ICC

International Chamber of Commerce

IMPROVING CORPORATE GOVERNANCE PRACTICES
ROUNDTABLE REPORT

ICC ROUNDTABLE ON CORPORATE GOVERNANCE
21 APRIL 2005, ISTANBUL

SPONSORS

I@@ %;@é Deloitte

International Chamber of Commerce

38, Cours Albert 1%, 75008 Paris, France
Telephone +33 1 49 53 28 28 Fax +33 1 49 53 28 59
Web site www.iccwbo.org E-mail icc@iccwbo.org

0
T
m

!
?
) !'

[
1
.



Introduction

This report summarizes recommendations made, and priorities identified in corporate governance
practices during the last ICC Roundtable on Corporate Governance, which took place on 21 April 2005
in Istanbul, Turkey.

Because corporate governance is not just a box ticking exercise, companies need an exchange of
experience and practical guidance in order to conceive and implement successful governance
mechanisms.

The ICC Roundtables on Corporate Governance are important international fora attended by business
leaders from all parts of the world. The Roundtable discussions give a renewed impetus to ICC's
efforts to provide constructive outreach to business on corporate governance issues in all parts of the
world. Featuring speakers from business and government and an enthusiastic audience of ICC
members and guests, the Roundtables, which bring together international investors and companies as
well as governments, have proved successful in identifying practical ways to advance effective
corporate governance programmes.

The Istanbul Roundtable follows a successful first Roundtable held on 13 October 2004 in Beijing,
China, to review corporate governance practices in Asian companies.

In this report, the discussions have been supplemented by interviews of participants and corporate

experiences shared during the Roundtable. This report could be used as a guide to find solutions to
practical issues that may be faced when dealing with board conflicts or when advising on corporate
governance restructuring.

THE REPORTED VIEWS REFLECT THOSE OF THE ROUNDTABLE 'S PARTICIPANTS AND NOT NECESSARILY THOSE
OF ICC.



Executive summary

Session 1: Assessing good corporate governance
Rating agencies, institutional investors and the media have a key influence on corporate governance
practices. The recent financial debacles have showed that investors are very receptive to financial
and also non-financial information. Assessing the corporate governance of a company requires that
analysts look at a multitude of factors that vary from the business environment in which the company
evolves to the effectiveness of its board.

Session 2: The continuity of family owned companies
Good education of family board members, good understanding of family dynamics and trusted
professionals on the board are crucial to the continuity of family owned companies. Compliance with
the most important governance rules could be done at no cost for family businesses and SMEs. Exit
mechanisms and succession planning need to be carefully thought by boards to ensure that the right
family members are involved in the decision making. Non-listed companies should not wait for
governments and international organizations to impose strict regulations, but should get together to
share ideas and develop self-regulatory solutions.

Session 3: An effective board
An effective board has the duty to inform and reward shareholders. Boards are evaluated based on
culture, behavior and training. The board plays a major role in assessing and managing risk for the
company. The flow of information within the board is crucial to its effectiveness.

Session 4: Balancing majority and minority sharehol ders
Minority shareholders may need to use contractual instruments to ensure that their rights are
appropriately respected. Exit routes and dispute settlement mechanisms are needed to deal with
conflicts that may arise with shareholders in a cost efficient and smooth way.

Session 5: Managing corporate governance impact on investment portfolio
The Warren Buffet model and Value activist role model are extensively used by investors when
managing a portfolio. The Cairo and Alexandria Stock Exchange experience shows how an emerging
market has integrated successfully corporate governance principles to improve its capitalization and
liquidity. The example of the Italian Stock Exchange STAR segment illustrates how corporate
governance when well implemented could boost the financial performance of mid-cap companies.

Conclusion

The roundtable demonstrated very explicitly that there is not a one-size-fits-all model. There are
several corporate governance models in the world, based on local business practices and cultural
patterns. However, universal governance values and principles do exist and are common to all
systems; these are:

- Accountability

- Responsibility

- Transparency

- Fairness
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WHAT PARTICIPANTS SAID ABOUT THE ROUNDTABLE:

“There is nothing more important than sound corporate governance particularly in
emerging markets. There is no perfection in good corporate governance; there is
always room for improvements” Victor Chu, Chair, ICC Commission on Financial Services
and Insurance; Chairman, First Eastern Investment Group, Hong Kong, SAR China

“Good corporate governance should not be left for governmental regulation; family
owned companies and non-listed companies should get together and talk together to
find solutions” John Sullivan, Executive Director of the Center for International Private
Enterprise (CIPE)

“The best seminar | have attended to on corporate governance [...] it allowed a
concrete business-to-business dialogue on key corporate governance issues,
illustrated by very insightful keynote speeches on key issues as family owned
business, capital markets performance and integration, quality audit and company law
initiatives” Jean-Louis Bravard, EDS financial services leader

“The ICC Roundtable showed how businesses in developing, emerging and advanced
markets feel the urge to respond to regulatory burdens through self-regulation” Jeffrey
Manners, Head of Marsh Europe




Assessing good corporate governance

Panel discussion moderated by

Victor CHU , Chair, ICC Commission on Financial
Services and Insurance; Chairman, First Eastern
Investment Group, Hong Kong, SAR China

Panelists

Aclan ACAR , Chairman of the Board,

e 0 Corporate Governance Association of Turkey;
ICC CEO, Tansa , Turkey
R i . . Nick BRADLEY , Managing Director &

oundtable glll X)"I?logg(c) SGovernancc European Practice Leader, Standard & Poor's
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ISTANBUL Goyernance Services, USA . .
Josiane FANGUINOVENY , Associate Director,
European Corporate Governance, Hermes, UK

The 1997 Asian crisis was mainly caused by the

poor corporate governance behaviour of a

number of leading financial institutions in various

Asian countries. Mismanagement, but also

inappropriately structured boards, with lack of

oversight over related party transactions led to @ juy

loss of confidence by domestic and foreign ’

investors in all emerging markets. The fall in capital inflows and an increase in capital
outflows that followed caused a depreciation of stock prices and the resulting market
breakdown. An examination of the aftermath of the crisis revealed that in countries where
shareholders, and particularly minority shareholders, were less protected, there was
considerably more volatility in stock market performance.

Corporate governance rating systems

Following the Asian crisis, the ENRON and WorldCom scandals in the US, rating agencies
such as Standards & Poor’s (S&P) were accused of not giving enough consideration to
corporate governance practices. In response, the rating agencies set up tools to
appropriately evaluate corporate governance; S&P, for example, developed a separate
corporate governance rating system.

These developments led many companies, especially the largest ones, to review their
governance practices.

Is there a one-size-fits-all model?

Governance mechanisms that may work in London, New York or Hong Kong may prove to
be inefficient in Shanghai, Istanbul or Budapest because corporate governance key issues
may differ from one market to another. For example:
- Inthe Chinese market, many corporate governance problems arise because
companies are largely state-owned. Even if regulations are carefully written, if the
state does not apply them, there is very little that can be done;



- In Japan, cross-ownership often results in less transparency in the investment
environment;

- In Hong Kong and Singapore, there are problems with family controlled companies;

- In Turkey, issues arise from the lack of transparency concerning who are the
controlling shareholders. According to a 2005 Boston Consulting Group study, a
number of listed companies in Turkey do not provide such basic governance
information as the name of the chairman of the company. [also see Standard &
Poor’s 2004 Turkey Corporate Governance Report]

Which corporate governance standards are usedtora  te companies?

S&P has developed its own framework of standards. Using the OECD principles as a starting
point, the S&P rating strategy consists of an interactive process based on a range of
corporate governance principles. Companies are observed from inside: S&P analysts meet
with directors and look at confidential documents as well as published ones.

When assessing companies, S&P breaks down governance into five components:
At a country level

1. Laws and regulations in place: Determine whether the national/regional laws,

regulations or self-regulatory codes provide support to governance at the company’s

level. There is a strong correlation between sovereign credit rating and countries’
corporate governance standards.
At a company level

2. Ownership structure and influence of major shareholders: This is a major starting
point, particularly in emerging economies where family and state ownership are
common models.

3. Shareholders’ rights: How does a company treat its stakeholders, mainly the
shareholders? What kind of mechanisms are in place to ensure that stakeholders are
properly informed of companies’ major pending decisions?

4. Transparency disclosure and the audit process: Is there transparency? How accurate
is the information disclosed?

5. Board effectiveness. This last element is the most difficult one to assess, especially
for outsiders.

The role of institutional investors

Institutional investors tend to use different investment strategies to influence the governance
of the companies in which they invest. For example, Hermes, one of the world’s largest
institutional investors, is a passive investor but an active owner and has been involved in the
corporate governance debate in the UK for 10-12 years. The company plays an active role in
achieving change in companies’ governance and management strategies. The method
Hermes uses is to invest in companies with poor corporate governance and then to engage
in processes to improve the companies’ corporate governance practice. Hermes has
consulted ICGN (Institutional Corporate Governance Network), ECGN (European Corporate
Governance Network), GIGN (Global Institutional Governance Network) to discuss the
appropriate approach to use in individual cases.

Corporate governance is a crucial factor for institutional investors, especially in Anglo-Saxon
countries such as the UK or the US, where some of the most important beneficiaries of
companies’ investment activities are holders of pension funds and life insurance policies,
looking to secure their income in their old age.

In the interest of their clients, it is important for institutional investors to place great emphasis
on exercising ownership rights in all companies in which they invest in order to create value
for shareholders.



On the other hand, many investment institutions buy stocks because they are tracking an
index, which creates a disincentive for not-indexed companies and that are working on the
quality of their management. Moreover, in a financial crisis, investors could be considered
responsible for corporate governance debacles almost as much as boards, if they do not
exercise their controlling/voting rights.

Why did it take investors, media, activists, rating agencies and other stakeholders so
long to put pressure on companies to react?

The answer to this question depends on a "

combination of factors: % $

1. high cost; 0

2. lack of interest in looking at governance .
as an asset allocation tool; %

3. in developed markets, investors are too
dependent on companies’ profiles and & ()
overweight them in their portfolios; * !/ ;o

4. there are too many investors relying too i s

heavily on indexes;
5. lack of pressure from the market to address governance issues.

As the search for maximum return on investment becomes more difficult, companies will
have to demonstrate more tangibly that they are improving their governance practices. For
example, when poor corporate governance practices impacted negatively on the stock prices
of Italian companies, the companies had to initiate several governance reforms.

The high cost of effective governance measures has been highlighted by many experts. It
can be very expensive for institutional investors to run a corporate governance team. With
the broad range of different corporate governance codes worldwide, analysts have to
evaluate companies in the context of national or regional business practices. Because there
is no one-size-fits-all model, teams of specialists from various countries, familiar with the
different social and economic systems, may have to be constituted.

Asset allocation on corporate governance

An increasing amount of company assets are being allocated to corporate governance. When
investors buy stocks in badly governed companies, they often form alliances with other
shareowners in order to impose restructuring which will add value to the company.

This strategy is common in the Deutsche Borse, where event-driven hedge funds buy large
stakes in companies that have important cash balances on their balance sheets and then
pressure the companies to follow a certain strategy that will increase the value of their
shares.

FETSE, the global index tracker, also illustrates this trend by allocating funds based on
corporate governance criteria. It launched its global corporate governance index, the ISS
FETSE CGil, which focuses on governance risks. FETSE lists companies by groups, and
assesses the risks of the weakest 20% in terms of their governance programmes.

The role of the media

Media has an important role to play in informing investors, pressuring boards to behave
responsibly, and in sustaining corporate governance reforms, especially in emerging and



developing markets. The media should regularly inform the public about companies’
corporate governance programmes.

Corporate experience: Tansa ' success story

Tansa , the first and only rated company in Turkey, was a publicly traded municipality-
owned company. Privatized in 1999, it did, however, not benefit from the 2000 fast growth
experienced by the Turkish economy. This was mainly due to a lack of good governance,
and the company almost went bankrupt. In 2001, a new CEO was nominated to restore the
severe financial and commercial situation in the company: negative EBIT of US$25 Million,
Bank debt of US$180Million and decreasing sales from 200 stores generating only
US$350Million.

The reasons for Tansa ’ financial crisis could be found not in the management but at a
board level. There was a lack of corporate governance principles at the ownership level:
Both positions of the CEO and Chairman were held by the same person, the board was not
functioning in a transparent manner, there were significant communication problems and no
investors relations department. For example, stores were set up without any apparent
business strategy and the minutes of the board meetings seemed incomplete.

The first action was to convince the shareholders to set up corporate governance principles
as follow:

- Separate CEO and Chairman positions;

- Regular board meeting, once a month;

- Careful reporting of board’s discussions;

- Investors relations department.

In a very short time period, despite the Turkish economic crisis of 2001, the company
started performing. In four years time, the company has become one of the best performing
companies in all fields, competing effectively with the international retail chains on the local
market. Fitsh gave a rating of 7/10 to the company.

December 2001 | March 2005
Sales 350 800
EBIT* -25 40
Shareholders equity | 60 450

Unit: US$ Million
EBIT: Earnings Before Interest & Tax
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The continuity of family owned companies

Panel discussion moderated by
Rona YIRCALI, Chairman, Yircali Group of
Companies; Vice Chair ICC Turkey, Turkey

Panelists
Stilpon NESTOR , Principal, Nestor
Advisors, Greece and UK
John SULLIVAN , Executive Director,
Center for International Private
Enterprise (CIPE), Washington D.C
Thomas WELS , Corporate Governance
Expert, Former Partner, McKinzey,
Switzerland

Family companies represent an important segment of the world’s economy, particularly in
developing countries. These companies range from the traditional small business to one-third
of the Fortune 500 firms. The global economy depends heavily on the continuity and success
of these businesses.

Most family businesses will eventually face the transfer of ownership issue, should they --

1. keep the business

2. hire outsiders Continue
3. diversify

4. sell

5. exit } Leave

The choice of continuity

To ensure continuity, it is important that family members receive an effective education.
Continuity requires a good understanding of the family dynamics, the nature of the business,
its viability and the need for advanced planning. In addition, expertise and professionalism
are required to ensure business performance.

When asked how he ensured continuity in his

business, Rona Yircali, the second generation %
Chairman of Yircali Group, explained that the 0
presence of trusted professionals on the # 0
board was crucial to the success of the 0 (
company.

Yircali Group is a Turkish group composed of
family owned and publicly listed companies in which family members are major stakeholders.

The Colombian Confederation of Chambers of Commerce (Confecamaras) has set up a
code of conduct for SMEs/family firms that can be accessed online at
www.gobiernocorporativo.com.co. The code is structured in a positive way and provides a
structure for growth and a means for people to resolve their differences.

-11 -



Exit mechanisms in family owned companies

One key issue in family owned companies is
the lack of exit mechanisms for family
members who want to leave the business.
Usually, when ownership and management
are separate, exit mechanisms exist.
However, when they are combined, change is
difficult because family dynamics come into = - Lt/

play. This is particularly the case in emerging

markets where family owners tend to allocate their own revenue to the company.

In the case of small family owned companies, it is important to create some structure for
family members to decide whether or not they want to leave the business. If they choose to
stay, how are they to decide who is in charge? A counselor may be required to advise on
these questions. Some counselors are also psychologists who try to address issues involving
internal family dynamics.

The life cycle of family owned companies

Growth phase

In family owned companies, the first generation is generally driven by a charismatic visionary
and by stakeholders’ trust in the company that derives from the owner’s personality. At this
stage, the company may not face problems in generating cash flow to continue the business
for the next generation. However, when the second generation takes over, there will
generally be a need for professionalism, and the management team may have to be re-
evaluated in order to continue the growth of the business.

After the second generation, the question of whether descendants need to exit often arises.

Crisis or continuity

When a family owned company is in crisis, the traditional management model may not work.
If the company cannot find the necessary funding (private equity), there will be a strong need
for innovation, and the following solutions may present themselves:
- Professionals can be called in to advise on how to save the company;
- There may be a need to decentralize the decision making by relying more on the
board;
- The company may have to attract and retain outsiders by offering them attractive
career possibilities;
- The company may require knowledgeable and trusted independents/consultants to sit
on the board and give feedback on corporate strategy.

-12 -



The impact of the cultural and social environment o n family management

The cultural and social environment, in which the company evolves, may influence corporate
governance practices in different ways that include:

- Access to education;

- Communication practices;

- Awareness on the benefits of markets opening;

- Supervision from authorities;

- Enforcement of law and reliability of the legal infrastructure;

- Anti-Corruption infrastructure;

- Influence from the state;

- Fluidity of markets and capital access.

Regulators and the market itself could help

make sound corporate governance %

compulsory through training programmes, 234 5
robust self-regulatory codes/principles, 234
enforcement of laws and close supervision. & %

%
Solutions to build efficient governance in
companies could be found in any cultural 1*6 7
environment using well known mechanisms;
for instance by hiring independents, by means
of the markets, e.g. Initial Public Offerings &
(IPOs), or thanks to succession or career
planning. The following stories illustrate how
corporate governance problems can be
approached similarly from one region to
another.

In a Middle-Eastern construction company, the eldest son did not succeed in his studies,
which raised a succession issue. The options to keep the business within the family were
limited. However, after receiving advice from corporate governance experts, the son was
made Chief Operating Officer to head the company's day-to-day operations, and the board of
directors was opened up to third parties. A few independents were hired on the board to help
run the company. Saving face was very important in this specific case.

In an Italian pharmaceutical company owned by a female CEO who did not have children,
there was an issue of continuity because there were no family candidates for the succession.
The company undertook an IPO to obtain private equity financing and decided to open up the
board. Even if this meant that the CEO would lose power, which was contrary to her wishes,
it was the only way to save the company without selling it.

In a Swiss medium-sized company that produces sweets, the second generation CEO was
not able to do the internal restructuring required. However, since the founding father did not
want to let his son, the CEO, leave the company; he nominated him to the board of directors
and promoted the CFO to CEO. Today the company is one of the Swiss power brands in
consumer goods.

Identifying priorities in family owned companies

In family owned companies, it is important to design clear mechanisms for succession
planning. Not every family member is qualified to become the CEO. The first question to
address is “What makes sense to us as a family business?”

-13 -



In order to set up a system where family members feel that they are treated fairly, it is
important to address a few governance questions:

1. Where does the money go in the company?  An audit professional or committee is
needed to manage the revenue. If the company is listed and has many external
financial shareholders or bond holders, independents of high repute are required for
the board. This will help ensure that the audit of the company is effectively carried out
and also provide assurance to the market.

2. How to attract and motivate external talent?  This is a key corporate governance
concern and should not be an ad hoc managerial task. Otherwise, the conflicts
between family and outsiders at different managerial levels will be too disruptive.
Career planning within the company is crucial and should be the responsibility of the
board.

3. How to avoid transition friction among family me mbers? Set up clear succession
requirements which would help select the succession candidates and proceed to a
vote on the board to elect the family member. When needed, the board should not
exclude hiring outsiders.

4. How to reward family members?  Family members should be paid according to
objective criteria.

Cost of compliance with corporate governance rules

It is not necessarily expensive to implement good corporate governance practices. Family
owned companies could start by applying the basics at little cost. They can, for example --
- introduce a certain level of transparency

on the numbers: cash flow, profitability of $
business units, etc.;
- ensure compliance with accounting &
standards; %
- one share-one vote. See that every family %
member has the same rights if not the & 1
same power; 68 I :

- maintain an adequate balance of power
among family members involved in the
business;

- ensure that the board is independent. This will encourage objective input on key issues
such as strategy and crisis management.

Getting it right

There are always governance rules within organizations, whether spoken or written. The
guestion is “how good are these rules?” The OECD principles on corporate governance
attempt to address that question by covering four key issues:

- Accountability

- Responsibility

- Transparency

- Fairness

While the OECD principles are a set of principles for governance aimed principally at listed

companies with large numbers of external shareholders, they are also an excellent guide for
companies of all sizes that wish to understand and approach governance in the right way.

-14 -



Interview - Turkish business efforts in improving corporate governance
practices - Aclan Acar, CEO Tansa ; Chairman of the Board, Corporate
Governance Association of Turkey.

What are the main issues faced by companies in Turkey in the field of corporate
governance?

This is a relatively new issue for the Turkish market and it started being discussed within
TUSIAD (Turkish Business Association) in 2000, which led to the preparation of the Turkish
corporate governance code [published in 2002].

In 2003, the Turkish Corporate Governance Association was established; its mission is to
raise awareness by training the various corporate players such as board directors and
shareholders on how to enable good corporate governance based on existing principles, with
the main issues in the Turkish business environment being transparency and board
effectiveness.

What have been the main improvements following the creation of the Turkish Association of
Corporate Governance?

In 2004, after more then four years of work on improving corporate governance at the
national level, the Turkish Corporate Governance Association ordered a study on the state of
corporate governance in Turkey from the Boston Consulting Group (BCG). The study
showed that there have been several improvements with approximately 20% of the
Turkish companies now being managed by effective boards. Nonetheless, the report
also shows that there is still a long way to go, and improvements are needed in the field of
transparency and board effectiveness. Many directors still need to be trained, but also the
fundamentals of corporate governance need to be looked at, since an important number of
Turkish companies do not really have boards, mainly family owned companies.

Following the issuance of the BCG study, a meeting was held in April 2005, and during two
days the board members of the association’s member companies discussed how to move
forward. It was then decided that for the next two years the focus will be on promoting and
implementing the principles. Many initiatives have been discussed, one of them being a new
training programme to educate board members.

What are the objectives of such a training programme, and how will it fit in the often
overbooked diary of directors?

The training program will only last three days, during which board directors will be
invited to attend different sessions on key corporate governance issues and be given
solutions on how to address them. Emphasis will be placed on the effectiveness of
corporate governance and how to improve boards’ structure and transparency.

The programme will be offered by a Turkish university, championed by the Corporate
Governance Association of Turkey and rewarded by a certification. This is the first program
of this kind in our country and will be open to 16 participants every term. We hope that in the
near future similar programs will be made available in various Turkish cities. This should
raise awareness of how to improve long-term conditions for investment as a result of more
effective boards with a full understanding of corporate governance mechanisms.

How are Turkish companies addressing global competitiveness? Is good corporate
governance one of their priorities?
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This is an important issue raised by the global environment, and more particularly in a
European context. Indeed, Turkey is also aiming at being part of the European Union (EU),
and in economic terms this means that to be in line with the Europe Agreement signed by
Turkey over a decade ago, and with other treaties as the Customs Union signed in 1996 with
the EU, macroeconomic stability is now ensured and structural reforms and improvements in
the business environment have been made.

Turkey is attracting foreign investors not only based on its low cost and qualified
labor but also thanks to its efforts to ensure more transparency in the investment
environment. To illustrate this, the Turkish Stock Exchange has implemented
corporate governance listing requirements and careful attention is being given to
corporate governance in the preparation of the new Turkish Commercial Code.
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An effective board

Panel discussion moderated by
Anne MOLYNEUX , Director, C&S
International, Australia and UK

Panelists
Mazhar BASMACI , Chairman, Kent
Kart, Turkey
Anne SIMPSON, Secretary General,
International Corporate Governance
Network (ICGN), London
Simon WONG , Corporate
Governance Expert, McKinsey &
Company, UK

Different board mechanisms may fulfill the same objectives:

- to encourage investment in the company’s activities;

- to build trust among investors;

- to oversee the company’s management, to ensure an optimal use of capital and a
responsible, accountable and transparent management.

Assessing the effectiveness of a board is not an easy task: Intangible elements need to be
examined in an objective way.

The board’s responsibilities towards investors

In order to know how the money is being

spent and who is in charge of it, investors will % (<

be interested in finding out who is sitting on % %

the board of directors. They will judge boards  $ %= &

based on factors that include: L R !

- Fairness: investors want to be treated " /
equitably.

- Responsibility: conflicts of interest should be avoided.

- Transparency: disclosure of accurate financial and non-financial information is in the
interest of both the board and stakeholders.

- Decision making: boards need to be able to produce wealth, manage risk, manage crises
and set up a successful long-term strategy for the company.

Criteria used to evaluate boards

Culture :
1. Directors should feel comfortable disagreeing with the CEO, family members or other
board members.
2. Directors need to be encouraged to express their opinions.
3. At board meetings, enough time should be reserved for discussion, not just for
presentations.
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Behaviour :

Obijective criteria should be used to assess directors’ behaviour. For example:

- How many meetings has every director attended during the year?

- What have been each director’'s major contributions to or achievements on the board?
- What is every director expected to add over the coming 12-24 months?

Training :

Codes of conduct, national codes of corporate governance, etc., can be compared to
hardware; the processes, behaviour, and mindset to software. The two go together and one
can only be effective with the other. Board members need to be trained on how to approach
certain aspects of governance, such as board composition and communication techniques.
There must be a demand for effective boards. Investors should not only request information
from CEOs and CFOs but also from other board members.

Evaluation of board members should involve more than answers to questions on a test. An
exchange of ideas and practices must also be part of the evaluation process.

Setting up guidelines and principles

Corporate governance codes are often % %
blamed for making recommendations ( %
concerning the structure but not the process 234
or the predicted outcome of good governance
practices. Applying a template to measure
board performance is not enough. Intangibles,
such as the flow of information between the

board and investors, the qualifications of % 5 >

board members, the profile of the [ .
independent  directors, the board’s Yl , /
composition, directors’ behaviour, and ! @

processes followed in the company will help determine the eftectiveness ot a board.

There should be clear rules on how to handle issues and conflicts of views on the board.
The duty of board members is to speak out when the business is moving in the wrong
direction.

The composition of the board

The composition of a board will play a crucial role in its performance. The objective is not to
have overqualified board members who will not be able to work together, but rather to have
board members who can collaborate and share views in the best interests of the company,

and preferably within a set of rules.

Codes, listing requirements or, in some cases, laws exist in order to help achieve the
objective of establishing an effective board. In Turkey, for example, where there are a large
number of family businesses with directors being family members, listing requirements state
that a board should be composed of approximately 12 directors, among whom 1/3 should be
independent.

In a conglomerate, cross-shareholdings/participation may lead to major conflicts concerning
who is in control. In such cases, independents are needed on the board.

Boards of directors should have the power to discharge CEOs.
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If controlling shareholders are not willing to allow the board to assume its key tasks, then the
board is essentially “an advisory council/panel” rather then an effective board.

Board’s power

Two commonly asked questions are

- Why shouldn’t controlling shareholders have the prerogative to make a judgment as to
the adequacy of the board and CEO?

- Why should the board have a majority of independent members when the majority of
shareholders represent one single interest?

To answer these two questions, one should consider the role that independent directors play
in a company controlled by a few majority shareholders (e.g. a family company). Apart from
their advisory role, the independent directors fill an important function in reassuring the
market and minority shareholders. For example, in a market where a company only needs to
release 10-15% of its shares to have an IPO, but does not have minority shareholder
protection, the market will be jeopardized. The result can be a lack of return on investment,
insufficient capital fluidity and a struggle by companies to obtain the equity they need.

Majority shareholders want the level of investor confidence to be high in order to improve the
price of shares and to facilitate raising equity. They want to build the company’s reputation,
which can help them with their bond holders when it comes to restructuring debt and
recruiting management talent. If majority shareholders demonstrate a commitment to other
shareholders, this should be clear in the company’s prospectus, the proxy statement, the
charter for the board and the terms of reference for independent directors.

The flow of information

Without direct access to management and 1 %
without information concerning the financial
situation coming from the CEO, it is very
difficult for a board to function effectively. % & )
Setting up an established panel, either in !

coordination with the corporate secretary or 4

the general council, through which independent directors can obtain information, is very useful
in a company.

When there are problems at the managerial level, the information needs to flow up to the
board. The board will then be able to collaborate with management rather than blaming it for
the problems.

The board’s chairman should try to understand the opinions of each director. During board
meetings, the chairman should ensure that all opinions are heard.

Risk management

The board is a risk management tool; it oversees management and should focus on key

activities. However, in some financial services companies, boards can spend up to 50% of

their time approving credit allocations. This is disproportionate. In order to fulfill its risk

management function, the board needs to allocate important segments of its time to --

- setting up a successful strategy and potential alternatives;

- understanding industry trends and the different scenarios that could arise;

- developing leaders to make sure that if something happens to the current CEO, they will
have a range of people who could step in and ensure a smooth transition;
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- monitoring performance (for instance, looking at long-term performance, the relationship
with suppliers, the retention rate for employees, etc.)

Financial benefits of applying corporate governance rules in private companies

A 2004 McKinsey & Co study of private equity firms showed that those that exercise or follow
an active ownership model (ensuring that the board functions, getting involved in planning)
outperform their peers.

The study also revealed that around one-fifth of %
the institutional investors surveyed expressed a
preference for effective corporate governance

. ; ; 55 ( &
over financial performance when making 7
decisions on their emerging market portfolios. ° 68 *
In fact, around two-thirds of those surveyed , ’

considered corporate governance to be almost
as important as the balance sheet.
Respondents to the survey were ready to pay a premium of 28% for well-governed
companies in emerging markets. The survey, which covered a sample of 188 companies in
six emerging markets, established that companies with better corporate governance
commanded a higher price-to-book ratio.
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Balancing majority and minority interests

Panel discussion moderated by
Hussein RIFAI , CEO, Injazat Technology
Fund E.C, United Arab Emirates

Panelists

Rachid BELKAHIA , President,
Business & Corporate Governance
Commissions, General Confederation of
Moroccan Employers, Morocco

Mike LUBRANO , Unit Head, Investor
and Corporate Practice, Corporate
Governance Department, International
Finance Corporation (IFC), Washington
D.C.

Jean-Aymon MASSIE , President,
French Corporate Governance
Association, France

Paul WOUTERS, Partner, Bener Law
Office, Turkey

Injazat Technology, a fund that invests only in private companies, is a minority shareholder in
all the companies in which it invests. Therefore, it cannot take strategic decisions on its own
but needs to collaborate with other shareholders. In order to ensure that certain of its rights
as a minority shareholder are respected, Injazat usually signs a shareholder agreement with

the company in which it invests.

Protection of minority shareholders

Minority shareholders’ protection is one of the most complicated areas of company law.
Some boards are unfairly prejudicial against shareholders, e.g. by --

- making a discriminatory rights issue of shares;
- paying inadequate or no dividends at all;

- taking excessive remuneration/management fees from the company;

- allotting shares improperly; and/or

- diverting business opportunities away from the company.

Indeed, if the decisions of directors or 6

shareholders, which are normally taken on

the basis of a majority vote, do not follow

defined rules, minority shareholders can be
adversely impacted by the process. Even

though some laws provide a certain protection

for the interests of the minority, it is quite +
difficult and potentially expensive to enforce
minority rights.
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A protection tool: the shareholder agreement

The first advice to minority shareholders is not to invest in a company unless they have an
ongoing protection mechanism.

The International Finance Corporation (IFC), A World Bank investment agency, invests
around 20% of its capital in 1500 companies in a variety of industries in 82 countries. In order
to obtain a certain protection on its investment, IFC will contract only with companies having
a shareholder agreement.

A shareholder agreement typically covers three major areas:
- the financial relationship among the shareholders;

- the process of decision making within the firm;

- the mechanism for transferring and selling shares.

If an investor is a minority shareholder, he

may want assurance that certain company

matters cannot be decided without the

consent of all the shareholders. If this is

assured, minority shareholders will have # 6B
effective control over the exercise of the /"6
company’s powers in cases where they would

not normally have sufficient voting power to influence them. Otherwise, when the articles of a
company have to be amended, a minority shareholder could be powerless to stop an
amendment which could be adopted by a special resolution.

7

The shareholder agreement is contractual in nature and is aimed at protecting the rights of
the minority (who is a party to the agreement). Shareholder agreements should be carefully
drafted; professional advice should be sought.

Boards’ commitments to minority shareholders

The board should be committed to respect the following shareholders’ rights:
voting rights

power of inspection

right to information

right to dividends

right to exit

oukrwr

Exit routes for shareholders

Injazat invests in two types of companies:
- single product companies, able to compete on a global scale;
- diversified companies with a strong presence in markets where they operate.

The reason behind this investment strategy is that an exit route should be left open. IPOs are
one of the exit strategies and performing companies tend to be good candidates for IPOs.

Another factor will influence the investor is if whether the company is listed or not. Usually,

listed companies adhere to transparency requirements. This is crucial for shareholders who
need to know who owns what in the company.
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Dispute settlement

Shareholder disputes can be very expensive to resolve, because lawyers have to review the
whole history of a company before advising and because both sides can become entrenched
in their views. The dispute can also take up a considerable management time, which is
particularly detrimental to smaller, owner-managed companies. Arbitration is usually the best
alternative to resolve disputes with shareholders.
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Managing corporate governance impact on investment portfolios

Panel discussion moderated by

Guler MANISALI DARMAN , Author of
‘Corporate Governance Worldwide’; Principal,
GMD Global Advisors Ltd., Turkey

Panelists

Abdel Rahman Khaled KHALED , Head
of Operations, Cairo Alexandria Stock
Exchange, Egypt

Stilpon NESTOR , Principal, Nestor
Advisors, Greece and UK

Sandeep PATEL , Founder and Manager,

Governance Performance Management,

USA

Luca PEYRANO, Head of STAR & SBO -
Mid & Small Caps Markets, Gruppo Borsa
Italiana, Italy

Corporate governance could be used to " (
improve portfolio performance; an investor may ) %
look at the company’s performance but also at

its governance, a factor that give signs on the 5
long-term performance of the company. A few
red flags of poor corporate governance have
been identified by rating agencies as Moodys
(www.moodys.com ) these are:

c * + -
,(—+%n @&(

- A CEO whose profile is not adapted to the industry in which the company evolves, often a
celebrity CEO;

- Problematic board composition with un-qualified board members;

- High director absenteeism or lack of attendance at key meetings;

- Lack of change on the board - new-comers often bring with them fresh perspectives
beneficial to the company;

- Little or no respect of shareholder views, for instance by rejecting shareholder proxy
requests;

- No internal ethical code or policy;

- Board members seating on the audit committee.

Portfolio management strategies based on corporate governance

There are two different models that investors
generally follow: < 1
1. Warren Buffet model : Invest in people and )
management that we like and trust. A study (
from S&P showed that there are approximately " #
US$300 billion worth of companies managed
according to this model. There are three key 5
guestions to address when investing according )
to Warren Buffett:
a. Is the business simple?

* //n
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b. Does the business have a consistent
operating history?
c. Does the business have good long-term prospects?

2. Value activist role model : This model has been around for a number of years in the
form of Leveraged Buyouts (LBOS) in the junk bond radar market. Over the last 10-12
years, mainly through the efforts of the California Public Employees’ Retirement System
(CalPers), there have been systematic programmes directed at investing in
underperforming companies. The objective of these investments is to improve
companies’ results through restructuring. This corporate restructuring usually includes
rethinking the corporate governance structure.

There are two such programmes in the UK, two in Japan and two in Europe. The
programmes that changed previously poor management have performed very well. Other
programs have followed the CalPers model. Among them are the New York City Plan,
CalSTERS; the Ohio Wall Street Plan; the New York State Plan and others that have
allocated from US$500Million to US$2Billion to this kind of investment. This investment
model is becoming increasingly important.

Corporate experience: Cairo and Alexandria Stock Exchange (CASE)- A
successful case of governance reform

DEEE
FDEE 2 "l64

(
\GFH% & * DEEI

In July 2002, new listing rules went into effect
at the Cairo and Alexandria Stock Exchange
(CASE), which increased disclosure and corpo-
rate governance requirements for quoted firms.
As a result, a large number of companies, 2
Mainly small or closely held ones, were de- 4 %
listed for failing to observe the new stock JKK
exchange rules. (
/IGID) "%
Being listed allowed a company to benefit from  # @6+
a tax shield, so that companies even closed or B "8 I
family owned ones, tried to get quoted in order 6% 6
to
benefit from this discount. To have reliable companies listed without affecting the market
capitalization, three steps were found to be necessary:
1. Implement new listing rules with strict disclosure requirements;
2. Set new annual listing fees; and
3. Cancel the tax shield for listed companies.

At the end of 2000, there were 1200 listed companies with a market capital of US$13billion.
In March 2005, following the reform, the number of listed companies decreased to 766 listed
companies with a new market capital of US$52 Billion.

Stock Exchange executives and board members of the 10 largest listed companies have
formed a Corporate Governance Committee to consider developing an Egyptian Code of
Corporate Governance on the role, duties and functions of the board.

To learn more about CASE story, see the World Bank REPORT ON THE OBSERVANCE OF
STANDARDS AND CODES (ROSC), Corporate Governance Country Assessment EGYPT,
March 2004 http://www.worldbank.org/ifa/rosc_cg eqyp?2.pdf
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Corporate experience: STAR- Borsa Italiana - How good governance boosted
Italian mid-cap’s financial performance 5

Launched in April 2001, the Italian Stock Exchange
(Borsa Italiana) STAR segment now includes

70 companies, including 4 banks, 1 Insurance
company, 40 companies belonging to diverse
industrial sectors of the Italian economy (from

food to fashion, mechanical engineering, etc.) . @

and more than 20 high-tech companies. In ad- -607"B !#,)BS

dition, starting in January 2005, three new ! ()

representative indices were introduced to facilitate

investor activity: STAR, TechSTAR and All-Stars

(all shares). Borsa Italiana’s first aim was to increase small and mid-cap (S&M) companies’
visibility by addressing the most sensitive issues concerning S&M caps in order to facilitate
investment decisions by institutional and retail investors.

$ %

STAR is a segment of the Italian MTA market dedicated to small and medium cap
companies, with a maximum market capital of €800m (€1,000m as from July 2005).

Entrance to the STAR segment is discretionary, but implies a clear commitment to more

stringent requirements of corporate governance, transparency and liquidity. Corporate

governance requirements are stricter then in other segments. Companies commit

themselves:

- toreport quarterly results within 45 days form the end of the quarter;

- to appoint an Investors Relations Manager;

- to publish all information both in Italian and English and to make it available on their
websites;

- to have a minimum number of independent directors;

- to have an internal audit committee set up with a majority of independent directors; and

- to have a performance-related top management remuneration.

The results suggest that STAR has outperformed non-STAR companies since its launch,
both in terms of price performance and liquidity.

Over the last three years, STAR has outperformed the remaining MTA-traded companies by
26%. Moreover, STAR companies experienced an impressive increase in liquidity: in the first
four months of 2005, the STAR’s average daily turnover was higher than the remaining non-
STAR mid & small caps by some 300%.

STAR’s companies experienced a rise in the percentage of the number of independent
directors, a greater presence of foreign investors, benefited from wider research published by
brokers and resulted in a dramatic change in providing information to the public.

Even though smaller companies are less structured in terms of corporate governance than
large caps, they have more flexibility and are more rapid in complying with higher standards.

For private, family owned companies seeking an IPO, the restructuring process can be
disruptive and difficult. In such cases, proper advice and assistance can be useful to speed
up the process. Borsa ltaliana, as a key player in the development of the Italian financial
markets, provides information and support to private companies approaching an initial
offering.
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Although it is not possible to define a “common” set of problems issuers face during the
listing process, as far as corporate governance is concerned there are issues considered to
be of greater complexity:

1. Family owned companies tend to underestimate the importance of good corporate
governance. However, it takes only a few weeks to understand the importance of
adopting best practice principles on governance to satisfy investors.

2. The question of the independence of non-executive directors can be understood
differently by the different parties —regulators, advisors and shareholders — and can lead
to misunderstandings. Consequently, the “independence profile” for such directors must
comply with the requirements set by Borsa Italiana.

3. For smaller companies, publishing the quarterly report within 45 days can require new
staff to properly manage the accounting procedures that comply with STAR reporting
standards.

At the time of the IPO, Borsa Italiana admits issuers to listing according to its general listing
rules.

In order to obtain STAR status, issuers must submit a specific application. After the
guotation, in order to maintain the STAR status, listed companies must comply with various
requirements regarding corporate governance, liquidity and transparency. Every six months,
Borsa Italiana evaluates compliance with these requirements by performing a comprehensive
review using an advanced high-tech integrated information platform.

Borsa Italiana is committed to promoting STAR companies all over the world. Since its
launch in 2001, Borsa Italiana has organized road shows in Milan, London, New York and all
of the major European financial centres.

Roundtables and conferences are essential and are an effective way to disseminate the
corporate governance culture. The ICC Istanbul Roundtable was of great interest, given the
broad presence of international panellists, top-level representatives from private companies,
government bodies and prestigious institutions.
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Lessons to retain

Chaired by

Victor CHU , Chair, ICC Commission on
Financial Services and Insurance; Chairman,
First Eastern Investment Group, Hong Kong,
SAR China

Charles HEETER , Principal, Deloitte &
Touche USA LLP, USA.

Guler MANISALI DARMAN , Principal, GMD
Global Advisors Ltd., Turkey

Hussein RIFAI , CEO, Injazat Technology
Fund E.C, United Arab Emirates

Anne MOLYNEUX , Director, C&S
International, Australia and UK

Rona YIRCALI, Chairman, Yircali Group of
Companies; Vice Chair ICC Turkey, Turkey

The roundtable showed that one size does not fit all: there are several corporate governance
models in the world, based on local business practices and cultural patterns. However,
universal common governance values and principles do exist and are common to all
systems. These are:

- Accountability

- Responsibility

- Transparency

- Fairness

Family businesses, small and medium-sized businesses should not wait for governments
and international organizations to impose strict regulations, but should get together to share
ideas and develop self-regulatory solutions. Associations, chambers of commerce and
networks, e.g. Confecamaras, ICGN, should encourage sound corporate governance and
propose alternatives to regulation.

Since the ENRON scandal, and the I 6'#B'
Sarbanes-Oxley Act in the US, more then 100 1% 5B$ " /1
countries have implemented new regulations FEE

or new legislation affecting corporate
governance in one way or another. As the
world business organization, ICC needs to
review the effectiveness of these legal 234
initiatives.  Implementation, education and
costs are some of the issues that need to be

0,
taken into consideration. %

+

The press — local, national and international — reo:
can contribute to a more transparent business environment. The press plays a key role in
informing investors about business reforms and governance practices. A leading financial
daily newspaper in China, for example, is planning to publish a bi-weekly supplement on
corporate governance which could greatly influence corporate governance developments in
China.
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The ICC website on corporate governance http://www.iccwbo.org/cg.htm is a valuable tool
that can be used by business practitioners from all sectors and countries. Specifically, the
site can help --

to understand in a user friendly way what corporate governance is and how it can be
approached,;

to address challenges boards may face;

to provide concrete recommendations to family businesses and SMEs; and

to learn from other companies through their corporate stories and to be informed
about corporate governance developments worldwide.
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For further information on the ICC Corporate Governance Roundtables or to learn how your
company could benefit from sponsoring ICC’s work on corporate governance, please
contact:

Fatma BEN FADHL (Ms)

Tel: +331 495329 75

Fax: +33 1 49 53 28 59

Email: fatma.ben.fadhl@iccwbo.org

Commission on Financial Services and Insurance
International Chamber of Commerce (ICC)
International Secretariat

38, Cours Albert ler

75008 Paris, France

If you are interested in becoming a member of ICC, please visit the ICC website:
www.iccwbo.org
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