



Global Corporate 

Governance Issues 


Introduction

At its first summer meeting in August 2002, the World Business Council intends to discuss and evaluate the new challenges for corporate governance that have arisen after the recent failures, and necessary steps to restore trust and confidence in business among investors, employees and regulators. 

This preparatory material is intended to provide a basis for productive discussion during the summer meeting by giving an overview of the current debate and several important initiatives aimed at improving corporate governance.

In the last decade, over 25 countries in all regions have adopted corporate governance codes, typically connected to public listing requirements in some way.  The OECD, the Asian Development Bank and the Commonwealth Association have spearheaded prominent multi-country efforts.

Recent attention has focused on the United States, where the President and Congress have adopted tough new requirements.  All three main stock exchanges and the Securities Exchange Commission (SEC) have made additional proposals.  The ripple effect has already been felt around the world – regulators in France, Spain, Italy, Thailand, Taiwan, China and the U.K., to name but a few, have already enacted changes or stated their intention to do so.  The European Union has focused again on the appropriateness of a European response.  African leaders, as part of the ongoing New Partnership for Africa’s Development, have placed governance reform at the top of their agenda.  An overview of selected recommendations is provided in the appendix.
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The key corporate governance issues can be grouped into six main topics: 
· We start by covering the auditors’ mission, which must balance the interests of the investing public and those of the corporation that hires them.

· Executive compensation is covered next.  Here the discussion focuses on the amount and effectiveness of performance-based pay, and the adequate degree to which it should be disclosed.

· We then discuss the board of directors/supervisory board, whose role in overseeing the company, qualification levels and independence are seeing hot debate. 

· The next topic deals with conflicts of interest, e.g., between analysts and investment bankers, or if auditors are providing a company with consulting and accounting services at the same time.

· The board and management role in ensuring excellence in risk management is a pressing topic.  The changes required revolve around broadening the definition of risk, agreeing appropriate boundaries and ongoing monitoring of risk.

· Finally, we discuss accounting systems.  In the ongoing debate about whether U.S. GAAP or IAS would make a better global standard, a number of shortcomings in current systems have surfaced. 

1. Auditing

Relevance

Need for independently assessed financials.  Investor confidence rests to a great extent on integrity of the financials.  As such, the appointment of external auditors has for years been a core right of shareholders in many countries.  Investors push emerging market companies to appoint internationally recognized auditors rather than local ones.  Pressure to do this intensified after the Asian crisis, when high profile scandals like Sinar Mas Group (which included allegations of account backdating and dummy corporations) became apparent.
  External audits are particularly important for minority shareholders, so some jurisdictions, like Germany, provide mechanisms for special audits.
External auditor independence has always been important.  The audit profession, self-regulated in most countries, has focused on maintaining independence as part of its professionalism.  With increased doubts about its independence, however, the SEC last year mandated disclosure of all audit and non-audit fees of external auditors.
Board audit oversight has been integral to governance discussions for years.  Early on, U.K. and U.S. regulators focused on the need for strong audit oversight.  Some regulators, like the SEC, mandate the establishment of audit committees for some companies. In the U.S., 97 percent of S&P 500 companies have such committees;
 the proportion for large listed Europe companies increased from 54 to 66 percent in the two years to 2001.
  Many comprise a majority of independent directors.  Most voluntary codes adopted by major stock exchanges also focus on audit oversight.  

Directors' financial competence is important.  The competence of audit committee directors has been a recent focus, with the NYSE/Nasdaq requiring that a proportion have appropriate financial expertise.  Educational programs being developed by training institutes for directors in Asia and Latin America focus on knowledge of financials.

Today’s challenges

The underlying quality of financials is in doubt.  Recent corporate failures such as at WorldCom, Global Grossing, etc., have focused attention on the integrity of financials.  Over the last five years, earning restatements in the U.S. have increased from 58 to 158 per year
; U.S. bankruptcies grew from 86 to 257 per year over the same period.
  The limitation of audits has become more apparent, as whatever the standards are, judgment still needs to be applied by management and the external auditors, and in any case audits cannot prevent fraud if people are intent on committing illegalities.
External auditors' independence is being questioned.  While investors typically appoint the external auditor annually on the recommendation of the board (although this differs by jurisdiction), many feel it is management that, in practice, appoints the auditor, and to whom the auditor feels accountable.  As disclosed non-audit fees appear high – in some cases much higher than audit fees – the extent to which financials are a “fair view” of the company’s financial position has become doubtful in investors’ minds.  The success of self-regulation seems limited.
The ability of directors to understand and oversee the financials appears limited.  35 and 27 percent of U.S. directors surveyed
 admit poor board oversight of both internal and external auditors, and an even greater share do not know how well the board oversees these advisers.  Over 44 percent admit not knowing which business elements create value.  Anecdotal evidence suggests these problems are as bad in other countries.

Emerging solutions 

State regulation of auditors is likely.  In the U.S., U.K., and Canada, self-regulation of the auditing profession appears to be coming to an end.  Congress and the SEC have proposed independent, federal regulation; U.K. and German regulators are considering the same.  The approach taken in Italy, where market regulator Consob oversees the profession, may become common practice.  Mandatory rotation of external auditors, say every five to seven years, will be investigated in the U.S., U.K., and elsewhere.  The EU commission issued a non-binding recommendation on auditor independence in May 2002 and will monitor member state compliance and review the need for further legislation after three years.
  Some companies, for example Merck, already mandate that their external auditor’s lead partner rotates every five years.
  The debate on the appropriate shape of regulation remains unclear.  Foreign companies with a U.S. listing or ADR may be most directly affected if jurisdiction of the planned independent accounting oversight board extends beyond the U.S.
Limited, if any, additional consulting services provided by external auditors.  New legislation in the U.S.
 bars external auditors from providing a wide range of additional consulting services; the U.K. regulator is considering the same. The EU commission recommends to limit services provided by external accountants. Companies such as Merck have chosen to heavily limit usage of their external auditor for non-audit services, while Disney has banned this practice outright.

Expectations of director and management financial acumen may grow.  All listed company audit committees will become majority independent, at least in the U.S.  Financial skills may be mandated for more committee members, with a greater focus on risk.  Fifty-two percent of U.S. directors surveyed believe a risk committee is required.
  The President and NYSE have proposed that CEOs verify financial accounts annually; in other countries like Germany, for example, the CEO and the other management board members already have to do so (although enforcement of liability is limited).
Auditors may become more prudent.  Overall, external auditors may become more prudent in the assumptions used in determining the financials.  Auditors may be less willing to condone more obscure accounting practices.  At a minimum, auditors will insist on greater disclosure of key assumptions.  Indeed, IASB/ FASB standard-setters may mandate such disclosure, even if these assumptions are difficult for the investing public to understand given the complexity of today’s business systems.

2. Executive compensation
Relevance

More performance-related pay.  Executive compensation is central to aligning management and shareholder interests.  There are moves in all regions towards performance-related, particularly stock-based, compensation for executives.  The proportion of total compensation that is fixed and short-term is declining rapidly.  The impact of more performance pay is highly visible.  Assessing pay differentials between managers and employees, for example, reveals that in 2000, U.S. CEOs received 531 times the average hourly worker’s pay ( a multiple that had increased from 42 times in 1980.
  Of course, ratios are much lower elsewhere, but differentials are growing.  Furthermore, stock-based compensation is increasingly open to middle managers, not just the top team.  
Broad stock ownership.  As a result of stock option plans, senior management stock ownership is becoming substantial – particularly that of the CEO and the top two to four managers.  An illustrative measure of the size of their holdings could be estimates suggesting that in 2000,  S&P 500 companies overstated earnings by 9 percent on average by not accounting for options, up from 1 percent for the same group in 1995.
  Today’s senior managers are becoming major stockholders in their companies, sometimes comparable to family owners.  
Enhanced disclosure.  Disclosure of compensation policies and individual packages is broadening – including pension, non-cash benefits and stockholdings.
Today’s challenges

Excessive compensation at investors’ expense.  Increasingly investors believe managers are enriching themselves at their expense.  Few if any incentive systems appear to place any risk with managers.  Many investors blame U.S. governance woes to a great extent on “supercharged” stock option programs that encourage managers to take unnecessary risks and perhaps even to commit fraud.  Arguably, some stock option schemes have encouraged managers to “smoothe” earnings (perhaps understandably, given that the analyst community favors minimal share price volatility).
Executive “greed” driving down public confidence in business.  Growing executive pay is causing public resentment.  Large loans provided to managers, “golden handshakes” for new senior managers, large pensions, payouts for major transactions – even for ones where the economic benefit remains unclear – have exacerbated concerns.  As individual investor portfolios have fallen dramatically, investors have become increasingly dismayed that executive pay remains as high as it is.  While most of the focus has been on the U.S., high-profile European examples have made this a broader issue; in Asia, this is also controversial.

Disclosure and shareholder rights remain uneven.  Some countries such as Germany and France only require disclosure of aggregate top management compensation.  As yet, no country mandates expensing of stock options.  Shareholder rights relating to executive compensation can be limited.  Few U.S. companies, for example, provide shareholders with the right to vote on new share options schemes.
Emerging solutions

Greater alignment required.  Compensation programs will likely be redesigned to better align management and shareholder interests.  Features that encourage a “pump and dump” mindset will be eliminated.  “Pay ratcheting,” i.e., paying top-quartile pay for poor performance, may end, particularly as pay consultants are increasingly being appointed directly by the (supervisory) board, not by the executive directors.  If the leading group of international investors, the ICGN, has its way, repricing of options will become nonexistent.

Tougher performance criteria.  Indexing payouts to competitive benchmarks, requiring much longer retention periods (even after executives leave the company), and smaller termination contracts could become minimum features.  For example, companies may adopt approaches like that taken by Citigroup, where executives must hold at least three-quarters of stock or exercisable stock options until they leave the company.
  Major loans to executives – as seen at WorldCom or Adelphia – may be severely limited or banned if the ICGN has its way.
 The U.S. has already banned these loans in the recent Sarbanes/Oxley Act.
Disclosure and shareholder rights will be strengthened.  Executive pay packages, loans, stockholdings and stock trades will become more transparent due to SEC/Congressional proposals.  Director/management stock trades in the U.S., for example, will be disclosed within days as in the U.K.  Stock options will likely be expensed: a recent survey of investing institutions
 shows 83 percent in favor.  The NYSE has proposed this change, and companies like Boeing,
 Coca-Cola,
 and GE
 have voluntarily taken the lead.  Singaporean and Thai regulators are looking at mandating stock option expensing.
  More detailed graphical comparisons of corporate performance and executive payouts are likely, while the ICGN wants companies to issue high-low projections for expected payouts of compensation plans.
  Shareholder approval for new stock-related compensation will become standard, driven by the NYSE, the U.S. president, the EU and others.

3. Board of directors/supervisory board

Relevance

Boards represent shareholder interests.  Constitutionally, the board represents shareholders’ interests by holding management to account on their behalf and aligning all parties’ interests.  This oversight role differs by the type of governance system in place.  In Anglo-Saxon markets, the board provides oversight on behalf of dispersed owners; in markets where core shareholders are dominant, i.e., most of the rest of the world, the board ensures that minority shareholder interests are protected.  In some European jurisdictions, such as the Netherlands, the board must consider other interests, such as those of employees or the broader community.  Of course, employee representation on boards, as in Germany, makes this yet more complex.
Board independence is central to governance.  In private companies, board independence is not the issue; boards are filled with “insiders” that have a large equity stake – and interest – in the business.  Conversely, in publicly listed companies, as the board’s role is overseeing management on behalf of investors, governance protagonists have over the years focused on the need for a majority of directors – and more recently, of committee members – to be free from commercial or personal ties that may affect their ability to probe and challenge management.  The proportion of independent directors has been increasing in most jurisdictions, albeit at varying speeds.  

Board structures are evolving.  Over the last few years, board composition has changed in many jurisdictions to enable greater oversight.  Some change has been voluntary; some has been mandated, as, for example, in South Korea.  Generally boards are becoming smaller and more independent.  Directors are becoming more focused, with many boards establishing audit, compensation, and nominations committees.
Expectations on directors are growing.  The number of days spent on each directorship is growing, as the complexity of business systems that directors have to oversee grows.  NYSE/Nasdaq require that some audit committee members have specific financial expertise.  In the U.K., expectations on audit committee members of financial services’ companies, particularly the chairperson, are already high.  Some countries, like Malaysia, mandate training for directors of publicly listed companies.
Today’s challenges

The board-management relationship appears unbalanced.  CEO turnover in Europe and North America is increasing universally as boards become more unforgiving of poor performance.
  Recent problems suggest that senior management may not be sufficiently held accountable.  Investors still believe boards are not setting appropriate boundaries within which management can operate, are not providing appropriate rewards, and are not monitoring corporate and management performance adequately.
Independence may be lower than expected.  Recent governance discussions have focused on the true independence of outside non-executive directors.  Surveyed U.S. directors believe that 26 percent of their non-executive colleagues lack sufficient independence.
  Cross-holdings, pyramid structures and cross-directorships, common in continental Europe and emerging markets, can undermine independence.  For example, it is difficult to assess director independence within complex networks involving multiple interlocking private and public companies.
  Italy’s many pyramid holdings are often similarly opaque.  These cross-holdings can span across countries, too.
Conflicts of interest can undermine independence.  In particularly recent examples, the ability of the board to oversee management appears to have been undermined by mismanaged conflicts of interest.  While investors assume conflicts are controlled – and major ones disclosed – this may not always be the case:  30 percent of surveyed U.S. directors say they do not know the major potential conflicts in their director/management group, while 33 percent have no effective control processes in place.

Directors themselves are reassessing their roles.  There is evidence that directors are becoming very concerned about their liabilities: one quarter of surveyed U.S. directors say that they have avoided new appointments and/or resigned existing ones during the past year at least partly because of liability concerns.
  These concerns are exacerbated by the higher costs of and new limitations on Directors & Officers insurance.
  Interviews with leading headhunters suggest that in Europe and the U.S., on average, 8 to 10 offers are needed to fill one board position.  A few years ago, two or three offers were sufficient. 
Emerging solutions

Evolving board “professionalization” will speed up.  Regulators, such the NYSE, will mandate greater independence, tougher expertise requirements, and improved risk and audit oversight.  Over 80 percent of surveyed U.S. directors support board and director performance reviews or other mechanisms.
  More companies may follow Campbell Soup in making the overall outcome of evaluations public.
   Higher and more performance-orientated compensation may be required to attract the best directors (although stock options for outside directors may be less common as this could unduly align management and board interests).  However, despite more professionalism, directors still face practical limitations on what they can achieve, i.e., they only have 15 to 20 days per year in which to undertake their duties.
More independence will be required.  Pressure will grow on companies to appoint more independent directors.  NYSE/Nasdaq will mandate majority-independent key committees (audit, compensation, nominations).  U.S. regulators propose tighter independence definitions, as do French
, Italian,
 and Spanish
 officials.  Others will follow.
Board convergence in practice.  There may be a convergence of board models in practice for the largest companies, with separation between directors and managers becoming more apparent, directors showing greater commitment, and companies adopting common committee structures.  Enhanced disclosure through equity research or ratings focused on governance may accelerate convergence.  Foreign companies with a U.S. listing or ADR may adapt their practices faster to avoid having to explain why new practices have not been adopted.  A real challenge will be the proactive shaping of board/management relations within this changing context.  
Companies may need to consider a wider pool of director candidates.  The already small pool of board candidates is shrinking as existing directors become less willing to take on new directorships.  The NYSE is considering a regulatory role to broaden the pool.  In many emerging market countries, where the shortage of high-quality directors is even more evident,
 private sector director institutions are developing director training initiatives.  Globalization may encourage companies to appoint more foreign directors.

Regulatory enforcement of governance requirements will evolve.  Many jurisdictions
 have adopted similar “best practice” codes.
  Some regulators mandate disclosure on compliance, but in the future they may mandate more compliance with specific recommendations, particularly independence and the establishment of committees.  Tougher penalties on non-compliance, perhaps de-listings, may be implemented.  Leading companies will stay ahead of regulatory changes by defining their own standards or adopting more elements of existing voluntary codes.  The EU will require wider disclosure of corporate governance rules and practices by listed companies, which will force greater accountability of these structures and allow shareholders to be more involved in the governance of their companies
Controls on and disclosure of conflicts will be strengthened.  Boards may strengthen internal control processes, ensuring potential conflicts are disclosed to the board and limiting the involvement of conflicted individuals in decisions affecting their interests, where appropriate.  Some country codes, like that of Germany’s private sector Panel on Corporate Governance, explicitly highlight conflict management;
 companies like Deutsche Bank have written this into their own code.  Disclosure of conflicts – as well as of more details about directors generally – will become commonplace, as will disclosure of instances where codes of conduct have been waived.
Greater focus on ethics.  Boards and managers are likely to focus more on reinforcing ethical standards within their organizations.  New feedback systems may be implemented to encourage whistleblowing, perhaps through an ombudsman having access to directors, or through direct communications with senior directors.  The NYSE is proposing that internal codes of conduct be published.  Many companies have already done this, including BP, Philips, Deutsche Bank and Intel.  

4. Conflicts of interest
Relevance

Conflicts of interest can undermine credibility in the market.  Managing potential conflicts of interest is essential to maintaining investor trust in the integrity of the market.  Conflicts can undermine independence of advice and oversight, and arise at many levels – within boards of directors, among external auditors, among equity analysts within investment banks, and within large asset management firms.  [Board and audit independence is addressed in the relevant sections.]
Independent analysis and advice is essential.  Independent and impartial equity analyst research is essential for investors – both retail and buy-side institutional – due to the growing complexity of company business models, yet more detailed financial disclosure (resulting from new rules in many countries), and an ever-increasing universe of stocks.

Investors need to be willing to drive performance.  Irrespective of whether ownership is dispersed or to some extent concentrated, it is important that investors – particularly institutional investors – apply a certain amount of pressure on underperforming companies and those with poor governance practices.  The alternative is to rely too heavily on the rather blunt takeover market to improve corporate performance and governance standards.  In the past, many investors relied on market forces to influence corporate behavior, and simply sold their stocks when problems arose rather than tackling difficult issues.  Today, however, many funds have relatively large holdings (even a 1% stock in a large listed company is hard to liquidate without taking substantial losses), or are indexed so that this option is no longer available.
Today’s challenges

The reputation of sell-side equity research has been badly tarnished.  Recent New York State and SEC investigations have highlighted the problems inherent in allowing in-house equity analysts to become too involved in the commercial work of investment banks.  The integrity of sell-side equity research has been heavily undermined by activities that have been shown to erode “Chinese walls”, driven in part by compensation systems that may have made those involved ignore the broader consequences of inherent conflicts of interest.  The impact has also been felt outside the U.S., as noted by the U.K.’s main regulator recently.
 
Despite concerns about corporate client relationships, asset managers may need to become proactive.  Many asset managers within large financial service firms are fearful of having an adverse impact on corporate banking relationships, and thus choose to remain inactive on governance.  For many years, their institutional clients have remained silent on this inactivity, some accepting the argument that activism is costly and has few clear benefits (and those benefits that are visible, in terms of performance improvements, would be shared with others – the so-called “free rider” problem).  However, recent corporate failures – some of which were clearly caused, in part, by governance failures – have made institutional clients more vocal in their expectations.  The fact that two-thirds of institutional investors now avoid companies with bad governance
 has an inevitable impact on how institutional clients select asset managers, and drives their expectations that managers become more active when poor governance practices and poor performance are apparent in their investments.
Emerging solutions

More effective Chinese walls and greater disclosure for analysts.  Changes adopted by Merrill Lynch as part of a deal with officials from four U.S. States will lead to new structures within many sell-side equity research departments at investment banks.
  These changes (many of which are based on rules that already existed but were not applied rigorously) will reduce, if not prevent, analyst involvement in corporate banking client meetings, and ensure that all client relationships are made public in equity research reports.  Already firms such as Salomon Smith Barney and Goldman Sachs have followed suit.  Senate and Congressional proposals will provide more security for analysts who wish to issue negative recommendations despite internal pressure not to do so.
  Regulators in Europe are considering how to react to these changes.  The U.K.’s Financial Services Authority has stated its intention to act unilaterally to strengthen investor protection in this area.
  Market solutions may drive change, too: Investorside, for example, is a new analyst group that promises to offer independent advice.

More active, innovative asset managers.  The asset management community will inevitably need to deal more systematically with those companies in their portfolios that underperform or have poor governance practices.  Regulatory pressure may accelerate change: in the U.K., the Myners Report recommends that institutional investors, including asset managers, become more active in underperforming companies or disclose their reasons for not doing so.
  Some asset managers have started to take the lead.  Deutsche Bank, for example, has set up a corporate governance unit within its equity research to influence stock selection internally and externally.
  Others are considering governance ratings or activist governance fund products.
5. Risk management

Relevance

Strategy development requires a strong focus on inherent risks.  Determining which risks (and how much) to bear is among the most important strategic decisions a company makes, and should therefore be made at the top – by the CEO, with support from the board. Furthermore, this decision should guide the behavior of other managers, for without such guidance, a company’s risk strategy will be made – and repeatedly redefined accidentally – by dozens of everyday financial and business decisions.
Risks faced by business are increasing.  Few businesspeople need convincing that the risks their businesses face today are more numerous and potentially more damaging than ever before.  Shareholder lawsuits are increasing, not just in the U.S. but also in countries where class action suits have been introduced, such as Malaysia and China.  Losses through business failure are at all time highs in the modern era. The ratio of credit downgrades to upgrades trebled in the five years to 2001; debt defaults almost quadrupled in the same time period.

Today’s challenges

Too few directors understand the risks their company faces.  Several corporate failures in the past year have shown that boards didn’t understand the risks their companies were taking. This isn’t an uncommon failing: more than a third of U.S. directors surveyed admit they didn’t know the major risks facing the businesses on whose boards they sat, and more than 40 percent say that those boards had no effective processes to monitor risk.
  As one U.S. director admitted, “boards absolutely do not understand the risks their businesses face.”

Too few management teams have an enterprise-level understanding of risk. A recent survey showed that management understanding of risk is, at best, limited.  Only a third of those companies surveyed could claim to have an enterprise-level risk management system.
  With such a limited focus on risk, it is not surprising that so few directors feel confident in their own understanding of risk.
Limited regulatory focus on risk.  Outside the insurance and banking sectors, there have been few systematic attempts to mandate practices to consider, monitor or guard against inherent risks.  Without doubt, few corporate governance discussions have focused on risk.  Of over 25 country-level corporate governance codes that have been issued in the last decade, only the U.K.
 and South African
 codes have provided detailed guidance to boards on risk.
Limited definitions of risk.  At all levels, managerial and in the boardroom, there appears to be too much emphasis on financial risk and too little discussion of non-financial risks.  Yet recent corporate collapses clearly point to the need to broaden board and management perspectives on non-financial risk, focusing more on areas like strategic, governance, market, operational, brand, and political risks.  For example, some companies in the retail apparel industry in the U.S. clearly underplayed brand risk in moving their manufacturing to emerging markets.  It could be argued that some in the oil industry did the same in their handling of environmental waste or global warming.

Emerging solutions 

Broadening definitions of risk.  Inevitably, boards and management teams will need to take a more holistic perspective on risk.  While financial risk remains central, non-financial risks are increasing in line with advances in globalization.  Evolving accounting standards may drive broader consideration as greater disclosure is mandated.
Stronger board oversight of risk.  U.S. proposals require that companies’ audit committees focus much more on risk.  U.K. officials, and no doubt others, are considering the same.  Over half of U.S. directors surveyed even think it is now appropriate to establish a separate risk committee.
   Boards will spend more time considering how best to shape, assess and monitor key risks, engaging in an open board/management discussion on the preferred risk appetite.  Boards may be more specific in their major decisions, for example capital investments or acquisitions that require board approval.  German Supervisory Boards, for example, are legally enfranchised to set such limitations.  Some companies may take a broader view on setting such limitations.  BP’s board, for example, sets specific limits on executive freedom in areas such as political, environmental and health and safety risks.
  Others will most likely follow.
Stronger management oversight of risk.  CEOs/CFOs of U.S. companies – and likely those foreign companies with some form of listing/ADR in the U.S. – will have to report regularly on their continued obligation to maintain internal controls, reporting on regular evaluations.  External auditors will have to attest and comment on the management’s oversight of these controls.  NYSE proposes that all companies establish an internal audit function to oversee controls on financials and risk.

6. Accounting system
Relevance

Accounting standards are central to investors.  The model of accounting standards chosen by each jurisdiction defines the ability of investors to evaluate the “fair value” and likely success of the business, and drives comparability across jurisdictions.  Seventy-one percent of institutional investors cite financial disclosure as the No. 1 factor affecting their investment decisions.
  Minority shareholders are particularly dependent on professionally applied quality accounting standards.  
Adoption of internationally recognized accounting principles is quickening.  In all countries, international accounting principles are being rapidly adopted, since increasingly access to international capital depends on them.  For large companies this means adopting international standards, IAS or U.S. GAAP.  The decision is driven to a great extent by regulatory requirements.  To list in the U.S., companies must report in U.S. GAAP; from 2005, most European listed companies must report in IAS.
  Emerging market stock exchanges such as Singapore are considering mandating IAS for domestic listed companies; Brazil’s Novo Mercado exchange already does so.  Companies listed in Europe and the U.S., like DaimlerChrysler, already report in both standards.
Convergence between the international standards has been slow.  Discussion on convergence has been ongoing for years, with little substantive progress.  Each standard’s shortfalls have been a constant point of debate.
Growing discussion on accounting for intangibles.  Company value is increasingly dependent on social and intellectual capital, company brands and alliances, and similar intangible value drivers.  The accounting profession has made some progress in considering how to evolve standards to meet this changing determination of value.

Today’s challenges

Financials are not trusted.  Recent corporate meltdowns, principally in the U.S. but also in Europe, have brought into question the quality of financials.  Limited disclosure of off-balance-sheet debt or financial rating triggers (i.e., clauses that require a certain credit rating)
 are two recent concerns.  Divergence in the quality of standards applied across the world has also become more apparent with the development of ratings like the 2000 Opacity Index, which scored 26 for the U.S. (out of 150, higher being worse), while Japan scored 81, and China 86.

Too much focus on rules, not standards.  Those championing IAS cite its principles-based approach as preferable, as it promotes the spirit of the standards.  U.S. GAAP is rules-based, which some argue promotes too much of a focus on rules and not the overriding aim of investor protection.
Both international standards have gaps.  Critics of U.S. GAAP highlight that IAS accounts for financial tools such as off-balance-sheet transactions, which were central to several recent corporate failures; U.S. GAAP does not.  U.S. GAAP supporters retort with the limitations of IAS, e.g., in its treatment of pension liabilities.  Standard-setters could consider adopting elements of international banking reporting requirements, like Basle, to help investors evaluate corporate balance sheet exposure, for example, towards asset and liability mismatches, price volatility, etc.
There are large differences in treatment of intangibles.  Neither standard gets to the heart of accounting for intangibles.  Recent debates between standard-setters on the treatment of goodwill, for example during M&As, or on how it should be depreciated, highlight these problems and the impact of differing views.  

Emerging solutions

The pace of change towards a global accounting standard will quicken.  International accounting standard-setters, pushed by IOSCO (the group of leading stock exchanges) are pushing for greater and faster convergence.  The new heads of the International Accounting Standards Board (IASB) and the Financial Accounting Standards Board (FASB) have noted that now is perhaps the best opportunity for substantive movement in this direction.  Ninety percent of investors want a single global accounting standard.

Convergence may occur in practice.  While true convergence towards a single standard may remain distant, the current standards will probably converge in practice, with both standards balancing rules and principles, and broadening their coverage to fill highly visible gaps, by, for example, expensing stock options.
Accountants may become more prudent.  In the short term, accountants may err on the side of caution, noting where less common approaches are followed, and encouraging clearer disclosure of issues not well accounted for under either standard.  All may promote disclosure of key assumptions.
A new definition of value.  Over the longer term, a global accounting standard may be premised on a different definition of value: one that balances the relative importance of financials and non-financials.  Some companies may take a lead, providing independently assessed data for non-financials, a trend that is developing in areas such as environmental or social impact, spearheaded by leading energy or biotechnology companies such as Shell
 or Scandinavia’s Novo Group.
  Projects such as the Global Reporting Initiative
 or standards such as AA1000
 are pushing adoption of new metrics.  However, these new standards may stall until confidence in existing financial accounting standards has been rebuilt.

-Appendix-
Sarbanes/Oxley Act 2002 – Signed into legislation by the U.S. President on July 30, 2002
· Creates new penalties for corporate fraud and prison terms of up to 20 years for destroying or altering documents sought in federal investigations. Chief executive officers and chief financial officers who certify false company financial reports would face prison terms of 10 to 20 years and fines of 
$1 million to $5 million. Also increases sentences for mail and wire fraud from five years to 20 years, blocks payments to company officials suspected of wrongdoing, extends the period of time in which defrauded investors can bring lawsuits against companies, and gives federal protection to company whistle-blowers. 

· Creates five-member, private-sector board to oversee the accounting industry: two would have to be accountants, the other three need not have worked as accountants. The Securities and Exchange Commission would appoint board members in consultation with the Treasury Department and the Federal Reserve Board. It would have subpoena authority and disciplinary powers and be financed by fees from publicly traded companies.

· Bans personal loans from companies to their top officials and directors, and requires company insiders to notify the SEC more promptly when they buy or sell company stock. 

· Restricts a wide range of consulting and other non-audit services that accounting firms may provide to their audit clients, including bookkeeping, financial systems design and personnel and legal services. 

· Company directors would be held responsible for the accountants preparing financial reports, and companies' audit committees would be responsible for the appointment, compensation and oversight of the auditors. 

· SEC would impose new rules on financial analysts to prevent conflicts of interest. 

· SEC gets new authority, without having to go to court, to bar corporate wrongdoers for life from serving as officers or directors of any public company.

· An additional $300 million or so would go to the SEC to hire some 200 auditors and investigators.

· Prevents individuals who violate securities laws from using bankruptcy protection to avoid paying judgments to defrauded investors and other victims.

SEC proposals (2002)
· Improved audit function/oversight

· Restrictions on non-audit services by auditors (will come into effect August 2002);

· Additional rules governing independence/activities of audit committees;

· New independent accounting board to oversee firms that consult clients.

· Increased disclosure

· Enhanced disclosure of equity compensation (in effect);

· Disclosure of critical accounting policies in annual reports;

· Accelerated reporting share of transactions by company insiders;

· Accelerated filing of annual/quarterly reports;

· Expanded list of events requiring disclosure on 8-K;

· Identification required of estimates, assumptions and accounting methods in MD&As;

· Web-posting by corporations of mandatory disclosures.

NYSE (awaiting SEC approval)
· Increase the role, authority and independence of directors

· Independent directors must comprise majority of board;

· Regular executive sessions (i.e., with management present);

· Audit, nominating, and compensation committees comprised solely of independent directors;

· Board must determine that “independent” directors have no material relationship with company.

· Improve integrity of financial data

· CEO certifies annually that company has established/complied with procedures for verifying accuracy and completeness of information provided to investors;

· Five-year “cooling-off ” period for former employees of company and independent auditor;

· Director’s fees must be sole compensation for audit committee members 

· Any audit committee members associated with major shareholder (one owning 20 percent or more of equity) may not vote in audit committee proceedings;

· Chair of the audit committee needs to have financial management experience

· Audit committees have sole responsibility for hiring/firing the independent auditors, and approving non-audit work by auditors.

· Foster good corporate governance

· Adopt governance guidelines, charters for audit, compensation, nominating committees;

· Adopt a code of business conduct and ethics.

· Give shareholders more opportunity to monitor and participate in governance

· Shareholder opportunity to vote on equity-based compensation plans;

· Codes of business conduct and ethics and key committee charters have to be published; waivers of codes must be promptly disclosed;

· Listed foreign private issuers must disclose any significant ways in which their corporate governance practices differ from NYSE listing standards.

· Establish new control and enforcement mechanisms

· CEOs must certify annually that they are not aware of any company violations of NYSE listing standards;

· NYSE may issue a public reprimand letter to any listed company and ultimately suspend or de-list an offending company (i.e., for not complying with governance requirements).

NASDAQ (awaiting SEC approval)
· Tighten the definition of an independent director – new criteria are:
· Prohibit any payments, including political contributions, in excess of $60,000, including family members of the director;

· A director will not be considered independent if the company makes payments over a given limit to a charity where the director is an executive officer; 

· Executive officers of all stock markets are not allowed to serve on the boards of the companies listed on their market. 

· Increase integrity of financial data

· Related-party transactions have to be approved by the issuer’s audit committee or a comparable body;

· Audit committees should recommend selection/replacement of independent auditors;

· It must be disclosed in the annual report whether the board disagreed with recommendations of its audit committee regarding the selection or replacement of independent auditors

· Companies are required to disclose the receipt of an audit opinion with a going concern qualification.

· Foster good corporate governance

· A proposal to establish best practice for the continuing education of board members is being considered; 

· Adoption of a Code of Conduct as a best practice is mandatory.

· Give shareholders more opportunity to monitor and participate in governance

· Shareholder approval is required of stock option plans that include executive officers or directors;

· Companies are permitted to disseminate material information via Regulation FD-compliant methods of disclosure, instead of solely by a press release.

· Establish new control and enforcement mechanisms

· Board-approved procedures for monitoring compliance;

· Clarification of the ruling that the company can be de-listed for misrepresenting information to Nasdaq.

German corporate governance code (cromme codex, 2002)
· The code is a best practice code; its application is voluntary, but legislation is expected to enforce some of its provisions with a "comply or explain" rule

· Shareholder voting

· All shares should have equal voting rights

· The use of proxies and Internet voting should be facilitated

· Cooperation between supervisory board and management board

· Regular reporting and discussion of strategic issues with the supervisory board 

· Supervisory board to actively define the management board's reporting duties to the supervisory board

· D&O insurance with appropriate deductible only

· Loans to board members need to be approved by the supervisory board

· Supervisory board

· Board composition: maximum of two former management board members on supervisory board; no supervisory board member to hold seats on more than five supervisory boards

· Supervisory board forms committees, including an audit committee whose chairperson is not a former management board member

· Compensation of supervisory board members is composed of fixed and performance-related components

· If codetermination is in force, the two supervisory board member groups should meet separately before the board meeting

· Executive compensation

· Composed of fixed and variable parts, the latter including bonuses and long-term incentives

· Appropriate advantages from stock options only, no repricing of options

· Detailed disclosure of compensation for all individual management board members

· Accounting/Auditing

· Internationally recognized accounting principles are to be used

· The auditors are selected by and report to the supervisory board

· The auditors have to disclose all their relationships with the company to the supervisory board, or, where applicable, its audit committee

Korean code of best practice for corporate governance (1999)
· Shareholders

· Shareholder rights shall be protected, and shareholders shall be able to exercise their rights through proper procedure.

· Shareholders shall be treated equitably under the principle of shareholder equality.

· Controlling shareholders have the corresponding responsibilities when they exercise any influence toward the corporate management other than the exercise of voting rights.

· Board of directors

· The board of directors shall make the corporation's key management policy decisions and shall supervise the activities of directors and management.

· The directors and the board shall perform their duties faithfully in the best interests of the corporation and its shareholders; they shall also perform their social responsibilities and consider the interests of various stakeholders.

· The board shall observe the related statutes and the articles of incorporation when performing its duties, and shall ensure that all members of the corporation also observe them.

· Audit systems

· Audits shall be performed by those independent from stakeholders in the corporation, such as the management or controlling shareholder, and by those who specialize in auditing.

· Auditors shall audit with sufficient information provided and shall invest much time and effort.

· Auditors shall not reveal, unless required by law, any confidential corporate information learned while auditing.

· Stakeholders

· The rights and authority of interested parties according to the law and contract shall be protected.

· Participation of interested parties in corporate governance shall be determined autonomously, considering the level of interests of the parties and the rights protection systems.

· Corporations and interested parties shall cooperate for mutual benefit.

· Management monitoring by the market

· Formation and function of related markets shall be protected so that corporate takeovers may be used as a means to raise efficiency of corporate management, thereby further increasing corporate value.

· Corporations shall actively disclose matters of material importance to the decision-making shareholders, creditors and other interested parties.

· Corporations, to become equipped with a sound governance structure, shall actively disclose their governance so that interested parties such as shareholders may evaluate them.

EU INITIATIVES (2002)

· Review of EU member state codes on corporate governance by Weil Gottshal & Manges

· Extension of mandate of high level group of company law experts to review in particular the role of non-executive/supervisory directors, management remuneration, management responsibility for financial statements and auditing practices. The high level group will publish its recommendations by the end of September 2002

· Recommendation on auditor independence, relating to non-audit services to audit clients, rotation of key audit partners

· EU regulation for adoption of IAS standards by all listed companies in 2005

· EU directive on market abuse, dealing with price-sensitive information, selective disclosure, disclosure of management stock transactions, adoption expected shortly

· EU proposed directive on transparency requirements for listed companies, requiring publication of quarterly results, increased corporate governance disclosure, facilitating proxy voting
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  Key corporate governance issues
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Risk management
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Executive compensation
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Conflicts of interest
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