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Corporate governance structures

Corporate governance is the “collection of mechanisms, processes
and relations used by various parties to control and to operate
a corporation”.

Governance structures and principles identify the distribution of
rights and responsibilities among different participants in the
corporation (such as the board of directors (consell
d’administration), managers, shareholders, creditors, auditors,
regulators, and other stakeholders) and include the rules and
procedures for making decisions in corporate affairs.

Corporate governance is necessary because of the possibility
of conflicts of interests between stakeholders, primarily between
shareholders and upper management or among shareholders



Principal—agent conflict

In large firms where there is a separation of ownership and
management, the principal-agent problem can arise between upper-
management (the "agent") and the shareholder(s) (the "principal(s)").

The shareholders and upper management may have different interests.
The shareholders typically desire returns on their investments through
profits and dividends, while upper management may also be influenced
by other motives, such as management remuneration or wealth
interests, working conditions and perquisites, or relationships with other
parties within (e.g., management-worker relations) or outside the
corporation, to the extent that these are not necessary for profits.

Those pertaining to self-interest are usually emphasized in relation to
principal-agent problems. The effectiveness of corporate governance
practices from a shareholder perspective might be judged by how well
those practices align and coordinate the interests of the upper
management with those of the shareholders (alignment of interest).
However, corporations sometimes undertake initiatives, such as climate
activism and voluntary emission reduction, that seems to contradict the
idea that rational self-interest drives shareholders' governance goals.



Single-tiered board

It relies on a single-tiered board of directors that is normally
dominated by non-executive directors elected by shareholders.
Because of this, it is also known as "the unitary system”".

Within this system, many boards include some executives from the
company, who are ex officio members (membre de droit) of the
board, ex : CFO).

Non-executive directors are expected to outnumber executive
directors and hold key posts, including audit and compensation
committees.

In the United Kingdom, the CEO generally does not also serve as
Chairman of the Board, whereas in the US having the dual role
has been the norm, despite major misgivings regarding the effect on
corporate governance. The number of US firms combining both
roles is declining, however.
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Two-tier board system

Some continental European countries, including Germany, Austria,
and the Netherlands, require a two-tiered board of directors as a
means of improving corporate governance. In the two-tiered board,
the executive board (directoire), made up of company executives,
generally runs day-to-day operations while the supervisory board
(conseil de surveillance), made up entirely of non-executive
directors who represent shareholders and employees, hires and
fires the members of the executive board, determines their
compensation, and reviews major business decisions.

Germany, in particular, is known for its practice of co-determination,
founded on the German Codetermination Act of 1976, in which
workers are granted seats on the board as stakeholders, separate
from the seats accruing to shareholder equity.
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Systems comparison
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Corporate governance in France

 External source ) COMPOSITION
https://www.diligent. Com/fr/bloq/composmon conseil-administration/

« Source : « Etude de la gouvernance des sociétés du CAC40 »,
Septembre 2017, Gouvernance en action.

En 2017, 55% des sociétes du CAC40 ont une structure de
gouvernance moniste avec un Président-directeur général.

Comme le rappelle le Code AFEP-MEDEF : « Le droit francais offre la
possibilité de choix entre la formule moniste (Conseil d’administration)
et la structure duale (Directoire et Conseil de Surveillance) a toutes
les sociétés ». De plus, les societés a conseil d’administration peuvent
choisir de dissocier ou d'unifier les fonctions de Président et de
Directeur général.




Scandals of the early 2000

The Enron scandal was an accounting scandal involving Enron
Corporation, an American energy company based in Houston,
Texas. Upon being publicized in October 2001, the company
declared bankruptcy and its accounting firm, Arthur Andersen —
then one of the five largest audit and accountancy partnerships in
the world — was effectively dissolved. In addition to being the largest
bankruptcy reorganization in U.S. history at that time, Enron was
cited as the biggest audit failure.
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Enron
4,'? scandal :

@ Ethics

7 rise

In 1985, Kenneth Lay merged the natural gas pipeline companies of Houston Natural
Gas and InterNorth to form Enron.

In the early 1990s, he helped to initiate the selling of electricity at market prices and, soon
after, Congress approved legislation deregulating the sale of natural gas. The resulting markets
made it possible for traders such as Enron to sell energy at higher prices, thereby significantly
increasing its revenue.

In an attempt to achieve further growth, Enron pursued a diversification strategy. The company
owned and operated a variety of assets including gas pipelines, electricity plants, paper plants,
water plants, and broadband services across the globe. Enron also gained additional revenue by
trading contracts for the same array of products and services with which it was involved.

Enron's stock increased from the start of the 1990s until year-end 1998 by 311%, only modestly
higher than the average rate of growth in the Standard & Poor 500 index. However, the stock
increased by 56% in 1999 and a further 87% in 2000, compared to a 20% increase and a 10%
decrease for the index during the same years. By December 31, 2000, Enron's stock was priced
at $83.13 and its market capitalization exceeded $60 billion, 70 times earnings and six times book
value, an indication of the stock market's high expectations about its future prospects. In addition,
Enron was rated the most innovative large company in America in Fortune's Most Admired

Companies survey.
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Enron scandal :

) Causes of _
'?o " downfall &

« Enron's complex financial statements were confusing to shareholders
and analysts. In addition, its complex business model and unethical
practices required that the company use accounting limitations to
misrepresent earnings and modify the balance sheet to indicate
favorable performance. Further, some speculative business ventures
proved disastrous.

« Wrong-going involved : wrong revenue recognition (merchant model :
nominal value of the deal is reported, instead of agent model : only fees
IS reported).

« As a consequence : Between 1996 and 2000, Enron's revenues
increased by more than 750%, rising from $13.3 billion in 1996 to
$100.7 billion in 2000. This expansion of 65% per year was
extraordinary in any industry, including the energy industry, which
typically considered growth of 2—-3% per year to be respectable. For just
the first nine months of 2001, Enron reported $138.7 billion in revenues,
placing the company at the sixth position on the Fortune Global 500.
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Enron scandal : downfall
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Enron scandal : downfall
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Enron scandal

4, . « creative
@ . Ethics
'?o accounting »

Enron also used creative accounting tricks and purposefully
misclassified loan transactions as sales close to quarterly
reporting deadlines, similar to the Lehman Brothers Repo
105 scheme in the 2008 financial crisis, or the currency swap
concealment of Greek debt by Goldman Sachs.

Mark-to-market accounting (by opposition to historical value which is
the norm) : Enron became the first nonfinancial company to use the
method to account for its complex long-term contracts.

SPV : Special Purpose Entities (véhicule ad-hoc) : Enron had used
hundreds of special purpose entities to hide its debt.

“cheer lunacy” ? : Enron made a habit of booking costs of cancelled
projects as assets, with the rationale that no official letter had stated
that the p:rloject was cancelled. This method was known as "the
showball” !!
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Enron scandal :

4, Corporate
/?o Y governance

« On paper, Enron had a model board of directors comprising
predominantly outsiders with significant ownership stakes and a
talented audit committee. In its 2000 review of best corporate
boards, Chief Executive included Enron among its five best boards.

« Although Enron's compensation and performance management
system was designed to retain and reward its most valuable
employees, the system contributed to a dysfunctional corporate
culture that became obsessed with short-term earnings to maximize
bonuses. Employees constantly tried to start deals, often
disregarding the quality of cash flow or profits, in order to get a
better rating for their performance review. Additionally, accounting
results were recorded as soon as possible to keep up with the
company's stock price. This practice helped ensure deal-makers and
executives received large cash bonuses and stock options.
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Enron scandal :

risk | ' ,'
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7, management

Before its demise, Enron was lauded for its sophisticated financial risk
management tools. Risk management was crucial to Enron not only because of its
regulatory environment, but also because of its business plan. Enron established long-term
fixed commitments which needed to be hedged (hedge = technique couverture de risque)
to prepare for the invariable fluctuation of future energy prices. Enron's downfall was
attributed to its reckless use of derivatives and special purpose entities. By hedging
its risks with special purpose entities which it owned, Enron retained the risks
assﬁociatl?c'i with the transactions. This arrangement had Enron implementing hedges
with itself !

Enron's aggressive accounting practices were not hidden from the board of directors,
as later learned by a Senate subcommittee. The board was informed of the rationale
for using the Whitewing, LUM, and Raptor transactions, and after approving them,
received status updates on the entities' operations. Although not all of Enron's
widespread improper accounting practices were revealed to the board, the practices
were dependent on board decisions. Even though Enron extensively relied on
derivatives for its business, the company's finance committee and board did not have
enough experience with derivatives to understand what they were being told. The
Senate subcommittee argued that had there been a detailed understanding of how
the derivatives were organized, the board would have prevented their use.
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Enron scandal :

4’ » Financial audit
%

« Enron's accounting firm, Arthur Andersen, was accused of applying
reckless standards in its audits because of a conflict of interest over the
significant consulting fees generated by Enron. During 2000, Andersen
earned $25 million in audit fees and $27 million in consulting fees (this
amount accounted for roughly 27% of the audit fees of public clients for
Andersen's Houston office). The auditor's methods were questioned as
either being completed solely to receive its annual fees or for its lack of
expertise in properly reviewing Enron's revenue recognition, special entities,
derivatives, and other accounting practices.

 Enron hired numerous Certified Public Accountants (CPAs) as well as
accountants who had worked on developing accounting rules with
the Financial Accounting Standards Board (FASB). The accountants
searched for new ways to save the company money, including capitalizing
on loopholes found in Generally Accepted Accounting Principles (US
GAAP), the accounting industry's standards. One Enron accountant
revealed "We tried to aggressively use the literature [GAAP] to our
advantage. All the rules create all these opportunities. We got to where we

did because we exploited that weakness."
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Big four used to be big five...
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Sarbanes-Oxley Act — July 2002

The Act is nearly "a mirror image of Enron : the company's perceived
corporate governance failings are matched virtually point for point in the
principal provisions of the Act. Source : Deakin, Simon; Suzanne J.
Konzelmann (September 2003). "Learning from Enron", ESRC Centre for
Business Research.

All companies must have a majority of independent directors.

Independent directors must comply with an elaborate definition of
independent directors.

The compensation committee, nominating committee, and audit committee
shall consist of independent directors.

All audit committee members should be financially literate. In addition, at
least one member of the audit committee is required to have accounting or
related financial management expertise.

In addition to its regular sessions, the board should hold additional sessions
without management.



WORLDCOM
scandal

The WorldCom scandal was a major accounting scandal that came to light
in the summer of 2002 at WorldCom, the USA's second-largest long-
distance telephone company at the time. From 1999 to 2002, senior
executives at WorldCom led by founder and CEO Bernard
Ebbers orchestrated a scheme to inflate earnings in order to maintain
WorldCom's stock price.

The fraud was uncovered in June 2002 when the company's internal
audit unit, led by the vice president Cynthia Cooper, discovered over $3.8
billion of fraudulent balance sheet entries. Eventually, WorldCom was forced
to admit that it had overstated its assets by over $11 billion. At the time, it
was the largest accounting fraud in American history.

Business case : https://www.mbaknol.com/business-ethics/case-study-worldcom-accounting-
scandal/

Learn more on this Youtube source : https://www.youtube.com/watch?v=BErOiOaRCIY
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« We are better than y ¥
well » (14GE€ of v
writedowns to come !!)

2002 : Vivendi and the fall of J6M At the end of the 1990s, the former
General Water Company reoriented its activity towards communication. At
the helm, Jean-Marie Messier multiplies acquisitions (Havas, Canal +,
Universal...) as well as expenses.

In 2002, the CEO of Vivendi believes that his group "is doing better than
well". In fact, he is losing a billion dollars a month. In July 2002, the true
financial health of the company broke, the stock price collapsed and Jean-
Marie Messier was forced to resign.

In 2004, the AMF fined Vivendi and its former CEO to the tune of one million
euros each. Jean-Marie Messier had “deceived the public, surprised market
confidence and harmed shareholders”. The group will also be condemned
by the SEC, for fraudulent financial publications. The 12,000 small
shareholders receive more than $ 50 million.
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Lessons from Vivendi... and the ancient Roma

Arx Tarpeia Capitoli Proxima : The Tarpeian rock is close to the capitol

«La Roche Tarpéienne est proche du Capitole»

La roche Tarpéienne, a l'extrémité sud-ouest de la colline du Capitole,
signale I'endroit ou elle a été ensevelie. Elle a été depuis lors dédi¢e par
les Romains a l'exécution des traitres. Sa proximité du Capitole, haut lieu
du pouvoir a Rome, rappelle a chacun que le chatiment supréme peut
succéder aux plus grands honneurs. -

Tarpeian rock today




wirecard

» The Wirecard scandal is a series of accounting scandals that resulted in the
insolvency of Wirecard, a German payment processor and financial
services provider that was part of the DAX index. Wirecard AG is a payment
processor headquartered in Munich. The company offers its customers
electronic payment transaction services and risk management, as well as
the issuing and processing of physical cards. The subsidiary Wirecard Bank AG
holds a banking licence and holds contracts with multiple international financial
services companies.

» Allegations of accounting malpractices have trailed the company since the
early days of its incorporation, reaching a peak in 2019 after the Financial
Times published a series of investigations along with whistleblower (lanceur
d’alerte) complaints and internal documents. On 25 June 2020, Wirecard filed
for insolvency after revelations that €1.9 billion was "missing", and the
termination and arrest of its CEO Markus Braun. Questions are raised with
regards to the regulatory failure on the part of Federal Financial Supervisory
Authority (BaFin), Germany's top financial watchdog, and possible malpractice

of its long time auditor Ernst & Young, . 154
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