not only
state owned) and top politicians
who have helped each other to
stay in power.

In Parmalat we observed all of
these factors

As regards fast growth and entry,
family and coalition control allows
accumulated savings to be channelled
to investment since formal institutions
are lacking. But these devices are
inadequate to govern the growth of both
small and large companies when there
are shortages of capital, which should
be matched by long-term debt or by
private risk capital (or, like in Parmalat,
by fraud). The preponderance of short
term debt and wide use of collateral are
particularly unsuitable for financing fast
growth, especially when firms do not
have much of a record. Similarly, both
family and coalition control tend to
prevent the raising of new “outside” risk
capital. For an entrepreneur to attract
funds to finance his projects, qualities
that most people do not possess are
required: families’ ties or political and
social links with well-off members of
society. Growth tends to be limited by
the capital of incumbent families and
coalitions. Several facts seem to
corroborate this evaluation: the limited
diffusion and high concentration of
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ownership; the very small size of the
stock exchange; and the lack of medium
sized firms. However, in a series of other
aspects, the Italian experience may offer
some insights of general use, especially
in analysing transitional economies.
When a crisis occurs, all 3 models,
family, coalition and state, tend to
reduce the risk that signals of bad
performance might too easily unsettle
an allocation of control, even when there
is no misallocation. This is possibly one
of the main advantages of Italian
governance environment. On the other
hand, due to lack of continuous
monitoring, these models may increase
the risk of the opposite error: that a
misallocation of control, though
signalled by bad performance, does not
lead quickly enough to transfer control.
The state in Italy gave to firms (owned
or not) flow of resources. It has
transferred substantial funds to
overcome situation of financial distress,
has bought out mismanaged companies,
has provided subsidies to achieve
delayed restructuring and has granted
subsidised credit. Now, in order to re-
create trust, the State must provide
strong institutions, laws, regulations
and improved practices designed to
prevent new scandals from developing
from this date forward.

Conclusion

The Parmalat situation started out
as a fairly standard - if stunningly large
- accounting fraud. Managers allegedly
used various accounting tricks to avoid
disclosing sizeable losses, possibly
with the collusion of at least some
auditors and lawyers. The presence of
strong controlling shareholders
introduces a new divergence of interest.
In fact, it is very easy for the controlling
shareholder to extract non-pro rata
benefits for itself at the expense of the
minority shareholders and, furthermore,
stakeholders. If the prosecutors are
right, Parmalat controlling shareholder
and CEO Tanzi joined that club sometime
ago. The discussion on the
effectiveness of outsider and insider
systems received two big shots: some
commentators look at Anglo-Saxon
capitalism after Enron scandal, now it is
tempting to do the same after Parmalat
scandal. The discussion on the
convergence between the two CG
systems (see Balling et al. 1998 for a
survey) seems to have one common
point: both produce scandals. The
problem of majority shareholder abuses
is no respecter of national boundaries.
In juxtaposition to Parmalat, for

example, one could cite the Anglo-US
example of Hollinger, or the domestic US
example of Adelphia.

There are no easy solutions to the
problem of dealing with a controlling
shareholder. Forcing a majority
shareholder to give up control is no
answer, both because of the
enfringement on contract and property
rights and because it solves one
governance problem by restoring the
agency problem associated with
dispersed ownership. The key of the
discussion is on transparent accounting
rules (Dimsdale 1994 is a never too old
work on this). Once this is achieved it
will be much easier to solve the problem
of enforcement. Accounting fraud will
be with us as long as there are
unscrupulous businessmen and
dishonest or incompetent lawyers and
auditors. Attempts to drive out every
last residue of fraud are more likely to
burden honest corporations with undue
regulations than to prevent bad actors
from acting badly. Instead, what we
should strive for is a cost-effective
system of better accounting rules and
responsible enforcement that strives
only to reduce the problem to
manageable proportions.
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News & Views

Ignoring global warming is not an option

First it was denial. Human-driven global warming was not
happening. It was down to sunspots,   natural   weather
variation or just environmentalists with over-active
metabolisms. Gradually, though, the emerging consensus
pushed the critics aside. Even in the US, a 2001 report
commissioned by George W. Bush’s administration from the
National Academy  of Sciences agreed  that  most  of the
observed warming of the past 50 years was due to the build-
up of greenhouse gases in the atmosphere from human
activity.

But just as it became increasingly difficult publicly to deny
the links between burning fossil fuels and global warming,
climate contrarians cleverly changed tack. Instead of insisting
that the planet was not warming, they started to say it was too
expensive to do anything about it.

 This new brand of defeatism smacks of complacency,
coming mostly from a range of academics and government
advisers based in rich countries. Yet it is the poorest of the
populations of developing countries, who often live in
environmentally vulnerable areas, who will suffer most from
climatic shifts.

Both Africa and climate change are Tony Blair’s stated
priorities for the Group of Eight summit to be held in Scotland
next July. The two are inextricably linked. Every one of the
Millennium Development Goals for eradicating poverty is made
less attainable by climate change. Even small shifts in weather
patterns for Africa’s rural economy will mean misery or worse.
Yet siren voices still urge inaction.

Bjorn Lomborg, the Danish statistician and self-styled
“sceptical environmentalist”, recently organised a forum of
orthodox economists - the Copenhagen Consensus - to
evaluate the world’s development priorities. Given an additional
$50bn (£26bn) for tackling global challenges, which projects
would it best be spent on? In spite of worrying data from the
US National Oceanic and Atmospheric Administration on
sudden, unexplained rises in atmospheric greenhouse gases
– which could be the first signs of positive environmental
feedback into warming process – the panel put climate change
at the bottom of its list.

 But the panel asked the wrong question. Allowing
warming to continue is not an option, because the stakes are
too high. Annual damage costs from weather-related disasters
are projected to reach three times current global aid flows by
2012, while the insurance industry has warned of bankrupting
global disasters by the end of the century. Instead of saying
“Here is some money, what shall we spend it on?” the panel
should have said: “Here is a problem, how shall we solve it?”

Then there is Myron Ebell, the Bush administration adviser
and representative of the Exxon-funded US Competitive
Enterprise Institute. The day after Mr Bush’s election victory,
he set the tone of the new administration by saying on the
BBC that climate change was a European plot to undermine
US economic dominance. Strange as this sounded, it may have
been just another example of the administration’s preference
for pre-emptive strikes.

With the Kyoto protocol about to become a legal
instrument in February next year, following Russian ratification,
the US has left itself open to economic sanctions. Free-riding
on other nations’ efforts to curb climate change means its
domestic businesses, without internationally agreed emission
reduction targets to meet, could make significant cost savings
in the short to medium term.

This possibility has not gone unnoticed. Responding to
just such a proposal for economic measures to be used in
answer to US non-compliance, Pascal Lamy, the former
European Union trade commissioner, wrote: “There is a clear
case for being aware of any adverse effects on our industry
and doing everything in our power to minimise these... In that
sense it is relevant also to keep under review the scope for
action under World Trade Organisation rules to level the
playing field.”

The challenge is to turn such modest beginnings into an
effective global framework. The next two steps seem obvious.
First, more than a decade of diplomacy has failed to persuade
the US to give way on climate change, so economic pressure
is about the only viable option left. Second, rich countries
need to respond to the sense of injustice felt by poor countries,
which are suffering the worst effects of climate change. Their
price for accepting a constrained global carbon budget will
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almost certainly include equity in terms of emissions
entitlements. They are also entitled to expect substantial extra
resources as they struggle to cope with a problem they did
not create.

Citi never sleeps, it’s a German probe now

Regulators Probing Manipulation of Bund Futures Market
Last Summer Germany’s financial watchdog said it is
conducting a full formal investigation into US financial services
company Citigroup over possible market manipulation in the
eurozone government bond futures market. Financial Times
had reported that Bafin was near the end of an enquiry into
whether Citigroup’s bond traders manipulated the Bund futures
market on the eurex exchange last summer. “We are conducting
a formal investigation into market manipulation,” a Bafin
spokeswoman said. There is no definite date yet when the
investigation will come to a close.”

The FT said the investigation had been co-ordinated with
a separate inquiry by Britain’s Financial Services Authority
into Citigroup’s bond trades in the cash market. An FSA
spokeswomen said the probe was ongoing but declined to
offer any further details. A spokeswoman for Citigroup in
London, said, the firm was continuing to fully cooperate with
the investigation but declined to comment further.

The German and French financial watchdogs told Reuters
they were looking into trading by Citigroup in European
government bond and derivative markets. The Italian watchdog
Consob said it too was checking operations conducted by
the US financial services group. BaFin said it had been
contacted by the MTS electronic trading platform about
Citigroup’s sale of around 11 billion euros’ worth of euro-
denominated government debt within a few minutes.

In September Citigroup sent around an internal memo in
which it admitted to regretting the controversial trade, and
chief executive Chuck Prince has since described the trade as
“knuckle headed” to the press. Citigroup sold about 11 billion
euros of euro-denominated government debt within minutes
in a day provoking sharp price movements and consternation
of other brokers.

US assets shunned by central bankers

Problem for Bush as reserves are shifted to eurozone
Central banks are shifting reserves away from US assets and
towards the eurozone in a move that looks set to deepen the
Bush administration’s difficulties in financing its ballooning
current account deficit. In actions likely to undermine the
dollar’s value on currency markets, 70 per cent of central bank

reserve managers said they had increased their exposure to
the euro over the past two years. The findings emerge from a
survey of central bank reserve managers published today
which was conducted between September and December.
About 65 central banks, controlling assets worth Sl,700bn
(£909bn), took part and the results showed a marked change
in attitude over the past two years. Any rebalancing of central
bank reserve portfolios has serious implications for the global
financial system as the US has become increasingly dependent
on official flows of funds to finance its current account deficit,
estimated at $650bn in 2004. At the end of 2003, central banks
held 70 per cent of their official reserves in dollar-denominated
assets and central bank purchases of US securities had
financed more than 80 per cent of the US current account
deficit in 2003. Any reluctance to increase exposure to dollar
assets could cause the greenback to plunge on currency
markets.

“The US cannot take support for the dollar for granted,”
said Nick Carver, one of the authors of the study conducted
by Central Banking Publications, a company that specialises
in reporting on central banks. “Central banks’ enthusiasm for
the dollar seem to be cooling off.” In a further worrying sign
for the greenback, 47 per cent of 1 reserve managers surveyed
said • they expected the growth of offi- | cial reserves to slow
to less than ; 20 per cent over the next four years.

Between the end of 2000 and mid-2004, official reserves
increased by 66 per cent. Slower reserve accumulation growth
implies the supply of official finance is likely to become more
limited but few expect US demand to slow. The consensus
among economists is that the US current account deficit will
increase to $694bn in 2005. More than 90 per cent of central
bank reserve managers said the income from reserve
management was “important” or “very important”. In the two
years since a similar survey was conducted, reserve managers
had begun to seek higher returns for the money under
management.

Dollar assets have become less attractive for these
managers because the fall in the dollar since 2002 has reduced
the yield they received and, in some cases, led to negative real
returns. Alan Greenspan, the chairman of the US Federal
Reserve, warned in November that there was a limit to the
willingness of foreign governments to finance the US current
account deficit.

New sub-class of poorly paid workers in Japan

Huge changes in Japan’s labour market are creating a
dangerous divide between well paid, well trained workers in
permanent employment and a sub-class of poorly paid workers
with low skills and fragile job security, the Organisation for
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Economic Co-operation and Development has warned.
The report, which continues to argue in favour of the need to
tackle deflation and assert fiscal control, branched off into an
unusually gloomy chapter about the downsides of what would
normally be considered the positive effects of greater labour
market flexibility.” Employment flexibility is being achieved
through increased hiring of non-regular workers,” whose
numbers had sky-rocketed from 19 per cent to 29 per cent of
the total workforce in a decade, it said. Temporary staff earned
about 40 per cent as much as regular workers.

“The” increasing dualism is creating a group, concentrated
among young people, with short-term employment experience
and low human capital.” The OECD concern chimes with
growing anxiousness within the Japanese government that
the postwar employment model is dying but has not been
replaced by a tenable alternative. One government official said
the number of suicides had not fallen since Japan’s economic
recovery began three years ago, a phenomenon he attributed
to greater despair caused by the collapse of the old labour
market system.

The Bank of Japan recently put out an influential report on
labour market changes, which it said were partly responsible
for the tenacity of deflation, now into its seventh year. Wages
have continued to fall in spite of three years of economic
recovery, interrupting a transmission mechanism by which
greater economic activity normally feeds through into higher
prices. This weekend, the government produced a draft of  the
21st Century, in which one of the main recommendations was
to change pension and other laws to make it easier for workers
to move between jobs.

It also recommended making it easier for women to work
full-time and for people to work until 75. One of the OECD’s
main concerns, said Randall Jones, the OECD’s chief economist
for Japan and South Korea, was that labour flexibility was
being introduced in only one part of the market, creating an
unbridgeable divide between workers in non-regular and
regular employment. ”The equity concern is magnified by the
lack of movement between the two segments of the workforce,
trapping a significant portion of the labour force in a low-
wage category from which it is difficult to escape,” the report
said. Mr Jones contrasted the situation with that of Australia,
where it was fairly easy to move between the two categories
of employment. Because Japanese training largely took place
within companies that offered lifetime jobs, those outside the
walls of permanent employment could fall further and further
behind. The burden falls disproportionately on the young
because many companies, which have sought to slash costs
since the late 1990s, have preserved the jobs of existing
employers by freezing the hiring of graduates. The youth
unemployment rate is about twice the national average at 10
per cent. The OECD said it did not favour putting a brake on

the creation of non-permanent employment - a remedy
favoured by Japanese unions, many academics and even some
government officials.

Efforts to rebuild Iraq rife with corruption

The authors of a new report on post-conflict reconstruction
have given warning that efforts to rebuild Iraq have so far
proved wasteful, ineffective and rife with corruption.
The report, to be released in London today, was funded by
the United Nations Development Programme and draws on
examples of previous post-war efforts to rebuild countries
including Bosnia, Lebanon and Sierra Leone.
The study, carried out by Tiri. the London-based governance
campaign group, and the Lebanese chapter of Transparency
International, has found that such reconstruction is viewed
by much of the international community as a “state of
exception” in which the normal rules of business conduct do
not apply. The need to spend funds pledged for rebuilding
makes it acceptable to bend the rules, award contracts without
competitive tender and turn a blind eye to profiteering and
conflicts of interest.

The authors are particularly critical of donors’ tendency
to use large western contractors to repair infrastructure
damaged in the war, importing foreign personnel and equipment
at a huge cost. In Iraq, that policy has proved disastrous, one
of the authors said in an interview. Mr Carver, who as head of
international law at Clifford Chance, was a frequent visitor to
the region, said: “The ordinary Iraqi - even if they were
passionately against Saddam and delighted to see him go -
feel that there’s nothing left for them after 18 months of
occupation.

The Americans have brought them, precisely, nothing.”
The damning report follows growing criticism -both official
and unofficial -of efforts to rebuild Iraq and Afghanistan. The
UK’s Christian Aid and George Soros’ Iraqi Revenuewatch
have said that billions of dol lars in Iraqi oil revenues have
been spent on reconstruction with few discernible results. A
UN watchdog, the International Advisory and Monitoring
Board, and the Coalition Provisional Authority’s own
inspector-general have also sharply criticised the former
occupation authority’s handling of Iraqi oil funds for
reconstruction projects.

FSA tightens rules on insurance sales

The Financial Services Authority will next week intensify
its efforts to get companies that sell insurance to obtain
authorisation under its forthcoming regulation of insurance.
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In a last-ditch effort to jolt awareness among these
companies it is to run a series of advertisements in national
newspapers in the run-up to January 14, when it assumes
responsibility.

From this date, any company selling or advising on the
sale of insurance must be authorised by the FSA. While this
includes insurers and brokers, it extends to those that sell or
advise on the sale of insurance alongside their main products,
such as vets and car dealers. Trading without authority will
be a criminal offence. The FSA has the power to close
businesses, fine executives, and, in extreme cases, impose jail
sentences.

The aim of the campaign is to tell companies that even if
selling insurance is only a small part of their business, they
will be affected by the forthcoming regulation. If they submit
a completed application form before midnight on January 13
they will be able to carry on selling insurance until the FSA
has reached a final decision on whether they should be
authorised.

New laws introduced earlier this month enable companies
that have applied by January 14 but had not received a final
decision, to be authorised in an interim capacity. The
advertisements, targeted primarily at those companies that
sell insurance alongside their main products, will count down
the days until regulation comes into effect.

Sarah Wilson, director of the FSA’s high street firms
division, said many of these companies “don’t recognize
themselves as financial firms and therefore the need to be
registered by the FSA”.

The FSA also plans to spend £430,000 on an advertising
campaign to raise awareness of new documentation that
consumers should receive when they buy an insurance policy,
explaining the key facts about the policy they are buying,
particularly any exclusions, and the services they will receive.
On December 17, the FSA estimated that about 36,000 firms
had been authorised. Applications have continued to come in
since this date.

The regulator said it was difficult to say how many
companies would fail to obtain full or temporary authorisation
by January 14. This was because estimates of those that sold
insurance alongside their main products were vague.

Some businesses would either cease to sell insurance
before January 14, or become appointed representatives of a
directly regulated company, removing the need for separate
registration.

The FSA said that while most insurers and brokers had
registered, it was concerned about the low level of applications

from motor dealers, removal companies, property managers
and car hire companies. It also estimated that between 3,000
and 4,000 companies had expressed initial interest but had not
yet applied.

Although not all of these would apply, the FSA said there
could be “hundreds of interim authorised firms”.

Once the new regulations come into effect, insurers will be
expected to report any companies selling insurance without
authorisation. “The industry cannot deal with an unauthorised
intermediary,” said Ms Wilson. “So we would expect firms in
that situation to have increasing difficulty doing business.”

The FSA has recruited over 100 additional staff to work on
mortgage and general insurance authorisation. Ms Wilson said
the monitoring team would follow up leads on intermediaries
potentially trading without authorisation. It will also carry out
its own monitoring exercises, such as checking newspaper
advertisements to certify companies selling insurance display
a symbol to show they are FSA regulated.

Spitzer blasts ‘corrupt’ insurers

Shares in Marsh & McLennan and big insurers fell
dramatically yesterday after Eliot Spitzer, the New York
attorney-general, accused the insurance industry of
widespread corruption and anti-competitive practices.

Mr Spitzer said that companies were rigging business,
stifling competition and cheating customers as he brought a
lawsuit against Marsh, the world’s biggest insurance broker,
and named four other companies -ACE, AIG, The Hartford,
and Munich American Risk Partners - as participants in the
lawsuit.

The suit claimed that Marsh had duped “unsuspecting
clients” by steering them to insurers with* which it had
“lucrative pay-off agreements” since at least the late 1990s.

Shares in Marsh & McLennan, Marsh’s parent company,
which also owns Mercer Management consulting and Putnam,
the Boston mutual fund firm, lost more than a quarter of their
value on news of the investigation.

Shares in the group, which is headed by Jeff Greenberg,
fell by almost 25 per cent to close at $34.85. Meanwhile, shares
in AIG, the world’s largest insurer by market capitalisation,
which is led by his father Hank Green-berg, dropped by about
11 per cent to close at $60.

Shares in the two other top insurance brokers also fell
sharply. Aon shares fell 16 per cent to close at $23.18 while
Willis fell 7 per cent to close at $34.48. “The insurance industry
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needs to take a long, hard look at itself . . .there is simply no
responsible argument for a system that rigs bids, stifles
competition and cheats customers,” Mr Spitzer said. “Where
is the ethical compass of this industry?”

Earlier this year Aon and Wil-lis received subpoenas from
Mr Spitzer’s office demanding information about payments
they regularly receive from insurers for bringing in business.

 Mr Spitze complaint, which was filed in New York state’s
accused Marsh of an under which paid more than $lbn
(£560m)mjseparate commissions in exchange for more business
and protection from competitors. Last year, such payments
accounted for about $800m, or more than one-third of earnings
at Marsh, which reported $1.5bn in net income.

According to Mr Spitzer’s office, Marsh often asked
insurers for falsified quotes for insurance contracts to deceive
customers into thinking competition had taken place. The
group also promised to protect favoured insurers from
competition. In email messages, senior Marsh executives
openly discussed the need to place its business with insurers
that “have superior financials, broad coverage and pay us the
most”.

Marsh & McLennan said it had not been made aware of
the lawsuit until yesterday. “We are committed to getting all
the facts, determining any incident! of improper behaviour,
and dealing with any wrongdoing,” the firm said. Two
executives from AIG have already pleaded guilty to one count
each of fraud. Hartford Financial shares fell 4 per cent to $58.52,
while shares in Ace fell 9.5 per cent to $36.47

Worldcom and Enron directors agree to pay share-
holders

Ten former directors of WorldCom (now MCI) have agreed
to pay $18 million out of their own pockets as part of a
shareholder lawsuit. A few days later, 18 former directors of
collapsed energy conglomerate Enron agreed to pay $ 13
million as part of a settlement in a shareholder lawsuit. Rebecca
Mark, who played such a prominent role in the controversial
power purchase agreement for the now defunct Enron’s Dabhol
Power Company plant in India, is among those who will be
paying out.

Considering the millions that board directors in the US
make in pay, perks and productivity-linked bonuses, regardless
of their companies’ fate on the bourses, this should be a
virtuous development for shareholders who have been at the
receiving end of the serial accounting scams-housing finance
major Fannie Mae being the latest-that have plagued US
corporations over the past few years.

World Council For Corporate Governance asks
Mukesh Ambani to improve RIL’s record

Anil Ambani, vice chairman of India’s largest private
sector company Reliance Industries (RIL), may have an
ally in quarters that matter. Madhav Mehra, President,
World Council For Corporate Governance (WCFCG)
says “cases like RIL could be explosive in terms of
endangering stakeholders’ interest.”

The younger brother Anil Ambani has over the past
couple of weeks been systematically calling attention to
the governance lapses and shortcomings at the flagship
company of the almost Rs 1 lakh crore group. Mehra says
RIL lagged behind during the recent stock rally thanks to
its weak governance framework being made public.
“Corporate governance is the only solution for the only
solution for the companies to sustain and grow in long
term,” he says.

“Transparency in managerial issues of the companies
is the base of corporate governance. RIL had been the
BSE Sensex leader for last the 10 years but now, when the
bourses were going up, crossing all limits, RIL’s stocks
on the contrary were going down,” he adds.

There has to be transparency on ownership issues to
retain the faith of stakeholders, he feels. With India’s No
1 private sector company being embroiled in a controversy
over governance issues, Mehra feels that the government
needs to do more. “The US and UK governments have
enshrined corporate governance in statues but here in
India the political will is lacking.”

London based WCFCG aspires to establish public
confidence in the corporate system. It aims to become a
leading provider of knowledge about best practices in
corporate governance.

ImClone founder settles with SEC

Sam Waksal, founder of ImClone Systems, the
biotechnology company, yesterday reached a final settlement
with regulators over insider dealing charges by agreeing, along
with his father, to pay more than $5m.

Without admitting or denying the allegations made by the
Securities and Exchange Commission, Sam and Jack Waksal
are to relinquish $2m that resulted sales of ImClone shares.
Sam Waksal will also a $3m penalty. Sam Waksal, who agreed
to pay more than $800,000 in a partial settlement  with the SEC
in March  2003, was sentenced to seven years in prison in
June 2003 after pleading guilty to six counts of fraud and
conspiracy.
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He admitted trying to sell large chunks of ImClone shares
in 2001 after receiving a tip that regulators would reject an
application to market its colon cancer treatment drug Erbitux.

Last year, Martha Stewart, the home design guru, was
sentenced to five months in jail for misleading investigators
over her sale of ImClone shares in 2001. Andrew Parker, New
York.

Yukos plans $20bn damages claim

Yukos yesterday said it planned to launch a $20bn claim
for damages against the Russian government and others
involved in the forced auction last month of its main operating
subsidiary, Yuganskneftegas (YNG).

The Russian oil group last month filed for bankruptcy
protection in the US in a last-ditch bid to block the sale of
YNG, which was seized by the government to settle back taxes
allegedly owed by Yukos. However, the US bankruptcy judge

yesterday said that on February 16 she would hear a motion
filed by Deutsche Bank to dismiss the bankruptcy motion.

The German bank led a consortium of lenders that had
planned to fund a bid for YNG by Gazpromneft, a unit of the
Russian gas group Gazprom, in which the state has a 40 per
cent stake.

Gazpromneft did not bid after failing to overturn the
injunction. YNG was acquired by Baikal Finance, an unknown
group that subsequently sold the asset to Rosneft, the Russian
oil company scheduled to merge with Gazprom this year.

Further motions to dismiss the bankruptcy filing could
also follow from other lenders, as well as Gazpromneft, ahead
of the February hearing. “When [the judge] hears it, we are
very confident that it will be dismissed,” said Michael Goldberg,
counsel for Gazpromneft. “This is nothing more than an attempt
to manufacture jurisdiction.”

Yukos yesterday said Rosneft would be added to the
damages claim, alongside Gazprom, Gazpromneft, Baikal
Finance and the Russian Federation. It had yet to decide
whether it would serve notice for damages on any of the banks
involved in the Gazpromneft syndicate.

Yukos, whose chief financial officer Bruce Misamore is
operating from Houston, also said an additional $20m had
been transferred to the US from a non-Russian subsidiary to
cover the costs of its bankruptcy filing.  This is in addition to
the $7m transferred last month and which hitherto had been
Yukos’s only US assets, together with one employee, Mr
Misamore.

Deutsche Bank argued in its filing that the US risked
becoming a jurisdiction of convenience since Yukos had so
few assets in the country.

Other banks in the Gazpromneft syndicate which included
BNP Paribas, JP Morgan, ABN Amro, Dresdner Kleinwort
Wasser-stein and Calyon also suggested yesterday that they
might file motions to dismiss Yukos’s bankruptcy claim.

Marsh executive pleads guilty to fraud

A senior vice-president at Marsh is the first executive at
the insurance brokerage to plead guilty to criminal charges
brought by Eliot Spitzer, the New York attorney-general, as
part of his widening investigation into improper practices in
the insurance industry. Robert Stearns faces up to four years
in prison for allegedly rigging bids on insurance contracts,
according to Mr Spitzer.

He has pleaded guilty to one count of scheming to defraud
in the first degree. Mr Spitzer is expected to bring more charges
against insurance companies in the next few weeks and Marsh
is likely to reach a settlement with his office. The investigation
has embroiled some of the biggest names in the industry.
Executives at AIG, the world’s biggest insurance broker, ACE,
the Bermuda insurer, and Willis, the third biggest broker, are in
talks with Mr Spitzer in an attempt to avoid lawsuits over
alleged misbehaviour. Shares in the parent company, Marsh
& McLennan, have lost almost 40 per cent of their value since
Mr Spitzer filed a lawsuit against the world’s biggest insurance
broker in October and accused it of rigging bids and favouring
insurers at the expense of its clients.

Marsh & McLennan shares closed down 3.12 per cent at
$31.68 in New York yesterday. According to Mr Spitzer’s
complaint, Mr Stearns and others at Marsh routinely told
insurers to submit so-called “B quotes” - or false bids -on
insurance contracts to help other insurers win contracts.

“These non-competitive bids allowed Marsh to control
the market and to protect incumbent insurance carriers when
their business was up for renewal,” Mr Spitzer’s office said. In
two e-mails, dated March 19 2003, Mr Stearns told a colleague:
“Chubb have quoted lead renewal at... $135,000. Would you
please have AIG provide a B [a back-up quote 1” A “B” would
be a quote from AIG that is higher in premium and more
restrictive in coverage, thus supporting the Chubb quote.

Mr Stearns is the sixth insurance executive to plead
guilty to charges filed by Mr Spitzer and he has agreed to
testify against companies involved in future cases. Last
quarter, Marsh & McLennan cut 3,000 jobs in the wake of
the lawsuit. �
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Governance drives Asian markets

For Asian markets, the last week of the year has been
overshadowed by the human tragedy caused by the region’s
earthquake disaster.

But while the tsunamis momentarily rocked markets such
as Thailand and Sri Lanka, the more enduring themes affecting
the region’s stocks this year were corporate governance and
China’s hunger for raw materials.

This year Japan was home to the region’s worst performing
stock. Seibu Railway was found to have falsified shareholder
data for more than 40 years. By the time an indignant exchange
ordered the company to delist this month, its shares had fallen
67.3 per cent since January 1.

Brilliance China Automotive was Asia’s second worst
performing large-cap stock, with its Hong Kong share price
falling nearly 66.6 per cent between January and December 22.

Investors have become increasingly concerned with the
gradual transformation of the Chinese car-maker into a state-
owned company after the Liaoning provincial administration
ousted founder Yang Rong in 2002.

Their concerns were compounded in November when PwC
resigned as the company’s auditor without explanation.

However, the corporate governance theme played both
ways. SK shares rose 120.8 per cent as attempts by foreign
fund manager Sovereign Asset Management to oust the
group’s management, including chairman Chey Tae-won,
stoked hopes of a hostile takeover.

Samsung Corp, meanwhile, gained on rumours that it was
a possible takeover target after a separate governance-related
dispute. LG Corp, the holding company of the LG Group, was
the best performing large-cap stock in the

region after a restructuring under which it was allotted
some of the chaebol’s stronger companies including LG
Electronics, LG Chem and LG Petrochem.

Other technology companies, however, lost steam. Among
the worst performers were semiconductor-related shares, with
companies including NEC Electronics, Singapore’s Chartered
Semiconductor and VIA Technologies dragged down by global
concerns over excess capacity and tightening demand.

Adviser to Putin attacks Yukos asset sale ‘scam’

Andrei Illarionov, the outspoken senior economic adviser
to Vladimir Putin, Russia’s president, said yesterday that the
sale of Yuganskneftegas - the main production asset of Yukos

oil company - was the “scam of the year” that demonstrated
“the lack of rules” in Russia.

In one of the most stinging attacks on the policies of his
boss, Mr Illarionov said the past year had marked “a complete
change of the model of economic and social development”,
illustrated by the destruction of “the best national oil company
- Yukos”.

No stranger to controversy, Mr Illarionov made his remarks
at a press conference entitled “2004: The Year of the Great
Break” - a definition usually applied to 1929, a notorious date
in Russian history that marked the end of private enterprise
and the launch of Stalin’s mass collectivisation that led to the
deaths of millions.

Mr Illarionov said Russia had been transformed. “The
choice has been made. We live in a different country -in
economic, political, ideological and other terms.”

He said Russia had moved to an “interventionist model of
economic development, with dramatic interference from the
state” and from its “utterly incompetent officials - some of
whom have nothing to do with [the] economy”. Mr Illarionov,
repeating criticism he has made in recent months, said Russia’s
economic situation had deteriorated despite favourable terms
of trade, including high oil prices.

He said substantial changes had also occurred in Russia’s
foreign policy: “Rather than being a potential ally of democratic
countries, we have witnessed a cool-down in the relationship
with many countries, if not the start of a cold war, which
naturally leads to the country’s isolation in the world and the
worsening of our foreign political position.” Mr Illarionov
criticised the murky auction of Yuganskneftegas, which was
first sold to an unknown company that later appeared to be a
front for the state-owned Rosneft oil company. He said the
process deserved the title “scam of the year”.

“So far we have seen these [scams 1 performed by street
tricksters. We now see companies 100 per cent owned by the
state engaging in the same techniques. “This case has clearly
shown that there are no rules of the game, that the rules are
constantly changing depending on [some-one’sl current
interests.”

Yukos shares fell 24 per cent yesterday after the company
missed payment on a loan dnd Standard & Poor’s, the credit
rating agency, cut its rating to default grade.

Disney to make top jobs split permanent

Walt Disney has made the separation of its chairman and
chief executive roles permanent, ahead of its annual
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shareholders’ meeting next month. Following discussions with
institutions since an investor revolt over corporate governance
last March, the board appears keen to head off further unrest
at the February 11 meeting. The move was yesterday welcomed
by one large investor as a precedent for corporate America.
Denise Nappier, Connecticut state treasurer, said the decision
was a “significant victory” for shareholders “and is certainly
in the best interest of the company. Other companies should
follow their lead”. Ms Nappier, head of her state’s $20bn
pension fund, had sponsored a proposal for a vote at this
year’s annual meeting in Minnesota to force the board’s hand.
Michael Eisner, who had held both jobs since 1984, was
stripped of the chairmanship last March and replaced by
George Mitchell, a former US senator.

Mr Eisner lost the chairmanship immediately following last
year’s,annual meeting but the board resisted pressure to make
the division of powers a permanent feature of group policy. In
a filing with the Securities and Exchange Commission
yesterday, Disney said: “the chairman of the board shall be an
independent director unless the board concludes that the best
interests of shareholders would otherwise be better served.”

The formal amendment to the entertainment group’s
corporate governance guidelines was a further concession to
shareholder pressure that has. already led to a thorough
overhaul of boardroom policy and compensation practices.
Last month the company took steps to rein in stock options
awards for senior executives and tie such benefits more closely
to the entertainment company’s financial performance. Disney
was also forced to settle with the SEC over accusations it
violated securities laws by failing to disclose compensation
given to relatives of its directors and payments made to a
company owned by Roy Disney, a nephew of the entertainment
group’s founder.

The SEC filing also revealed that Mr Eisner was awarded a
$7.25m cash bonus for the year, in addition to his $lm base
salary. Robert Iger, group president who is the sole internal
candidate to take over Mr Eisner’s job, was awarded $6.5m in
addition to his salary of $2m. Mr Eisner’s remuneration has
long been a subject of scrutiny but broader executive
compensation at Disney has become an issue following last
year’s court •room revelations. In his annual letter to
shareholders, published in the 2004 annual report yesterday,
Mr Eisner made no direct reference to the overhaul of corporate
governance or investor pressure.

Disclosure demands set to grow

Energy, transport and utility companies are set to face
unprecedented demands to disclose information about their
activities after new regulations come into force on January 1.

The Freedom of Information Act does not allow the public to
request information directly from the private sector. However,
the lesser-known Environmental Information Regulations 2004,
which take effect at the same time, will compel many companies
that provide public services relating to the environment to
supply information.

But the final draft of the regulations was approved just
before Christmas and does not specify precisely which
companies are covered for which services. As a result, many
companies remain confused about the scope of the rules.

Phil Michaels, head of legal affairs at the campaign group
Friends of the Earth, said they would come as a “massive
shock” to some companies.

The EIRs will require public bodies and some private sector
organisations, such as former state-owned groups that have
been privatised, to disclose “environmental information”. But
Maurice Frankel, director of the Campaign for Freedom of
Information, said that definition covered more data than many
might think.

He said the regulations would be likely to cover issues as
diverse as GM crops, food industry lobbying, Gulf war
syndrome, asthma, airport expansion, congestion charging
and hunting.

Mr Frankel said the EIRs would often be used to gain
information since they offered access to a wider range of bodies
and provided for fewer exemptions than the Freedom of
Information Act.

However, ministers will retain a veto over the disclosure of
information sought under the EIRs, as they do under FOI,
even though a veto was not included in early drafts.

The regulations are expected to cover waste companies,
water companies, energy providers, train companies, airport
operators and power stations.

Yet Mr Michaels said many groups were still unprepared
for the openness regime. Friends of the Earth had found great
variations in the preparations taken by about 40 companies in
a recent survey to assess their readiness, he said. Some
insisted they would not be covered by the new rules.

He predicted a rash of legal challenges to companies that
refused to acknowledge they were bound by the rules, since
the regulations did not categorically list the groups that were
covered.

Mr Michaels said: “Waste companies that carry out work
for local authorities will be subject to the new information
laws. A recent document obtained from the DTI showed that
coal-fired power stations were very concerned because they
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will be forced to release environmental information to the public
on request.”

The rules would cover more than just pollution, he said,
with cost-benefit analyses, background information, viability
reports, financial information that influenced decisions and
previously undisclosed studies all likely to be sought.

Organisations and public bodies could still be compelled
to disclose information classed as exempt under the
regulations if it was in the public interest. Mr Michaels predicted
that th& regulator would receive many “public interest”
challenges to disclosure refusals.

He said: “We are going to have companies judging what is
in the public interest and I have no doubt that is going to be
an area of significant controversy”.

Corporate responsibility without the waffle

Passion, commitment, engagement, trust: it sounds like
the start of a beautiful friendship. But when chief executives
rely on these words to persuade a sceptical world of their
company’s responsible approach to society, they risk being a
turn-off.

Almost every corporate responsibility report today kicks
off with a message from the CEO or chairman. It presents
an^ldeal opportunity to explain in concrete terms what being
“responsible” means for your business. It is a chance to show
shareholders and other stakeholders that you understand the
social or environmental risks facing your industry and that
you are tackling them at board level.

These are issues that big investors will want to know even
more about in the coming year - how companies are handling
potential threats to long-term shareholder value such as climate
change, the explosion in obesity, or human rights lawsuits.
New regulations, such as the forthcoming operating and
financial review in the UK, will reinforce the need for a broad
approach to risk management.

Yet some chief executives’ messages are curiously cut off
from these developments. Indeed it can be hard to work out
precisely what risks a company faces among the warm, fuzzy
generalisations that still populate the language of corporate
social responsibility.

Take the following from “A word with Franck Riboud”,
chairman and chief executive of Danone, best known for dairy
products such as yoghurt. “Danone Way is a response to a
real need - which is to preserve and pass on a culture based
on our dual commitment to business success and social
progress,” he says.

Or this from the foreword to Toshiba’s latest corporate
social responsibility report by Tadashi Okamura, president
and CEO: “For almost 130 years, Toshiba has been a force for
social progress . . . Along the way, we have earned the trust of
society, and it is this trust that is our true reason for being. It
is our motivation and our inspiration.”

John Elkington, co-director of SustainAbility, an
international consultancy that tracks trends in non-financial
reporting, says few forewords feel as if they have been written
by the CEO as opposed to the public relations department.
“You rarely get a sense from the foreword about whether the
CEO or chairman has read the report, or what they have found
interesting and surprising.”

To be effective, what should your introduction cover? First,
specific examples of the challenges the company faces and
how you are tackling them.

Arun Sarin, chief executive of Vodafone, talks about
potential abuse of human rights and labour standards in the
group’s vast £23bn supply chain and how it is starting to
manage these risks through a code of ethical purchasing.

But his opening lines risk leaving readers disoriented. “We
already have a clear compass,” he states. “One of our four
values is ‘passion for the world around us’ and one of our six
strategic goals is to ‘be a responsible business’.” He leaves
us^ guessing what the other values and goals are.

The second thing is evidence of transparency. Bob Eckert,
chairman and CEO of Mattel, refers to the global manufacturing
principles that the toy manufacturer put in place in 1997.
“We’ve welcomed independent, third-party auditing of our
adherence to these principles and we’ve posted the results
for public viewing on our corporate website (www.
mattel.com),” he writes.

Third, a recognition of the importance of governance. In
his letter, Mr Eckert says that corporate responsibility at Mattel
will from now on be overseen by the board’s nominations and
corporate governance committee, which is renamed the
governance and social responsibility committee.

Novo Nordisk, the Danish drugs group, links good
governance directly to the way companies face up to society’s
changing expectations. “It is continuous hard work,” write
Lars Rebien Sorensen, president and CEO, and Mads
Ovlisen,chairman. Last year they strengthened their risk
management system, continued their work on board self-
evaluation and developed a new share-based incentive
programme for executives. Fourth, credibility. In Gap’s first
social responsibility report this year, Paul Pressler, president
and CEO, begins by telling readers that, when he decided to
join the company in 2002, his teenage daughter asked him:

�



�


���������� 	�
�������

“Doesn’t Gap use sweatshops?” Much of the rest of his
message is about what the company is doing to improve
conditions in the garment industry and how difficult this is. It
is both personal and believable.

It is high time for plain speaking across the board. The
foreword to next year’s corporate responsibility report will
mark you out either as a leader who has contemplated the
risks ahead or as a CEO who has jumped on to the bandwagon
without really knowing why.

Business chiefs attack Sarbanes-Oxley

European business leaders yesterday lined up to attack
the Sarbanes-Oxley act, with one company chief revealing
that the legislation had forced his business to abandon a US
listing. They said the act, introduced after the recent spate of
financial and accounting scandals in the US and sharply
tightened corporate governance rules, went too far and
imposed too many costs and burdens on businesses. Their
complaints came as the European Union sought to bolster its
own defences further against boardroom malfeasance, with
the launch of the corporate governance forurri at a conference
in The Hague. The forum will bring together 15 experts and
advise the European Commission and member states on
corporate governance reform in the EU.

The move follows a string of proposals by the Commission
to fight corporate malfeasance, though few go as far as
Sarbanes-Oxley. Gert-Jan Kramer, chairman of Fugro, a
Netherlands-based engineering consultancy, told the
conference that Sarbanes-Oxley had “killed off” any hopes
the company had of seeking a US listing. The Euronext-listed
company has a turnover of •lbn ($1.2bn), a third of which is
generated in the US, and boasts US board members. However,
Mr Kramer said: “We would seek to list in the US if it were not
for Sarbanes-Oxley. The needs of entrepreneurs are not best
served by the act. It would be suicidal to list there.” Sarbanes-
Oxley was also criticised by Bernd Stecher, corporate vice-
president of Siemens, which is listed in Germany and the US.
Mr Stecher told the European Corporate Governance
Conference the strictures of the act presented a “huge
problem” for companies. Alastair Ross-Goobey, a senior
adviser to Morgan Stanley and chairman of the International
Corporate Governance Network, said the dislike of the act
offered Europe a “great opportunity” td become a haven for
global public offerings. “The act is a detriment to listing in the
US.” Some businesses have in the past also raised concerns
over the launch of the EU forum, fearing that the 15-strong
body could play a role in creating an EU-wide corporate
governance code that would push aside long-established
national rules. Frits Bolkestein, the EU internal market

commissioner, insisted, however, that the group would not
play any role in actual legislation, or in advising on legislation.
Several members of the forum, who were at yesterday’s launch,
expressed a similarly cautious outlook. Members of the group
include Bertrand Collomb, chairman of Lafarge; Gehard
Cromme, chairman of ThyssenKrupp; Mr Ross-Goobey; Peter
Montagnon of the Association of British Insurers; and Jaap
Winter of the University of Amsterdam.

European business steps up battle against Sarbanes
Oxley

European business leaders have stepped up the pressure
on the Securities and Exchange Commission to ease rules on
companies that delist from US stock exchanges.

A delegation of European business leaders, including top
officials from leading companies such as BASF and Siemens,
told the SEC that US markets faced a growing international
corporate backlash against the Sarbanes-Oxley corporate
governance legislation.

In a meeting in Washington with William Donaldson, SEC
chairman, the delegation urged the regulator to ease rules that
compel companies to comply fully with US reporting
requirements, including Sarbanes-Oxley, if they have more than
300 US shareholders.

They said there should be greater flexibility in these rules
for companies that delist from US exchanges or do not have
their shares traded in the country.

“If you believe in the philosophy of free markets and trade,
you should allow people to leave if you change the rules,”
said Digby Jones, director-general of the Confederation of
British Industry, who led the delegation.

Mr Jones said he was “encouraged by the openness” of
SEC officials to calls for change. He said SEC had agreed to
further high-level talks early next year.

A growing groundswell of European companies are
considering delisting from the US in response to what they
see as the onerous burden of Sarbanes-Oxley.

The act, passed after Enron’s coUapse and other corporate
scandals, forces companies to upgrade their internal controls
- functions that ensure their financial numbers and compliance
with regulations are reliable.

A board member of a US-quoted German company told the
Financial Times that at least half the 13 Dax 30 companies with
US listings wanted to withdraw from the market. In the UK, Sir
Christopher Bland, chairman of BT Group, recently revealed
his company would delist from the US if it had the option.
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A senior US business figure also has told the FT that, at a
recent conference in France, eight of the 12 chief executives
present made enquiries about delisting.

The European delegation included Joachim Neubur-ger,
chief financial officer at Siemens; Hans Engel, chief financial
officer at the US arm of BASF; Dominic Blakemore, director of
financial controls at Cadbury Schweppes; and Neil Lerner,
head of ethics at the Institute of Chartered Accountants for
England and Wales.

The first proposal put forward by European business
leaders - the one that they prefer - would exempt a company
from US reporting requirements if US trading in its securities
was less than 5 per cent of global volume during its fiscal year.

The second proposal would be to increase the minimum
number of US investors from 300 to 3,000. The third would be
to base the minimum number on a percentage of worldwide
investors rather than an absolute figure. The SEC declined to
comment on the meeting. Mr Donaldson told the FT last week
he was willing to consider pleas by European companies for
an easing of their reporting obligations if they drop New York
listings. However, he declined to give a commitment to reform
and stressed the chief US financial regulator’s mission to
protect US investors.

FSA to make an example of groups breaching rules

The Financial Services Authority will “make an example”
of companies and individuals that breach its regulations, its
chairman has warned.

Signalling there would be no let-up in the crackdown n
market abuse, Callum McCarthy said making samples of
wrongdoers was the only way to get the regulator’s message
across and change corporate behaviour. He indicated that the
record £17m fine imposed on Royal Dutch/Shell for overstating
its oil reserves set a new benchmark for the level of fines that
would be levied on leading companies that failed to discharge
their responsibilities to investors.

In an interview published this month, the FSA chairman
tells The Financial Regulator, a trade magazine, that
“management at all levels needs to be sensitised to the
problem” of conflicts of interest inherent in the financial world.
“Our task is to ensure that the message associated with any
enforcement action gets across with sufficient clarity.”

Providing a case was serious, had been examined properly,
and the alleged wrongdoers had had opportunity to explain
their actions, “then it should be possible to make an example
of them”.

Mr McCarthy went on to say the FSA was “keen to speed
up the enforcement process” to make sure misbehaviour was
swiftly identified and punished.

The interview was conducted before the latest legal
challenges against the FSA by Sir Philip Watts, former
chairman of Royal Dutch/ Shell, and Legal & General -which
many in the City see as part of a broader backlash against the
FSA’s get-tough policy. But it provides a clear insight into the
FSA’s thinking and attitude going into these battles.

Mr McCarthy said “we want to change behaviour” and
the only way to do this was to hold people to account for their
actions.

However, he said the overall message would not get across
if the FSA was seen to be dealing with a new case every day.
So it had to be selective and focus on a few high profile cases.

He said that the biggest problem with financial services
was not lack of competition but the shortage of information
that savers and investors could understand. “At the moment
I do not think the industry does this well.” He highlighted the
need -given the boom in house prices - for people to
“understand the difference between borrowing in a low
inflation as opposed to a high-inflation environment.”

Mr McCarthy said that the FSA believed it had “a very
strong case against certain individuals” for collusion in the
split-capital trusts scandal. However, he defended the FSA’s
decision to consider settling the case, saying that it would
otherwise take “a great deal of time for victims to get any
consolation or compensation”. Mr McCarthy said that the
recent Citigroup bond coup raised “important issues” with
regard to developing markets that were “efficient, orderly
and clean” and added that if he were a finance minister from
a nation issuing the bonds, he would “take a very dim view
of it”.

OECD Developing Guidelines for State-Owned
Enterprises

The OECD’s Working Group on Privatisation and Corporate
Governance of State-Owned Assets is developing a set of
guidelines on the corporate governance of state-owned
enterprises as a complement to the OECD Principles of
Corporate Governance which have now become a touchstone
for excellence in the corporate governance of listed and
privately owned companies.

Although these Guidelines, like the OECD Principles of
Corporate Governance, will be non-binding, they will provide
a basis for policy makers to address specific governance
issues in the state sector. They will deal with such topics as
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how ownership should be organised, how boards should be
appointed, what responsibilities they should be given, and
how to ensure transparency and accountability vis-à-vis both
the state, as shareholder, and society as the ultimate owner.

The Working Group welcomes specific suggestions for
wording and for additional areas that might be covered. The
Guidelines are expected to be made public in their final form
during the course of the Spring of 2005.

Suits, insurance hurting US firms

President George W Bush has said that American
companies were suffering a competitive disadvantage around
the world because of the high cost of lawsuits and legal
insurance at home.

“The costs of frivolous lawsuits in some cases make it
prohibitively expensive for a small business to stay in business
or for a doctor to practice medicine, in which case it means the
health care costs of a job provider or job creator is escalating,”
Bush said.

Bush spoke at a two-day White House economic
conference, reiterating his oft-stated plea for Congress to
impose caps on legal awards.

“Justice ought to be fair,” the president said. “Those who
have been hurt ought to have their day in court. But a judicial
system run amok is one that makes it really hard for small
business to stay in business.” Vice-president Dick Cheney
opened the conference, saying it was critical to make Bush’s
tax cuts permanent during his second term while achieving
broader reforms in the tax code and bolstering government
pension believed Bush’s four tax cuts over the past four years
had provided a badly needed boost to get the economy out of
recession. But he said now the focus needed to be on making
the tax cuts permanent.

“We still have more work to do, but we believe we are on
the right track,” Cheney told the audience of business leaders,
economists and Washington lobbyists.

The administration is hoping to build momentum for Bush’s
ambitious second-term agenda during the conference.

However, the effort is already facing major obstracles. Such
groups as AARP, which represents millions of retired people,
and organized labor, represendted by the AFL-CIO, have
vowed to fight Bush’s proposals on Social Security reform.

Treasury Secretary John Snow, whom the president
decided last week to keep on as his chief economic spokesman,
told the conference that the administration was determined to

enact an overhaul of the tax system in the coming term, calling
the current system too complex.

Microsoft Loses appeal in EU court

A European Union court today ruled that Microsoft will
have to abide immediately by an EU ruling that forces the
software giant to change its commercial practices before the
appeals procedure runs its full course.

The ruling of the Luxembourg-based European Court of
first Instance has huge implications for the company, since it
forces Microsoft to divulge some trade secrets and produce a
version of Windows without its digital Media Player.

The court ruled that delaying the execution of the EU ruling
would not cause Microsoft irreparable damage. “Microsoft’s
application for interim measures is therefore dismissed in its
entirety,” a court statement said.

“After examining the circumstances of the case, the
president finds that Microsoft has not shown that it might
suffer serious and irreparable damage result of implementation
of the contested decision,” the court statement said. Still, a
source close to the company said the ruling still held
encouraging comments on the case and hoped it would help
reopen settlement talks with the EC.

The full appeals process could take up to five years. EU
officials have said a court ruling in their favour would make it
unlikely the bloc’s antitrust regulators would reopen talks.

The two sides were involved in settlement talks before EU
antitrust regulators find Microsoft a record •497 million ($666
million) and told the company to reveal some of its trade secrets
to competitors and produce a Windows platform without
Media Player.

Stripped Down Windows in Jan Microsoft Corp will
provide a stripped-down version of Windows from next month
while it decides whether to appeal against a EU court order, its
general counsel said. “We need to focus on doing an excellent
job with complying with today’s decision,” general counsel
Brad Smith said.

Old Boys Promote Change

Tim Rowley, an assistant professor at the University of
Toronto recently set out to illustrate the undue influence of
Canada’s “old boys’ network” on corporate boards of
directors. After study, he concluded the network of elite
interconnected directors facilitated corporate governance
reform.
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His study, in partnership with Matt Fullbrook, concluded
that 16 influential directors who sit on 5 or more boards each
form a “corporate elite” in Canada, representing 1% of the
1,689 directors who sit on the 68 boards of companies in the
S&P/TSX composite index.

Their boards have done significantly better promoting,
rather than blocking, governance changes and their companies
score better on measures of governance best practices. Many
in the group are full-time professional directors, and feel their
credibility and reputation are tied to good governance.

For example, Alcan Inc. chairman Yves Fortier, who sits on
five S&P/TSX index boards, said he has seen much “cross-
pollination” of governance ideas among boards. When
directors see a practice that works well at one company, they
promote it at others Indeed, “old boys” adopt new governance
ideas “more easily than some of the new boys” because their
business experience has demonstrated their value.

Additionally, they are more likely to be able to compel an
idea to catch hold because they have served for a long time,
chair a key board committees, or have more extensive personal
contacts. (Study finds corporate ‘old boys’ have positive
impact on governance reform.

Convergence – Corporate Governance & CSR

Socially Responsible Investing (SRI) has carved out a niche
in the financial world, and each year a large number of
shareholder proposals are filed at public companies in the US
related to issues of corporate social responsibility (CSR).

While the primary interests of CSR activists remain distinct
from those of traditional corporate governance (CG) activists,
the two groups do share an interest in minimizing the risk of
negative environmental or social impacts from the operations
of the corporation.

They also share the objective of achieving transparency
and accountability in corporate decision-making. In relation
to this latter objective, they both face similar challenges
concerning conflicts of interest among key institutional
shareholders.

This article (Shareholder activism on environmental issues:
A study of proposals at large US corporations (20002003), by
Robert Monks, Anthony Miller, and Jacqueline Cook, Natural
Resources Forum, Volume 28 Issue 4 Page 317  - November
2004 examines the record of shareholder proposal filing and
voting from 2000-2003 for 81 large US public corporations to
determine the relative prominence of CSR shareholder activism
and the prospects for effective CSR shareholder activism on

key environmental issues. The analysis of these data finds
that nearly half (45%) of all shareholder resolutions are related
to CSR, and that those resolutions which combine issues of
CSR with traditional CG activism appeal to slightly more
shareholders than issues of CSR alone.

The article also examines shareholder activism at the micro
level with a case study of the voting record at ExxonMobil.
The article finds that CSR-related shareholder activism
represents the majority of shareholder activism within that
firm and that resolutions targeted at climate change are
particularly well supported.

These resolutions draw a connection between
environmental risk and risk to shareholder value. While
numerous challenges remain for both CG and CSR activists,
the article concludes that reforms that strengthen shareholder
rights and corporate governance more generally will also
benefit CSR activists and the environmental policies they
promote in particular.

The article ends with some proposed solutions for
addressing the perceived conflicts of interest in corporate
governance and the shareholder voting process.

Bush “Appreciates” Donaldson

A spokesman for President Bush praised SEC Chairman
William Donaldson a day after a report that some U.S.
business groups are unhappy with him and may seek his
ouster. “The president appreciates the job Chairman
Donaldson is doing,” White House spokesman Scott
McClellan said yesterday.

The U.S. Chamber of Commerce, Business Roundtable and
the National Association of Wholesaler-Distributors are
lobbying the administration to get the SEC to ease enforcement
of corporate-governance rules, the Wall Street Journal
reported.

The U.S. Chamber of Commerce, while critical of Donaldson
and the agency on some issues such as proxy access, hasn’t
urged Bush to dismiss the SEC chairman, said David
Hirschmann, senior vice president of the Washington-based
group.

“We’re trying to send a message that says, rather than
aggressive rule-making, reform the SEC,” Hirschmann said.
Chamber President Tom Donohue said yesterday that he is
“absolutely not” part of any effort to oust Donaldson.

The Business Roundtable isn’t seeking Donaldson’s
ouster, said Johanna Schneider, spokeswoman for the
association of corporate chief executive officers.
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Dr Ola Ullsten, Former Prime Minister of
Sweden delivering the opening address
at the 5th International Conference on
Corporate Governance




