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CFA Centre Mission

To be a leading voice for investors on
Issues of fairness, efficiency, and

Investor protection in global capital
markets

To promote high standards of ethics,
Integrity and professional excellence
within the investment community.
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Do Ethics Matter?

FHE NEW YORK TIMES, SUNDAY, DECEMBER 12, 2004
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Do Ethics Matter?

Recent enforcement actions by Securities and Futures Commission

Company/fHName

Lee Sing Wai, Stephen

# FRexcapital Partners Incorporated

Tees Corporation
Tingkong-RexCapital Holdings

Limited

Lee Sing Wai, Stephen

Larm Ho Chu Wilson
TISCO Securities Hong Kong

Limited

Tam Shun Hung

Lau Pak Tong

Chu rat Lam

Lau vin Mei Carmela

Chan Ka Lok Cuthbert
Han Sze Chao Richard
Lippo Securities Limited
Yeung Angie

Chow wai Ho

Kong Kwok Yee

Cheung Mgai ¥i Charlotte

Actions

Stephen Lee Sing Wai Sentenced to Six-rmonth Imprisonment far
Failure to Attend SFC Interview During His Three-yvear
Suspension Period

SFC Prosecutes TingkKong-RexCapital Holdings Limited,
Rexcapital Partners Incorporated and Tees Corporation for
Contravening Part %W of the Securities and Futures Ordinance

SFC Prosecutes Stephen Lee Sing wai for Mot Attending SFC
Investigation Interview

SFC Reprimands TISCO Securities Hong Kong Limmited and
Suspends Lam Ho Chu Wilson and Yam Shun Hung for Breaching
the Code of Conduct

ZFC Suspends Lau Pak Tong for Breaching the Know-7Tour-Client
Rule

SFZ Prosecutes Chu vat Lam for Contravening Part =% of the
Securities and Futures Crdinance

SFC Reprimands and Fines Lau Yin Mei Carmela for Short Selling
and Other Misconduct

SFC Reprimands Lippo Securities Limited and Suspends Han Sze
Chao Richard, Chan Ka Lok Cuthbert and veung Angie

SFC Prosecutes Chow Wai Ho for Making Unsolicited Calls
Kong Kwok vee Convicted of Misleading the SFC

SFC Reprimands Cheung Magai i Charlotte for Breaching the
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Do Ethics matter?

Breach of trust results In:
—RIsk aversion
—Higher cost of capital

—Unneeded volatility & cost for:
e Client
e Firm
e |nvestment manager

—Over Regulation
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Investor Trust IS Essential

Capital Markets Are Built on Trust.

Investors must have confidence in:
— Corporate Leaders
e Accountants & Auditors
e Security Analysts
e |[nvestment Advisors
e Portfolio Managers
e Fund Managers
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A Business of Confidence

Between...

— Client and advisor

— Client and consultant
— Analyst and advisor

— |Issuer and investors
— Issuer and analyst
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Key Drivers of CG Changes

Directors/ Senior Management

Institutional Investors

— CALPERS, GO European Focus Fund, Lazard Korea
CG Fund.

CG Advocates — David Webb

CG Associations and Rating Agencies
— ACGA annual country rating reports
— GMI Study linking ROE and CG Ratings
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Governance Practices:
Importance to Decision Making

“How Important Are Companies’ Corporate Governance Practices

to Your Investment Decisions?”
In Descending Order of “Extremely Important” Rating

Singapore 33% I | 42% [ 23% |
Mainland China 22 ‘I 58% ‘ 19% |
KO"ea: 18% | 61% [ 19% ]
Japan | 0 ‘ 0 ‘ ‘ 0
78%[ 55% l 30% l
0% 20% 40% 60% 80% 100%
’D Extremely Important O Very Important O Somewhat Importanr Carrtrafar
e ;Aaa:ke’él
Directors and Senior Management
« MINDSET Change is key
* Regulators and Stock Exchanges provide
the rules
A number of companies in Asia are setting
the pace.
 Internal acceptance of good CG practices
and detall disclosure and transparency is
the key
- LTFA =
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Active Investor Impact

CALPERS

e PEMA-Permissible Equity Market Analysis
= Factors used in analysis:

= Political Stability

e Productive Labor Practices

e Transparency

« Market Liquidity and Volatility

» Market Regulation, Legal System,
& Investor Protections

e Capital Market Openness

= Settlement/Transaction Costs

13
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CALPERS Permissible Equity —
2005 rating

Polic | Trans- | Productv | Market | Regs& | Market | Trans.

parency | e Labor bgmls Legal Open accouscirsw Score

Weighting | 17.0% | 16.0% | 17.0% | 12.5% | 12.5% | 12.5% | 12.5%

1| Poland 3 3 3 3 3 3 3 3.00
2 | Israel 2 3 3 3 3 3 3 2.83
3|S. Korea 3 3 3 3 3 2 2 2.75
4 | Chile 3 3 3 2 2 3 2 2.63
5|CzechRep| 3 3 3 2 2 3 2 2.63
6|S. Africa 3 3 3 3 2 3 1 2.63
7 | Taiwan 3 3 2 3 3 2 2 2.58
8 | Hungary 3 3 3 1 2 3 1 2.38

14
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CALPERS Permissible Equity

Market Trans-
Trans- Productiv | Liquid & Regs & Market action
Politic parency | e Labor Volitifity Legal Open Costs Score
Weighting 17.0% | 16.0% | 17.0% | 12.5% |12.5% |12.5% | 12.5%
9 | Mexico 2 3 1 3 2 3 3 2.37
10 | Malaysia 2 g i 3 2 1 3 2.12
11 | Brazil 2 3 2 1 2 1 3 2.04
12 | India 2 % 2 3 1 3 1 2.02
16 | Philippines | 2 3 1 3 3 1 1 2.00
17 | Thailand 2 3 1 3 2 1 2 2.00
18 | Sri Lanka 1 3 2 2 1 2 3 2.00
19 | Argentina 1 2 2 2 2 3 2 1.96
[‘ Centre for
15 Financial
Market
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Produc | Market Trans-
Trans- tive Liquid & Regs & | Market | action
Politic parency Labor | Volitility Legal Open Costs Score
Weighting 17.0% | 16.0% 17.0% | 12.5% 12.5% 12.5% | 12.5%
17 | Turkey 1 2 3 2 2 1 2 1.96
20 | Venezuela| 1 3 2 2 1 2 2 1.87
21 | China 2 1 1 3 2 1 2 1.67
22 | Morocco 1 2 2 1 2 2 1 1.58
24 | Indonesia| 1 3 1 2 2 1 1 1.57
25 | Russia 1 3 1 2 2 1 1 1.57
26 | Egypt 1 1 1 3 1 1 3 | 1.50
27 | Pakistan 1] 1 1 2 2 1 3 1.50
Centre for
16 Financial
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GO European Focus Fund

« GO's investment philosophy is based on
our belief that companies with involved
and informed share owners are worth
more over the long-term

Cenle o
17 Finare al
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SELL SIDE QUANTITATIVE r OTHER
ANALYSTS SCREENS REFERRALS
Strategic Analysis
Market Mana:gen_\ent
Knowledge aatlo
ADVISORY INVESTMENT DECISION & SET DIVERSE SKILL
BOARD TARGET PRICE BASE OF TEAM
18 QUANTITATIVE # PORTFOLIO h QUALITATIVE bl :‘l’
EVALUATION (10-20 COMPANIES) ASSESSMENT M arket
Warning: Portfolios with 10 to 20 companies can have a high portfolio risk and a high tracking error to a benchmark index. INSTITUTE | Integrity




GO European Focus Fund
Engagement Process

| 1 to 1 meetings/visits with senior executives |

| Re-evaluate shareholder engagement proposal |
Meet chairman and Discuss proposals
independent otherizQ::ﬁt)Iders with
directors sell-side analysts
| Present refined proposals to executive directors/board |

Changes Board resists
implemented change
Board Apply pressure Board
Stock re-rated h implements through 3rd parties: ‘ successfully
changes other shareholders, resists pressure
3 advisors
SELL /

SELL
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Matters on which GO engages

e Board composition

° Strategy } Strategic governance
o Capital structure

 Internal controls

([

Executive remuneration }
- Structural governance
o Corporate responsibility

‘ But owners must not micro-manage
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Pre- investment

Engagement proposal

Post Investment

< Retail and Financial Services
conglomerate

e Family control

» Poor return on capital

e Lack of financial discipline
for store portfolio

» Separate real estate assets
from retailing

e Assess economic returns from
store portfolio

e Exit non-performing stores

* Realise Monoprix option

Separation of real estate
from retail
Rationalisation of store
portfolio

Monoprix option extended
Potential bid from family

< Impending option to realise
Monoprix stake

interests

i KTFA =
Shareholder-rights Activists
David Webb
— Project Poll
—Voting by show of hands common in Asia
— Family owned companies — control
agenda and voting process at AGM
— one share one vote — global standard
.
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ACGA annual report card

« ACGA and CLSA produces an annual
report card for 10 Asia Countries

 The 5 areas covered are
— Rules and regulations
— Enforcement
— Political and regulatory climate
— IGGAP
— CG culture

Centre for
Financial
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Governance and Performance

Study by Governance Metrics International

GMI rates 3,458 companies worldwide
— The areas covered are

— board accountability, financial disclosures and
Internal controls, Shareholders rights,
executive compensation, takeover defenses,
etc

th
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GMI ratings v Return on Equity

e Groupings by GMI
ratings

Return on Equity
5 years to June 2006

 Top 10% worldwide e 14.35

 Average e 10.44
» Bottom 10 % e 9.20
worldwide

Centre for
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Corporate Governance Issues in Asia

Financial Reporting and Disclosures
— Accuracy and reliability
— Need for quarterly reporting

Analyst Retaliation and Research Objectivity
— How can analysts be protected?

Ownership Structure
— Impact on independent directors and minority shareholder rights

Executive Compensation
— Is pay linked to performance of company

Centre for
Financial
Market

Integrity
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CFA Centre —
Asia Pacific Corporate and Financial
Disclosure - Survey Key Findings

e Quality is improving
e Average of 3.2 on a five-point scale

e Quarterly financial reports is a global best practice and
should be made mandatory

e Disclosure practices and financial statement quality
and corporate governance practices as either “very”
or “extremely” important when making investment
decisions

e The cash flow statement, income statement, footnotes
and balance sheet were ranked as the most important

iInformation sources
[:S TITUTE
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Quarterly Reporting

Singapore and China require it
Hong Kong and Australia do not

Debate is whether mandatory quarterly reporting benefits
iInvestors or encourage short term thinking by both
Investors and management.

Centre for
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Companies hiding bad news?

Do you believe that companies hide bad news about
earnings from investment professionals in their
quarterly releases?

Vs 890,
Mo 11 %o

If you answered “yes,” please indicate how they do so (select all that apply):

Issuing only good news in the press release or ,
(= ';.: i D Ay L:l g D3 NEws

for the 10-Q or 10-K

Issuing a "pro forma”™ earnings number that 520/ —
excCludes the bad news, rather than the GAAP
earnings number that would have to include it

Off-setting bad news with positive earnings zav (R

adjustments to accruals, reserves, and octher
discretionary items

QOff-setting bad news by structuring one or more 67% —

non-core transactions or events to realize a
one-time gain, for example, sales of assets

Cther @

Improving Communications and Transparency
between Analysts and Issuers

 Capital Markets need free flow of information to
Improve transparency

* Analyst Retaliation — how prevalent is it?

* Relationship between Issuers and Analysts
cannot be regulated

* Need for best practice guidelines

Centre for
Financial
Market
Integrity
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Company retaliation on analysts
and fund manager

Have you experienced retaliation from corporate issuers?

Yes, [ am an analyst or portfolio manager and have persanally -
experienced retaliation from corporate issuers in the past five 13%
YEars.

Yes, [ am an analyst or portfolio manager and have personally ?%.
experienced retaliation from corporate issuers but it was more
than five years ago.

Mo, I have not experienced retaliation from corporate issuers. 50% I
I know someone who has experienced retaliztion from

corporate issuers in the past five years. 19%-

I know someone who has experienced retaliation from corporate

issuers, but it was more than five years ago. lﬂ%-

I do not know anyone who has experienced retaliation from l
carparate issuers. 35%

Analyst-Corporate Issuers
Relations Guidelines

Issues addressed in the guidélines include:

» Information flow between analysts and corporate issuers.

* Analysts’ conduct in preparing and publishing research
reports and making investment recommendations.

e Corporate issuers’ conduct in providing analysts with
access to corporate management.

 Review of sell-side analyst reports by corporate issuers.
« Research that is solicited, paid or sponsored by the

Issuer.
mSTITUTE
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Ownership Structure — Western
model

e US and UK — Broad based institutional
ownership —

 CG System designed to eliminate or
mitigate conflicts of interest particularly
those between 1. managers and
shareowners and 2. directors and

shareowners

Centre for
Financial
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Types of conflict of interests

Manager — shareowner conflicts

— Self projection/ job security/ power vs Long term
wealth creation for shareowners

— Short term gains and long term vulnerability vs Long
term risk adjusted growth

— Rewarding senior management through issue of stock
options

e Director — shareowner conflicts

— ldentifying with managers’ interest vs shareowners’
interest

— Are the independent directors really independent?

ESTITUTE

C ntre for
34 i

Itgty




Ownership Structure — Asian Model

« Wide institution based ownership is
generally absent

e Two types of ownership dominate
— Family Owned / tightly held companies
— Government owned companies

C ntrefor
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Ownership Structure — Asian Model

e Government controlled companies

— National industries and dominate local
capitalization

— Used by governments to develop and
Implement CG practices

— Served as a model for others, improve image
of country to outsiders

— Independent directors, high levels of
disclosures in annual reports and compliance

with local CG codes

C ntrefor
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Executive Compensation

CEO of Tyco used corporate funds to buy home decorating

items including a $17,000 traveling toilette box, a $445 pin
cushion and $15,000 umbrella stand. Also borrowed from
company’s loan program to buy $270mn worth of yachts, art,
jewelry vacation estates. In capacity of CEO he then forgave
these loans!

According to estimates his excesses cost the shareowners
$600mn in all.

To top it all, in legal proceedings he claimed that it was not

illegal for him to do what he did!

Centre for
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Executive Compensation

Pressure for Greater Disclosure of CEO, directors and
CEO compensation.

Singapore CG Code recommends linking pay to
performance. Top 5 executives compensation to be
disclosed in bands.

Hong Kong requires disclosure of directors total
remuneration on a named basis.

Debate over appropriate level of pay for non-executive

directors
[:ST ITUTE
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The Manual: Needed Education

» Created by investors for investors
e Insight on how companies define governance structure

o Lists & identifies what investors should look for
» Board practices
« Management practices
« Shareowner rights
- Takes a global perspective
« Written in plain English
» Does NOT advocate best practices or a single system
* Free to Investors on our website

Centre for
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Application of the manual - What investors
should look for?

* Board composition and independence

» Whether the chairman of the board is independent

» The qualification of the directors

» Election of directors on an annual or staggered basis

» Board self assessment practices

» Frequency of separate sessions of independent directors
* Audit committee and audit oversight

 Compensation committee and compensation awards to the
management

» Use of/ or lack of it of independent legal and expert counsel

 Statement of Governance Policies
[:ST ITUTE
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Conclusion

— Corporate Governance in Asia is evolving

— There Is no one size fits all model for CG
practices globally

— CG manual can be a tool for us to better
understand and analyze the impact of CG
INn our investment decision making
process.

Centre for
Financial
Market
Integrity

41

L1




