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1. Introductory remark

I have always been intrigued by the concept of the SE, which concept was just given birth when I studied business economics and accountancy at the Erasmus University of Rotterdam  (1967 – 1973). In that period I touched upon business law (although not educated by Professor Sanders) from the theoretical end, but in all my years between then and now I worked as the boardmember-with-the-financial-portfolio (that’s the way to say it in collegial boards) in international organizations, first in the shipping industry (Holland America Line, 1973 – 1980), then in insurance operations (AGO/AEGON, 1981 – 2000). Such a position allows you to meet with all kind of aspects, which play a role in deciding in what way a certain activity legally should be organized. As most important aspects I would suggest focus (profit center responsibility), tax and risk management (corporate liability and financial risks like currency exposure).

Note: In this essay reference is made to a Conference “The New European Company: opportunity in diversity”, held November 29, 2002 in Leiden, organized by the E.M. Meijers Institute of Leiden University

2. Scope of the essay

The leading idea of the Societas Europaea (SE) is that companies can merge and transfer their seat cross border among all Member States of the European Community and in doing so remain one and the same legal entity. Some implications for The Netherlands, the applicable legal regime, the importance of the SE, relative to other aspects and the way to proceed are discussed in Chapter 3: Some noticeable aspects of the SE.

The business world, that is to say the corporate lawyers of some important European companies, are of the opinion that an actual example of an SE will not be seen soon, amongst others because of the uncertainty on the bounderies between national and community law.
   A second reason for their doubt is the possible consequence of employee participation in management. The mere fact of such possibility works as a red rag.

In my opinion there are a lot more and perhaps more severe obstacles, which I will list in Chapter 4: Externalities. Not all aspects are listed and many of the listed ones are under scrutiny (such as on takeovers), but others are as far as I know neglected (or purposely ignored?). Nevertheless, they will have to be tackled at some point in time in order to arrive in paradise, named level playing field.  When going through this list one might give up all hopes that we ever arrive at one Europe. That is certainly not the intention of it. Intellectual and diplomatic attempts are the better alternatives for abuse of power or weapons.

In Chapter 5: Role of management, supervisors
 and shareholders I will touch upon the SE’s organs management and supervisors. I will discuss the balance of powers that has to be struck among these organs and the shareholders and express my doubt viz-à-viz the role the shareholders can play. The reason of this doubt is the confusion between the actual shareholder, who wants short term profit and the long term shareholder as a theoretical  concept, for which an alternative expression is: in the best interest of the company.

Then, in Chapter 6, I close with a Conclusion.

3.  Some noticeable aspects of the SE

3.1 Current status on statutes in The Netherlands
The formation and transformation of, in and out of  SE’s – the subject of the Regulation
 - is new in its instruments but not as a concept: The Netherlands have before World War II implemented law as to enable Dutch corporations
 to transform into Antillian ones and after that war likewise to third countries. During WW II a number of big corporations were transformed indeed. It will depend on the law by which the Regulation will be incorporated in the Dutch legal framework before we can oversee, what remains to be provided for in the SE statutes itself. Already now can be observed that there are not a lot of new principles that need to be implemented in the SE statutes. As is currently the case that does not preclude lots of text, but this is than only explanatory since it is merely a repetition of applicable law.

Very striking is art. 12 par. 4 of the Regulation which empowers management to change the statutes (under Dutch law synonymous for articles of association or articles of incorporation) without an approval of the General Meeting of shareholders. This is a new phenomena under Dutch law. In a comparable case (art. 2 : 154 par. 3 Civil Code), where the law dictates a change of the statutes as to implement the consequences of the Structure Regime, the General Meeting is still needed to approve of the proposed change.

3.2  Legal regime

Matrix showing which state’s legal regime applies
:

From home state (      with real seat doctrine             incorporation state

-----------------------------------------------------------------------------------------

To real seat host                     host state                                home state

----------------------------------------------------------------------------------------

                                    CoJ: incorporation theory                

To incorporation host   declared applicable to                      home state

                                      home state

Hopping from Member State A to B needed a decision from the European Court of Justice
 in the case of a move from a home country with a real seat doctrine to a host country, being an incorporation state, in order to make the full matrix work.

The court decision made it uncertain whether art. 7 of the Regulation still holds
.

3.3 Relative importance of the SE

In his keynote speech to the Conference Commissioner F. Bolkestein estimates the savings in administrative and legal costs at €  30 billion per year. I’m not a big believer in this. Experience has learned me that structuring a bunch of activities by formation of legal entities per activity, be it nationally or internationally, is a necessity to maintain grip on such activity, both organizationally and financially.

Just as an easier way to imagine what would be the ideal structure of a group operating throughout Europe and using the SE, think of the same but transplanted to a single state situation. At national level it is easier to see that it is rather unimportant that a certain activity requires a certain legal framework. Would it bother if the province of Drenthe had different company law when considering starting a new business there? By making this simplification you exclude all the constraints that are in the back of your mind with regard to aspects that play a role when you in actual fact have to decide on international structures. I will deal with such externalities later on. Suffice to say now that a number of them will always remain, whereas others may disappear over time. By itself, the envisaged disappearance of different corporate frameworks in my opinion hardly saves costs and therefore only has a marginal effect in the decision making process on international structuring.

3.4 How to proceed? Enforcement and Model law
From a point of view of social mentality it is interesting to note how the USA on the one hand and the EC on the other try to organize their internal markets. A major difference in approach is demonstrated by the methods applied to enforce desired behaviour. The High Level Group advises disclosure and explanation (“comply or explain”)
. If a company does not comply and the market disagrees than the market should convince the company that a change is necessary. In the USA the approach is to prescribe in detail what substantive rules should be followed by the company and in failing to do so, management will be held liable. With this attitude the USA have drifted away from their way to regulate securities, which at the time also was to disclose
.

I’m not sure why the High Level Group is not in favour of model law
. Model law, at least in the United States of America, is a private initiative; it is not very successful there
. There are however good examples of private initiative where a lot of practical work was done and subsequently applied. In terms of the sort of output, this was much comparable to the output of the High Level Group.

One example is the group issuing the Principles of European Contract Law, which in the most beautiful English language issues very clear principles.

Another example in The Netherlands is the Council for Annual Reports (Raad voor de Jaarverslaggeving), which issues directives and recommendations on accounting principles. Nowadays these directives and recommendations are very much based on International Accounting Standards. I had the pleasure and honour to be a member of the delegation of companies of this council, which to good Dutch tradition was composed of three equal delegations, one of the consumers of information (represented by analysts and labour unions), one of the certifying accountants and one of the producers (the companies). This is a good example of model law that is widely applied in Holland.

The vast efforts of such private groups is not always rewarding in terms of official recognition though. In court decisions for instance the role is comparable to that of doctrines. An other – worse - example is that politics sometimes run away with a subject following the trend of the moment, thereby ignoring expert opinions.

4.   Externalities

4.1  Introduction

Corporate governance is easy if a company has one shareholder who is also the manager of the business activity. If the law does not oblige this private person to introduce supervisors     - in Holland this obligation exists if the Structure Regime is applicable (art. 2 : 153 Civil Code) -  the internal checks and balances in his business will at most be those between him and the workers representation. Of course the man has many external parties to deal with, the tax inspector, his bank, his family, just to mention a few.

Countervailing powers within his organization will be introduced gradually, following the change in structure of “his” company up to the other end of the spectrum say, a multi-listed group, which operates internationally. If the activities of this group are diverse, that by itself will increase the number of parties (such as industry supervisors, environmental agents, stock exchange regulators and what have you). In the end the man will no longer be able to make a strict distinction between internal and external parties (“internalities and externalities”) with whom to reckon.

For instance a workers representation will act different whether or not it has to share powers with labour unions and can be of great help to management to fight off external parties (recently the divestment of the aluminium division of Corus, part of the Dutch arm of Corus). It should be kept in mind that also the business activities themselves take place in the middle of externalitities. Those are not discussed, below we just stick to the corporate level. 

4.2  Tax

However complicated legal structures may be necessary, if there is a possibility to save taxes, such structures will be accepted. Outsiders seem to underestimate how much efforts staffs of international companies put into tax saving research. To paraphrase the introductory remark
 to the Conference: there will always be a race to the bottom rate. Mr. J. Rickford in overviewing the Conference, put great weight to this aspect
.

4.3 Accounting

People tend to have simple perceptions on areas they don’t know well. Anyone familiar with accounting principles knows that it is wishful thinking to believe that the International Accounting Standards, whatever shape or form they eventually will take, will make numbers comparable, not between states, not within states and not within a company over time. For those who believe that more financial information in a standardized form helps to gain insight I refer to the financial reports which have to be prepared by insurance companies in the USA for their supervisors – a horror indeed.

4.4  Capital markets

During the Conference, mr. J.M. Garrido concludes that company law hardly has any connection with securities regulation and that it is doubtful that the SE statutes really provide an easier access to capital markets. Nevertheless, the SE might be instrumental for the purpose of Europe-wide operations of raising equity.

4.5  One currency

An important hindrance was removed by the introduction of the Euro. Apart from the fact that not all Member States have moved (respectively will not be allowed to move after their forthcoming entry) two caveats remain in force: first, also Member States can go bankrupt (compare the city of New York some 30 years ago) and second, monetary unions can go bust (the last one – between Central European countries in the seventies of the nineteenth century – collapsed after seven years).

4.6 Protection for creditors and shareholders/wrongful trading

Insolvency regulations differ from State to State and so do the liability regimes for management. I’m not sure that the recommendation of the High Level Group
 for an early warning system on potential insolvency is the finest line that can be drawn. The tougher the rule the more unnecessary bankruptcies will follow because of the selffulfilling nature of such warnings.

4.7 Takeover protection

Although not a greenfield in the EC this subject has proven to be very sticky
. Dutch proposed law on this subject, derived from a ”polder advice” but amended by the government, shows the sharpness of a razor blade and is therefore doomed to have a short life, if it comes to law at all. Major aspects are shareholder influence in war time as opposed to peace time and the obligation to bid for a minority of the shares if an acquirer exceeds certain thresholds.

4.8 Labour unions

Unions play very different roles in each of the Member States. I’m not proud of my experience with the seven unions which guided a small shipyard in Ireland to bankruptcy in the seventies of last century. Fortunately this is an exception but it tells that unions can be an important aspect when considering starting or buying a business activity. My imagination is too limited to foresee harmonization. Needless to say that unions influence workers representation someway or another.

4.9 Political influence

Through representation in Landesbanken in Germany, political parties play an enormous role in the actual strategies of companies. This is one way of creating inefficiencies. There are more undue influences, different from State to State: manipulation of the public opinion by press and television (e.g. Italy), old boys networks which on a macro scale apply the live and let live rule (e.g. France), banks with too long tentacles (e.g. Belgium), lobbies of certain industries (e.g. agriculture), of international companies (all of them) or of pressure groups (e.g. environment).

4.10   Language

How on earth can we make one Europe and beat Babel
 in the Guinness book of records at the same time?

4.11   Social protection

The influence of social security laws, management style, do’s and don’ts in this field per Member State are of great importance and big mentality formers, more so even – I think – than the guiding law principles (civil law and family law in particular), the state education system, the police and the court systems, each of which in themselves are of great relevance and differ from State to State.

4.12   Greed

The European Community distributes internally wealth from the rich to the poor. I think that regional support of less developed areas is a good thing. Spending a half budget on agriculture is not. This situation will get aggravated now that the EC grows from 15 to 25 members. The rich will cease to accept the consequences and thus the system collapses.

5. Role of management, supervisors and shareholders

5.1 Corporation + business = company

A way of thinking which makes it easier to analyze whether you are talking business or legal structure is to fall back on the classic idea of what a corporation is. Not a corporation as a guild or a livery company, but a corporation as a group of persons who paid in money at a certain point in time without being obliged to pay in more, sharing amongst them the ownership of a certain business activity which was funded with their money, through the holding of shares (instruments: share certificates) which indicate their relative interest in such corporation. And all this with the aim of making profit.

So here are two well segregated layers: the corporation, existing of the group of owners on the one hand and the business activity – funded by them – on the other. Together they form the company. In dealing with the subject matter – the SE – we deal with the legal structure, the corporation. As for the business activity we remain silent

At the corporation level we can concentrate on the professional management, the supervisors and their relation to the shareholders, the latter usually expressing themselves through the shareholders meeting. 

The workers representation I do not discuss separately because I consider their role on corporate level to be comparable to the role of  a non-independent supervisor.

The supervisors are in the first place charged with the supervision of management. 

Management is in charge of the business activity and the liaison to the corporation, whereas the shareholder is still the guy who wants to make money.

Is it as simple as that? Yes, if you disregard all other parties which I  wrote out of the scenario this is all. Does it reflect reality? No, but it is interesting enough by its own.

5.2 Spectrum of shareholdings

The High Level Group defines three basic types of companies
:

-    listed companies    :  shares are regularly traded

-    open companies     :  shares could be regularly traded

-    closed companies  :  not listed (elsewhere also called private companies)

The segregation between traded and non-traded companies is a meaningful one. The segregation between regularly and “could be” regularly traded is cumbersome.

I mention some other relevant differences between the extremes of one shareholder/manager and fragmented shareholdings in a multi-listed company.

· joint ventures which can and often will be governed by shareholder agreements;

· majority blocks or combinations of minority blocks (governed by oral of written agreements) as opposed to minority blocks or fragmented minorities.

Categories should be judged by their voting power, rather than their economical interest, as long as regulations allow for differences between the two.

Management friendly voting power may also call for special attention. This is not only the case if management owns shares but also if management acts as trustee for other shareholders.

5.3 Hierarchical and collegial management boards

It is amazing how much attention in corporate governance discussions is given to the one-tier and the two-tier board system, whereas far more important in my opinion is the division of power within the management board. A big contrast exists between the French PDG along with the President/CEO of the US company, who often at the same time is the Chairman of the one-tier board as well on the one side and the Dutch collegial board with a President as primus inter pares on the other, and the UK Chief Executive in between, be it not in the middle.

Like for all economical problems the law of scarcity also applies to management capabilities. Only few have all the abilities necessary to reach the top position and one of the more important abilities, if not the most, is a ruthless big ego. Therefore the structure of the management board is of great importance if one discusses corporate governance. From my own experience I can say that a supervisory body for management is easy to cope with as long as business goes well. The big clashes are within the management board; it is like in a marriage: it can – in a case of a merger as I experienced – even start with a honeymoon, but over time, when business develops well, the number one is gaining power, also in the case of a collegial board, positions harden and after a certain period either the rest of the board members gives in, mostly being compromised by well defined but less glorifying own territories (“live and let live”), leaves or is ousted.

Because of this natural process I put great weight to the concept of a collegial board as it is the best available barrier against absolute power.

On a cynical note one might observe that CEO’s are shortlived, so that the time span for such a natural process is limited, but I would rather turn this statement upside-down: I’m convinced that CEO’s in collegial boards serve longer and better than in US-type boards. Checks and balances begin in the management board itself. This observation is getting the more important now that the type of manager who gets his drive from inside (a way to indicate integrity as a result of a strict calvinistic education) is a dying race.

Any structure helping to prevent the CEO from getting absolute power should be welcomed. This is as well possible in a one-tier as in a two-tier board.

5.4 Clouding issues in a one-tier board

I was educated under the two-tier board philosophy and I believe in it more than in the one-tier board. This is because of the clearer segregation of responsibilities, management in the one and supervision in the other organ.

If a company is doing well the role of the supervisors in a two-tier system is not very big. They may loose attention. The disadvantage of being at a further distance than in a one-tier system can be diminished by supervisory board committees. A strategy committee which involves itself more with the future plans of the company as laid out by management can overcome this disadvantage, in combination with the three committees that have become common practice now (nominating, remuneration and audit committee).

A one-tier board can work very well if there is a good balance of power between the Chief executive and the non-managing chairman (the UK model). In practice however I have seen many chairmen (sometimes being in the office four days a week) acting as the real PDG. Their functional preponderance in the board provokes this attitude.

The big disadvantage of a one-tier board is that responsibilities of management and supervision can not be segregated well, as a result of which there is no optimal countervailing power. In the USA type of one-tier board there is a further disadvantage in the dominance of the President/CEO (often also Chairman), as a result of which we see in actual practice dictatorial behaviour (which is dangerous for the company) and ridiculous pay schemes (which is stealing from the shareholders).

One-tier boards can work under Dutch law. Examples however demonstrate that responsibilities are diffuse. Fortis has one board consisting of executives and non-executives. The latter involve themselves with “general matters”. Unilever has in its one-tier board “advisory members” without voting rights and without (internal) responsibility for carrying on the company. Since under Dutch law management is co-liable I think these differences have not the same external meaning.

5.5 Independent supervisors

The independent supervisor is not defined by the High Level Group, but he should at any rate not have further relationship with the company from which he derives material value
. Obviously that holds true for an employee but how about owning shares or stock options? To disallow ownership of shares is in my opinion not a generally accepted criterion. It is old fashioned in the sense that it used to be “done” in Holland at the time I started my job, but evaporated soon thereafter.  I find it debatable to claim non-independence if a supervisor owns shares in his company as a long term investment, that is to say, as long as his holding does not have any weight as voting power. Otherwise I agree, which means that I also agree on the criterion of ownership of stock options and other instruments with built-in accelerators of net profit or stock price development. Being remunerated by such paper or by stock should be totally out of the question. 

Conflicts of interest are immanent if a supervisor has a family relation to management or is also acting in other roles for the company (for instance as outside counsel, as banker, or as trustee for shareholders, be it active or retired). Cross boardmemberships endanger independence as well and should therefore get a red flag.

Is it allowed to be a friend to the CEO? I don’t know. What I do know is that serving as an independent supervisor without feelings of sympathy to the management makes it a very unattractive job.

Anyway, for supervisors the theory is that they can be independent and play their role unbiased ( which coincides with my personal experience), whereas management has an inherent role conflict.

5.6 Committees of the supervisors

The three areas that get special attention and for which a specific role is envisaged in the form of board committees are on remuneration for the management, for the nomination of boardmembers and on audits. As mentioned before also a strategy committee can be of importance.

It stroke me that only sometimes the Recommendations of the High Level Group explicitly mention that a certain issue is a collective responsibility (e.g. Recommendation III.1 for the board as a whole on the statement of corporate governance and Recommendation III.12 ibidem on the probity of financial statements. This made me suspicious of issues that might call for something different and yes … much to my amazement the High Level Group recommends under III.15 that an audit committee should be responsible for supervision of the audit of the company’s financial statements. This is the wrong solution to a valid problem. The problem being that one-tier boards are mixed and that boards, be they one or two-tier, may include non-independent supervisors. The solution however to this problem should in my opinion be that supervisory duties, also in one-tier boards, should always exclusively be performed by supervisors and that the independent supervisors always should outnumber the non-independent. This principle is true for any credible fiduciary duty (and went without saying until recently).

Audit committees, like any committee on supervisory matters, should of course in majority consist of independent members who are appointed from and by the supervisors. Such committees, including the audit committee do their job upon instruction of the supervisors to whom they give their recommendations, the latter always collectively bearing the responsibility. I am in an audit committee of a listed company myself but would refuse such a task if it were not organized as I described.

5.7 The duty of management

In some philosophies management has to serve the interest of shareholders and of other stakeholders (the workers, the tax man, the bank &c.). Of course that seemingly makes his task more complicated but we save ourselves from involvement in this tribal war by assuming that taking care of the interests of all the stakeholders, including the shareholders, serves the shareholder in the long run. This is of course the theoretical shareholder, not the actual shareholder who is acknowledged to want his short term profit and thus has his own interest, not being the general interest.

So, management should serve the interest of the long term shareholder, not the interest of the management itself. To serve that interest we expect from management to act against its human nature. Plato, in The Laws
, develops a blue print of a state. He needs not much text for those participants in the state that can follow their natural instinct. For the few however who have to police the population to see whether they obey the rules (it is the most fascist organization I’ve ever seen described, I must say), he needs a lot of instructions. These people have to act against their nature and leaving alone the brutal brainwashing to which only young people are susceptible (and which makes them available to be sent to war), that needs a lot of education and supervision.

The supervisors are supposed to take care of the interest of the theoretical long term shareholder  by monitoring management. Do supervisors have their own agenda? Sometimes, yes, we than call them “not independent”. Ideally they don’t, they have a simple task: preventing management from selfishness and stupidities

.

5.8 Fall back positions viz-à-viz malfunctioning shareholders meetings

The High Level Group makes a lot of recommendations – which to me make a lot of sense – to give shareholders better opportunities to give their votes and to give them on the basis of proper information. All that should lead to an improvement of their contribution to corporate governance. Assuming that these measures help, we should still ask ourselves how to prevent undue dominance of certain groups of shareholders in the decision making process.

We should further bear in mind that you can take a donkey to the well, but you cannot force it to drink.

There is a case in thinking about a fall back solution if shareholders don’t show up, need protection or are outvoted despite their economical interest. A solution to compensate for such shortcomings of the shareholders meeting could be to give additional powers to the supervisors or to a formalized shareholders representative body (an institution that does exist under Dutch law, be it with virtually no powers; art. 2 : 158 par 11 Civil Code).

How meaningful is it to be so eager that (groups of) shareholders play their part in governance if their real aim is only short term profits? Why for them a stronger position than for employees and why not for instance an empowered creditors’ organization? The only answer I can think of is that they are the owners of the corporation. Their proxy to the corporation should not be privative, unless one would advocate that next to the proxy to management to manage the shareholders gave also an exclusive proxy to the supervisors to supervise and to decide in their place if shortcomings in the shareholders meeting so require. Plato would be very much in favour of this solution but Plato was not a democrat and not being a democrat today means political incorrectness, which is a deadly sin.

6. Conclusion

The Societas Europaea is not bound to be a successful instrument for further harmonization of the internal market of the European Community. However, the coming into being of the Directive dealing with this subject caused an enormous spin off of attempts to further harmonize company law. Since intellectual labour cannot from the outset efficiently be targeted to a fixed goal, but rather follows a whirly pattern, we should welcome the results reached so far, expecting more – and more effective – to come.

The essay tries to make clear that a vast number of externalities and internalities has to be considered further in conjunction with the loose ends that still have to be solved on the subject of the SE itself.

One of the areas touched upon is corporate governance. The argument is made that attention should shift to checks and balances within management boards by advocating a collegial concept and to independency of supervisors.

Doubt is expressed as to the success that can be expected from measures which aim to improve the influence of shareholders, due to absenteeism and the position of minorities.       A timid suggestion is to create a formal fall back for that kind of situations.
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