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CORPORATE GOVERNANCE PRACTICES IN EUROPE:
ANTIDOTE TO ENRON?

Karin S. Thorburn’
INTRODUCTION

The collapse of Enron uncovered fundamental deficiencies in the
governance practices of U.S. corporations. This paper discusses whether
corporate governance systems in the United Kingdom and Germany suffer
from similar weaknesses. The discussion focuses in particular on account-
ting practices, board effectiveness, and executive compensation.

U.K. accounting rules place greater demands on companies to
consolidate off-balance sheet liabilities. Such consolidation would have
made Enron’s problems more transparent to the board and outside investors.
Mandatory consolidation also mitigates problems with lack of auditor
independence. Such problems were common in both the United Kingdom
and the United States prior to the recent legislative reforms.

In Germany, the supervisory boards of large corporations are to a great
extent controlled by banks and employees. Since these constituencies have
fixed claims on firms’ future cash flow, they tend to favor a low-risk
investment strategy. It is possible that such boards would have rejected
Enron’s highly leveraged investment strategy. On the other hand, boards
favoring low-risk investment strategies also risk passing up valuable
business opportunities that are key to corporate profitability and growth.

Finally, much has been said about the potential pitfalls of high-
powered executive compensation packages (stock-options and bonus) in the
United States. It is true that executive compensation in Europe generally
provides lower incentives to take risks. This may alleviate some concerns
with excessive managerial focus on short-term earnings and stock price
development. On the other hand, there is also a risk that the structure of
European executive compensation packages provides too few incentives to
maximize shareholder wealth,

The discussion begins with a basic characterization of a corporate
governance system, then proceeds with an overview of central corporate
governance practices in the United Kingdom and Germany and how they
differ from those in the United States. This discussion provides a basis for
evaluating some of the key governance reason for the collapse of Enron,
discussed in Part III along with an analysis of whether governance practices

* Associate Professor of Business Administration and Associate Director, Center for
Corporate Governance, Tuck School of Business, Dartmouth College; PhD 1998, Stockholm School of
Economics; BEc 1987, Stockholm School of Economics. This paper is an expansion of the author’s
remarks at Vermont Law School’s Corporate Responsibility Symposium held on September 27, 2002.
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in Europe are likely to provide an effective and/or desirable antidote to
cases like Enron. Finally, Part IV reviews some of the recent reform
initiatives in the United States and in Europe.

[. CORPORATE GOVERNANCE AND INVESTOR PROTECTION

It is well known that outside investors in large corporations find it too
costly to closely monitor management. The resulting separation of owner-
ship and control gives rise to an agency problem that Adam Smith recog-
nized more than two centuries ago.

The directors of [joint stock] companies, however, being
managers rather of other people’s money than of their own, it
cannot well be expected, that they should watch over it with the
same anxious vigilance [as owners] . . . . Negligence and
profusion, therefore, must always prevail, more or less, in the
management of the affairs of such a company.

The problem for outside investors is that managers have access to
sophisticated expropriation techniques. For example, they may sell the
firm’s output or assets at below-market prices to another company in which
they are beneficial owners, dilute shareholder nghts through targeted
security issues, or receive excessive compensation.”

Moreover, outside investors are generally more wvulnerable to
expropriation practices than are other stakeholders. The reason is that
" management continuously develops personal relationships with employees,
customers, and suppliers. This is in contrast to outside investors, who
remain useful to the company only at the few discrete points in time when
the company needs outside capital. For this reason, the focus of corporate
governance is fundamentally on investor protection. At the most basic
level, the key governance question concerns how outside investors can
make sure that corporate insiders maximize firm value and return profits to
investors. A corporate governance system is the collective set of forces
constraining the incentives and opportunities of corporate insiders to
expropriate outside investors.

Countries with developed capital markets offer investor protection
through an elaborate system of corporate, bankruptcy, securities, and

1. ADAM SMITH, AN INQUIRY INTO THE CAUSES AND NATURE OF THE WEALTH OF NATIONS
264-65 (Edwin Camnan ed., Univ, Chi. Press 1976) (1776).

2. See generally Andrei Shleifer & Robert W. Vishny, 4 Survey of Corporate Governance, 52
J. FIN. 737 (1997) (analyzing different models of corporate control and how managers can control
investments).
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takeover laws. Key shareholder rights include the right to receive pro-rata
dividends, to appoint the firm’s board of directors, and to vote on major
corporate investment decisions such as mergers. However, voting rights
associated with equity ownership may be expensive to exercise. For
example, in some countries, proxy voting is ruled out, requiring share-
holders to show up in person to vote.” Small, diversified stockholders
quickly realize that attending shareholder meetings is not worth the effort
(the free-rider problem).*

Because large owners have incentives to actively monitor management,
concentrated ownership generally improves shareholder rights enforcement.
Nevertheless, the interest of large shareholders may conflict with the
interests of minority stockholders and creditors. Thus, the presence of a
large shareholder is not an unqualified blessing for other outside investors.

Creditor rights include the power to seize collateral, to uphold the
seniority of loans, and to force a bankruptcy proceeding when the company
fails to service its debts. Since default on a debt contract is a straight-
forward event that can be verified in court, legal protection of creditors is
typically more effective than that of shareholders. Creditor rights are
governed primarily by bankruptcy and insolvency law and vary with the
degree of control rights allocated to shareholders and management in formal
reorganization procedures.’

Outside investors depend on reliable information about the firm’s
performance to enforce their rights. Disclosure and accounting rules
provide for accuracy and depth of the firm’s financial statements. To verify

3. In many countries, including Japan, Germany, Italy, Spain, Netherlands, Sweden,
Denmark, and Finland, the company law or commercial code does not allow shareholders to mail their
proxy vote to the firm. Rafael La Porta et al.,, Law and Finance, 106 J. PoL. ECON. 1113, 1130-31
(1998).

4. Standard finance theory suggests that investors hold diversified portfolios. See, e.g.,
HARRY M. MARKOWITZ, PORTFOLIO SELECTION: EFFICIENT DIVERSIFICATION OF INVESTMENTS (Yale
Univ. Press 1970) (1959). A consequence of diversified holdings is that the investor has a relatively
small dollar amount invested in each stock. As a result, it does not pay for these investors to incur
expenses in order to monitor and evaluate how the firm is run. Such investors instead tend to free-ride
on the monitoring efforts of large investors. Thus, if the firm does not have large investors in its
ownership base, little monitoring will take place. For a recent survey of ownership structure, see
Clifford G. Holderness, A Survey of Blockholders and Corporate Control, 9 FRBNY ECON. POL’Y REV.
51 (Apr. 2003), available at hitp://www.ny.frb.org/research/epr/03v(9n1/0304hold.pdf (last visited Oct.
14, 2003).

5. For general discussions of creditor rights and bankruptcy law across countries, see Rafael
La Porta & Florencic Lopez-de-Silanes, Creditor Protection and Bankruptcy Law Reform, in
RESOLUTION OF FINANCIAL DISTRESS: AN INTERNATIONAL PERSPECTIVE ON THE DESIGN OF
BANKRUPTCY LAWS 65-90 (Stijn Claessens et al. eds., 2001); Stijn Claessens & Leora F. Klapper,
Bankruptcy Around the World: Explanations of lts Relative Use (2002) (World Bank Policy Research
Working Paper 2865), available at http://wbIn0018.worldbank.org/html/FinancialSectorWeb.nsf/
(attachmentweb)/wps2865/SFILE/wps2865.pdf (last visited Nov. 11, 2003).

HeinOnline -- 27 Vt. L. Rev. 889 2002-2003



890 Vermont Law Review [Vol. 27:887

the accuracy of the financial reporting, listed companies are required to
have their financial statements certified by an independent accountant.®

The enforcement of regulations and laws is just as important as their
content. A first-rate govemance system requires that regulators and courts,
as well as market participants, strictly uphold laws and contracts. Thus, the
legal and regulatory system complements the effectiveness of market forces
in réstricting expropriation of corporate insiders.

There are several important market forces that help reduce agency
costs. For example, an active market for corporate control limits agency
cost through the threat of managerial displacement in a hostile takeover.
Also, a well-functioning managerial labor market disciplines top executives
concerned with their future career opportunities. Moreover, firms requiring
new outside capital must “dress up” for the capital market by presenting
evidence of adequate internal control systems. There is a great variation
" across countries in terms of the effectiveness of these market forces

The corporate board is the most important internal control system.
Research indicates that the best boards are relatively small, have
independent directors, require financial literacy, and rely on stock-based
compensation of directors.” Furthermore, an effective internal control
system effectively aligns managerial and shareholder interests through
stock-based executive compensation. Pay-for-performance schemes such as
options and bonus plans also help alleviate agency costs and promote stock-
market confidence.?

I1. CORPORATE GOVERNANCE IN EUROPE

Europe represents a wide range of corporate governance practices.
Countries such as France, Switzerland, Austria, Belgium, Hungary, and
much of northemn Europe evolved their governance systems along Roman-
Germanic, rather than Anglo-American lines. The following comments are
restricted to the corporate governance structures of the United Kingdom and
Germany.

6. In the United States, the Securities Act of 1933, 15 U.S.C. §§ 77(g) & 77aa, Schedule A,
25 (2000), and the Securities Exchange Act of 1934, 15 U.S.C. § 78m (2000), require an annual audit of
the financial statements for firms issuing securities to the public.

7. For a survey on board composition, see, for example, Benjamin E. Hermalin & Michael S.
Weisbach, Boards of Directors as an Endogenously Determined Institution: A Survey of the Economic
Literature, 9 FRBNY ECON. POL'Y REV. 7 (Apr. 2003), available at hitp://www. ny.frb.org/research/epr/
03v09n1/0304herm.pdf (last visited Nov. 11, 2003).

8. For a review of the executive compensation literature, see Kevin J. Murphy, Executive
Compensation 26-43 (1998) (working paper, Univ. So. Cal), available at http://
www.marshall.usc.edu/fbe/ wp_pdf/98-13.pdf (last visited Nov. 11, 2003).
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A. The Anglo-American Governance System
1. Market Based (Contractarian) Financial System

The United States and the United Kingdom share the common-law
legal tradition with its market-based (contractarian) corporate environment.’
Market-based economies are characterized by highly developed public
equity and debt markets. Banks play a relatively minor role in the financing
of large firms. To illustrate, in 1999, the ratios of stock market capitali-
zation to gross domestic product (GDP) was 225% in the United Kingdom
and 152% in the United States, the highest such ratios in the world.'
These market-based economies are also characterized by an active market
for corporate control.

2. Shareholder and Creditor Rights

The Anglo-American system provides comparatively strong protection
of shareholder rights, including proxy voting by mail and strong
enforcement of insider trading rules.!" In the United States, shareholders
may sue directors for violations of fiduciary duty through class action.'?
Class action lawsuits help resolve the free-rider problem among dispersed
shareholders. By coordinating actions and allocating costs across a
dispersed group of shareholders, a class action represents a real threat to
corporate insiders expropriating outside investors.

Creditors, and in particular secured lenders, are comparatively well
protected in the United Kingdom. The UK. insolvency procedures are
strictly creditor-oriented.”’ This contrasts with the United States, where the
Chapter 11 bankruptcy procedure provides extensive control rights to
management.'* The question of what constitutes the optimal bankruptcy

9. See Michael Bradley et al., The Purposes and Accountability of the Corporation in
Contemporary Society: Corporate Governance at a Crossroads, 62 LAW & CONTEMP. PROBS. 9, 35-40
(1999) (discussing the contractarian view of the firn). Other countries with an Anglo-American legal
tradition include Canada, Australia, and New Zealand. /4. at 51.

10. Raghuram G. Rajan & Luigi Zingales, The Great Reversals: The Politics of Financial
Development in the Twentieth Century, 69 J. FIN. ECON. 5, 15 tbl. 3 (2003).

I1. For further discussion of the legal protection of investor rights, see Rafael La Porta et al.,
Law and Finance, 106 J. POL. ECON. 1113 (1998).

12. FED. R. Civ. P. 23.1; see generally Yeon-Koo Che, Equilibrium Formation of Class Action
Suits, 62 ). PUB. ECON. 339 (1996) (analyzing class action suits); Mark J. Roe, Corporate Law’s Limits,
31 J. LEGAL STUD. 233 (2002) (discussing the benefits as well as the limits in enforcing corporate law).

13. For a description of U K. insolvency procedures, see Julian R. Franks et al., 4 Comparison
of US, UK, and German Insolvency Codes, 25 FiIN. MGMT. 86 (1996).

14. See, e.g., Julian R. Franks & Walter N. Torous, An Empirical Investigation of U.S. Firms in
Reorganization, 44 J. FIN. 747, 748-52 (1989) (discussing managerial control rights under Chapter 11 of
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B. Auditor independence

The U.S. Sarbanes-Oxley Act contains a number of provisions that
improve financial disclosure, expand the responsibilities of the audit
committee, and increase auditor independence.”® For example, all material
off-balance sheet transactions (such as Enron’s SPEs) must be disclosed.”
Moreover, the CEO and CFO are required to certify that the financial
statements give a fair and complete view of the firm’s financial situation.”
Auditors will report directly to the audit committee and audit partners must
rotate every five years.”® The Act further mandates the creation of a public
accounting oversight board.”’

In the United Kingdom, the government recently proposed new
measures that increase auditor independence.”® Large firms must disclose
information about the non-audit services that they buy from their auditors,
and audit partners must rotate every five years and wait two years to join a
client firm.*” '

Beginning in 2005, companies listed on exchanges in the European
Union must adopt International Accounting Standards (IAS)'“ and the
European Commission has proposed a directive requiring quarterly
financial reporting.'” IAS is considered stronger than the current
accounting standards in many European countries, including Germany.
However, European regulators generally have less enforcement powers and
fewer resources than their U.S. counterparts,

93. See generally Sarbanes-Oxley Act of 2002, Pub. L. No. 107-204, 116 Stat. 745-810
(codified in scattered sections of the United States Code).

94, Sarbanes-Oxley Act of 2002 § 401, 15 U.S.C.S. §§ 78m(j), 726 (c) {Supp. 2003).

95. Sarbanes-Oxley Act of 2002 § 906, 18 U.S.C.S. § 1350 (Supp. 2003).

96. Sarbanes-Oxley Act of 2002 §§ 203, 204, 15 U.S.C.S. § 78j-1(j), (k) (Supp. 2003).

97. Sarbanes-Oxiey Act of 2002 § 101, 15 U.S.C.S. § 7211 (Supp. 2003).

98. See, eg., DTI—Hewiu Acts to Strengthen Defenses against Business Malpractice,
GOVERNMENT NEWS NETWORK (Jan. 29, 2003); Kit Bingham, New Boards to Oversee the Integrity of
Auditors, FNANCIAL NEWS (Feb. 2, 2003).

99. See DTI, supra note 98; Bingham, supra note 98.

100. See, e.g., Press Release, Eur. Comm’n, Agreement on Intemational Accounting Standards
Will Help Investors and Boost Business in E.U., IP/02/827 (June 7, 2002); Press Release, Eur. Comm’™n,
Financial Reporting: Commission Proposes Requirement for Listed Companies to Use International
Accounting Standards by 2005, IP/C1/200 (Feb. 13, 2001); Press Release, Eur. Comm’n, Financial
Reporting: The IAS Regulation—Frequently Asked Questions, MEMOQ/01/40 (Feb. 13, 2001). Press
releases are available at http:/europa.eu.int/rapid/start/cgi/guesten.ksh (last visited Nov. 30, 2003).

101. For details on quarterly reporting, see Press Release, Eur. Comm'n, Proposal for a
Directive on Transparency Requirements for Listed Companies Frequently Asked Questions,
MEMO/03/68 (Mar. 26, 2003), available at hitp://europa.eu.int/rapid/start/cgi/guesten.ksh (last visited
Nov. 30, 2003).
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C. Executive Compensation

In the United States, the Sarbanes-Oxley Act prohibits personal loans
to executive officers and directors.'” Moreover, if a company must restate
its financial statement as a result of misconduct, the CEO and CFO have to
repay bonuses and profits that resulted from the erroneous financial
statements.'” In the United Kingdom, a new regulation was passed in
August 2002 requiring a shareholder vote to approve executive
compensation packages.'” The German Cromme Code also requires
disclosure of executive compensation packages.'” Also, reform initiatives
in the European Union suggest that directors’ pay should be disclosed.'®
Overall, the recent governance crises and the regulatory reform initiatives
are likely to change the executive compensation structures in both the
United States and Europe. .

CONCLUSIONS

The Enron collapse uncovered fundamental deficiencies in the U.S.
corporate governance system. These weaknesses include lack of board
oversight and auditor independence. It appears that the corporate govern-
ance practices in the UK. and Germany suffer from similar flaws, and it
seems unlikely that they would have prevented the Enron crisis.

German firms are to a great extent controlled by banks and employees.
These constituencies tend to favor a low-risk investment strategy. It is
" possible that such boards would have rejected the high-risk business
strategy of Enron. At the same time, boards favoring low-risk investment
strategies may pass up valuable business opportunities that are central to
corporate profitability and growth. Boards in the U.K. are dominated by
corporate insiders and thus unlikely to be independent from management. -

UK. accounting rules require companies to consolidate off-balance
sheet liabilities with their own financial statements. Such consolidation
would have made Enron’s high-risk financial structure more transparent to
investors. Also, mandatory consolidation may mitigate problems with lack

102. Sarbanes-Oxley Act of 2002 § 402; 15 U.5.C.S. § 78m(k) (Supp. 2003).

103. Sarbanes-Oxley Act of 2002 § 304, 15 U.S.C.S. § 7243(a) (Supp. 2003).

104. Directors’ Remuneration Report Regulations 2002 (SI 2002 No.1986), available at
http://www . hmso.gov.uk/si/si2002/20021986.htm. The new regulations provide for a new Schedule 7A
of the U.K. Companies Act 1985. :

105. Deutscher Corporate Governance Kodex § 4.2.4 (2003).

106. Commission Amended proposal for a Directive on Prospectuses, supra note 92, at 52; see
also Directive 2003/6/EC of the Eurcpean Parliament and of the Council of 28 January 2003 on Insider
Dealing and Market Manipulation (Market Abuse), 2003 O.). (L96) 16.
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of auditor independence. Before regulatory reform, it was common practice
for accounting firms to sell profitable consulting services to their audit
clients. In Germany, in contrast, accounting transparency is poor.

Top executives in the U.S. tend to have high-powered compensation
packages, emphasizing stock-options and bonuses. In Europe, executive
compensation is less sensitive to the stock price and therefore generally
provides lower incentives to take risks. While this may alleviate concerns
for excessive managerial focus on eamings, there is also a risk that the
'European executive compensation practices provide too few incentives to
maximize shareholder wealth. -

Overall, it appears as if the weaknesses that were exposed in U.S.
corporate governance practices to a large extent are inherent also in the
European governance systems.
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