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· Opening Remarks

· Thank you for invitation to address this august gathering. 
· Have 20 minutes to outline my thoughts on the financial crisis and corporate governance. All I can do is highlight some of the underlying symptoms and then perhaps question whether we have really confronted the issues satisfactorily, or is it pretty much back to business.
· As my background is private sector, rather than development economics, I would like to share with you a practical perspective.  
· I should point out that these are personal observations drawn from my own experiences as well as my work with the Global Corporate Governance Forum around the world.
· What I hope to do in this short time is also direct your thoughts to how this might be relevant to China. In doing so, we might want to briefly consider some of the economic consequences of the current global financial crisis. However there are far more qualified people here today who will no doubt explore these aspects in more detail.
· Role of the Forum globally 

· The Forum, as we are known, is pleased with its association with Nankai University and we hope that this will continue to develop to our mutual benefit. Especially given our work with other universities around the world, who are looking at the current issues of corporate governance with, maybe, a different perspective.
· As with all our work around the world, our role is to facilitate the necessary expertise and technical resources to help countries institute corporate governance reforms BUT ensuring always, that the process is owned and led by the local stakeholders.
· The Forum is hosted by the private sector arm of the World Bank Group, the International Finance Corporation, which is our anchor donor.
· The Forum operates off limited resources, and is also funded by a number of European governments, Canada and Japan, seeking to not only assist with putting in place appropriate corporate governance standards in mostly developing countries and emerging markets globally – and is currently in engaged in over 50 countries worldwide – but also works extensively with institutions engaged in director training and the training of financial journalists among other things and assisting with implementing dispute resolution mechanisms for business.
· We also depend a great deal on the advice and guidance of our private sector advisors, who represent over 75 business leaders, investors, professionals and corporate governance experts from around the world, to bring a practical and well seasoned perspective to our work with countries like China. Peter Dey, former head of Morgan Stanley in Canada is our Chairman and who is also an advisor to China’s CSRC.
· No doubt we have encountered one of the worst crises since the great depression

· Virtually every thoughtful analysis of the crisis has cited macroeconomic imbalances, regulatory failure and various flaws in the intersection between economic and regulatory policies – this, as we have observed, has been particularly severe in the banking sector.
· Governments have so far provided upwards of $8,900bn in financing for banks – this, apparently, is less than a third of their needs. 
· In its most recent estimates, the IMF projected 2009 growth of minus 1.3 percent for the world, minus 3.8 percent for the advanced countries, and only nominal growth for emerging markets and developing countries - and is predicting a tepid recovery in 2010. Although I gather that the OECD is somewhat more optimistic in its latest projections.
· In this all, China remains an interesting phenomenon with a slowdown to annual GDP growth of only 7 percent I understand from current estimates! Quite remarkable, but perhaps masking some potentially deeper systemic issues that I am sure others might cover during the course of the conference.
· While some countries are indicating what seems to be the start of a recovery, I remain somewhat skeptical mainly because it seems to be steeped in political expediency and I am not sure that some of the structural issues that led to this crisis have really been addressed or are even likely to be addressed. 
· A more compelling concern has been, and remains, the impact on jobs with the World Bank estimating that for every one percentage point decline in global GDP, another 20 million people fall back into poverty. This is particularly relevant to China, where I believe it was reported that some 20 million migrant workers lost their jobs in 2008 through reduced industrial output.
· As far as China is concerned, there are a great number of reasons why the crisis raises certain concerns and issues that could play a role in how it looks at the corporate governance of its companies in both the private and public sectors.
· China’s trade and FDI (foreign direct investment) flows continue to show sharp declines. 
· Many analysts contend that China’s large scale bank lending and infrastructure spending projects may have helped boost the domestic economy, but caution that this cannot be maintained indefinitely. This is leading to concerns that the large level of borrowings by SOEs and local governments may lead to a rise in non-performing loans on the balance sheets of China’s major banks. This could have the effect of undermining efforts to reform the banking sector.
· If there is one sector, in any economy for that matter, that can’t afford poor governance – it is the banking sector as we have observed the unfortunate consequences in the US for example.
· A particular concern is the tremendous volume of loans extended very rapidly to the corporate sector when profitability was declining. The SME (small to medium size) sector reputedly provides 75 percent of the jobs in China’s urban workforce but is now shrinking for the first time in 30 years. I think it goes without saying, that the private sector is key to economic growth and sustainability over the longer term – with the SME sector a critical component.
· I would hesitate to suggest that putting in place good CG standards alone will ameliorate the economic challenges, but evidence around the world does show that it plays an important part in building investor confidence and providing a measure of public assurance and trust in corporate enterprises.
· Yet again….This crisis demonstrates that regulations do not guarantee ethical behavior and good governance
· Probably most disturbing is that the causes of this crisis are not novel: we’ve seen it in 1990’s (East Asian crisis) and repeated far too often in the 2000’s (Dotcom Bubble, and numerous corporate scandals mostly in the US – first Enron and now the banking sector).
· Another significant feature is that this crisis started in the very markets that have largely been responsible for setting the international standards of corporate governance.
· This presents an interesting dimension to discussions on corporate governance in China, and indeed in emerging markets generally.
· While the reasons for the crisis seem to be multifaceted, and in some ways complicated, I would caution against looking at the issues taking place in the western economies with smug indifference.
· I would contend that there are lessons to be observed that could inform how you look at corporate governance here in China.
· What is evident from recent studies (notably GovernanceMetrics in the USA which covers a wide range of companies around the world), is that companies with acknowledged and tested good CG practices have been able to engage the financial crisis gripping the world with much greater assurance.
· Notwithstanding this, in their rigorous criteria, they contend that of the 4, 200 companies assessed by GMI globally, only 90 fall into the highest category of CG ratings.
· The point is, there is still a lot of work to do out there – not just in China!
· What have we learned so far? 

· There seem to be a number of lessons and observations being gradually drawn from the current global crisis, which I am sure will be covered in their various aspects during today and tomorrow.
· Probably the most compelling, is that this crisis (in my opinion) was not born out of corporate malfeasance and fraud as with a number of the earlier episodes that gave rise to the Cadbury Code in the UK in the early 90’s and Sarbanes-Oxley in the United States more recently for example. Although it is clear that many boards and their directors could have done a lot better, and I will get back to this shortly.
· In this context, what I have found curious is that the European approach of “comply or explain”, an approach followed fairly widely around the world, but under supervision of the regulators, has worked well until now. 
· However, recent problems, especially in the UK banking sector, have come to question this approach. I believe in developing countries and emerging markets, proper and responsible adherence to so-called voluntary standards is somewhat problematic in practice as it is based on a number of presumptions that do not readily exist – unlike the UK where this principle owes much of its origin.
· But on the other hand, the draconian requirements of Sarbanes-Oxley in the US hasn’t prevented the problems there either as we are all too readily now experiencing following the collapse of Lehman Brothers and Bear Sterns and the rapid infection of the global banking system in consequence.  
· This is going to present some interesting challenges for international standard setters, and national regulators for example here in China.  Finding the “right” balance of mandatory regulation and voluntary compliance is going to be a challenging issue for all of us.
· As the OECD has observed: “the financial crisis can be attributed in part to failures and weaknesses in corporate governance arrangements.” 
· But as one financier has also questioned: “The speed and severity of the current economic downturn has caused observers to question the role of corporate governance regimes in failing to identify excessive risk-taking at a number of financial institutions. A prevailing question is whether the financial crisis would have occurred had corporate governance standards been higher across the board.”
· The point here is, that I am not entirely persuaded that the commonly accepted standards of good corporate governance practices failed but rather their application was distorted for a number of reasons ranging from an unhealthy obsession of companies to simply comply without taking seriously the underlying substantive basis of recommended practices to weak or incompetent enforcement by regulators and the absence of sound, thoughtful engagement by institutional shareholders.
· In the recently issued Walker Report in the UK, this point was noted, and there seemed to be a strong view that a lot of the difficulties encountered in the financial sector were more behavioral rather than failure to comply with existing corporate governance standards and rules.
· A corporate governance framework is a set of market mechanisms that are closely linked
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· Where were the directors? The importance of board members’ skills is yet again reinforced 

· In the time available, I would like to focus on the role of boards and directors in light of observations from the current crisis. As this to my mind, remains a challenging area and is instructive for emerging economic giants like China given the increasing importance of not only your economy within the global framework but also your companies as they increasingly expand to international markets.
· I might add, as I know this is often a sensitive issue, that I am not advocating slavish adherence to Anglo Saxon practices largely articulated in the OECD CG Principles universally assumed to be the global standard, but to consider some very practical aspects of good corporate governance.
· What has come through, once more, as we have seen too often in previous crises, is the lack of engaged and effective oversight by boards, especially in the banking sector.
· Poor functioning of board committees, which are an important underpinning of any effective board governance process, specifically the audit committee and their inability to deal with complex financial matters and risk.
· This has manifested itself in weak internal controls and risk management practices.
· And, of course, in the US particularly but also in a number of other advanced economies, flawed incentives built around executive and senior management compensation.
· Jack Welch, the former head of General Electric, makes a somewhat caustic observation on these issues: “[T]he real fallacy of CG in this crisis is not what boards did and didn’t do. It’s what was expected of them…….The list of guilty parties in bringing on the current economic situation is long, and boards do belong on it. Just don’t put them near the top. That would give them too much credit for a job they couldn’t do.”
· Which really begs the question, are we expecting too much of directors, and particularly non-executive directors?
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· So, Where to from Here?
· In coming to a close of my address, let me share with you some practical observations for your consideration. Unfortunately time will only allow me to provide a very short reference to each.
· The role of the Board Chairman is going to become ever more critical, especially in the financial sector where independence alone is not sufficient – he or she has to know something about the business! Particularly in setting the board’s agenda and ensuring that the focus of the board’s work properly identifies and analyses issues strategic to the business and its oversight. NB: Mention Nestor Study!
· The sheer practical implications of this are going to place pressure on Boards to separate the roles of Chairman and CEO, where this is not already in place.
· Notional independence to accommodate corporate governance rules is no longer sufficient; Boards must think carefully about the competencies that they require to competently supervise the business. An entire process lies behind this issue in the way candidates are identified and considered for board positions. NB: Anglo’s listing in London in 1999!
· This will have particular consequences for the selection of individuals that can competently fill critical positions on board committees (but which is little discussed) – an area I believe has been found seriously wanting in this crisis! In the financial sector, I would expect some measure of regulatory intervention in this area, e.g. prescribed skills and more rigorous fit and proper tests.
· Non-executive directors are going to have to spend much, much more time on their responsibilities and therein rest yet another whole set of issues I don’t have time to cover. This not only has implications for more frequent meetings of boards and committees, but also the time for preparation PLUS getting out and looking at the business and meeting management. NB: What we in South Africa call “kicking the tires”- even in banks!
· It will also impact fees paid to NEDs if we are going to expect them to do all this work – remember the English adage, you get what you pay for!
· More time is going to need to be devoted to the training and development of directors during the term of their office and their induction at the time of their appointment, particularly in complex sectors like banks. 
· The regular evaluation of the performance of the board, each director individually and the board’s committees is going to have to become an important component of continuous quality improvement for the good governance of boards. What is not clear to investors and regulators is quite how to undertake this process in a way that usefully informs discussions around board and director effectiveness – as this is not yet entirely obvious. 
· As part of improving the effective functioning of board committees, I think we are reaching a point where board committees will require their own budget (independent of management) to hire experts to advise them independently on highly complex decisions. 
· This will be particularly germane to Audit, Risk and Compensation Committees. Another area possibly for regulatory intervention in some markets with an eye on the banking sector, as we are already observing with the upcoming discussions at the G20 meetings in relation to bank executive and senior management compensation.
· Risk management has been highlighted as a major failing, and will require considerable deliberation – from the establishment of a Risk Committee to be composed only of ‘risk literate’ directors, to be independently ‘audited,’ and to report to shareholders separately from the auditor’s report on the risk-management practices of the board. 
· I strongly agree with KPMG’s recent study advocating that risk management be mainstreamed as a strategic component of any business, and is not simply a perfunctory role conducted routinely from time to time. This should be an inherent part of any operational manager’s understanding of their role in the operations of the business. NB: Banco Santander’s approach!! 
· This brings attention to a lot of structural and operational issues, which in the banking sector are likely to be prescribed, BUT from a practical point of view also questions how the risk management and internal audit functions should interact and how their reporting lines should perhaps be more effectively aligned to assure effective oversight and monitoring. 
· This not an issue that should only concern banks, I might add!
· An important element of this all, is that Boards will need to focus much more on risk identification rather than risk measurement – this requires  a much more intuitive approach, as opposed to a perfunctory one. NB: Some European banks’ obsession with terrorist strikes and not what happens if the housing market fails!
· Something we are not hearing much about is the question of building strong value systems founded on clear ethical guidelines and practices. This very often defines the quality of decision making and business judgment – covering important aspects like regulating conflicts of interests, share dealings by directors and managers, managing related party transactions with integrity, guidance on proper procurement practices, setting clear rules of conduct for all employees and much more.
· I should add, too, that the issue of corporate governance is pervasive across all forms of companies; it is not just something that applies only to companies listed on the stock exchange. It is equally important where public funds and taxes are at risk, notably in State owned and Municipal owned companies and other similar forms of companies that exist here in China.
· Concluding observations

· In concluding, I’ve tried to focus on some, but certainly not all, issues that might warrant careful re-evaluation in this crisis and have not even touched on the thorny issue of executive compensation for example. 
· There are a  host of systemic issues that need to or should be addressed, and I fear that with the political pressure in some western countries to quickly “fix” the problems, that we may be missing the opportunity to remedy some serious flaws in the way our markets are currently structured. 
· Fixing the governance of boards and companies yet again will not rescue us from the next crisis, unless we address some of the more fundamental systemic issues and perverse market incentives!!
· The disturbing fact, as I highlighted at the beginning of my talk, is that it is somewhat a case of déjà vu – we seem to have seen it all before, and it remains all too simple and yet I have the sense we are simply setting ourselves up for the next crisis. 
· Because a lot of what I have shared with you today is ground we have already covered!
· “Boards must re-establish and enforce the standard that risks are to be undertaken for the benefit of their constituents, not for the personal gain of management.”  –George Vojta ( Chairman of the advisory board of the Yale School of Management Millstein Center for Corporate Governance and Performance; Chairman and CEO of Westchester Group LLC, and former vice-chairman, Bankers Trust Corp.)
· Thank you for your attention and I will be happy to answer any questions or provide any points of clarity during the course of the conference, as I feel I have only touched the surface.
Talking points for Phil Armstrong
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The Lehman Brothers’ Board Example: 


»Nine of them are retired. Four of them are over 75 years old. One is a theater producer, another a former Navy admiral. 


»Until the 2008 arrival of former US Bancorp chief Jerry Grundhofer, the group was lacking any financial knowledge


»The board’s members include John Macomber, 80 years old, a former McKinsey & Co. consultant and chief executive of chemical-maker Celanese Corp; John Akers, 74, former IBM chief; Thomas A. Cruikshank, 77, chief executive of Halliburton Co. prior to Vice President Dick Cheney; and Henry Kaufman, 81. 


»Other members include: Sir Christopher Gent, 60, the one-time chief of mobile-phone company Vodafone PLC; theater producer Roger S. Berlind, 75; former Telemundo Chief Executive Roland Hernandez, 50; Michael Ainslie, 64, former chief executive of Sotheby’s Holdings; Marsha Johnson Evans, 61, one-time head of the Red Cross and a former Navy rear admiral.


»Until 2006, Lehman’s board included Dina Merrill, the 83-year-old actress once featured in movie “Desk Set,” as well as “Caddyshack II.”
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