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PROCEEDI NGS

DR. SULLI VAN. Thank you very much, Ahned.

I would Iike to thank a whole | ot of people, but
as you can see, Dr. Galal is a very strict German, so | wll
resist the tenptation to do that.

DR, GALAL: |I'mgoing to take that fromyour tine.

[ Laught er. ]

DR, SULLIVAN: But | do want to thank ECES and our
partner organi zati ons who we've heard fromthis norning.
Great presentations from everybody on the openi ng panel.

There are many reasons why conpanies fail, as
we' ve heard. The point | would nmake, to suppl enent what Dr.
Gal al has said, is that, as you |look at the reasons for
corporate failure, when you find a structural reason within
t he conpany, as the nobst inportant cause or institutional
failure in the structure of the markets, then we have to be
much nore concerned than if it's for business reasons, a
change in market conditions or perhaps just a general
failure of their particul ar business nodel; in other words,
not for conpetitive reasons.

I woul d al so suppl enent what Steven has said about

the role of institutional investors. Just yesterday,
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Cal PERS issued a warning, in fact, | read about it in
Steven's newsletter, if | remenber correctly, to Xerox that
If they didn't inprove their corporate governance, they were
headed for trouble. So, clearly, there are market pressures
com ng now frominvestors that were not there before.

Shifting to the Central and Eastern European
region, what I'd like to try to convince you is that, in
fact, corporate governance failures in that region were nuch
nore inportant on a systemc |evel than they were in the
Western countries.

And we all are famliar now | think with the
McKi nsey ratings. Wat they' ve done is asked investors what
kind of a market premiumthey' re prepared to take. And the
point of this slide is that for countries which have a good
overall system put into place, institutional investors are
willing to pay a nuch | ower prem um

In other words, if the country is in good shape,
as the U K is here, which showed up as nunber one on
Steven's rankings, the premumis nuch lower than it would
be, for exanple, and | picked Russia and Egypt as two cases,
but al so Pol and, and you can see where Eastern Europe, as a

whol e, ranks here.
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Steven has tal ked about a set of drivers of
corporate governance failures in the Wst, and I'd like to
shift attention to a different set of corporate governance
failures. As you can see, it ranges from asset stripping,
to insider and sel f-dealing, although that was, of course,
part of the problemw th Enron, but also the problens with
exchanges. And underpinning all of this is the weak | egal
institutions that existed throughout the region as they
transforned froma socialist systemto a narket system

Nick is doing his best to keep up--here we go.
W' re com ng back on now.

What 1'd like to do is just very quickly, in the
interest of tinme, provide just a very few exanpl es of
failures. The first one is from Pol and, and the exanple
here, the point here illustrates what Steven has said. 1In
Pol and, we have a case of bl ockholders. These are either
| arge, individual groups or, in sone cases, famlies that
own conpani es and have been engagi ng, on a system c basi s,
in mnority sharehol der abuse. And that's becone the
bi ggest probl em

Recently, the Gdansk Institute for Market

Economi cs got into quite a public policy debate over this
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with a conpeting institute that we're trying to push forward
the idea of using corporate governance codes. And the code
that was produced by those that are the actual bl ockhol ders
very nuch favored the insiders. \Wereas, the Gdansk
Institute was trying to produce a code which, as I'll show

| at er, was based on transparency.

I n Romani a, we have the case of Dacia, which
engaged in sone pretty significant corporate governance
probl ens.

Turning to Russia, of course, it's the big kid on
the block in Central and Eastern Europe, although its
mar ket, interestingly, is not as liquid as others. Here,

t he nost egregious case of all is Gazprom And

Pri cewat er houseCoopers, when they finally did their audit of
Gazprom uncovered a very interesting case where one piece
of the assets of Gazpromwas sold for just $1,200. Whereas,
its underlying market value is estinmated at $400 million.
That's probably the nost significant exanple that we've been
able to find. But it's that kind of activity,
which is endemic in Russia, which has largely caused the
kind of capital flight we've seen from Russia throughout the

1990s.
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Moving on to the next slide, hopefully. Wat I
was trying to get to was Poland. Perhaps we'll abandon the
slide show

In Poland, what we've seen is, in recent years,
the securities market regulator has put into place over 61
different notions to try to investigate--I think nmaybe we'l|l
need sone technical assistance here.

In recent years in Poland, they' ve put in over 61
different applications for investigation of insider trading,
self-dealing. Not a single one has been prosecuted or
brought to trial, and that's an exanple of a regul ator
failure.

In the case of securities trading, which is
anot her one of the drivers that | was showi ng, in Russia
now, tw ce, the Federal Securities Conmm ssion has had to
I nvestigate trading volunes on the M CEX, which is their
over-the-counter.

And it appears that at |east one conpany, Al or-

I nvest, was engaged in sonme very heavy self-dealing, which
was intended to inflate the volune of trades on the M CEX
floor--very simlar, as you mght be aware, to the Enron

case in the California energy markets where sinply speeding
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up insider transactions causes the overall volune in the
market to increase so much

In Russia, returning back to that country, we have
seen a whol e series of weak legal institutions which have
under mi ned what, on paper, appear to be sone very good
standards. And here, a recent study that | would reconmrend
to you that are interested in the Russian market, by the
Codar [ph] Brothers, it was just rel eased yesterday--anybody
that would like to have a copy, give ne your card, and |'|
be happy to send it to you. But the Codar Brothers study
has shown that, and actually docunented the nmechani sns by
whi ch bl ockhol ders and others are able to influence the
court systemin order to get favorable readings on their
nmergers and acqui sitions processes.

One of the nost fanous cases of a simlar kind of
situation conmes fromthe Czech market. You' ve probably al
heard of the famous investor, Ron Lauder, fromthe United
States, the inheritor of the Estee Lauder fortune.

He and a few ot her people got involved in the
Czech mar ket purchasing one of the mgjor nedia conpani es.
And t hrough a mani pul ati on of the conmpany shares, the Czech

mnority partner was able to gain control. And despite
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getting a series of legal rulings that this was, in fact,
not proper and agai nst Czech | aw, Lauder and conpany have
been unable, to date, to get that enforced.

Underlying all of this, in many cases, has been
the privatization process--the way in which a |lot of the
state-owned enterprises were brought to the market. And if
we did have a slide up here, what it would show you, and
think it may be in your kits there, but what it would show
you is that the Polish case, which was perhaps the sl owest
of the privatization processes, had the best result in terns
of sharehol der protection and preventing corporate
governance fail ures.

Wher eas, the Czech nodel, which is the voucher
system which then | ater becane popul ar in Russia, Ukraine,
and hopefully will not be continued in its current form
produced a huge series of abuses of insider trading, of
abuse of mniority sharehol ders.

And here we have privatization magically
appeari ng.

One solution to this that | would recommend for
folks that are interested, we could perhaps talk about it

| ater in our closing session, is that the private sector
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corporate governance trust in Kenya, and a few other places,
are devel opi ng corporate governance for the public sector
conpani es, both those that are being traded wwth mnority
participation, as they do in China and a few ot her
countries, but also and especially for those that are

i ntended to be brought to the market. It benefits the
state. It also benefits the investor.

The next slide here, hopefully--no, you' re going
backwards. You need to go forward--you're goi ng backwards.
Al right.

Vel l, the next several slides we're going to bring
up here were going to be on the respect for the OECD
corporate governance principles. And we had taken the
ratings that had come fromthese ROSC Reports on Standards
and Practices that Steven nentioned fromthe Wrld Bank, and
here is one here.

To show you across the pattern of Central and
Eastern Europe, a plus is a good conpliance, an asterisk is
noderate, and a dash or a negative sign is weak. And as you
can see, the pattern is very scattered, and Central and

Eastern Europe has not gotten into conpliance.
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Down the | eft-hand side of the columm are pretty
much both the indicators, but also the solutions for the
problems in Central and Eastern Europe. And if we can
hopefully go to the next slide, what we'll see here is the
key case of the equitable treatnent of sharehol ders. And
you'll se insider trading is prohibited, but enforcenent
vari es across the region.

The next slide.

And here is the nost inportant, and that is the
di scl osure that was brought out earlier today. And, in
fact, disclosure, which it seens |I'm being disclosed very
clearly now, disclosure is at the heart of the whole
solution for corporate governance in Central and Eastern
Europe and in Russia. There are nany ways to get to
di scl osure. There are a |ot of different procedures to do
that, but fromthe governnment side, but also some of the
things that we've tal ked about fromthe private-sector side.
But getting to disclosure, getting to transparency is the
key. And you'll notice here that only Hungary really shows
consistently high marks in that respect.

And then if we could nove to the next question.

Board responsibilities, the role of the board of directors,
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whi ch was one of the questions fromthe floor, are listed
here along the | eft-hand side, the dinensions of that. And
you' Il see the pattern also are weaker here in the formal

| egal situation.

Basically, there's three or four dinensions to
this--the duty of care, the duty of loyalty, and then the
eval uation of risk, which Dr. Toronon [ph] was speaking of
earlier, are absolutely key to judging the performance of
boar ds.

If we could go to the next slide.

And here we've got a sunmmary of where Central and
Eastern Europe, and by conparison, Turkey shows up here on
the overall quantitative rankings. As you can see, there is
a lot of work that remains to be done, although | would say
that in a short 10-year period, the countries of Central and
Eastern Europe have noved very far in bringing in Codes of
Cor por at e Governance, inproving the |egal environnent, and
becom ng nuch nore active as market participants. The EU
di scipline that the accession countries will get will help a
| ot.

If we could go to the next slide.
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W didn't have an ROSC ranking, a Wrld Bank
ranki ng, yet for Russia, but there is one that this, in
fact, this institute, the Russian Institute of Directors, is
working on. And you'll see here as a substitute the risk
ranki ngs that they have assigned. And this is, again,
anot her exanpl e of what Steven was tal king about, where a
rati ng system on corporate governance is beginning to drive
t he stock market.

Director training and a | ot of other things can
i nprove these scores, as we'll perhaps get to later.

Let nme | eave you with just a success story. There
is a conpany called UCOS. UCOS is owned by one of the
famous Russian oligarchs, M. Khodorkovski. About four
years ago, M. Khodorkovski discovered that the value of his
control of UCOS was at a fraction of the value of the
underlying asset. And so he set about instituting internal
cor porate governance i nprovenents.

He was able to convince the Investor Protection
Associ ation, an independent group that we have been
supporting over the years in Russia, that ranks conpanies

fromthe point of view of the independent investor, that, in
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fact, he was serious. And as a result--if we can see the
next slide--you can see the value of his stock price.

Now, |I'mnot going to indicate that every conpany
that has a weak environnent can get these kind of results.
This is an outlier. It helps if you owmn oil. But even for
conpani es that don't own oil, if you have underval ued
assets, and your performance is not being seen and judged
the way you feel it should be seen and judged by the narkets
relative to the price of your stock, you, too, can get
results, perhaps not as dramatic as this, but very high.

And then the last slide is mssing. The |ast
slide woul d have shown you net private capital flows to
Central and Eastern Europe. And the problem here has been
that Russia, which in ternms of GDP should be getting the
highest if it were to get its "share," is actually the
|l owest. And part of that is a result of the fact that the
i nstruments of corporate failure are not there for clearing
corporate failure, rather, including bankruptcy procedures,
| egal investnents, |egal protection for investnments and the

i ke.
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Wher eas, Pol and, which does have very good
protections and al so mechani sns for |iquidating conpanies,
has in fact the highest anmount of foreign direct investnent.

Per haps we can bring out nore in the Q%A but
that's the overview, M. Chairnan

[ End of Recorded Segnent. ]
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