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Introduction

Since corporations exist their governance is a determinant factor of their performance. In the 

course of time financial world was becoming more sophisticated and as a result  “the system by 

which  companies  are  directed  and  controlled”  (King  1994) was  acquiring  new  elements  and 

extending  its  spheres  of  responsibility. During  the  recent  years  corporate  governance  attracted 

particular attention which is connected with several factors:

− deeper integration of the companies into the global market which demands higher 

efficiency as well as stronger competitiveness. 

− growing  demand  for  external  capital.  Good  corporate  governance  provides  the 

companies not only with the chance to borrow funds under favourable interest rate on domestic 

market, it creates opportunities for them to earn foreign investors' confidence and, thus, “reap the 

full benefits of the global capital market”1.

− higher  involvement  and interest  from the side of  different  stakeholders. Whereas 

institutional investors are searching for the ways how to receive the fair  return on their  equity, 

individual shareholders have a concern in “fair  treatment from the controlling shareholders and 

management”2. At the same time the system of corporate government is under the observation of 

creditors who want to work with reliable customers and daily receive evidence that the risk of 

potential client's insolvency is limited. Employees become more devoted to the company when they 

see that the company is aware of its social  responsibility and that it can ensure their sustainable 

future.  Finally  the  government  monitors  business  performance  and  makes  amendments  to  the 

relevant legislative acts if it's necessary for enhancing the market efficiency.

− global financial crisis which became a way of testing how sound the practices of 

corporate governance systems are. Unfortunately the Boards failed to prove that they monitored the 

performance of their businesses in an adequate way. In some cases the representatives of the Board 

were not involved enough in the decision-making process regarding the choice of an appropriate 

source of financing taking into account the unique needs and goals of the company. In other cases 

the Board gave their approval to the strategy implementation, however there was no mechanism 

created aimed on its evaluation in future. Besides these imperfections a lot of other problems arose 

from inefficient corporate governance were revealed by crisis. They will be described in more detail 

in the further parts of the thesis. To begin with let me introduce the goals of this work to you.

The primary purpose (mission) of this thesis is to present  and to analyse  the complex of 

1 OECD, “OECD Principles of Corporate Governance”, 2004, p.13
2 IBID, p.12
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measures  aimed  at enhancing  corporate  governance which  becomes  especially  vital  for  the 

companies in the time of crisis. It should be mentioned here that the main attention in the project 

will be paid to Europe.

The secondary goals of the thesis set in order to contribute to the achievement of the mission 

include:

− giving  understanding  of  the  components,  forms  and  principles  of  corporate 

governance;

− analysis of the background of the corporate governance with the emphasis on the 

changes occurred (globally);

− analysis  of  the  legislative  aspects of  corporate  governance  (concerning European 

region);

− disclosure of the prospective challenges addressed to the companies and suggestions 

of the efficiency improvements  (including the analyzed measures as well  as  forthcoming ones) 

connected with the performance of Board of Directors 

− analysis  of the specific  company's  problems during global  financial  crisis  among 

other things resulted from imperfections in corporate governance 

The thesis  will  be structured with the help of both general-to-specific and chronological 

approaches. We will start with general theoretical and historical overview of corporate governance 

(what  implies  global  scale),  continue  with  its  regulation  at  the  European level  (simultaneously 

prepare the ground for the case study by paying special attention to the UK regulation) and finish 

with the analysis of the specific company's situation. On the other hand you will get acquainted with 

the events which left their mark on corporate governance development through time: global outlook 

will give you an idea of emergence of corporate governance and its subsequent evolution whereas 

in case of EU the starting point will be its current legislation and then we will move forward in the 

direction of  changes which are likely to be introduced in it. 

 Now let me give a short  description of each chapter in order to provide you with a better 

understanding of the whole work. 

The first part of the thesis will be devoted to theoretical and historical analysis of corporate 

governance. In the beginning the variety of definitions will be presented in order to show that the 

concept of corporate governance is many-sided and can be used in the broad or narrow sense. On 

the basis of them my own interpretation will be given.  Then the goals and system of corporate 

governance will be described. Particular attention will be paid to the responsibilities of its main 

representatives, namely Board of Directors. Thereafter the analysis of factors influencing corporate 

governance will  be carried out.  It's  important to take into account that the quality of corporate 
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governance depends not only on the internal environment but on the external conditions as well. 

Diversity of influential  factors preconditioned the development of different models of corporate 

governance whose description will be the next step of our analysis. All these models have both their 

strong and weak sides, however the choice of model mainly depends on its compatibility with a 

particular culture (thus businesses operating in different countries can benefit to different extents 

from the same model). The final part of theoretical analysis will introduce to the reader a concept of 

effective corporate governance by showing what it should guarantee to a company itself and its 

various stakeholders. In addition the principles based on best corporate experience and aimed at 

improvement of respective practices will  be uncovered.  Special  focus will  be placed on OECD 

contribution to this field.

The historical background of corporate governance will be depicted by the analysis of the 

events  which had significant  impact  on its  global  development:  we will  start  with the birth  of 

corporation as a prerequisite for emergence of corporate governance and continue with changes that 

the concept underwent during the ages of banking, managerial and institutional investor capitalism1. 

Special emphasis will be laid on the stakeholder theory which considers satisfaction of shareholders' 

interests insufficient for firm's success because the needs of all parties involved should be taken into 

account. The introduction of first corporate governance codes and their gaining popularity are often 

associated with the next stage of corporate governance development. It's important to mention here 

that  most  of  them  are  valid  nowadays  (to  be  more  precise  their  amended  versions).  As  the 

amendments were made partly on the basis of lessons learnt from bankruptcies we will consider in 

detail Enron case, the company whose corporate governance had as many flaws as possible what 

eventually led it to downfall. The global financial crisis will represent the last stage of evolution of 

corporate governance. The cases of Merrill Lynch and Lehman Brothers will be briefly described in 

order to show that in times of financial difficulties the consequences of imperfections in corporate 

governance are especially sad. At the end of the chapter the comparisons among different countries 

in  regard to corporate  governance systems will  be given.  The Japanese case will  be especially 

interesting for our attention as it  represents the perfect mixture of practices adopted from other 

nations. 

In the second chapter we will concentrate on the regulation of corporate governance within 

the European boundaries. The situation in the European Union will  be considered on a priority 

basis.  We will start with the description of role of two consultive bodies, namely the European 

Corporate Governance Forum and  the Advisory Group on Corporate Governance and Company 

1 I didn't specify the dates (or periods) which are associated with these ages as in fact they overlapped. All togerther 
they lasted nearly for hundred of years till 1990s.
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Law, established by the European Commission for the development of corporate governance and 

company law practices. Thereafter different kinds of the official acts such as directives (that have 

binding force) and recommendations, communications - proposals and Green Paper (that represent 

non-binding documents) will be discussed and their examples which reflect the EU most significant 

developments in the field of corporate governance will be given. The concept of the comply-or-

explain  principle  which  plays  the  core role  in  the  EU corporate  governance  regulation will  be 

uncovered as well.  To make the analysis  of respective regulation complete the overview of the 

changes likely to be introduced in it will be given. Particular attention will be paid to the hotly 

debated topic, namely gender imbalance in the boardroom. The Commission “intervened” in this 

field because the analysis of figures (dynamics of the number of women on Board) showed that 

Member States were unable to cope with gender imbalance problem without assistance. 

As thesis topic covers the whole European region we will continue the chapter focusing on 

current corporate governance regulation in the countries which lie outside EU but at the same time 

belong to Europe. Three categories will draw our interest:  Southern Europe, Switzerland-Norway 

(as they contribute to Europe's development a lot) and  Russia-Ukraine (along with some other 

states belong to Europe from the geographical point of view). In case of Southern Europe we will 

consider the achievements made in the respective regulatory field by Members themselves and with 

the help of such international players as OECD and World Bank (by organization of Roundtables, 

launch of projects, etc.). The contribution of OECD and World Bank will attract our attention again 

in the discussion of corporate governance developments made in Russia-Ukraine. It's important to 

mention here that the achievements made by these countries on the own will not be included in this 

thesis as they require detailed examination. In case of  Switzerland-Norway the situation will be 

reverse: we will briefly analyse corporate governance regulation only at their national levels. This 

analysis will among other things explain our decision not to take into consideration international 

organizations that time.  

At the end of the chapter we will  have a look at corporate governance regulation in UK 

which deserved our special attention because of the case study whose analysis will be the subject of 

our further work. The most important legislative documents (laws, acts, codes, reports, etc.) as well 

as forthcoming changes to some of them will be considered. 

The third chapter will deal with the story of Northern Rock's collapse. In the beginning we 

will gain an insight into the history of this bank which used to be Britain's fifth biggest mortgage 

lender once. It's necessary to analyse the problems the bank faced in the past (if there were any) and 

to understand what had caused them and whether Northern Rock had preconditions for its downfall 

in 2007. Thereafter its current position in the market will be characterized. 
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The description of events which took place in 2007 will open the new part of the chapter. 

Many  details  will  be  given  in  order  to  describe  the  reaction  of  public  authorities,  company's 

representatives, media, depositors and shareholders to the happening and to show the devastating 

effect Northern Rock's collapse had on the taxpayers, its employees and the people who had entire 

life  savings in it.  In addition the impact  on bank's  share price will  be presented as it 's  a good 

demonstration  of   rapid  giant's  fall.  Special  attention  will  be  devoted  to  Northern  Rock's 

nationalization and the analysis of this decision aimed at understanding whether it was a right step 

or the British Government had any other options will be carried out. Thereafter we will consider in  

detail  the factors  contributing to  Northern Rock's  failure.  Among frequently mentioned reasons 

there  are  U.S.  subprime  crisis,  incompetence  of  public  authorities  and flawed  business  model. 

However the last one is the result of  poor corporate governance, therefore our further attention will  

be paid to this topic. After analyzing many facts (underreporting of bad mortgages, lack of relevant 

education and experience in case of CEO and Chairman respectively, “unfounded” executive pay 

rises, misinforming shareholders, too many and too expensive non-audit services rendered by the 

independent auditor, undertaking of excessive risks) we will be able to conclude that bad corporate 

governance  was  the  main  reason  that  triggered  Northern  Rock's  collapse  in  2007.  To  avoid 

repetition of such sad incident in future recommendations will be suggested.  

For different purposes different kinds of sources will be used. The part devoted to theory 

will be based on the analysis of books (Davies, A. “Best practice in Corporate Governance building 

reputation and sustainable success”.  Ashgate Publishing Group, 2006), OECD materials (“OECD 

Principles of Corporate Governance”, 2004) and the information from the websites of  International 

Chamber  of  Commerce,  World  Bank,  OECD.  While  describing  the  evolution  of  corporate 

governance we will draw ideas from articles (Farrar, J. “A Brief Thematic History of Corporate 

Governance”.  Bond  Law  Review,  1999),  papers  (Voicu-Dan,  D.  “Highlights  for  a  history  of 

corporate governance”. European Journal of Management, 2008) and research studies (Morck R., 

Yeung B. “Some obstacles to good corporate governance in Canada and how to overcome them”. 

Research study, 2006). To receive understanding of EU corporate governance regulation we will 

have a close look at European Commission's website. In addition we will enrich our knowledge by 

analysis of EC (“Women in economic decision-making in the EU: Progress report”, A Europe 2020 

initiative,  2012)  and  IFC  (“The  EU  approach  to  corporate  governance.  Essentials  and  recent 

developments  –  February 2008”)  materials.  The  regulatory  aspects  of  corporate  governance  in 

Southern  Europe  and  Russia-Ukraine  will  be  uncovered  with  the  help  of  IFC  (“Policy  Brief. 

Corporate Governance for Banks in Southeast Europe”, 20121) and OECD (OECD, “White Paper 

1 This paper was created in cooperation with EBRD.
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on Corporate  Governance in  South East Europe”,  June 2003) publications.  In case of Norway-

Switzerland the national legislative documents (Economiesuisse “Swiss Code of Best Practice for 

Corporate Governance”, July 2002) will be of great help to us. To prepare the ground for analysis of 

case study Northern Rock's website, other electronic resources (http://www.bbc.co.uk/news/) and 

articles (Hencke D., Inman P. “Ministers scramble for Northern Rock rescue plan”. The Guardian. 

20 Nov 2007) will be used. The analysis itself will be conducted on the basis of other case studies 

(Hyun Song Shin “Reflections on Modern Bank Runs: A case study of Northern Rock”. Princeton 

University,  August  2008),  articles  (Tighe,  C.  “Home-grown chief  with  youthful  air”.  Financial 

Times. 15 September 2007) and author's personal findings. 

After we outlined a plan for future work we can start with its realization. 
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1. Corporate governance: essentials and history

1.1. Insight into theoretical corporate governance framework
1.1.1. Definition of corporate governance, its goals and elements

Various  definitions of  corporate  governance  exist  which  differ  not  only  by  their 

formulations, but also by the idea they contain. Whereas the World bank defines it as  “a set of 

relationships between a company’s management, its board, its shareholders and its stakeholders”1, 

OECD website can provide you with the following thought: “Procedures and processes according to 

which an organisation is directed and controlled. The corporate governance structure specifies the 

distribution of rights and responsibilities among the different participants in the organisation – such 

as  the  board,  managers,  shareholders  and  other  stakeholders  –  and  lays  down  the  rules  and 

procedures  for  decision-making.”2 Comparing  them  we  can  say  that  the  second  definition  is 

explicative and gives a better understanding of the importance of governance for organizational 

viability.  In  addition,  the  World  Bank  concentrates  our  attention  on  interaction  of  differerent 

participants (listed above) as a core of corporate governance, while the Organisation for Economic 

Co-operation and Development focuses more on  the way of firm's direction itself.   As further 

example  we will give the definition of corporate governance with the emphasis on its  mission: 

“What is Corporate governance?...It's all about balancing individual and societal goals, as well as, 

economic  and  social  goals.”3 That  means  that  governance  should  assist  in  protection  of  all 

stakeholders' rights and as a result in creation of trustworthy environment. Let me give one more 

definition  which  is  felicitous  from my point  of  view because  of  its  clarity  and pithiness.  The 

Financial Times interprets corporate governance as a way “how a company is managed, in terms of 

the institutional systems and protocols meant to ensure accountability and sound ethics. The concept 

encompasses  a  variety of issues,  including disclosure of information to  shareholders  and board 

members, remuneration of senior executives, potential conflicts of interest among managers and 

directors, supervisory structures, etc.”4 This definition gives us an outlook on corporate governance 

from different sides: first of all it provides us with the similar notion as OECD, then it touches the 

matter  of  governance  existence,  in  other  words,  its  goals  and  finally  it  outlines  the  possible 

difficulties which are likely to arise among people participating in corporate governance system.

Now let me make my own definition based on summarization of strong sides of mentioned 

ones.  By corporate  governance  we mean  a  set  of  techniques  which  is  used  for  organizational 

1 Cited from the World Bank: http://www.worldbank.org/ifa/rosc_cgoverview.html, 20.02.2012
2 Cited from OECD: http://stats.oecd.org/glossary/detail.asp?ID=6778, 20.02.2012
3 Cited from Management Study Guide: http://www.managementstudyguide.com/corporate-governance.htm, 

20.02.2012
4 Cited from Financial Times Lexicon: http://lexicon.ft.com/Term?term=corporate-governance, 20.02.2012

8

http://lexicon.ft.com/Term?term=corporate-governance
http://www.managementstudyguide.com/corporate-governance.htm
http://stats.oecd.org/glossary/detail.asp?ID=6778
http://www.worldbank.org/ifa/rosc_cgoverview.html


management and control. As it's aimed on satisfaction of interests of all stakeholders it deals with 

connections among them clarifying their responsibilities and rights. Corporate governance also sets 

rules  in  relevant  spheres  which  besides  other  things  help  solve  arising  disputes  (conflict  of 

interests).

Now let me discuss in more details  goals of corporate governance. First of all its mission 

should be clarified which was already briefly mentioned. Governance should be a base for carrying 

the business in the best interests of all stakeholders. This explanation is likely to become more clear 

after receiving the idea of surbodinate goals which are presented below:

- respect and follow business ethics

- concern with employees' needs and desires 

- become an excellent partner for both customers and suppliers

- care about the environment and the local community

- comply with the legislative requirements which are relevant to company's activities

You could feel confused after this enumeration thinking that corporate governance is very 

close to social responsibility.  Certainly these two concepts have intersections but we can easily 

distinguish  them.  Speaking  about  corporate  governance  we  can  describe  it  as  "looking  at 

Management through [its] tinted glasses"1 : on the one hand caring about interests of all parties 

involved (like CSR) , on the other hand supervising organizational processes and procedures with 

the aim of maximization of shareholders' value. 

In  some sources  you can  find  a  bit  different  definition of  governance primary purpose, 

namely to guarantee "survival and sustainable success"2 of the company. However deeper look at 

this goal allows us to coclude that it is just a consequence of fulfilment of the objectives mentioned 

above. 

Corporate  governance  doesn't  serve  only  business  prosperity  while  harmonizing  the 

functions  of  managers  and  owners.  It's  the  prerequisite  for  "healthy"  national  economic 

development, "strengthening of the overall international financial system"3 and help (especially for 

emerging markets) to prevent the losses likely to be caused by financial crisis. 

After detailed description of the essense of corporate governance and its goals let me move 

further towards understanding of its  system. According to the Financial Times there are two main 

representatives of corporate governance: Board of Directors (their responsibilities will be explained 

1 Cited from Applied Corporate Governance: http://www.applied-corporate-governance.com/definition-of-corporate-
governance.html, 20.02.2012

2 Davies, A. “Best practice in Corporate Governance building reputation and sustainable success”.  Ashgate 
Publishing Group, 2006 – p. 12

3 Cited from The World Bank: http://www.worldbank.org/ifa/rosc_cgoverview.html, 20.02.2012
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later) and independent auditor who examines accuracy of financial statements1. Earlier it was said 

that other stakeholders such as shareholders, consumers, creditors, suppliers, government, etc. are 

also involved in corporate governance, they play the role of external controllers of management 

behavior as their interests are put at stake.  

As nowadays more and more criticism of Board of Directors is heard, let me give you the 

basic overview of the way how it's constituted and responsibilities of its members.  The deeper 

understanding of Board and related aspects will  come to the reader after acquaintance with the 

further part of this work.  It's common knowledge that a successful Board of Directors is a heart of  

good corporate governance. The first condition for its future effectiveness is its proper constitution. 

Adhering to the idea of International Chamber of Commerce we will give the brief characteristics of 

the properly composed Board. Among members chosen there should be only those individuals who 

have relevant qualification (at least "a good working knowledge of corporate finance") and broad 

practice,  are  guided  by  integrity  and  will  have  "sufficient  time  to  his/her  duties  and 

responsibilities"2. The majority of them should be represented by the independent directors. As the 

concept of independence could differ from company to company, the shareholders as well as other 

parties involved should be duly informed about it. 

Moving to responsibilities of Boards of Directors we can highlight three important areas and 

then allocate numerous duties to each of them. 

• Managerial funtions (the approval of mission and strategy, monitoring and evaluation 

of strategy and corporate performance, checking "material transactions not in the course of ordinary 

business")

• Law-abidance (maintenance of "legal and ethical pratices")

• Safeguards of shareholders' rights (communication with shareholders, evaluation of 

both top management and Board performance, setting executive compensation, elaborating a plan of 

CEO succession)3

The allocation of responsibilities was made arbitrarily, in compliance with common sense. 

However  we  do  not  have  any  doubt  that  the  other  ways  of  assignment  could  be  considered 

reasonable as well.

After  we've  received  the  general  understanding  of  corporate  governance,  its  goals  and 

constituents  we should  start  to  think  over  the  following  idea:  what  determines  the  features  of 

corporate governance? Let me begin the new paragraph with the search of possible answers on this 

1 Cited from Financial Times Lexicon: http://lexicon.ft.com/Term?term=corporate-governance, 20.02.2012
2 Cited from International Chamber of Commerce: http://www.iccwbo.org/corporate-governance/id3075/index.html, 

20.02.2012
3 IBID
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question.  

1.1.2. Factors influencing corporate governance and its models

Because  of  globalization  differences  among  the  countries  are  gradually  smoothed  and 

movement towards convergence of practices in various spheres begins. However, it's not so simple 

in some cases. With its lack of uniformity worldwide corporate governance represents one of them. 

Its differences originate from peculiarities of environments the company operates in. Let me look 

deeper into them:

− legal (regulatory) environment (To which extent are the laws binding?)

− economic (How popular M&As are? How well-developed the stock market is?)

− business  (Which  conventions  (business  customs)  prevail?  Which  patterns  of 

ownership exist? What about its concentration? Which approaches are used to determine executive 

compensation?)

− social  (Which relations  do the companies  usually have with their  employees  and 

local community?)1

Refering again to OECD  we should devote our attention to its view on above mentioned 

factors.  It  names  the  similar  ones  (legislation,  market  forces)  but  makes  them  of  secondary 

importance. From  its point of view the primary effect on corporate governance have relationships 

among participants described earlier.2 

Existence  of  diverse factors  influencing the system of  corporate  governance  created the 

basis  for  the  rise  of  its  models.  International  Chamber  of  Commerce  distinguishes  two 

classifications based on different criteria3. 

The  first  one  divides  corporate  governance  into  groups  according  to  the  importance  of 

participants for business. They could consist of stakeholders in general or solely shareholders. Let 

me now make a comparison of these two models what will be also a good illustration of the above  

mentioned factors.

Whereas the first one deals with taking care of needs and desires of all the parties involved, 

the second one concentrates its attention on maximisation of shareholder value and at first place 

satisfaction of their interests. This difference represents a basis for other distinctive features, such as 

objectives and relation to profit. Stakeholder model searches the answer for the following questions: 

"How  can  we  survive?  What  do  we  need  for  the  long-term  growth  and  stable  business?" 
1 Cited from International Chamber of Commerce: http://www.iccwbo.org/corporate-governance/id3173/index.html, 

20.02.2012
2 OECD, “OECD Principles of Corporate Governance”, 2004, p.12
3 Cited from International Chamber of Commerce: http://www.iccwbo.org/corporate-governance/id3173/index.html, 

20.02.2012
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Shareholder  model  concerns  itself  with  another  question,  namely:  "How can we become more 

profitable  and efficient?".  From the last  sentence  it's  not  difficult  to  understand the  attitude of 

shareholder model towards profit. For them it's integral part of reality and prosperous business. On 

the contrary stakeholder model perceives profit of less importance than let say value for money. 

These models should also be distinguished depending on the concentration of ownership. In 

case  of  stakeholder  model  the  dispersion  of  ownership  prevails,  managers  have  high  level  of 

freedom but are dominated by market forces such as mergers and aquisitions. In shareholder model 

there is concentration of ownership in hands of few people, management actions are controled. 

While in the first case "scaterring" creates a possibility of poor protection of all shareholders' rights,  

in the latter one  minority shareholders are likely to be neglected. 

The second classification is used because of the existence of different boards'  structures. 

Whereas Anglo-Saxon or single tier Board model doesn't make any differences between executive 

and non-executive directors allowing them to be representatives of the same Board, Continental 

European  (German)  model  distinguishes  Supervisory  Board  including  only  non-executives  and 

management board including "full-time managing directors". In the first model Chairman is in close 

collaboration  with  CEO.  There  is  no  strict  distinction  between  roles  of  executives  and  non-

executives.  However  it's  a  common  practice  that  "outsiders"  deal  with  external  control  and 

independent jugdements on strategy and compliance with ethical standards. "Insiders" on the other 

hand being more familiar with the organizational performance should be "involved in the day-to-

day  management of the company"1. Despite the absence of official division of directors' functions 

one obligatory condition should be fulfilled, namely only "outsiders" are allowed to be members of 

committees for audit, remuneration and nomination2. 

Moving to the second model (German)  we will repeat one more time that its Supervisory 

Board consists only of outside directors such as shareholders or labour representatives.  As opposed 

to  previos  model  here  the  duties  are  clearly  assigned.  Among  the  main  responsibilties  of 

Supervisory Board are decisions about appointment and dismissal of members of the lower board 

and  monitoring  of  their  activities;  approval  of  corporate  financial  statements  and  relationship- 

building  with  different  groups of  stakeholders.  As  for  management  board  it  deals  with  current 

performance of  the  company as  well  as  its  long-term goals  and fundamental  principles.  When 

difficulties arise the representatives of this  board can always take advice from the members of 

Supervisory  Board  who  despite  their  future-orientation  should  be  always  ready  to  act  as 

1 Jungmann, C. “The Dualism of One-Tier and Two-Tier Board Systems in Europe”. Dusseldorf Law School, 2008, 
p.3

2 Cited from International Chamber of Commerce: http://www.iccwbo.org/corporate-governance/id3075/index.html, 
20.02.2012
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consultants1.

 Now let me give the examples of countries using different models and shortly explain the 

basis for their choice. Speaking about both classifications, I would like to divide all the countries 

into followers of "Anglo-Saxon legal tradition" or follower of "German legal tradition". The first 

ones are  charactarized by focus on investors and managers'  compensation on market basis  (for 

example, in the USA the value of reward is based on the level of profitability achived). Excessive 

market orientation  causes the lack of employees' trust. Among the countries adhering to this system 

there are the UK, Canada, Australia and the USA which we have already written about. However, 

for  the  cultures  where  the  companies  have  stong  concern  in  providing  of  job  security  above 

mentioned system is unapproptiate. The system which they prefer (German system) implies high 

protection  of  employees'  rights  and  their  high  involvement,  significant  share  of  borrowings  in 

overall capital structure. Among the most striking representatives sharing "German legal tradition" 

there are Austria and Japan. Sometimes Scandinavian and French traditions are said to be the third 

group,  however  they  fall  into  both  categories  (containing  more  features  from the  stakeholder 

model), thus, let me not to include them in this work2.

As  we have mentioned this division (Anglo-Saxon vs. German) is applied to the second 

classification too. Let me give the examples of European countries following German idea: Finland, 

Denmark,  Netherlands  and Austria3.  The  International  Chamber  of  Commerce  adds  to  this  list 

Eastern European representatives4.

As we have seen,  various  countries stick to  different  models.  It's  unreasonable to  assirt 

which  of  them are  better  and  which  of  them are  worse.  All  of  them have  their  benefits  and 

drawbacks. As an example let me shortly compare one-tier against two-tier system. Whereas Anglo-

Saxon model implies monitoring and approval of corporate strategy as parts of responsibilities of 

one  body (Board  of  Directors),  consequently the  availability of  the  same information  for  both 

executive and non-executive directors and quicker decision-making process because there is  no 

need  to  wait  for  the  opinion  of  not  existing  Supervisory  Board,  German  system is  based  on 

"separation of control and management" and as a result higher independence of Supervisory Board. 

On  the  other  hand  the  latter  one  (as  it  was  said)  deals  with  more  complex  decision-making 

procedure, the lack of information for Supervisory Board resulting in impossibility to influence the 

current situation, only prevent  future mistakes and low level of understanding between two boards 

1 Jungmann, C. “The Dualism of One-Tier and Two-Tier Board Systems in Europe”. Dusseldorf Law School, 2008
2 Garcia-Castro, R., Arino, M. A., Rodriguez, M. A. and Ayuso, S.  A cross-national study of corporate governance 

and employment contracts. Business Ethics: A European Review, 2008 
3 Jungmann, C. “The Dualism of One-Tier and Two-Tier Board Systems in Europe”. Dusseldorf Law School, 2008
4 Cited from International Chamber of Commerce: http://www.iccwbo.org/corporate-governance/id3173/index.html, 

20.02.2012
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because of rare common meetings, while the former model faces the challenge of self-evaluation 

(resulting from unification of management and control explained above). 

Describing different sides of these models  we just wanted to show that both of them have 

positive and negative features. The choice of relevant model is based on the cost-benefit ratio for a 

particular country and during the process of selection the answer on the following question should 

be found:  Will  that  model  perfectly fit  our  unique culture?  If  you find the  right  response,  the 

prerequisites for the strong corporate governance system will be created. Now let me consider in 

more detail  what this  system should look like and which principles  can be applied in order  to 

achieve or maintain efficiency.

1.1.3. Concept of effective corporate governance, principles assisting its achievement
Firstly we should clarify why good corporate governance is so vital for the company and its 

operating environment. A lot of benefits were already mentioned but let me make a summary of 

them adding  the  new ones  to  the  list.  For  the  society  effectively  governed  corporations  mean 

economic growth, lower level of corruption and risks and satisfaction of each member as his/ her 

interests are respected1. For the company itself good governance means higher possibility of being 

successful as the managers and owners are properly motivated to achieve shareholders' objectives 

and  goals  of  the  whole  organization,  stronger  investors'  trust  allowing  to  borrow  capital  at 

favourable rates,  thus,  reducing the capital  cost,  increase of share price and building of strong 

brand. Speaking about the last advantage we should mention that corporate image is called a mirrow 

of corporate culture. Thus, "good corporate governance has to be in the bones and bloodstream of 

the organisation since this in turn will be reflected in the culture. To carry the analogy further, in the 

same way that healthy blood and bones are reflected in the naturally healthy look of a person, so an 

organisation  whose  internal  functions  are  healthy  will  naturally  look  so  from  an  external 

perspective"2. 

After the importance of effective corporate governance was shown, I would like to give an 

overview what it should guarantee:

− the  establishment  of  balanced  strategic  objectives  and  long-term  plans  and  the 

availability of the appropriate individuals who're able to meet these objectives

− high protection of all stakeholders' rights

− maximization of shareholder value

− transparency and frequency of reports

1 Cited from Management Study Guide: http://www.managementstudyguide.com/corporate-governance.htm, 
20.02.2012

2 Cited from Applied Corporate Governance: http://www.applied-corporate-governance.com/definition-of-corporate-
governance.html, 20.02.2012
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− observation of management actions

− regularity and credibility of audits, among others as an "honesty check"1

As  it  was  said  earlier  no  uniform,  universaly  recognized  model  of  good  corporate 

governance exists. However we have just shown that there are some common elements inherent in 

each of them. In addition to the already mentioned ones let me discuss a bit ethical approach as one 

of the tasks of "proper" corporate governance. First of all the remark should be made that ethics are  

not the same as morals. The activities could be considered "right" from moral point of view but 

from ethical standpoint they can be perceived differently because of different outcomes they have 

for various stakeholders.  As companies start to face more and more issues as a result of higher 

global  complexity,  the  importance  of  ethics  is  growing.  "Avoiding  and   resolving  dilemmas" 

connected with the mentioned above outcomes has become more challenging for  the corporate 

governance.  They cannot  ignore  these  responsibilties  as  society demands  from them corporate 

behavior consistent with the corporate values. People do not want beautiful words describing the 

mission of the company when these words are not backed by relevant deeds. This statement is 

supported  by the  results  of  some researches  conducted  in  recent  years.  They showed  that  the 

relation exists between the companies' financial performance and its ethical behavior2.

Understanding the  importance of  all  these enumerated "guarantees",  the  nations  became 

anxious to create their own "magic" systems of effective corporate governance. Worldwide famous 

principles firstly introduced by the OECD in 1999 became of great help in realization of countries'  

desires. Their main advantage is that they can be applied in countries with different law traditions as 

well as in countries with "different levels of ownership concentration and various models of board 

representation"3. The OECD principles serve as a benchmark and should be considered by policy 

makers and market participants as recommendations. Their non-binding nature allows people all 

over the world to derive only those ideas from the list which can be further adapted to their unique 

environment. From this perspective the principles represent suggestions of different ways how to 

enhance the existing corporate governance system  providing the followers with the opportunity of 

use of their own path. 

As we mentioned countries decide on their own which improvements offered by the OECD 

principles they will use. However the situation can change and more benefits could be distracted 

from the list of recommendations. Hence "principles are evolutionary in nature"4 and they can be 

1 Cited from International Chamber of Commerce: http://www.iccwbo.org/corporate-governance/id3173/index.html, 
20.02.2012

2 Davies, A. “Best practice in Corporate Governance building reputation and sustainable success”.  Ashgate 
Publishing Group, 2006 – p. 12

3 Cited from the World Bank: http://www.worldbank.org/ifa/rosc_cgoverview.html, 20.02.2012
4 OECD, “OECD Principles of Corporate Governance”, 2004, p.13
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seen in a new light with the course of time. 

Now let me turn to the latest version (2004) of OECD principles for enumeration of them 

and short explanations of their essence:

1) "Ensuring the basis for an effective corporate governance framework"1.  Speaking 

about the minimum requirements for this framework, the OECD emphasizes its compliance with the 

rule of law, "promotion of transparent and efficient markets", treatment of stakeholders in the best 

possible way, clear division of responsibilities and provision of all necessary conditions for the 

relevant authorities to meet their duties. 

2) "The  rights  of  shareholders  and  key  ownership  functions"2 which  should  be 

safeguarded by corporate governance. No obstacles for exercise of rights should exist. However, the 

degree of control obtained by shareholders should be consistent with their equity ownership. Among 

the basic shareholder rights enumerated by the OECD there are participation and voting in general 

shareholders meetings, election and removal of board members, transfer of shares, etc. In the list  

there is a short mention that shareholders are entitled to receive some kind of corporate information. 

Later principles give a detalization of its content as it's vital for shareholders to know among 

others the rules of general meetings, "including voting procedures". 

3) "The  equitable  treatment  of  shareholders"3 what  implies  the  same rights  for  the 

people  purchased  "the  same series  of  a  class".  It's  especially  important  for  foreign  and  minor 

shareholders whose interests are likely to be abused from the side of controlling shareholders. In 

addition  for  every  shareholder  corporate  governance  system  should  guarantee  the  relevant 

compenstation in case if their rights have been violated. 

4) "The  role  of  stakeholders  in  corporate  governance"4.  The  rights  of  stakeholders 

should be recognised regardless of their origin (legislation or mutual agreements) and corporate 

governance should act as an intermediary between them and companies encouraging the creation of 

"wealth, jobs and sustainability of financially sound enterprises". Stakeholders should be entitled to 

take part in the governance process and as a result be provided with relevant, adequate and timely 

information. They have also a right to express freely their opinion related to board performance and 

their reputation should not be dependent on their views. 

5) "Disclosure and transparency"5 The corporate governance should guarantee that all 

the  interested  parties  will  be  provided with  sufficient  and  timely information  about  company's 

affairs, namely "financial situation, performance, ownership and governance of the company". Just 
1    OECD, “OECD Principles of Corporate Governance”, 2004
2 IBID, p.18
3 IBID, p.20
4 IBID, p.21
5 OECD, “OECD Principles of Corporate Governance”, 2004, p.22
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mentioned information should be presented in compliance with high standards of quality and be 

easily accessible. Its high credibility should be confirmed by independent auditors employed with 

the aim of giving a fair view of company's statements.

6) "The responsibilities of the Board"1. Although we discussed them before, let me give 

the OECD interpretation of them. The principles highlight three kinds of important Board activities 

such as  "the  strategic  guidance  of  the  company,  the  effective  monitoring  of  management"  and 

"accountability to the company and shareholders". These functions are very broad and should be 

divided into smaller ones to be sucessfully fulfilled (the similar approach we used before).  We 

won't take a closer look at them as we believe that about all of these functions it was written  before. 

We will  only return  to  the  independence  concept  which  is  briefly  mentioned  by  the  OECD. 

Understanding high importance of this issue, principles recommend the following conditions to be 

satisfied:

− the involvement of  sufficient number of non-executives who adhere to independent 

views into activities with high risk of conflict of interests.

− the establishment of commitees should suppose the clear definition and disclosure of 

their "mandate, composition and working procedures"2

− the members should be completely devoted to the fulfillment of their responsibilities 

Above described principles are not the only ones created for the improvement of corporate 

governance system. As an example below you can find "Seven principles of Public Life" being 

result of Nolan Committee (UK) work:

• selflessness – the public interest  should be prioritized

• integrity – no obligations to outsiders with potential influence should be made

• objectivity – no prejudice but fair treatment should exist

• accountability – being responsible  for every decision and action made and being 

aware that they can be scrutinized at any moment

• openness  –  disclosure  of  the  actions  and  decisions  undertaken  (with  some 

exceptions)

• honesty  –  in  case  of  possible  conflict  between  the  public  and  person's  private 

interests the last ones should be revealed

• leadership – the initiative in promotion of these principles, becoming the example to 

follow3

1 OECD, “OECD Principles of Corporate Governance”, 2004, p.24
2 IBID, p.25
3 Davies, A. “Best practice in Corporate Governance building reputation and sustainable success”.  Ashgate 

Publishing Group, 2006 – p. 11
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As it was said, the basic idea behind principles is creation of reference point for countries 

willing to enhance their corporate governance practices. These guidelines are not imagined by some 

very smart  people,  they have sound foundation,  namely long-term global  experience,  to whose 

discussion we're turning right now.

1.2. Historical overview of corporate governance development
It's always quite complicated to analyze the history as some of the events are likely to be 

neglected, whereas too much attention is paid to others. In addition some historians can consider 

specific facts relevant to evolution of the concept in question while others will not perceive these 

happenings as vitally important for its development. Taking these issues into account we would like 

to emphasize that the idea of the historical report given below is the summary and analysis of the 

events which influenced the further fate of corporate governance from many economists' point of 

view. It doesn't exclude the opportunity of existence of some other facts mentioned by individual 

scientists. 

At  the  end  of  the  overview  cross-cultural  comparisons  will  be  given  to  show how the 

specific of each nation's historical background predetermined further differences in their corporate 

governance systems. 

It's logical that the emergence of corporate governance was predetermined by the birth of  

corporation itself. The royal charter whose goal was to serve the public interest is often associated 

with its earliest forms. As it aquired rights and status from the Church or the Crown, originally its 

scope of  activities  included charity  and those ones  strengthening the  power  of  the  Crown and 

expanding its interests. Among the "grantees" contributing to early development of international 

trade there were the South Sea Trading Company, "the East India Company, the Africa Company, 

the Virginia Company and the Hudsons Bay Company"1. The grant presumed their monopolistic 

nature what was later heavily critized by Adam Smith and American colonists who didn't believe in 

the effectiveness of alliance of corporation and state. In his publication ("The wealth of Nations") 

Adam Smith charactatized corporation as ignorant of market forces and unable to find the other 

funds than taxpayers' contributions (in case of financial difficulties). In addition he stuck to the idea 

that  markets  can  never  operate  efficiently  if  the  owners  of  enterprise  do  not  participate  in  its 

management whereas it  is they who have real interest  in organizational successful performance 

because of share possession. When managers replace them, the corporation gives a cordial welcome 

for "negligence and profusion"2.

1 Farrar, J. “A Brief Thematic History of Corporate Governance”. Bond Law Review, 1999, p.3
2 Voicu-Dan, D. “Highlights for a history of corporate governance”. European Journal of Management, 2008, p.2
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The critique from the side of Adam Smith and some Americans was well-founded as the 

above mentioned corporations one by one collapsed. Because of this in 1720 England passed the 

Bubble Act forbiding this legal form of business organization for certain amount of time. In spite of  

the restrictions the entrepreneurs found the way how to develop the business further not violating 

the law. The Deed of Settlement came into existence based on trust and partnership but representing 

the elementary form of corporation. 

Although people had already used terms "directors" and "joint-stock company" for a long 

time (from 17th century) the legislative base for corporation was created only in 1844 ("the first  

general UK Companies Act"1). After this significant changes in the initial way of functioning of 

corporation started to happen: the introduction of limited liability, fewer conditions for the right 

granted (no more "ad hoc privilege"2), strengthening power of contract. 

The next "milestone"  in corporate governance history is often associated with the age of 

banking capitalism. Although the Bank of England and Bank of Scotland had already been using the 

term “director” from the end of the 17th century, the worldwide interest in bank functioning arose at 

the beginning of 19th century when the further development of many countries was not possible any 

more without debt financing. For some nations this period played a significant role in their history 

because of its length (on average a hundred years). In general it was characterized by  rapid growth 

of established banks (whose ways of formation were different) and the sad outcome in the end: the 

bankruptcy of “conservative lenders” having forgotten about the necessity of being cautious. After 

several such bank collapses the governments started to work on the measures which can regulate 

lending giants' activities.  As a result some legal documents were created, namely the Bank Issue 

Act 1893, the Current Account Depositors Act 18933.  

In addition to these changes let me show what America achieved nearly at the same period 

(when it still was under the strong influence of Banking Capitalism). First of all the legal basis was 

established  for  corporate  income  taxation  (1909).  The  shift  from bookkeeping  to   accounting 

created new opportunities for  managers who could now characterize the organizational financial 

position in a more precise way because of the availability of the additional information. However 

these optimistic expectations coincided with reality only in cases when the managers were willing 

to reveal certain details about business performance. To motivate them to act in best interests of the 

owners a new concept of business goal was introduced. From advanced standpoint the organization 

exists for the purpose of profit creation for its shareholders meeting their interests on a priority 

basis. For the achievement of this goal much responsibility should be handled by managers who are 

1 Farrar, J. “A Brief Thematic History of Corporate Governance”. Bond Law Review, 1999, p.3
2 IBID
3 IBID, p.5
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able  to  harmonize  business  processes.  This  idea  initiated  the  further  focus  of  economists  on 

fiduciary duties and “separation of ownership and control”1. It also gave rise to the agency theory 

which we will discuss later. 

Unfortunately  the  above  considered  “improvements”  were  not  sufficient  in  respect  to 

effective functioning of the corporation what was proved during the Great Depression. The USA as 

well as Europe and other industrialized nations experienced numerous bank failures. The situation 

was complicated by their  overseas  branches.  Especially UK companies  which tended to create 

subsidiaries abroad started to face tough problems with their control during the Depression.

Earlier we've briefly mentioned the existence of the agency theory but before the discussion 

about  it  let  me  draw  your  attention  for  a  while  to  one  more  period  contributed  to  corporate  

governance development, time of  managerial capitalism. It's difficult to determine its boundaries 

precisely: the beginning is traditionally associated with the growing public concern about managers' 

integrity (it was mentioned before as part of banking capitalism, however simultaneously it created 

the base for the next stage). However the prerequisites for its emergence already existed when the 

companies because of lack of capital started to go public. Firstly the retention of owner control 

prevailed but later (as ordinary shares were issued) these two functions (proprietorship and control) 

became gradually to separate from each other. That meant that the new power of managers wasn't  

counterbalanced from proprietors' side what gave the first ones the opportunity to act in their own 

interests often opposite to the creation of flourishing business. For the purpose of prevention of 

managers'  dishonest  behavior  fiduciary restraints  were introduced by the law (as  well  as  other 

legislative  supplements  were  made).  In  addition,  the  legendary  invisible  hand  worked:  the 

companies where the management neglected their responsibilities were finally “punished” by the 

markets.  In  a  lot  of  cases  the  poorly-doing  companies  were  acquired  by  more  successful 

competitors (in other cases they simply went bankrupt)2. 

These  complications  of  running  a  business  caused the  economists'  growing attention  to 

them. That's how the agency theory (1976) came into existence. It considers the problems which 

arise as a result of “agency relationships”. The basic idea behind this relationship is the delegation 

of certain powers (related to management of the company) from the principal to the agent. Among 

the relevant problems the supporters of this theory emphasize there are the difficulty of supervision 

over agents' actions and the different levels of risks these two parties are willing to accept. Later the 

concern of agency theorists became connected with corporate governance. From their perspective 

its system could be “efficient if it ensures that suppliers of finance get an appropriate return on their  

1 The similar thought had existed much earlier (in the mentioned-above works of Adam Smith) but it was fated to 
receive further development only at the beginning of 19th century.

2 Farrar, J. “A Brief Thematic History of Corporate Governance”. Bond Law Review, 1999
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investment”1. As you can see, there is no mentioning of the interests of other stakeholders. The 

reason for this lies in the assumption the supporters of the theory made about the markets related to  

the stakeholders (e.g. labour market for the employees). The perfect functioning of these markets 

was taken for granted, thus, the interests of the involved parties other than owners2 were expected to 

be automatically safeguarded. 

Despite the large number of the existing opponents managerial capitalism still flourished 

(the period 1960-1980 represents the time when managers “were the masters and not the servants of 

finance”3). However the stock market collapse in 1987 and the changes happening in the society 

such  as  the  increasingly  politicized  reforms  in  corporate  sphere  and  more  and  more  active 

shareholders' behavior forced the management to search for suitable defending instruments. That's 

how  in  1990  the  corporate  governance  entered  the  new  stage  of  its  development  but  before 

discussing this we need to consider some other things.

The idea that periods or stages can overlap was already mentioned once (the recent example 

of banking and  managerial capitalism). However it is not the only case in the history of corporate 

governance. After the Second World War the public corporations started to depend financially more 

and more on institutional investors. As a result the last ones were gradually becoming the holders of 

the significant amount of debtor's common stock (in English-speaking world the number of shares 

acquired by them was around 50% at that time). Increasing role of institutions in  organizational  

vitality is an important landmark in governance history which is often called institutional investor  

capitalism.   Although  they  rarely  intervened  into  company's  performance  they  created  some 

problems.   Firstly  they  only  cared  about  meeting  short-term  objectives  (by  this  I  mean  their 

heightened  interest  in  profitability  and  liquidity  of  the  firm),  secondly  their  behaviour  was 

frequently  viewed  as  contradictory  in  relation  to  smaller  shareholders.  As  the  last  ones  were 

becoming  more  active,  they  contended  that  their  rights  are  violated  (or  neglected)  by  more 

influential shareholders (which were represented by institutional investors indeed). Although at this 

time there was no legal base for equal treatment or other safeguards of minority shareholders, thus, 

the institutions didn't have to worry about any sanctions which could be imposed on them, the 

pressure  on them became higher  and higher  what  finally forced  them to  join  the  management 

coalition in order to develop together aspects related to corporate governance4. These two groups 

had strong ground for such cooperation: they both were criticized by the third parties (community in 

case of management and minor shareholders in case of institutions) and they wanted to prevent the 

1 Voicu-Dan, D. “Highlights for a history of corporate governance”. European Journal of Management, 2008, p.2
2 Voicu-Dan, D. “Highlights for a history of corporate governance”. European Journal of Management, 2008
3 Farrar, J. “A Brief Thematic History of Corporate Governance”. Bond Law Review, 1999, p. 7
4 Farrar, J. “A Brief Thematic History of Corporate Governance”. Bond Law Review, 1999
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potential  conflict  of interest  which was a barrier  to achieving their  goals.  Here  the stakeholder 

theory should be mentioned  whose core concept was already introduced by Freeman in 1984: “The 

firm is characterized by relationships with many groups and individuals ("stakeholders"), each with 

(a) the power to affect the firm's performance and/or (b) a stake in the firm's performance”1. In other 

words it was a message for managers saying that their business will never be successful in case if  

they concentrate all their attention and efforts on fulfilling the wishes of their shareholders. Lots of 

other groups exist which should be fully satisfied too. Further supporters of this theory (1995) tried 

to show how management behaves towards stakeholders in reality, how they will behave if they 

comply with stakeholder management principles and how they should behave towards the parties 

involved. As the importance of ethical considerations was growing, the proponents' highest concern 

was in finding the reasonable answer for the third question. 

Nearly at  the  same period  (1992)  recommendations  for  management  conduct  started  to 

appear on a global scale. By then they became not just advices provided by theorists, they were 

based on “best practices” and were unified in the set of rules. Thereby corporate governance moved 

to  the  next  stage  of  its  evolution  characterized  by  the  emergence  and  spreading  of  corporate  

governance codes. The economists associate the start of this trend with the work of the Committee 

on the Financial  Aspects of Corporate Governance.  The final version of their  report,  known as 

Cadbury Code,  became available  for  public  in  1992 and disclosed  “those  aspects  of  corporate 

governance  specifically  related  to  financial  reporting  and  accountability”2. In  1995  Greenbury 

report  was  issued  which  continued  the  work  of  Cadbury  Committee  regarding  directors' 

remuneration. Both these codes became obligatory for the stock market.  Later the collection of 

reports was supplemented by Turnbull Report published in 1999 and focused on internal system of 

control and Higgs report issued in 2003 which revised the traditional role of non-executive directors 

and looked at the effectiveness of their work from a new perspective3. 

In  order  to  reduce  unnecessary  bureaucracy,  in  1998  Hampel  committee  issued  the 

Combined Code summarizing the provisions of existent codes.   However  as  we mentioned the 

process of issue of new reports  continued,  thus,  in 2003 the initial  “summing up” version was 

replaced by the new one which reflected the changes introduced by two new report  mentioned 

above as well as  review on “the provisions on audit committees and auditors”4 made by Smith 

Group. 

It  should be noted here that all  these documents are used by present companies, it  goes 

1 Voicu-Dan, D. “Highlights for a history of corporate governance”. European Journal of Management, 2008, p.4
2The Committee on the Financial Aspects of Corporate Governance, Report. Burgess Science Press, 1992, 1.2
3 Voicu-Dan, D. “Highlights for a history of corporate governance”. European Journal of Management, 2008
4 The Combined Code on Corporate Governance, 2003, p.2
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without saying the amendments were made. The financial world went much further, even famous 

companies  didn't  keep  pace  with  changes  and  went  bankrupt,  directors'  remuneration  schemes 

turned out to be not so successful as it was expected, moreover, directors tended to stick to short-

term objectives. A lot of events have happened which we'll continue to discuss now, we will also 

return to recent amendments later while describing the current trends in the European Union. 

Let me briefly mention the OECD principles here. There was said lot about them before, 

however  we didn't give any reason why the OECD adopted them in 1999. “The Asian financial 

crisis and the Russian debt default” attracted the attention of the leaders of the G7 countries and 

motivated them to investigate corporate behavior1. As a result the set of principles was created.  

The  OECD  project  and  above  mentioned  codes  are  good  examples  of  influence  the 

globalization had on international markets (convergence of national practices). The other attribute 

accompanied globalization is the emergence and quick evolution of international corporations.  We 

didn't mention this fact as the separate stage of corporate governance history, however it's obvious 

that it predetermined  further governance development as the world faced new challenges, such as 

ambiguity  of  transfer  prices  (how  to  find  the  compromise  among  the  directors  of  various 

subsidiaries?), specific of stakeholders representing different nations (How to prevent the conflict of 

interest  especially in  case  of  minor  shareholders  or  creditors  belonging to  a  foreign country?), 

diverse legislation (How to regulate business activities on a global scale?). However the mentioned 

issues look negligible in comparison with series of scandals opened by the infamous  Enron case. 

The story of its fall includes many details and facts, let me consider only those of them which are  

necessary for understanding why this name is so significant for the history of governance. 

“When a company called Enron… ascends to the number seven spot on the Fortune 500 and 

then collapses in weeks into a smoking ruin, its  stock worth pennies, its  CEO, a confidante of 

presidents, more or less evaporated, there must be lessons in there somewhere”2. That's the short 

description  of  tragedy  which  is  often  called  by  the  economists  as  “the  failure  of  corporate 

governance”. Despite the fact that financial world in general was shocked by the incident, a lot of 

people received this news in the following way: “The extraordinary aspect of the Enron affair is that 

it is not extraordinary at all”3. It seems like American companies were never superior to the extent 

that it had been thought before. That statement makes the Enron case even more interesting for the 

investigation of imperfections in its corporate governance system which can on top of everything 

else  characterize contemporary  tendencies. Let me enumerate these “defects” and back them up 

with facts.

1 Cited from The World Bank: http://www.worldbank.org/ifa/rosc_cgoverview.html, 20.02.2012
2 Grosvenor Munzig, P. “Enron and Economics of Corporate Governance”. Stanford University, 2003, p. 3
3 Voicu-Dan, D. “Highlights for a history of corporate governance”. European Journal of Management, 2008, p. 6
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-  Ineffective scheme of compensation for executives.  Excessive use of stock options  by 

management led the company to the unfortunate results. Although agency theory supports the idea 

of  equity  based  compensation  the  Enron  example  has  shown  that  contracts  containing  high 

monetary incentives are likely to create ground for accounting and investment machinations as the 

managers are tempted to increase their remuneration. In addition to bad faith they are willing to take 

more risk (which is indeed unnecessary from company's perspective) as the rise of the value of the 

stock option depends on it1. 

− Related-party transactions. Although these so called LJM transactions were from the 

beginning harsh violations of the provisions of “Enron’s Code of Ethics and Business  Affairs” it 

didn't  prevent  the  management  to  conduct  them,  especially  as  the  approval  of  both  Board  of 

Directors and the Chairman was received, they didn't have any doubts why not to realize their plans. 

The main idea behind these dealings was creation of “empty bucket” to which Enron will “poured 

out” assets  at  the end of  the current  fiscal  year  to  show the  profit  and “bail  them out” at  the 

beginning of the next year. As the investor was in reality the Enron's manager, the company simply 

traded with itself what was obviously inadmissible.

− Poor Board supervision and failure to fulfil their duties. The major mistake of Board 

didn't lie in the above mentioned approval of LJM transactions, they made it later when they failed 

to monitor the transactions for protection of the company's interests. In addition the committees 

didn't  function  in  a  right  way.  Although  the  responsibilities  of  the  Finance  Committee  were 

connected  with  overseeing  of  risk  arising  from management  actions  and  leading  the  company 

towards  correct  financial  decisions,  they  were  disregarded  in  case  of  these  party-related 

transactions. The Audit and Compliance Committee also behaved in the irresponsible way while 

ignoring  the  nature  of  transactions  and  reviewing  them  without  thorough  examination.  The 

Compensation  Committee  aggravated  the  situation  not  paying  enough  attention  to  “excessive 

compensation  for  [the]  management  of  the  partnerships  as  well  as  [the]  return  on  private 

investments”2. This information was received only in 2001 with the help of media.

− Insufficient disclosure of financial information.  As the managers'  intention was to 

conceal company's real results, they used different sophisticated techniques to give investors and 

shareholders  as  few  as  possible  details  about  special-purpose  entities  and  above  mentioned 

transactions. Obviously the Audit and Compliance Committee was involved in this process. The 

managers and auditors could always defend themselves by saying that it was done in compliance 

with “non-consolidation rules” (which did not demand this information as a part of balance sheet, 

1 Grosvenor Munzig, P. “Enron and Economics of Corporate Governance”. Stanford University, 2003, p. 3
2 IBID, p. 36-37
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thus,  the  company  just  uncovered  it  in  the  footnotes  of  relevant  documents).  As  a  result  the 

shareholders didn't have enough data for monitoring of management performance, while investors 

could not truly understand the nature of the said transactions and entities. Both of them simply 

didn't have a chance to avoid being deceived.

− “Lack of  auditing independence”.  This  problem arose from the external  auditor's 

(Arthur Andersen) involvement into consulting services rendered to Enron. Being consultant and 

auditor at the same time is doubtful from the point of view of independence concept. “Andersen 

auditors might be reluctant to criticize Andersen consultants”1, thus, the opinion of the business 

under examination is not so objective as it should be. However, the responsibility for the situation 

of such kind should have been born by the Audit and Compliance Committee as among its duties  

there was supervision of the auditor with the aim of preventing the situations when he acts in the 

biased way because of the lack of independence. 

− Delusive independence of Boards of Directors. Although only one Enron executive 

was  a  member  of  the  Board  other  representatives  had  close  business  ties  with  the  company. 

Although the idea that  “an interventionist board [which] may threaten entrepreneurial business 

culture”2 still persists in USA, it's obvious that the corporate governance system doesn't make sense 

if it's imbedded into the company which envisages its Board of Directors as  “nodders and yes-

men”3.

As a result  of the distaster  described above the Sarbanes-Oxley Act  (2002)  was created 

whose  aim  was  better  protection  of  investors  by  disclosure  of  corporate  information  in  more 

accurate and trustworthy way. The main changes which the new law contained were intended for 

facilitation  of  shareholders'  monitoring  and  other  kinds  of  their  activities  related  to  corporate 

governance as well as strengthening of the power of outside independent directors4. 

However  as  it  was  shown  over  the  whole  history  of  governance  the  effectiveness  of 

improvements is checked by crises, collapses or other economic breakdowns. The global financial  

crisis  showed that corporate governance (worldwide) is still far from being perfect, moreover, it 

looks like the companies didn't learn from the sad experience of their predecessors. To prove this 

argument, let me draw your attention to several examples. In 2007 with the removal of CEO who 

was chairman as well Merrill Lynch revealed the carelessness of its Board of Directors. Similar to 

the  Enron  case  they  hadn't  paid  enough  attention  to  the  risks  taken  by  the  company  which 

afterwards caused huge losses. The committees ignored their duties. While the finance committee 
1 Grosvenor Munzig, P. “Enron and Economics of Corporate Governance”. Stanford University, 2003, p. 41
2 IBID, p. 46
3 Economist. Special report: “Corporate Governance. Designed by committee. How can company boards be given more 
spine?”. NYC, Jun 13, 2002.
4 Voicu-Dan, D. “Highlights for a history of corporate governance”. European Journal of Management, 2008
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failed to review the risks related to liquidity and insolvency, the audit committee didn't cope with 

regulation of risks connected with inadequacy in internal processes and loss of reputation. The new 

legislative measures (including the above mentioned act) emphasizing higher role of independent 

directors and stronger supervision powers of the committees turned out not to be successful in real-

life situations1. 

In 2008 other investment giant shocked the world.  Lehman Brothers existing for fifteen 

decades  finally  faced the  same troubles  caused  by “shaky corporate  governance  and spiralling 

greed”2.  Several years before the tragedy the company started to involve itself in risky takeovers. 

As the real estate market was on the rise, Lehman Brothers decided that it could be a good idea to 

buy some mortgage companies or businesses related to this field. However these investments were 

doomed to failure from the beginning: the loans could never be repaid. The Board of Directors was 

silent. As its “outsiders” were represented by people of the certain age without sufficient experience 

in banking sphere, the concept of independence is inapplicable in this case. Management was the 

other side of Lehman Brothers' vicious corporate governance:  misusers of the excessive power, risk 

lovers, oppositionists of reasonable debate – these features made up “a toxic combination”3. 

A lot of other unfair practices were revealed during the financial crisis. We would take a 

close look at one of such cases in the practical part of the thesis but at this very moment let me turn 

to some  nations' histories to show how mixed their corporate governance practices are and how 

different they could be even when neighbouring countries are compared. 

 We won't discuss here America or England as there has been  written enough about these 

“trend setters” in the previous part of this chapter. Let me thereby start with Canada. As it didn't 

follow the reforms implemented by the above mentioned countries and aimed at creation of “large 

corporate sectors of freestanding and mainly widely held firms”4 its modern corporate governance 

has rather closer resemblance with the Italian or Latin American systems characterized by pyramid 

corporate groups and dual class equity structures. Obviously the first feature could be inherited 

from the French colonial empire famous for its family businesses remaining in the same hands for 

centuries. This retention of control was even legalized what made the companies “conservative and 

reliant on government connections”5. Comparing France to the Netherlands we can say that  the former 

country partly influenced the historical development of the latter one.  Dutch market of the second 

1 Eavis, P. “Merrill board: Too late to the game”. Fortune, Nov 1, 2007
2Oliver, J., Goodwin, T. “The king of sub-prime”. Director. Cited from: 
http://www.director.co.uk/ONLINE/2010/11_10_vince_cable_responsible_capitalism.html, 20.02.2012
3 IBID
4 Morck R., Yeung B. “Some obstacles to good corporate governance in Canada and how to overcome them”. Research 
study, 2006, p. 341
5 Mork, R., Steier L. “The global history of corporate governance – an introduction”. National Bureau of economic 
research, 2005, p. 8
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half of the 19th  century is also characterized by prevalence of businesses possessed by wealthy 

families.  However  later  (in  the course of  the 20th century)  things  started to  change and Dutch 

corporate governance system started to move towards German model. It will be wrong however not 

to mention here that despite the obvious similarities (e.g.: significant role of workers' voices), the 

role of banks as participants in governance systems and finance providers is more important in 

Germany than in the Netherlands. 

You have possibly noticed that the nation's corporate governance system is likely to be  a 

result of “absorption” of experience of other countries. Quite interesting from this point of view 

Japan could be. As opposed to many countries its famous families didn't have any influence and, 

consequently, were not involved in business. However period of stagnation forced the country to 

revise societal  norms and let  the families gain more power. The later opening of the market to  

Americans even strengthened these wealthy families' positions. The Japanese suddenly realized that 

they didn't know foreigners at all but now they needed this knowledge. That's was the reason why 

the  students  started  to  be  sent  to  foreign  universities  and  they  returned  sharing  the  gained 

experience. As a result Japanese companies started to adopt other nations' business practices, that's 

how the pyramid structures appeared. The further industrialization promoted their tight cooperation 

with banks which firstly seemed to be effective but in time of economic downturns it failed the 

expectations  damaging  public  positive  attitudes  towards  family  ruling  system.  They  suddenly 

became accused for disregard of public interest and  short-termism. 

In  1930s  with  ascension  of military  government  the  situation  drastically changed.  The 

shareholders as well as families were deprived of their power and dividends were prohibited. The 

new  understanding  of  Board  was  introduced.  It  was  represented  by  military  people  whose 

responsibility was execution of central directives.

The further  changes  were brought  to  Japan by the  American “New Dealers”.  The fresh 

experience  of  the  USA was  repeated  by  Japanese  markets,  namely  the  confiscation  of  family 

businesses  and its  sale  to  the  public.  Consequently the  corporations  became “freestanding  and 

widely  held”  repeating  the  fate  of  their  American  and  English  counterparts.  Their  corporate 

governance assumed special importance those days because of popularity of takeovers, which were 

likely to happen in the case of misgoverned firms. However the threat of being overtaken didn't lead 

to effective corporate governance. To prevent undesirable deals the managers simply started to use 

the same instruments as the American firms did: greenmails which implied payments to raider in 

return of retreat, keiretsu which meant the reciprocal managers' support by exchange of stakes in 

their  firms  (similar  to  white  squire  and  white  knight  widespread  in  the  USA).  Although  that 

borrowed practices were popular in Japanese society,  later the businessmen returned to their initial 
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idea:  the  mere  fact  that  large  corporate  groups  have  more  influence  on  government  than  free 

standing firms evidences that this way of running business is more effective1. 

Such close  scrutiny was used in  case  of  Japan as  its  corporate  governance  is  a  perfect 

representation of the combination of practices initially applied by other nations. It should also be 

explained here why only developed countries were taken into consideration. If we had extended this 

analysis to the developing world  much more differences would have been revealed. However it's 

clear even without further details that we cannot have a good look at modern legislation on a global 

scale. Let me thereby determine the scope of future work. Firstly we will shed the light upon EU 

policies  and  later  we  will  focus  our  attention  on  one  of  its  members,  the  UK,  as  perfect  

understanding of its laws especially is vital for our practical part. 

1Mork, R., Steier L. “The global history of corporate governance – an introduction”. National Bureau of economic 
research, 2005
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2. Regulation of corporate governance in European region 

2.1. Current state and possible changes in the EU corporate governance 

regulation 
Besides  other  reasons  mentioned  at  the  beginning  of  the  thesis  (related  to  the  special 

attention to corporate governance nowadays) in case of the EU the strengthening of Single Market 

should be taken into account.  Eurozone debt crisis caused the weakening of cross-boarder business 

activities within the EU, lack of trade deepened the recession and spiral started to untwist further. 

One of the solutions helping to mitigate the negative effects  is promotion of stronger European 

integration what in case of corporate governance implies the achievement of following goals: equal 

protection of shareholders and other interested parties; guarantee of freedom of company formation 

within the EU; higher "cross-border cooperation between companies in different Member States"; 

stimulation of  "discussions between Member  States  on the  modernisation of  company law and 

corporate governance"1. 

We will have a closer look at the last enumerated goal a bit later (as it formed the basis for 

Action plan for Modernizing European Company Law and Enhancing Corporate Governance in the 

EU adopted in 2003) but firstly let me give an overview of two consultative bodies established by 

the European Commission in order to develop corporate governance and company law policies.

The  first  one  -   the  European  Corporate  Governance  Forum (2004) –  is  focused  on 

developing  and  sharing  the  best  practices  on  corporate  governance,  although  initially  it  was 

expected  to  "enhance  the  convergence  of  national  codes  of  corporate  governance  and  provide 

strategic advice to the Commission on policy issues in the field of corporate governance"2. Among 

Forum participants there are "representatives from Member States, European regulators (including 

CESR), issuers and investors, other market participants and academics"3.  Since 2004 (the year of 

Forum establishment)    different statements and recommendations to the Commission were issued 

as result of the meetings usually held twice a year. They encompass such areas as "comply-or-

explain"4,  internal  control,  exercise  of  shareholder  voting  rights,  question  of  proportionality 

between capital and control, executive enumeration, etc. In addition every year the report on  Forum 

activities is published. In 2011 this report was devoted to minority shareholder protection, related 

party transactions and significant transactions. Besides this the report provides us with brief advice 

on popular problems in the field of corporate governance. For instance in relation to Board od 

1 Cited from European Comission: http://ec.europa.eu/internal_market/company/index_en.htm, 01.07.2012
2 IFC, “The EU approach to corporate governance. Essentials and recent developments – February 2008”, p. 14
3 Cited from European Comission: http://ec.europa.eu/internal_market/company/ecgforum/index_en.htm, 01.07.2012 
4 This principle lying at the core of EU approach to corporate governance will be explained in the further part of this 

work.
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Directors enhancement of gender diversity, importance of Board evaluations, director independence 

and strengthened role for Audit Committees is emphasized. The final part of the report shed light on 

the future of the Forum. In July, 2011 its mandate has expired and this time it was decided not to  

renew it1.  However the Commission will search for new ways of involvement of former Forum 

participants in further development and improvement of European corporate governance system on 

the basis of feedback to the April 2011 Green Paper which will be considered in more details later2.

The  second  consultative  body  –  the  Advisory  Group  on  Corporate  Governance  and  

Company Law (2005) – deals with "detailed technical advice [to the Commission] on preparing 

corporate governance and company law measures"3. Its composition is similar to that one which the 

Forum has, however its work just complements the role of the Forum (which acted rather as a 

strategic body). Its mandate has also expired (in 2009). 

On the basis of communication with Member States the Commission proposes legislation (in 

the field of corporate governance) to the European Parliament and the European Council4. There are 

several types of outcomes of this cooperation, let me start with directives which play significant role 

because they of their binding form. That means that for Member States it's obligatory to achieve the  

goals set by the Commission, although they choose themselves the appropriate form and method 5. 

The latest  directive was adopted in April,  2011 and was aimed at  clarifying the situation with 

mergers of public limited liability companies. Although the Commission has been regulating this 

sphere for a long time (by means of Third Council Directive 78/855/EEC of 9 October 1978), in the 

course of time the substantial amendments were made and it was decided to reflect them in a more 

clear and rational way, thus they were codified6. As this theme is beyond the scope of this work I 

will not go in further details, instead we will consider more relevant directives later.  

It has been already mentioned that besides directives other official acts exist. However they 

have  form  of  non-legislative  documents  which  the  Commission  prefers  because  of  growing 

regulatory burden in Member States. Among these forms of soft law there are recommendations, 

communications - proposals and Green Paper which usually contains a bunch of ideas related to a 

particular  topic and is  intended to motivate interested individuals (companies as well)  to  share 

views and information7. Before we consider the examples of these documents which will acquaint 

1 European Corporate Governance Forum, “Annual Report 2011”, October 2011
2 Cited from European Commission: http://ec.europa.eu/internal_market/company/ecgforum/index_en.htm, 

02.07.2012
3 IFC, “The EU approach to corporate governance. Essentials and recent developments – February 2008”, p. 15
4 In a lot of cases these two bodies pass the laws jointly.
5 IFC, “The EU approach to corporate governance. Essentials and recent developments – February 2008”
6 Official Journal of the European Union, “Directive 2011/35/EU of the European Parliament and of the Council of 5 

April 2011 concerning mergers of public limited liability companies” 
7 IFC, “The EU approach to corporate governance. Essentials and recent developments – February 2008”
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us with main EU achievements in the field of corporate governance let me articulate the concept of 

the comply-or-explain principle which was brought up for discussion at Forum meeting in February, 

2006. As it was mentioned earlier it is the basis for the EU approach to corporate governance and it 

implies the freedom for companies to choose to comply to the rules and recommendations proposed 

by the Commission or "to provide meaningful explanations for noncompliance"1. The main feature 

of this approach – flexibility – also will become apprarent if we return to the types of legislation 

described above. Besides the limited set of rules in the field of corporate governance numerous 

flexible instruments  exist. According to Piia-Noora Kauppi, the Member of the EU Parliament, 

"legality, certainty and transparency" are just starting point for good corporate governance, another 

element necessary for the success is corporate culture2. 

Now let me take a closer look at the most significant developments which were made by the 

EU in order to enhance its corporate governance system. At the beginning of this discussion we will 

focus on the Communication issued by the Commission in 2003 titled "Modernizing Company Law 

and Enhancing Corporate Governance in the European Union – a Plan to Move Forward". Among 

the stimuli for creation of new initiatives there were mentioned: existence of unused capabilities of 

the Internal Market, "integration of capital markets", rapid development of modern technologies, 

extension of the EU to 10 new members, necessity of response to recent financial scandals3. Now 

let me draw your attention to the Action's plan initial objectives which are enumerated below:

− Inclusion  of  coherent,  descriptive Corporate  Governance Statement  in  the  annual 

documents by listed companies;

− Creation of legislative framework favouring the realization of various shareholders' 

rights;

− "Adoption of a Recommendation aimed at promoting the role of (independent) non- 

executive or supervisory directors";

− " Adoption of a Recommendation on Director's Remuneration"4;

− Establishment of a European Corporate Governance Forum.

Despite the fact that the Action Plan was adopted a relatively long time ago, it's periodically 

reviewed and presents  the  basis  for  consultations  and discussions aimed at  future  of  European 

company law and corporate governance. For example in May, 2011 in Brussels the conference was 

held where practitioners and scholars with various backgrounds (representing Reflection Group) 

took a critical look at state of play and reflected on possible measures which can be taken in future 

1 IFC, “The EU approach to corporate governance. Essentials and recent developments – February 2008”, p. 5
2 IFC, “EU Corporate Governance Standards”, February 2008, p. 3
3 Cited from European Commission: http://eur-lex.europa.eu/LexUriServ/LexUriServ.do?

uri=COM:2003:0284:FIN:EN:PDF, 06.07.2012
4 IFC, “The EU approach to corporate governance. Essentials and recent developments – February 2008”, p. 4
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to eliminate or mitigate existing problems1.  As the result the Report on the Future of EU Company 

Law  was  published  which  includes  among  others  issues  of  corporate  governance  and the 

contribution of governance and investors to long-term viability of companies. We will not go into 

deeper analysis of contents of this paper, however let me give the overview of the recommendations 

made by the Group as some of them are likely to be taken into account when Commission will work 

out its proposals (which are likely to become later official acts). In relation to issues of corporate 

governance  there  was  recommended  to  continue  “the  trend  towards  increased  flexibility  and 

freedom of choice in respect of company forms and the internal distribution of powers“2. The reason 

for this could be the fact that national corporate governance systems of Member States should be 

respected. As the contribution of governance and investors to long-term viability of companies was 

considered much more thoroughly in this report, numerous recommendations were suggested: 

− Review and amendments (where necessary)  to  current  EU legislation in  order  to 

make it consistent with long-term perspective should be made. In addition on a voluntary basis the 

companies  should  create  conditions  which  will  allow  management  to  implement  longer  term 

strategy.

− Explanations  of  risk  management  functions,  policies,  structures  and  procedures 

should be provided by management and Board.

− The issue of board responsibility should be dealt with “on the basis of the ‘comply or 

explain’ approach or, upon individual Member States' choice”3 conforming to legislation.

− Enhanced voting rights and higher dividends should be used as the reward for long 

term share ownership and shareholder commitment.

− Institutional shareholders should inform the investee whether or not they plan to get 

involved in long-term relationship with it. 

− Favourable  conditions  for  absentee  shareholders  should  be  created  what  implies: 

simplification of mechanisms used by shareholders to exercise their voting rights, organisation of 

the electronical voting system, the ability of identification and communication with shareholders.

− "An evaluation of the institution of the  independent director and its functioning in 

practice"4 should be initiated by the Commission. 

− In relation to worker participation on the Board level the Commission should not 

intervene in Member States' systems, only in case of discrimination neccessary measures should be 

taken.

1 Cited from European Commission: http://ec.europa.eu/internal_market/company/modern/index_en.htm#background, 
06.07.2012
2 European Commission, “Report of the Reflection Group on the Future of EU company law”, April 2011, p. 12
3 IBID, p. 78
4 IBID, p. 79
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− In relation to governance structure of national forms of company the Member States 

should  have  more  freedom  in  order  to  be  encouraged  to  provide  more  alternatives. 

Recommendation from the EU may be appropriate only if there's no movement forward in this field  

otherwise. 

Besides the achievements mentioned many other developements were made by the EU in the 

field of corporate governance. A clear idea about them can be received with the help of particular 

directives, recommendations and other official acts. Firstly let me refer to Recommendation on the 

Role of Nonexecutive/Supervisory Directors and Supervisory Board Committees (2004) aimed at 

strengthening "the presence and role of independent non-executive directors on listed companies’ 

boards"1.  It  focuses  on  key areas  where  conflicts  of  interest  between them and managing and 

executive directors may arise. Among main principles mentioned in the Recommendation there are: 

maintenance  of  balance  of  executive  and  non-executive  directors;  separation  of  the  CEO and 

Chairman  roles;  delegation  of  decision-making  powers  to  nomination,  remuneration  and  audit 

committees  (although  Board  keeps  bearing  full  responsibility  for  its  own  decisions);  yearly 

performance evaluation; annual reporting on its organization and procedures; keeping shareholders 

well-informed (company's situation, strategy, risk management, etc.); determination of requirements 

for Members by the Board itself; annual skills assessment, devotion of sufficient time and limitation 

of number of other duties (that concerns Board Members); inclusion of mainly indepedent non-

executive directors in nomination committee, whereas remuneration and audit committees should 

comprise  only non-executive  directors,  major  part  of  whom is  supposed to  be  independent.  In 

addition  to  this  the  recommendation  suggests  "minimum  standards  for  the  qualifications, 

commitment and independence of [...] supervisory directors"2. 

As Board Members' reward wasn't adequately considered in just mentioned recommendation 

the Commission worked out another one called Recommendation on the Remuneration of Directors  

(2005).  This question should have been investigated separately because of potential conflicts of 

interest  arising  from poor remuneration policies  and problem of  excessive  remuneration  which 

repeatedly  became integral  part  of  corporate  fraud  scandals.  In  order  to  optimize  this  area  of 

corporate governance following suggestions were made: publication of yearly statement (regarding 

remuneration policy) and posting it to corporate website; shareholder voting on enumeration policy 

(may be  obligatory  or  advisory);  disclosure  of  “total  remuneration  and benefits  granted  to  the 

individual directors”3; preliminary approval by shareholders of incentive share-based schemes for 

Board Members. 

1 IFC, “The EU approach to corporate governance. Essentials and recent developments – February 2008”, p. 5
2 IBID
3 IBID, p. 7
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The other matter of concern is  inadequate disclosure of information necessary to get an 

overview of the state of business. Several directives were adopted in order to cope with or at least  

reduce this problem. Directive on Company Law, Accounting and Auditing Rules (2007) deals with 

clarification of auditors' duties and emphasizes the role of auditors' supervision, independence and 

conformation to  ethical  standards.  Here we should also mention the Directive adopted in  2006 

reflecting  the  amendments  to  Fourth  and  Seventh  Accounting  Directives proposed  to  enhance 

reliability  of  financial  statements  and  annual  reports.  In  order  to  achieve  this  goal  the  listed 

companies are required to publish a corporate governance statement (as part of their annual report 

or separately) and Board Members must “be collectively responsible for the annual accounts and 

reports”1.  In  addition  description  of  internal  control  and risk  management  systems,  exercise  of 

shareholder rights and the procedures of their meetings should be provided and information about 

composition and operation of the Board must be disclosed. The other directive which should not be 

left without attention is the Transparency Directive (2005). Its main idea lies in the improvement of 

“the  quality  of  information  available  to  investors  on  companies'  performance,  their  financial 

position and changes  in  major  shareholdings”2.  It  sets  basic  requirements on periodic  financial 

reporting  (standardization of  data  and its  frequent  and quick delivery)  and disclosure  of  major 

shareholdings. The mechanisms of storage and dissemination of information are also considered in 

the directive. Let me draw your attention one more time to the fact that this directive establishes 

only  minimum  standards,  whereas  Member  States  are  those  who  decide  if  they  take  stricter 

measures in this field or just meet EU requirements3. 

As  shareholder  rights  is  another  sensitive  topic  let  me  concentrate  for  a  while  on  the 

European official acts related to it. In 2004 Directive on Takeover Bids was adopted whose purpose 

was “to create a favorable regulatory environment for takeovers and to boost corporate restructuring 

within the EU”4. It requires the companies to treat all shareholders of the same class equally; to 

provide target company's shareholders with adequate time and information for deciding if the offer 

should be accepted; to act in the best interests of the company (requirement for the Board of the 

bidder, however can be applied to the target company as well); not to create unnecessary obstacles 

for  smooth  functioning  of  the  target  company's  business  (during  the  takeover  process);  etc. 

Although  this  directive  undoubtfully  has  its  strong  sides  (e.g.  contributes  to  better  minority 

shareholder protection), many concepts covered by it remain ambiguous. Let me turn your attention 

now to  Directive on the Exercise of Shareholders’ Rights (2007)  aimed at enhancement of cross-

1 IFC, “The EU approach to corporate governance. Essentials and recent developments – February 2008”, p. 9
2 IBID
3 Their decision applies exclusively to their territory.
4 IFC, “The EU approach to corporate governance. Essentials and recent developments – February 2008”, p. 11
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border  practices.  Among its  key provisions there are included:  minimum notice period and the 

exceptions when it can be reduced; the deadline for “Internet publication of the convocation and of 

the documents to be submitted to the general meeting”1; abolition of share blocking; elimination of 

obstacles impeding electronic participation in the general meeting; right to ask the questions and get 

response on them; fewer barriers to become and act as a proxy holder;  “disclosure of  the voting 

results on the issuer's Internet site”.

Earlier we briefly defined Green Paper, now let me have a closer look at one example as it 

uncovers the issues of concern in the field of the European corporate governance relating to the 

most recent period (it was adopted in April, 2011). The purpose of this so-called “Green paper on 

the EU corporate governance framework”  is the evaluation of the current state of the EU corporate 

governance  system  whose  paramount  importance  becomes  apparent  after  consideration  of  the 

following reasons:

− Corporate governance is one of “the key elements in building people's trust in the 

single market”2.

− Good   corporate  governance  makes  businesses  more  competitive,  among  other 

things, by optimization of risk-taking and planning horizon.

The paper consists of three chapters: the board of directors, shareholders and the comply-or 

explain principle. The special attention paid exactly to these areas is the result of the existence of 

topical but on the other hand long-lasting problems related to them. For instance, in case of the 

Board the subjects under consideration include: Board composition (professional, international and 

gender  diversity  should  be  maintained);  availability  and  time  commitment;  board  evaluation; 

directors' remuneration and risk management. In respect of shareholders the paper emphasizes such 

problems as their low appropriate engagement (insufficient monitoring of companies, inadequate 

communication with the company's Board, passive attitude to exercise of rights); concentration on 

short-term profits (among other things because of lack of encouragement “to take an interest in 

sustainable returns  and longer-term performance”3);  conflicts  of interest;  barriers to shareholder 

cooperation (e.g.  cross-border voting);  lack of transparency regarding proxy advisors'  work and 

their  ambiguous  role  (“two-side  players”);  shareholder  identification;  minority  shareholder 

protection;  employee shareholder ownership which can be a tool  how to motivate the workers, 

increase  their  productivity  and prevent  social  conflicts4.  In  the  part  devoted to  the “comply or 

1 IFC, “The EU approach to corporate governance. Essentials and recent developments – February 2008”, p. 12
2 European Commission “Green paper on the EU corporate governance framework”, April 2011, p. 3
3 IBID
4 However employee share in the ownership shouldn't be too high in order to reduce the risk of inadequate 

diversification, what means that in case of company's bankruptcy the workers will both be fired and lose their 
savings.
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explain” framework the paper focuses on the increasing the quality of the explanations being part of 

corporate governance statements and improved monitoring of corporate governance.  Both these 

measures are aimed at elimination of shortcomings resulted from insufficient application of the 

codes in Member States. 

Besides questions based on the issues mentioned Commission in this paper brought up for 

discussion more general matters, related to the whole system of corporate governance. Firstly, in the 

current EU approach there's no distinction between corporate governance practices applied to the 

companies  of  different  sizes  and  types.  However  some  Member  States  have  specific 

recommendations customized for small and medium enterprises. Should the relevant legislation be 

introduced  at  the  EU  level  or  are  the  national  code  provisions  sufficient?  Secondly,  the  EU 

corporate governance guidelines are intended only for listed companies,  although large unlisted 

firms are likely to play significant role in the economy of the appropriate Member State. In addition  

this situation can be interpreted the following way: listed companies are in an unfavourable position 

as they bear additional  burden compared to  unlisted companies.  Therefore,  the questions arise: 

Should corporate governance in unlisted companies become part of the EU regulation and what 

should the new approach include in order to reflect the differences in challenges they face?1 

“Green paper on the EU corporate governance framework” doesn't only imply the future 

participation of Member States in the discussion on the issues mentioned, it has already got them 

involved through interviews with the listed companies of “different economic sectors, with different 

levels  of  capitalisation  and  different  shareholding  structures”2 and  meetings  with  corporate 

governance experts, investors and civil society representatives. 

After we thoroughly examined the regulation of corporate governance at the EU level let me 

concentrate for a while on the prospective changes likely to be introduced into it. At the beginning 

we will continue the discussion about “Green Paper on the EU corporate governance framework” 

which acted as the backdrop3 for creation of the Initiative titled  “Communication on the Action  

Plan:  European  Company  Law  and  Corporate  Governance  –  a  modern  legal  framework  for  

sustainable and competitive companies” (April,  2012). The objectives  of  this  Initiative  include 

enhanced transparency, shareholder engagement and support of growth and competitiveness4. I will 

not go into further details in order to provide you with description of these objectives as it can be 

1 European Commission “Green paper on the EU corporate governance framework”, April 2011
2 IBID, p. 3
3 Besides this source Commmission will use the data derived from broad public consultation launched on 20 

February, 2012 and discussion entailed by the adoption of Green Paper on corporate governance in financial 
institutions (2010).

4 Cited from European Commission: 
http://ec.europa.eu/governance/impact/planned_ia/docs/2012_markt_002_action_plan_corporate_governance_and_com
pany_law_en.pdf, 11.07.2012

36

http://ec.europa.eu/governance/impact/planned_ia/docs/2012_markt_002_action_plan_corporate_governance_and_company_law_en.pdf
http://ec.europa.eu/governance/impact/planned_ia/docs/2012_markt_002_action_plan_corporate_governance_and_company_law_en.pdf


found in the part devoted to Green Paper 2011.  

Among other things the Initiative will  deal with the importance of corporate governance 

regulation at the EU level explaining it by the growing involvement of European businesses in 

cross-border  activities and disclosure of  reasons why the EU can achieve some goals better  in 

comparison to Member States acting on their own. Despite the fact that the Initiative is aimed at 

making the EU law more coherent and readable, the doubts exist that it will indeed simplify the 

corporate  governance  policies  as  it  may  “increase  the  administrative  burden  on  companies, 

particularly concerning increased transparency rules”1. Thus, it's not decided yet if the Initiative will 

take  the  form of  communication,   recommendation,  directive  or  regulation (it's  expected to  be 

adopted in October 2012). 

Earlier among the sources contributed to the creation of the Initiative we mentioned results 

from consultation on the future of European company law started on 20 February 2012 and ran until 

14  May  2012.  Now  let  me  have  a  closer  look  at  this  debate  as  it  includes  more  areas  for 

implementation of changes, thus, gives us a clearer picture on the future of the European corporate 

governance  regulation.2 The  issues  of  concern  will  be  classified  into  following  groups:   “the 

objectives of European company law; the scope of European company law; the codification of 

European company law; the future of company legal forms at European level; cross-border mobility 

for companies, groups of companies; and the capital regime for European companies”3. The reason 

why the form of public consultation was chosen is the difficulty to reach consensus at the EU level 

on proposals in relation to above mentioned areas (latest negotiations have always finished without 

any  outcome).  In  case  of  the  debate  it's  expected  that  at  last  thanks  to  contribution  of  the 

stakeholders  a company law framework reflecting the needs of today's  society and the changes 

recently  happened  in  the  economic  environment will  be  created.  In  order  to  simplify  the 

participation for all  interested parties the consultation available in  22 languages  was conducted 

online. The results are going to be published in mid-2012 by the Commission4.

Now let me draw your attention to the issue of gender imbalance which was already high on 

the agenda more than a year ago. In April 2011 EU Internal Markets commissioner Michel Barnier 

announced that he plans to make corporate governance rules stricter “in an attempt to stamp out lax

1 Cited from European Commission: 
http://ec.europa.eu/governance/impact/planned_ia/docs/2012_markt_002_action_plan_corporate_governance_and_com
pany_law_en.pdf, 11.07.2012
2 It's common practice that Commission's initiatives do not automatically cover all the subjects being part of the public 
consultations.
3  Cited from EU business: http://www.eubusiness.com/topics/sme/company-law, 12.07.2012
4  IBID
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“group think” on company boards and boost the number of women directors”5.  As a result  the 

gender diversity on the Board was considered by the Commission as one of the ways how “to 

promote women in decision-making in politics and the Economy” in its Working Paper titled “The 

Quota-instrument:  different  approaches  across  Europe” (June  2011).  Although  the 

recommendations  regarding  optimal  board  gender  composition  presented  in  this  paper  lack 

specifics,  it  includes  a  number  of  European  countries  which  have  already  some  relevant 

achievements.  Corporate  governance  codes  of  some  Member  States  assume  minimum  female 

representation and although in most cases no sanctions for not satisfying quotas are imposed, it's 

expected that inside as well as outside pressure (stakeholders, media) will enforce Board Members 

to act in compliance with prescriptions. In addition the importance of “comply or explain” principle 

shouldn't be underestimated.  That means that companies violating the code are obliged “to address 

the reasons for it and to announce corrective actions in their annual report”6.  

In  order  to  receive  better  understanding of  the  EU (as  well  as  certain  Member  States') 

current  situation  concerning  gender  imbalance  let  me  turn  to  the  Progress  Report  "Women in 

economic decision-making in the EU" presented by Vice-President of the European Commission 

Viviane Reding on 5 March 2012. In addition the analysis of this report will show why sufficient 

female  representation  on  Board  is  of  great  importance  and  which  changes  in  this  field  have 

happened over recent years. Despite the fact that the data derived from the report is related to past 

and present period it contributes to the determining the scope of Commission's further actions. 

In the beginning of discussion let me emphasize that the mentioned working paper (besides 

the progress report) is not the only source devoted to the issue of gender imbalance. This matter has 

been  already outlined  in  Strategy  for  Equality  between  Women  and  Men  (2010-2015) within 

which“Women on the Board Pledge for Europe”, “a call on publicly listed companies in Europe to 

sign a voluntary commitment to increase women's presence on their corporate boards to 30% in 

2015 and 40% in 2020”3 was launched.  This call  initiated heated debate across Member States 

which resulted in  the creation of  mentioned progress  report  and conduction of  consultation on 

Gender imbalance in corporate boards in the EU. This public discussion ended on 28 May 2012 

was launched with the intention of contributing to the complex of prospective EU-level measures in  

relation to higher female involvement in economic decision-making and “the Commission's 

5 Cited from IrishTimes.com: http://www.irishtimes.com/newspaper/finance/2011/0406/1224294009868.html, 
12.07.2012
6  European Commission, Working Paper “The quota-instrument: different approaches across Europe” European 
Commission’s Network to Promote Women in Decision-making in Politics and the Economy, June 2011, p. 10
3  European Commission, “Women in economic decision-making in the EU: Progress report”, A Europe 2020 initiative, 
2012, p. 5
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decision on whether to propose action and on the form it  should take”1.  The participants were 

offered to think about the questions regarding effectiveness of self-regulation (in the field of gender 

diversity); additional actions likely to solve the problem of gender imbalance; economic benefits 

received thanks to higher female percentage on Boards (if any exist); binding or voluntary quotas 

for women on Boards and timeframe necessary for their implementation; types of companies as 

well as directors themselves (executive/non-executive) to whom this initiative will be applicable; 

sanctions imposed for non-compliance and exceptions2. 

Returning to the progress report we will dwell on the parts mentioned above. To begin with, 

we will look at the arguments used by the Commission to explain its interest in regulation of gender 

diversity on boards. At the microeconomic level optimal board gender composition can enhance 

corporate  governance,  ethics  and company performance in  general;  provide deeper  insight  into 

consumer  behavior;  increase  quality  of  decision-making;  widen  talent  pool.  From  the 

macroeconomic perspective the higher number of women in top management positions can increase 

supply  of  skilled  workers  (what  will  trigger  economic  growth);  narrow  “both  the  gender 

employment gap and the gender pay gap”3. In addition divergence of appropriate national rules in 

some Member States  or  their  absence at  all  in  others reduces  the benefits  of common internal 

market as it hampers cross-border activities. All the mentioned arguments are supported by relevant 

empirical evidence. 

The overview of the current situation should be also mentioned here in order to show that 

without  Commission's  “intervention”  the  changes  in  sphere  of  concern  will  be  very  slow and 

asymmetric. For example, in January 2012 the number of women on Board in the largest companies 

listed in the EU was 13,7 % compared to 8,5% in 2003. In the report it's emphasized that keeping 

the same pace the EU can reach gender balance (minimum 40% of both sexes) on Boards in more 

than 40 years. In case of female chairman jobs the situation is worse. Whereas in 2003 the relevant 

figure (the same sample of companies was analysed) was 1,6%, in 2012 it amounted to only 3,2%. 

Furthermore, the trend cannot be interpreted as ascending, for instance, in comparison to 2010 the 

number of female representatives on Board dropped by 0,2% in 2012)4. 

In addition to the described problem the risk of “a widening gap between some Member 

States taking action to improve the gender balance in economic-decision making and others leaving 

1  Cited from European Commission: http://ec.europa.eu/justice/newsroom/gender-equality/opinion/120528_en.htm, 
13.07.2012
2 European Commission, “Gender imbalance in corporate boards in the EU”. Questions for the public consultation. 
2012
3 European Commission, “Women in economic decision-making in the EU: Progress report”, A Europe 2020 initiative, 
2012, p. 7
4 IBID, p. 10, 12, 15
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this matter of importance unaddressed”1 exists. Whereas in January 2012 some positive changes in 

France2, Slovenia, Bulgaria, the Netherlands, the Czech Republic and Germany were noticed (in 

comparison to October 2010), such countries as Romania, Hungary and Slovakia showed negative 

trend3. The success achieved by some Member States is likely to be the result of their work in the  

regulation  sphere.  Various  examples  are  included  in  the  report  reflecting  the  consequences  of 

implementing legislative measures backed by sanctions or on the contrary based on comply-or-

explain  principle;  setting  voluntary targets;  adding relevant  provisions  to  corporate  governance 

codes and applying other instruments.  Such deep look into achievements of individual Member 

States could have been taken in order to create a pool of opportunities from which the Commission 

will eventually choose the most appropriate ones (what is planned to be done till the end of 2012)4. 

As thesis topic implies focus on the whole European region, we will enrich the information 

presented  above  with  regulatory  aspects  of  corporate  governance  in  Southern  Europe,  such 

influential  players  as  Switzerland  and  Norway  and  countries  which  can  be  reckoned  among 

European ones because of their geographic position (e.g.: Russia, Ukraine). 

2.2. Current corporate governance regulation in other European countries
Firstly we will have a closer look at Southern European countries which have achieved a lot 

in recent years motivating by the idea of becoming Member States (now they are recognized as 

potential candidate or candidate countries). In order to show the importance of developments made 

let me give several examples:

− In  2008  Albania  adopted  a  law  on  Entrepreneurs  and  Commercial  Companies 

granting  all  the  shareholders  the  right  to  request  detailed  information  about  the  company 

performance (promotion of higher transparency)5.

− In  2007  the  Macedonian  National  Bank  issued  Decision  on  Basic  Corporate 

principles in the Banks initiating “new practices in business behavior”6. This step was important for 

Macedonian corporate world (dealing with other things than finances) as it revealed where the room 

for performance improvement can be found. 

− In  2004  Serbia  introduced  a  new  Company  Law  resulting  in  harmonization  of 

1  European Commission, “Women in economic decision-making in the EU: Progress report”, A Europe 2020 initiative, 
2012, p. 15
2  The highest ten percent increase can be explained by the fact that in 2011 France adopted a legal quota (20% by 2014; 
40% by 2020)   
3 European Commission, “Women in economic decision-making in the EU: Progress report”, A Europe 2020 initiative, 
2012, p. 11
4 European Commission, “Women in economic decision-making in the EU: Progress report”, A Europe 2020 initiative, 
2012
5 IFC, “EU Corporate Governance Standards”, February 2008, p. 7
6 IBID, p. 12
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national laws with OECD corporate governance principles and EU directives1.  

− Since  2001  Croatia  has  adopted  Acts  on  Takeover  and  the  Securities  markets, 

substantially  amended the  Companies  Act,  established “a  single  supervisory agency for  capital 

markets, insurance, investment and private pension funds (HANFA)”2. 

Despite  conducted  reforms  Southern  European  countries  face  the  problem  with  their 

realization. As Gian Piero Cigna, principal counsel with the European Bank for Reconstruction and 

Development,  said “Good laws on the  books are  only half  of  the  story;  implementation  is  the 

critical issue”3. The mentioned difficulties arise from the fact that the companies still often use the 

patterns of behavior related to socialist state-planned economy what makes corporate climate not 

favourable enough for  execution of “soft law” prescriptions. 

It was obvious long ago that without “help from outside“ Southern Europe will not be able 

to catch up with leading European economies as the pace of convergence is too slow whereas the 

other players are moving forward as well. In order to accelerate development of national corporate 

governance  systems,  international  organizations  took  the  initiative  to  assist  Southern  European 

countries in their efforts. First of all let me draw your attention to the role of cooperation of the  

OECD  and  the  World  Bank  which  in  2001  established  the  South  East  Europe  Corporate  

Governance  Roundtable4 aimed at gradual improvement of the overall business climate and higher 

regional investment inflows5. 

The first significant outcome of its functioning was achieved in 2003, after four meetings 

had been held. So called  White paper presents a set of practical recommendations (intended for 

South East Europe (SEE)) which help to set priority goals and undertake reforms at the national and 

regional level. Because of its non-binding nature it serves rather as aspiration allowing countries to 

decide themselves which measures to implement. Among its key priorities there are: strengthening 

of regulatory authorities' power (for better implementation and enforcement); higher involvement of 

private  sector  into  reforms and  help  in  building  corporate  governance  culture;  development  of 

training  and  professions  related  to  the  field  of  corporate  governance;  protection  of  minority 

shareholders; reinforcement of Boards and promotion of convergence with international standards 

1  Centre for International Private Enterprise “Corporate governance in Serbia: The State of Reforms After Five Years” 
July 2009, p. 3
2 Cited from The World Bank: 
http://www.worldbank.hr/WBSITE/EXTERNAL/COUNTRIES/ECAEXT/CROATIAEXTN/0,,contentMDK:21738966
~menuPK:301250~pagePK:2865066~piPK:2865079~theSitePK:301245,00.html, 15.07.2012
3 IFC, “EU Corporate Governance Standards”, February 2008, p. 13
4 Although the issues and achievements of some EU members (Bulgaria, Romania) are among the topics duscussed 

during Roundtable Meetings, in this work we will consider the situation only in the countries of our concern, namely 
Former Yugoslav Republic of Macedonia, Albania, Bosnia-Herzegovina, Croatia, Montenegro, Serbia.

5 OECD, “Recommendations for Future Action by the South East Europe Corporate Governance Roundtable to the 
Ministerial Meeting of the Investment Compact”, 2006
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and practices. 

Discussing White Paper contents we should mention that its  four chapters (shareholders 

rights  and  equitable  treatment;  the  role  of  stakeholders;  transparency  and  disclosure;  the 

responsibilities  of  the  Board)  correlate  with  five  sections  of  the OECD principles.  The special 

attention in the paper is paid to implementation and enforcement as their unsatisfactory level is 

typical for SEE (we have already mentioned this fact, thus we will not go into further details). In 

addition to all this the paper has a very useful section devoted to a “comparative overview of the 

corporate  governance  framework  in  South  East  Europe”1.  Its  first  part  describes  the  current 

macroeconomic situation (which is quite similar in individual countries belonging to this region) 

and gives insight into recent achievements in privatization. The second part concentrates more on 

topics related to corporate governance in SEE: 

− ownership  structures  of  enterprises  (still  prevailing  excessive  state  and  insider 

control)

− state of financial sector (mass privatization of domestic banks by foreign ones)

− state  of  stock  markets  (“mainly  underdeveloped,  with  low  liquidity  and  low 

transparency”2)

− legal framework (general evaluation (emphasis on main differences between SEE 

relevant laws adopted at national level); recent developments; shortcomings)3

There is no doubt that the White Paper became the foundation for SEE national corporate 

governance systems, significant achievements were  made with the help of recommendations which 

can be easily tailored to countries' specific needs (if necessary). For example, the former Yugoslav 

Republic  of  Macedonia  (FYROM),  Croatia  and  Serbia  developed  corporate  governance  codes; 

FYROM, Albania and Montenegro “increased number of training programs for key stakeholders”4; 

FYROM, Croatia and Serbia included minority shareholder protection in Takeover Acts; Albania, 

Croatia,  FYROM,  Bosnia-Herzegovina  applied  IFRS;  etc.  Not  only  groups  but  also  certain 

countries  achieved  progress  in  the  field  of  our  concern,  e.g.  Albania  established  Corporate 

Governance  Forum;  FYROM adopted  Company act  in  compliance  with  provisions  with White 

Paper;  Serbia  introduced “requirement of independent  directors and criteria for independence”5. 

However  such  problems  as  insufficient  stakeholder  awareness  of  importance  of  corporate 

governance; poor implementation; too broad scope of prospective reforms; underdevelopment of 

1 OECD , “White Paper on Corporate Governance in South East Europe”, June 2003, Annex A, p. 59
2 IBID
3 It should not be neglected that findings are relevant to the year when paper was published, namely 2003. 
4 OECD, Alexander Karpf. “The 2006 South East Europe Roundtable Meeting on Corporate Governance. Corporate 

Governance Developments in SEE. Session 1”; February 2006, p. 7
5 IBID, p. 9
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capital  markets;  passive  foreign  shareholder  behavior  still  persist.  As  a  result  at  the  last  SEE 

Roundtable meeting which took place in Istanbul on 17 February, 2006 the room for improvement 

was found in following areas:

− enforcement

− discussion with businesses

− “ways and means to improve shareholders’ knowledge about corporate governance” 

− “corporate governance of state-owned enterprises”

− “disclosure of financial and non-financial information”1

− regular review of White Paper implementation process 

Let me mention here that the World Bank contributes to the development of SEE corporate 

governance systems not only by means of combined efforts with the OECD.  One of its agencies, 

namely,  the  International  Finance  Corporation,  launched  “Corporate  Governance  Project in 

Albania, Bosnia and Herzegovina, Kosovo (from 2010), FYR Macedonia, Montenegro and Serbia”2 

whose first phase (2005-2008) acquainted the market participants with fundamentals of corporate 

governance,  whereas  the  goal  of  the  second  phase  (2009-2011)  was  close  cooperation  with 

organizations  from  both  private  and  public  sectors  which  were  supposed  to  be  involved  in 

promotion of corporate governance.  With the help of IFC the companies enhanced their corporate 

governance practices what in 83 percent of cases resulted in better business performance. Among 

the improvements made there are: creation of well-balanced Board of directors and clarified internal 

audit functions; succession planning; development of internal codes; clarified compensation and 

remuneration policy  aspects;  risk management;  better  disclosure practices.  Besides  this  through 

training of certain market participants the Project increased market transparency; improved integrity 

of these markets, creating conditions for better “regulation and oversight of corporate governance 

practices”3. In addition IFC promoted inclusion of corporate governance into Southern European 

educational systems and created many publications.

One of its recently issued documents is Policy Brief “Corporate Governance for Banks in  

Southeast Europe” (2012)4 aimed at application of “international best practices in SEE context”5. It 

should be noted here that the authors focused on financial institutions because origins of global 

1 OECD, Alexander Karpf. “The 2006 South East Europe Roundtable Meeting on Corporate Governance. Corporate 
Governance Developments in SEE. Session 1”; February 2006, p. 11
2  Cited from the IFC: 
http://www1.ifc.org/wps/wcm/connect/region__ext_content/regions/europe+middle+east+and+north+africa/ifc+in+euro
pe+and+central+asia/news/feature+story+eca+-+improving+corporate+governance+in+southern+europe, 22.07.2012
3 Cited from the IFC: 
http://www1.ifc.org/wps/wcm/connect/region__ext_content/regions/europe+middle+east+and+north+africa/ifc+in+euro
pe+and+central+asia/news/feature+story+eca+-+improving+corporate+governance+in+southern+europe, 22.07.2012
4 European Bank for Reconstruction and Development contributed to the creation of this document as well. 
5 IFC, EBRD “Policy Brief. Corporate Governance for Banks in Southeast Europe”, 2012, p. 6
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financial  crisis  are  often  ascribed  to  their  unfair  practices  and  undertaking  of  excessive  risks. 

However  the  goal  of  this  paper  is  not  to  instruct  banks  on  how  to  improve  their  corporate 

governance but to provide the recommendations regarding policy aspects. For better understanding 

let  me have a closer  look at  separate parts  of this  paper.   The second chapter  (the first  one is 

introduction) is devoted to overview of bank corporate governance in SEE. It consists of several 

sections: in the beginning SEE banking sector is described (among its distinctive features there is a 

high level of foreign ownership); then the situation in crisis is depicted (emphasis is laid on so 

called “Vienna Initiative” which enabled banks to withstand the crisis); finally the conclusions are 

made (Although the crisis wasn't caused by inefficient corporate governance in SEE, the reforms 

should be undertaken in this field. It's necessary to decide how to implement them in less costly and 

less  complicated  way.  Foreign  experience  can  be  widely  used,  however  the  regional  specifics 

should be taken into account.). The third chapter deals with sound corporate governance principles 

(recommendations regarding Board responsibilities;  qualifications; training; composition; role of 

the chair; Board committees; group structures; evaluations; risk management and internal controls; 

compensation;  disclosure  and  transparency).  In  the  fourth  chapter  the  role  of  supervisors  is 

explained, advices in relation to guidance (both at national and international levels); monitoring; 

remedial action and home-host supervisory cooperation are given.  With the help of the fifth chapter 

environment favouring sound corporate governance can be created.  Finally in  the sixth chapter 

imperfections  incidental  to  state-owned  banks  are  enumerated  and  possible  ways  of  their 

elimination  are  offered.  The second  part  of  this  chapter  is  devoted  to  monitoring  of  borrower 

governance which can have positive effect not only on banking sector but on the whole economy as 

well1. 

In addition to IFC's involvement in the development of SEE corporate governance it actively 

participates in the improvement of respective practices in other countries. IFC's work in some of 

them (e.g. Russia, Ukraine) should be mentioned in this thesis as it's relevant to its topic2. So called 

the  ECA (Europe  and  Central  Asia)  Corporate  Governance  Program  is  the  IFC's  significant 

contribution in this field made jointly with the State Secretariat for Economic Affairs of Switzerland 

(SECO) and Oesterreichische Entwicklun sbank AG (OeEB) of Austria.  It's intended for Southern 

Europe, Russia, Ukraine, the Caucasus and Central Asia with the aim of developing three areas:

− corporate sector (through the assistance provided to ECA companies and financial 

institutions to enhance corporate governance in compliance with best practices)

− local capacity (by its creation the Program makes ECA prepared for “delivery of 

1 IFC, EBRD “Policy Brief. Corporate Governance for Banks in Southeast Europe”, 2012
2  Although they cannot be compared to the EU members and even SE states in terms of development they lie within 
European region. 
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corporate governance services and advice”)

− supporting environment (which implies making recommendations not only at state 

level (regarding national legislation) but directly to market participants as well)1.

 Certainly the IFC is not the only organization dealing with the improvement of corporate 

governance practices in countries of our concern. For example, in 2011 the OECD established the 

Russia Corporate Governance Roundtable based on earlier discussions held in the period 1999-

2008. It  was launched in order  to  address existing challenges in  Russian corporate  governance 

system,  strengthen  legal  and  regulatory  framework  what  implies  among  other  things  effective 

implementation  and  enforcement  and  undertake  other  measures  helping  “the  Russian  financial 

market” realize “its full potential”2. In addition it should raise international awareness of Russian 

achievements and plans in the respective field what as result is supposed to attract more foreign 

investors.    

It goes without saying that Russia, Ukraine and other countries located within Europe3 have 

corporate governance regulation at national levels, however we will discuss it because it requires 

working out in detail what falls beyond the scope of this thesis. Instead we will have a short look at  

Swiss and Norwegian corporate governance systems. In case of these two countries examination of 

national legislation is necessary as they play significant role in the European regional development, 

although  are  not  EU members.  Let  me  start  with  brief  overview of  the  documents  related  to 

corporate governance regulation in Switzerland reflecting the work done in the field of “hard” as 

well as “soft” law. In the first place Corporation law should be mentioned whose partial revision in 

1992 brought more success than its initial version. Thanks to introduced amendments “core powers 

of  the  Board  of  directors”  and  their  “non-transferable  duties”;  “the  role  and  function  of 

management, the shareholders’ meeting and the auditors” were clarified4. 

In 2002 two sets of corporate governance rules were adopted in Switzerland what played the 

significant role in the development of its corporate governance system. On 1 July, 2002 Directive 

on Information relating to Corporate Governance entered into force. Its purpose was to motivate 

listed  companies  to  disclose  key  information  in  the  field  of  corporate  governance  in  the 

internationally  recognized  form.  The  Directive  limits  the  scope  and  extent  of  information  for 

publication and prescribes the issuers to devote separate part of the annual report to it. The comply-

1 Cited from the IFC: 
http://www1.ifc.org/wps/wcm/connect/Topics_Ext_Content/IFC_External_Corporate_Site/Corporate+Governance/Advi
sory_Services_Regional_Programs/ECA/, 28.07.2012
2 Cited from the OECD: http://www.oecd.org/document/11/0,3746,en_2649_34813_2351179_1_1_1_1,00.html, 
28.07.2012
3 However in case of Russia it's only partly true.
4 Cited from Global Corporate Governance Guide 2004: 
http://www.globalcorporategovernance.com/n_europe/250_254.htm, 27.07.2012
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or-explain principle also works here, what means that in case of non-disclosure of mentioned in the 

Directive information the company should indicate specific reasons for such choice1.  On 25 March 

2002 “the Swiss Code of Best Practice for Corporate Governance was issued by economiesuisse, 

the federation of Swiss businesses from all  sectors of the economy”2.  Highlights of its updated 

version (2007) we will  shortly discuss  now. Before let  me mention  that  the code doesn't  only 

include  “various  provisions  of  [respective]  Swiss  legislation”3,  it's  also  based  on  successful 

experience  of  Swiss  companies  already adhering  to  high  corporate  governance  standards.  The 

combination of legislative and practical aspects makes it especially helpful for foreign investors. 

The code presents non-binding recommendations regarding shareholders, Board of directors and 

executive  management  (the  most  detailed  chapter  dealing  with  Board  functions,  composition, 

conflicts of interest, chairmanship, etc.), auditing and disclosure. It was reviewed in order to reflect 

current  situation  in  the  field  of  Board  and  executive  remuneration.  To  do  this,  supplementary 

recommendations were made “aimed at introducing more objectivity into the debate”4.

Moving forward to corporate governance regulation in Norway we will dwell only on one 

document, namely the Norwegian Code of Practice for Corporate Governance which is continually 

renewed5 on the basis of relevant legislation updates and experience derived from its practical use. 

In order to inform society about achievements and at the same time about outstanding challenges in 

this field and receive their feedback, each year the Norwegian Corporate Governance Board (the 

issuer of the code) holds a conference called  the “Corporate Governance Forum”. Its results are 

also  included  into  the  code  (to  a  certain  extent)  what  is  aimed  at  “division  of  roles  between 

shareholders, the board of directors and executive management”6 in a more comprehensive manner 

than legislation does.  As in the cases described earlier the comply-or-explain approach is used, 

therefore  the  companies  should  act  in  line  with  recommendations  from the  15  main  sections 

(implementation and reporting on corporate governance; business7; equal treatment of shareholders 

and  transactions  with  close  associates;  freely  negotiable  shares;  general  meetings;  nomination 

committee;  Board composition,  independence  and work;  risk management  and internal  control; 

Board and executive remuneration; information and communications; takeovers; auditor) or specify 

1 SWX Swiss Exchange “Directive on Information relating to Corporate Governance”, July 2002 
2 Cited from Global Corporate Governance Guide 2004: 
http://www.globalcorporategovernance.com/n_europe/250_254.htm, 27.07.2012
3 IBID
4 Economiesuisse “Swiss Code of Best Practice for Corporate Governance”, July 2002, updated 2007, p.1
5 The latest version was published in October 2010. In 2011 some changes and ajustments were introduced but because 
of their insignificance were reflected in the attachment to the code.
6 Norwegian Corporate Governance Board “The Norwegian Code of Practice for Corporate Governance”, October 
2010, p. 6
7 In corporate documents company's business should be clearly described and its key objectives and strategies 
adequately disclosed. 
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the reasons why they do not conform to them. 

Now let me return to the EU and have a look at the national corporate governance regulation 

in the UK. We should receive at least basic understanding of its components in order to see whether 

it has significant imperfections or “gaps” what in combination with other factors could have caused 

failure  of  the  Northern  Rock in 2007 (to  the  analysis  of  its  situation  we will  devote  the  next 

chapter).

2.3. Brief overview of UK corporate governance regulation (including expected 

changes) 
In the beginning it should be mentioned that the UK regulatory framework for corporate 

governance which is “highly developed and well-respected”1 pays special attention to shareholder 

rights and duties. In order to show how it's reflected in various laws and codes of practice let me 

briefly discuss the most important of them. In the first place the UK Corporate Governance Code 

(in the past known as UK Combined Code on Corporate Governance) should be considered. It was 

published already in 1998; however since then it has been several times revised. The main updates 

in its current version (2010) are based on the lessons learned from the financial crisis. As in earlier 

cases the Code assumes listed companies to comply with its provisions, otherwise the reasons for 

disobedience should be provided2. In order to get basic overview of the spheres which are regulated 

by the code let me in few words characterize its five sections:

− leadership (companies should be governed by an effective board, which consists of 

executives as well as non-executives, each director should be responsible for the particular field, 

where he/she can fully realize his/her professional potential)

− effectiveness (the board should be composed of professionals with different skills, 

experience,   level  of  independence  and  knowledge.  To  achieve  balance  the  appointment  and 

evaluation procedures should be strict)

− accountability  (The  board  is  required  to  provide  assessment  of  the  company's 

situation and its perspectives in a balanced and comprehensive manner)

− remuneration (Director's pay should be on the one hand adequate for attraction of 

qualified candidates but on the other hand it “shouldn't be more than it's necessary for this purpose”. 

The company should pursue transparent remuneration policy.)

− relations  with  shareholders  (Communication  with  shareholders  should  result  in 

1 Cited from: http://www.helium.com/items/2061415-corporate-governance-regulation-uk-overview, 31.07.2012
2 Cited from Chartered Institute of Internal Auditors: 
http://www.iia.org.uk/en/Knowledge_Centre/Resource_Library/corporate-governance.cfm, 31.07.2012
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“mutual understanding of objectives”1.)

In order to assist listed companies to meet the requirements of the code regarding internal 

control (“including financial,  operational,  compliance and risk management”2)  in 1999  Turnbull  

Report - “Internal Control: Guidance for Directors on the Combined Code” - was published by the 

Institute of Chartered Accountants in England &Wales. 

The other document which requires our consideration is  the UK Stewardship Code  which 

was issued by the Financial Reporting Council in July 2010. It has rather the complementary role to  

the UK Corporate Governance code and is aimed at enhancement of “the quality of engagement 

between institutional investors and companies to help improve long-term returns to shareholders 

and the efficient exercise of governance responsibilities”3. The UK Stewardship Code is based on 

seven principles which expects from institutional investors: disclosure of how they will fulfil  their 

stewardship responsibilities and resolve conflicts of interest  (related to stewardship);  continuous 

monitoring of investee's performance; precise guidelines on time and way of escalation of their 

activities; unification with other investors when appropriate; establishment of comprehensive policy 

on voting and disclosure of voting activity;  making periodical reports  on their  stewardship and 

voting activities4. 

Next we should mention Companies Act 2006 whose role in the UK corporate governance 

regulation shouldn't be neglected. It sets out rules on general meetings and resolutions, financial 

reporting,  audit,  directors'  powers  and  duties (not  to  exceed  powers;  contribute  to  company's 

success; judge independently;  be diligent,  careful and skillful  in their  work; “avoid conflicts of 

interest”; refuse benefits third parties; “declare interest in proposed transaction or arrangement”5), 

their appointment and removal, remuneration, company's share capital (including share premiums), 

disclosure and transparency, etc. 

Now let me disperse doubts which may arise in your mind after you have heard Companies 

Act 2004. It's not the old version of the above mentioned law, it deals with “Audit, Investigations 

and Community Enterprise”. It was introduced in order to strengthen auditors' rights to information 

(Company's representatives responsible for its accounting are obliged to respond to enquiries made 

by the auditors. Special requirements are established for directors who should state in the report that 

on the date of its approval they didn't conceal any information relevant to the audit.); extend powers 

of the Financial Reporting Review panel in relation to information from auditors and new rules for 
1 Cited from: http://www.helium.com/items/2061415-corporate-governance-regulation-uk-overview, 31.07.2012
2 Cited from: http://www.itgovernance.co.uk/corpgov_uk.aspx, 02.08.2012
3 Cited from the FRC: http://www.frc.org.uk/Our-Work/Codes-Standards/Corporate-governance/UK-Stewardship-
Code.aspx, 01.08.2012
4 Cited from: http://corporategovernanceoup.wordpress.com/2010/07/06/the-uk-stewardship-code/, 01.08.2012
5 Cited from legislation.gov.uk: http://www.legislation.gov.uk/ukpga/2006/46/pdfs/ukpga_20060046_en.pdf, 
02.08.2012
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supervising auditors (detailed disclosure of audit / non-audit services, fee information as well)1.

It  goes  without  saying  that  the  alternative  sets  of  key  documents  regulating  corporate 

governance in the UK exist one of which is presented below. 

Image 1. Overview of UK basic corporate governance documents 

Source:http://www.iia.org.uk/en/Knowledge_Centre/Resource_Library/corporate-governance.cfm,  

03.08.2012

Despite the fact that UK regulatory framework of corporate governance is often taken as an 

example  by  countries  which  seek  for  methods  of  improvement  of  their  corporate  governance 

systems, it has its weak sides and as a result is constantly updated. Let me have a look at upcoming 

changes in order to understand which existing issues are likely to be solved in the relatively near 

future.  Among others revisions to the UK Corporate Governance Code, the Guidance on Audit 

Committees and the UK Stewardship Code were proposed. 

In  case of the Corporate  Governance Code the changes  are  aimed at  the change of the 

external auditor at least every ten years, higher quality of Board's annual reports, “more meaningful 

reporting  by  audit  committees”2,  more  comprehensive  explanations  to  shareholders  of  non-

compliance with the Code. In addition the code will include provisions regarding gender diversity 

based on the report published in February 2011 under government initiative. According to it FTSE 

100 companies  “should  aim for  a  minimum of  25  % female  board  member  representation  by 

2015”3. 

In relation to the Stewardship Code clearer definition of stewardship and “the respective 
1 Cited from ICAEW: http://www.icaew.com/en/technical/legal-and-regulatory/modernising-uk-company-
law/modernising-uk-company-law-history/companies-audit-investigations-and-community-enterprise-act-2004 , 
03.08.2012
2 Cited from the FRC: http://www.frc.org.uk/News-and-Events/FRC-Press/Press/2012/March-2012/Consultations-on-
the-UK-Corpirate-Governance-Code,.aspx, 03.08.2012
3 European Commission, “Women in economic decision-making in the EU: Progress report”, A Europe 2020 initiative, 
2012, p. 13
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responsibilities of asset owners and asset managers”1 as well as disclosure by investors of their 

policy on stock lending was recommended. 

If we move forward to the auditing standards we will see that changes were proposed in 

order  to  improve auditor  communications  (now auditor  should inform the committee about  the 

details  which  may be  important  for  their  professional  judgements  related  to  audit)  and extend 

auditor reporting in case of Board's statement2 being contradictory to the auditor's opinion or in case 

of matters presented in report of audit committee being inconsistent with “matters communicated by 

the auditor to the committee”3. 

After we received a deep insight into regulatory aspects of corporate governance we can 

apply acquired knowledge to analysis of the case study which will be conducted in the next chapter  

of this thesis. 

1 Cited from the FRC: http://www.frc.org.uk/News-and-Events/FRC-Press/Press/2012/March-2012/Consultations-on-
the-UK-Corpirate-Governance-Code,.aspx, 03.08.2012
2 Where the Board affirms that “the annual report is fair and balanced”. 
3 Cited from the FRC: http://www.frc.org.uk/News-and-Events/FRC-Press/Press/2012/March-2012/Consultations-on-
the-UK-Corpirate-Governance-Code,.aspx, 04.08.2012
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3. Northern Rock: how much poor corporate governance contributed to its 

failure?
3.1. Northern Rock in the past and nowadays 

This section is aimed at creating better overview of Northern Rock functioning in the course 

of time. Thanks to this it provides basic understanding of the subject of our further analysis and 

among others it describes changes happened in bank's ownership or other areas (special attention 

will  be  paid  to  the  ones  related  to  corporate  governance  of  the  bank)  as  the  result  of  serious 

financial difficulties in late 20071.  

Initially Northern Rock was a building society (Northern Rock Building Society) resulting 

from the merger  of Northern Counties Permanent  Building Society and Rock Building Society 

which took place on 1 July 1965.  Later  before its  conversion to  a  public  limited company2 (1 

October 1997) the society unified with other 53 small  local building societies3. It's important to 

mention that Northern Rock Building Society made some of the key acquisitions when the British 

economy was caught in depression as the result of long-lasting “over-building and inflated land 

pricing”4.  Thus the society not only stayed robust whereas the other players were struggling, it was 

successfully increasing its home mortgage market share which reached 6% after the merger with 

North of England Building Society what put Northern Rock Building Society on the list of ten most 

significant building societies in the UK. 

In the same period “so-called 'Big Bang'  deregulation of the United Kingdom's  banking 

system”5 took place what opened new horizons for Northern Rock Building society enabling it to 

conquer the re-mortgaging market. In 1996 the society decided to extend its product range through 

joint-venture  with  Britain's  Guardian  Royal  Exchange  and  distribution  agreement  with 

Legal&General thereby entering insurance industry. Simultaneously the society started to deal with 

nursing homes firstly setting up its Regency Care Homes Limited subsidiary and then acquiring 

Kingsclear Homes Limited. In addition Northern Rock Building society operated in the field of 

housing  developments,  however  the  contribution  of  this  activity  to  society's  total  results  was 

insignificant. 

As it was mentioned above in October 1997 Northern Rock Building Society went public. 

1 The most significant changes will be considered in the further part of the thesis though.
2 After this event it received authorization to act as the bank (Northern Rock) and became listed on the London Stock 
Exchange.
3 Let me explain here the popularity of building societies in the UK at that time. Because of mass industrialization and 
changing economic and social environment more and more people moved to the urban and industrial areas creating 
thereby demand for new houses. 
4 Cited from: http://www.fundinguniverse.com/company-histories/northern-rock-plc-history/ , 20.08.2012
5 IBID
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Some  analysts  explain  this  step  as  the  attempt  to  keep  independence  as  British  law  granted 

“newborn”  public  companies  immunity  from  being  overtaken  during  first  five  years  of  their 

existence. At first glance it looks quite strange that society's members approved the conversion the 

possibility of which they rejected a year earlier. However the situation becomes more clear if we 

take into consideration the fact that the society offered its each member 500 shares independently of 

the amount of his/her holdings what represented one of the industry's largest share packages at that 

time. In the same period the charity foundation (The Northern Rock Foundation) was established in 

order to tackle problems and improve living standards in the North East of England and Cumbria1. 

“Tight  management,  highly  competitive  products  and  cost-efficient  structure”2 enabled 

Northern Rock to quickly deserve industry's approval. The ambitious plans of the bank included not 

only maintain its competitiveness but also strengthen its market position what it managed to do 

already in 1998 (its market share amounted to more than 10 percent). To achieve this it resorted to 

cost cutting: closed 25 of its branches; encouraged the clients to cease personal transactions and use 

telephone  and  ATM  services  instead.  However  not  all  such  measures  of  Northern  Rock  were 

positively perceived by customers. In 1998 Northern Rock reduced “its range of savings products 

from nine separate accounts to just three”3 through consolidation without informing their customers 

in advance. As a result interest rates on many clients' savings suddenly became much lower than 

they received in the past. In combination with a withdrawal penalty in case of client's decision to 

transfer the savings to company's accounts with higher interest the actions of Northern Rock caused 

public discontent and drew the attention of an Office of Fair Trading investigation. In the end the 

bank was forced to allow its “customers to transfer their savings without penalty, while paying back 

more than £3 million in lost interest”4.   

However this mistake wasn't fateful and by 1999 Northern Rock restored its reputation. To 

achieve this it established so called “Savers Pledge” which had in line with other provisions an 

obligation to inform clients of any changes similar to ones described above, and even to disclose 

information to  them regarding newly available  higher  interest-bearing products.  The active role 

which Northern Rock played “in the British banking industry's  fairness policies”5 enabled it  to 

become again an influential player in the mortgage market in early 2000's. 

In 2003 in order to strengthen its position it decided to retrench its credit facilities and pour 

released  funds  into  mortgage  business.  These  steps  predetermined  its  further  fate,  namely  the 

1 Cited from Northern Rock: 
http://companyinfo.northernrock.co.uk/investorRelations/corporateProfile/historicOverview.asp, 19.08.2012
2 Cited from: http://www.fundinguniverse.com/company-histories/northern-rock-plc-history/ , 20.08.2012
3 IBID
4 IBID
5 IBID
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financial difficulties it “encountered” in late 20071. This news surprised the market which believed 

in Northern Rock's bright future on the basis of favourable financial results revealed by the bank at 

the  end  of  June.  According  to  them the  share  of  company's  net  lending  amounted  to  18,9% 

(compared to last year net lending increased by 47%); the share of gross mortgage lending rose to  

9,7% from 8,4% a year ago; the percentage of doubtful mortgage accounts was negligible (0,47%), 

although the slight increase compared to December 2006 could be noticed (by 0,05%); underlying 

profit before tax2 reached “£346.6m up by 26.6% compared with H1 2006” and “underlying profit 

attributable  to  equity  shareholders”  equaled  “£223.7  million,  up  by  28.9%”3.  Despite  these 

promising figures “unexpectedly” serious problems arose and as Northern Rock couldn't cope with 

them without assistance at the beginning of 2008 it was nationalized4. The Government made a 

number of key improvements including considerably raising the level of core capital and reaching 

the 20-percent capital/liabilities ratio what is twice as high as other major banks have5. In 2010 it 

increased even more the attractivity of Northern Rock for potential buyers when it split the bank in 

two  parts  separating  “a  bad  bank  created  of  more  risky  mortgages”6 (Northern  Rock  Asset 

Management), thereby enabling the interested parties to purchase only “good” part. 

Nowadays Northern Rock acts as a mortgage and savings bank having 747 branches and 

employs 2100 people in the UK. It offers to one million customers such products as retail savings 

(worth £16 billion), residential mortgage lending (is the owner of £14 billion mortgage book) and 

insurance products8. Whereas in the past (2000) among its competitors were enumerated such world 

renowned companies9 as “Abbey National; HSBC Holdings; Alliance & Leicester; Lloyds TSB; 

Bank  of  Scotland;  Prudential  Corporation;  Barclays;  Royal  Bank  of  Scotland;  Halifax; 

Woolwich”10, the difficulties Northern Rock went through in 2007 left its mark and it fell far behind

1 The story of its default will be discussed in detail in the next section of this chapter. 
2 Gains on disposals are included.
3 Milner, L. “Northern Rock boasts 18.9% net market share”. Mortgage Strategy, July 25, 2007
4 Cited from: http://www.thefinanceowl.com/banks/uk/northern-rock/, 19.08.2012 
5 Watkins, S. “Victor in battle for Northern Rock faces an uphill struggle to increase its market foothold”. This is 
Money.co.uk., 19 Nov 2011. Cited from: http://www.thisismoney.co.uk/money/markets/article-2063635/Victor-battle-
Northern-Rock-faces-uphill-struggle-increase-market-foothold.html, 21.08.2012
6 Lambert, S. “Northern Rock sold to Virgin Money for £747m - delivering Britain a new High Street bank”. This is 
Money.co.uk., 17 Nov 2011. Cited from: http://www.thisismoney.co.uk/money/saving/article-2062627/Northern-Rock-
sold-Virgin-Money-747m--delivering-Britain-new-High-Street-bank.html , 21.08.2012
7 Postal, telephone and Internet operations are not included in this figure.
8 The figures mentioned in this sentence (plus number of staff from the previous one) are relevant to the period when 
the deal with Virgin Money was closed (end of 2011).
9 You may find yourself unfamiliar with some of the following names, the reason for this is the fact that in present they 
are known as parts of such giants as Santander (Abbey National, Alliance & Leicester), Lloyds Banking Group 
(Halifax) and Barclays (Woolwich).
10 Cited from: http://www.fundinguniverse.com/company-histories/northern-rock-plc-history/ , 21.08.2012
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the Big Five11 (13th place) who in 2011 occupied 85 percent of the market12. However the loss of 

competitiveness didn't  prevent   Virgin Money,  “a financial  services  company that  aims to  give 

customers a better deal”13 with the means of products favouring better balance transfers and smarter 

spending,  easy investing  and  optimal  insurance  coverage,  from acquiring  Northern  Rock  on 1 

January 2012. Finally after a difficult sale period the Government agreed on lower price (£747m) 

than it initially hoped for (£1bn)14. Although later arrangement supposed that the price will reach the 

expected one15 the deal was still beneficial for Virgin Money. In the period when all other banks 

seem to  “let  their  standards  slip”16 Virgin  Money with  the  help  of  Northern  Rock  is  likely to 

challenge the life of Big Five and considerably strengthen its position in the UK market what will  

together with that enable it to increase market share more quickly17. However for Northern Rock 

itself the perspectives are not so bright: Virgin Money is going to get rid of its brand. The decision 

of entire brand replacement was made on the basis of Virgin Money's pre-purchase research which 

showed that 46 percent of respondents prefer Virgin Money as the potential candidate for putting 

their savings whereas in case of Northern Rock this figure makes up only 26 percent18. 

After we described the story of Northern Bank let me fill the gap we created in it earlier on 

purpose by having a close look at the events happened in 2007 and consequences they entailed. 

11 Barclays, HSBC, Lloyds Banking Group, Royal Bank of Scotland
12 Watkins, S. “Victor in battle for Northern Rock faces an uphill struggle to increase its market foothold”. This is 
Money.co.uk., 19 Nov 2011. Cited from: http://www.thisismoney.co.uk/money/markets/article-2063635/Victor-battle-
Northern-Rock-faces-uphill-struggle-increase-market-foothold.html, 21.08.2012
13 Cited from Virgin Group companies: http://www.virgin.com/company/virgin-money-uk, 19.08.2012
14 Lambert, S. “Northern Rock sold to Virgin Money for £747m - delivering Britain a new High Street bank”. This is 
Money.co.uk., 17 Nov 2011. Cited from: http://www.thisismoney.co.uk/money/saving/article-2062627/Northern-Rock-
sold-Virgin-Money-747m--delivering-Britain-new-High-Street-bank.html , 21.08.2012
15 £747m were paid immediately in cash, whereas the remaining part will be received by the Government at some future 
date.
16 Watkins, S. “Victor in battle for Northern Rock faces an uphill struggle to increase its market foothold”. This is 
Money.co.uk., 19 Nov 2011. Cited from: http://www.thisismoney.co.uk/money/markets/article-2063635/Victor-battle-
Northern-Rock-faces-uphill-struggle-increase-market-foothold.html, 21.08.2012
17 This statement is based on the report of the Independent Commission on Banking (September 2011), according to 
which the market share of the bank grows annually only by 0,07% on average if it doesn't pass 5% threshold in terms of 
market share. Without Northern Rock the respective indicator of Virgin Money was much lower. 
18 Watkins, S. “Victor in battle for Northern Rock faces an uphill struggle to increase its market foothold”. This is 
Money.co.uk., 19 Nov 2011. Cited from: http://www.thisismoney.co.uk/money/markets/article-2063635/Victor-battle-
Northern-Rock-faces-uphill-struggle-increase-market-foothold.html, 21.08.2012
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3.2. 2007: the fateful year for Northern Rock 
3.2.1. General description of the events (September 2007 – February 2008)

On 13 September 2007 the media revealed to the public the shocking news: their favourite 

Northern Rock which enjoyed their confidence for such a long time borrowed money from the Bank 

of England commonly known as “lender of last resort”. As security the bank had to deposit some of 

its clients' mortgages whose quality was preliminarily assessed by the Bank of England and only the 

sound ones were chosen.  In order to raise the funds when necessary two options were offered to 

Northern  Bank  by the  Bank  of  England:  borrow  on  a  secured  basis  or  enter  into  repurchase 

facilities. 

Despite  the  fact  that  experts,  industry  analysists,  officials  and  even  chief  executives 

reassured the markets that there are no reasons for worries and all they need is to keep calm the day 

after the panic started. Bank shares dropped by 32% and lines of customers queued up around many 

of  Northern  Rock's  offices1.  Especially  clients  who  kept  in  the  bank  large  amounts  of  money 

(£100,000 and more) withdrew it with feverish haste understanding that in compliance with British 

law maximum what they will receive in case of bank collapse is compensation of £31,7002. 

On 17 September 2007 in order to stop run on the bank which could subsequently lead to 

loss of confidence in the whole banking system Chancellor Alistair Darling agreed to guarantee all 

deposits held by Northern Rock. Next day it looked like the promise had worked: the queues started 

to disperse outside the majority of branches. This “safeguard” action was accompanied by the other 

ways of intervention such as £10bn injection into the money markets aimed at reducing the cost of 

inter-bank lending and widening the range of assets allowed to be used by banks as collateral. 

Despite the measures undertaken the Bank of England was heavily criticized for being so late. 

On  25  September  2007  Northern  Rock  announced  that  no  dividends  would  be  paid  in 

October, it also mentioned that it was in process of negotiations with potential buyers3. However 

“no  one was willing to put an acceptable price on the table”4 or maybe the reason lied in the fact 

that Northern Rock was reluctant to accept that its market capitalisation equaled only £1.83bn5 (15 

September 2007) what compared to February 2007 was £3.4bn less6. 

In the beginning of October 2007 the further changes in favour of bank clients took place. 

1 Cited from BBC News: http://news.bbc.co.uk/2/hi/6994328.stm , 21.08.2012
2 At that time the UK legislation protected the savings only if their value didn't exceed £33,000. In other cases the above 
mentioned compensation was paid. 
3 Cited from BBC News: http://news.bbc.co.uk/2/hi/business/7007076.stm , 22.08.2012
4 Cited from: http://www.mindfully.org/Reform/2007/Northern-Rock-BailOut14sep07.htm, 22.08.2012 (“Dilemma 
confronts ex-banking trailblazer”)
5 On 15 September 2007
6 Cited from: http://www.mindfully.org/Reform/2007/Northern-Rock-BailOut14sep07.htm, 22.08.2012 (“Takeover is 
now the only way to prop up the Rock”)
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Firstly the people who deposited up to £35 000 in the banks were promised to be fully compensated 

if  the  bank  went  bankrupt. Secondly  Northern  Bank's  customers  who  made  deposits  after  19 

September 2007 gained the right to be protected in case of unfavourable events1.

The next date which shouldn't be ignored is 12 October 2007 – the day when Virgin Group 

proposed to rescue Northern Bank. However in return for this it required rebranding. Taking into 

account the recent events described in previous section (acquisition of Northern Rock by Virgin 

Money in 2012) we can conclude that Virgin Group held an interest in Northern Rock for a long 

time. There is no information in the press why the deal didn't happen on this date (a bit later 2 we 

will give more details on Virgin Group's proposal) but the reasons are likely to be the same as in 

other buyers' cases: the offers were below Northern Rock's current value. 

On  20  November  2007  the  Chancellor  in  his  explanations  how they planned  to  return 

billions borrowed by the Northern Rock mentioned that they were waiting for a suitable bid as the 

ones made after troubles began were too low. Immediately the fears appeared that it would not be 

possible to sell the bank at all and the markets reacted by further 21% drop of Northern Rock's 

share price3. In order to show how dramatic for shareholders the overall decrease was let me give 

several examples here. Robert Hunter, a retiree from South Shields, got 750 shares when Northern 

Rock (or  at  that  time Northern Rock Building Society)  went  public.  In  monetary terms on 20 

November 2007 he owned £1,000 of bank value whereas less than a year ago he was the owner of 

£10,000. He blamed Government for this saying that they allowed few people walk away with huge 

sums of money whereas the ordinary people (who represented minority shareholders) suffered4. 

Another retiree Roger Lawson who held a few thousand shares in Northern Rock found their price 

have fallen to less than £1 each on the mentioned date. In March 2007 “the shares were worth more 

than £12”. His opinion regarding the reasons which led to such sad outcome was the same as Mr. 

Hunter had: “small shareholders were victims of Government and regulatory incompetence”5. You 

can easily find a lot of stories similar to these ones and every time Government is accused what is 

not surprising as the retired people like to make them responsible for everything what's happening. 

Several days later the media delivered the new blow to Northern Rock. It became known 

that in reality 70% of bank mortgages (£53bn) are not owned by the bank but a separate offshore 

company. That meant that the number of assets which can be used as security for Northern Rock's  

lenders  is  much  lower  than  it  was  thought  to  be  in  the  past.  This  fact  raised  doubts  about 
1 Previous guarantee applied only to cases when the money was deposited before this date.
2 It made the offer once more at the end of November 2007.
3 Hencke D., Inman P. “Ministers scramble for Northern Rock rescue plan”. The Guardian. 20 Nov 2007
4 Cited from the Telegraph: http://www.telegraph.co.uk/news/uknews/2819849/Northern-Rock-Case-studies.html , 
22.08.2012
5 Cited from the Telegraph: http://www.telegraph.co.uk/finance/markets/2819940/Northern-Rock-Case-studies.html , 
22.08.2012
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government's  assurances  regarding  safety  of  taxpayers'  money  as  only  the  first  tranche  of  its 

emergency package was backed by Northern Rock's specific assets1.  

However even this shocking news didn't discourage Virgin Group from buying the bank and 

on 26 November 2012 it made a new attempt. It offered to repay the Bank of England £11bn of the 

£25bn it poured into Northern Rock immediately and to return the remaining part of the debt during 

next three years. However the Northern Rock's second-largest shareholder (RAB Capital) expressed 

disapproval. 

At the beginning of December another company (the Olivant Group) showed interest  in 

purchasing the problematic bank. It suggested immediate repayment of £15bn, however in this case 

also the negotiations didn't  run smoothly and very soon the company said that  because of this 

protracted process it would possibly annul bailout deal. 

Despite the major shareholders' reluctance to sell Northern Rock (moreover they required to 

deprive the Board of “ability to  sell  the company's  assets  or issue new shares”2)  at  the end of 

December the bank announced that an emergency shareholder meeting devoted to discussion on 

sale process would take place on 15 January 2008. A few days before it a hedge fund (SRM) having 

a stake of 9.9% in Northern Rock warned the Chancellor that in case of bank's nationalization for 

the price lower than a fair one the serious lawsuit against ministers would be instituted. As such 

kind of behavior prevented the bank from a rescue deal for a long time Northern Rock persuaded its  

shareholders others than RAB Capital and SRM to vote against their proposals. Thus this time the 

two  biggest  investors  who  insisted  on  impossibility  for  the  company  to  be  sold  without  its 

shareholders'  approval failed.  On the same day new rumours about Government's  plans to take 

Northern Rock into public ownership spread. 

However  the nationalization was postponed again and the potential  buyers received one 

more chance to purchase the bank. This time the bidders were required to develop “rescue proposals 

based on the Treasury's plans”3.  To  facilitate sale process the Government decided to convert the 

whole debt4 into bonds and undertake the obligations of guarantor. That news immediately caused 

more than 40% increase in Norther Rock's share price.

On 4 February 2008, deadline for bidders, Virgin Group and Northern Rock's own Board 

came forward with rescue proposals. One more interested party (above mentioned Olivant Group) 

stopped fighting for the bank because of the conditions (repayment of  £25bn in three years) the 

Government had set. Whereas Virgin Group offered £1.25bn injection into Northern Rock in return 

1 Griffiths I. “Revealed: massive hole in Northern Rock's assets”. The Guardian. 23 Nov 2007
2 Cited from BBC News: http://news.bbc.co.uk/2/hi/business/7007076.stm , 22.08.2012
3 IBID
4 This refers to £25bn borrowed by Northern Rock from Bank of England
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for a 55% stake in it, the own team of the bank suggested the following measures: minimum £500m 

to be raised; reduction of assets and operational reorganization. However several days later it was 

revealed that Virgin Group would be able to fulfil above mentioned Government's requirements 

only if  the redundancies  (up to  1000 employees)  took place.  On the contrary Northern Rock's  

managers promised to do everything to avoid job cuts. 

On 7 February 2008 the Office for National Statistics announced that Northern Rock would 

“appear on government accounts” but at the same time it emphasized that “the statistical change to 

public  status  should  not  be  confused  with  nationalisation”1.  However  the  following  events  - 

rejection of proposals of two bidders - showed that it was the start of turning Northern Rock into 

state-owned company. Firstly the Government “made its apologies” to Virgin Group which was 

definitely  a  winner  but  the  provisions  of  its  rescue  plan  weren't  sufficient  to  compensate 

Government and taxpayers (for the financial support they so generously provided to the bank in the 

past) and because of this nationalization was seen as better alternative. The same reason was stated 

in relation to Northern Bank's own team which made an attempt to improve the conditions of its 

initial proposal (inject £700m instead of £500m) but its efforts were vain and in this case the same 

verdict  was  pronounced:  not  “enough  value  to  the  taxpayer”.  Thus  on  17  February  2008  the 

announcement of Northern Rock's nationalization was made. Next day the shares of Northern Rock 

were suspended2.

Northern Rock's drama can be clearly demonstrated by the image below which shows the 

changes in the share price resulting from the above described events. 

Image 2. Dynamics of Northern Rock share price in 2007

Source: http://news.bbc.co.uk/2/hi/business/7250498.stm, 23.08.2012

1 Cited from BBC News: http://news.bbc.co.uk/2/hi/business/7007076.stm , 23.08.2012
2 IBID
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3.2.2. Was nationalization the best alternative or a blunder instead?
Now let me have a closer look at the consequences of Northern Rock's nationalization and 

conclude whether this solution was indeed optimal or whether the sharp criticism Government 

raised by their actions is reasonable.  

The main thing that damaged Government's reputation was not nationalization itself but 

“their protracted delay over facing up to the unavoidable”1. The wasted time made people furious

and they attacked Government from different sides. 

Let me start with 180 000 shareholders who interpreted this step  as “highway robbery” as it 

was followed by suspension of shares which deprived people of hopes that the value of their 

holdings would increase in future and cover (at least partly) the losses. All they received was 90p 

per share whereas a year ago its price was more than £122. 

It's obvious that taxpayers also were not happy with nationalization which was carried out “in their 

best interests”. In fact it meant to them that they would bear additional burden (besides the debt 

itself) in the amount of “redundancy payments to the lender's staff, as well as its £100m pensions 

deficit, and any bad loans on its books”3. Even Northern Rock's promise to repay £24bn by 20104 

which was made at the end of March 2008 didn't guarantee taxpayers that the bank would be able to 

keep it. Finally nobody was sure that in case of improved market situation the value of the bank 

would increase enough to redeem the remainder of the debt. The recent events showed that despite 

the fact that the sale price finally met Government's expectations (£1bn) it never reached the mark 

of £1.4billion what was equal to the amount of money the taxpayers spent to bail out the bank 

nearly five years ago5. 

  Another wave of protests came from the side of Northern Rock's employees when in March 

the bank announced that by 2011 it was going to reduce its employees' number approximately by 

third6. Immediately these people started to blame Government for irresponsibility and their hatred 

was stirred up by shareholders who never stopped saying that if their rights had not been violated 

and their opinion7 had been taken into account it would have been possible to avoid massive 
1 Cited from Ultimate Law Guide: http://www.ultimatelawguide.com/tl_files/ulg/downloads/commercial
%20awareness/Ultimate%20Law%20Guide%20case%20study%20of%20Northern%20Rock.pdf , p. 13, 23.08.2012
2 Barrow, B., Daily Mail Reporter, Chapman, J.“Northern Rock: The nationalisation gamble”. This is Money.co.uk., 18 
February 2008. Cited from: http://www.thisismoney.co.uk/money/markets/article-1620209/Northern-Rock-The-
nationalisation-gamble.html, 24.08.2012
3 IBID
4 Cited from BBC News: http://news.bbc.co.uk/2/hi/business/7007076.stm , 24.08.2012
5 Barrow, B. “Rock sale costs taxpayer Ј400m: We're all shortchanged as Virgin boss snaps up the bailed-out bank”. 
Mail Online, 18 Nov 2011. Cited from: http://www.dailymail.co.uk/news/article-2062616/Northern-Rock-sale-Virgin-
Money-costs-taxpayer-400m-Were-shortchanged.html, 24.08.2012
6 In 2007 it employed 6 400 people, whereas in 2011 its staff numbered 2 100. 
7 They supported the rescue plan developed by Northern Rock's management who as it was mentioned before were 
against job cuts.  
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redundancies. 

Many Northern Rock's rivals “suddenly”1 became concerned about the privileges it would 

enjoy after becoming state organisation. Therefore very soon they joined the group of angry 

shareholders with complaints about their weakened position because of competitive disadvantage 

and necessity to operate in the distorted market.

In addition to all these groups politicians were discussing among themselves how much 

harm the situation would cause to British Government's reputation for economic competence. It 

looked like cornerstone of their success was ruined. 

After showing you how heavily the Government was criticised for Northern Rock's 

nationalization let me adduce reasons in support of this action. First of all we should mention that if 

the Government hadn't stopped providing state aid to the bank after 17 March 2008 it would have 

violated EU rules which forbade state subsidization for the period longer than six months2. If it had 

chosen the other option (private sale) it would have exposed taxpayers to higher risks. They can be 

dissatisfied with £400m loss but nobody knows what could happen if they had another owner. It's 

obvious that in that period private bidders' intentions in relation to Northern Rock were not based 

on the altruistic motives (like rescuing it) but on “buying it cheap and mak[ing] a huge commercial 

return”3. It meant that new owners would not be afraid of taking excessive risks in order to extract 

as much as possible from the company's capabilities what in case of unfavourable outcome would 

bring the whole nation to ruin. On the contrary Government's task while taking Northern Rock into 

public ownership was to make the bank more trustworthy by ceasing “its irresponsible lending and 

aggressive deposit-taking”4 and conducting annual performance reviews as well as audit first three 

months after nationalization. 

Shareholders should also have had more respect to Government's actions. It's understandable 

that people were shocked by the losses they suffered after Northern Rock started to face problems. 

However instead of receiving some money they could have got nothing at all if Government didn't 

bail out Northern Rock in September 2007 as in this case according to an independent arbiter panel 

and the accountancy firm BDO their shares would become worthless. 

Certainly people didn't want to accept the fact that their losses are their fault as they didn't 

use the chance to sell the shares at the right time. Therefore they filed a compensation claim in the 

European court of human rights. Not long ago the court announced its decision: Northern Rock's 

1 If we remember how things stood in the past we will see that none of competitors were trying really hard to prevent 
such outcome.
2 Cited from Ultimate Law Guide: http://www.ultimatelawguide.com/tl_files/ulg/downloads/commercial
%20awareness/Ultimate%20Law%20Guide%20case%20study%20of%20Northern%20Rock.pdf , 24.08.2012
3 IBID, p. 13
4 IBID, p. 14
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shareholders (biggest investors included) lost the lawsuit. It based the judgement on the fact that 

state authorities are entitled to decide, have “shareholders been permitted to benefit from the value 

which had been created and maintained only through the provision of state support”1. 

Summarizing everything what has been just written about Northern Rock's nationalization 

we would dare to conclude that it was the right option at that time, however the consequences of 

bank failure are still devastating. Maybe you have noticed that while describing the events (2007-

2008) in most of cases I disregarded the reasons which caused them. That was made on purpose in 

order to return to them later as they require special consideration.   

3.2.3. Reasons of Northern Rock's failure (based on the analysis of various case 

studies)
In the beginning let me draw your attention to the image below which in reality is short 

description of the events happened with Northern Rock in 2007 but at the same time it could be a 

good illustration of the reasons which are commonly connected with failure of the bank. In order to 

make it more evident we will give it our own interpretation: Interbank lending and short-term 

funding market freeze (U.S. subprime crisis) and Northern Rock highly dependent on them as 

sources of its mortgage financing (flawed business model) immediately experiences shortage on 

liquidity.  Only a few months after Northern Rock's announcement about possibility of negative 

change in size of annual profits (because of unfavourable market conditions) Bank of England gives 

the bank financial support (public authorities). Insufficiently informed about the situation and not 

enough legally protected from losses savers start to withdraw their money (public authorities).

Image 3: What's happening at Northern Rock?

Source: http://news.bbc.co.uk/2/hi/6994328.stm, 24.08.2012

Now let me take a closer look at each of the mentioned reasons in order to show the effects 

they created and to understand which one(s) contributed the most to Northern Rock's bankruptcy.

1 Treanor, J. “Northern Rock compensation claim rejected”. The Guardian. 1 Aug 2012
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U.S. subprime crisis

Reacting to the recent events in the U.S. housing market in 2007 the world markets started 

to lack confidence in mortgage bank securities. As a result the possibility of easy and cheap credit 

disappeared: not only sophisticated investors who in boom times were always ready to provide 

banks with liquidity in return for covered bonds and securitized notes (what stimulated financial 

institutions to rely on this source of financing more and more) were prudent enough to vanish from 

the markets immediately as the problems began but also the banks themselves became reluctant to 

lend each other. That's how Northern Bank started to face huge difficulties with liquidity and found 

itself in the position when its borrowing costs “rose above the yield on its mortgage assets”1. 

It should be mentioned here that despite the fact that the U.S. subprime crisis is reckoned 

among reasons of Northern Rock's failure it had only indirect effect on the outcome. It wasn't bad 

debt or inferior quality of mortgages that created problems in the UK market that time (in fact the 

UK banks had much fewer of them in comparison to the U.S. Lenders), it was negative expectations 

that  paralyzed  it.  For  this  reason  some  experts  suppose  that  Northern  Rock  which  proved  its 

reliability at the end of June 2007 by announcement that it has only 0,47% of sub-prime mortgages 

in  its  overall  portfolio  (what  was  twice  lower  than  the  UK  average)2 was  just the  victim  of 

circumstance. However if the changes in the external environment have such a destructive effect on 

company's performance the true reason of its problems lies in its internal inefficiencies.

Before we consider this reason (flawed business model) let me have a look at the role which 

played official authorities in this story3.

Public authorities

We have repeatedly mentioned that the Bank of England was showing “unnerving hesitancy 

and legal prevarication”4 over several months after Northern Rock's saga began. It was strongly 

condemned for being so undetermined when its strong leadership was needed. However its behavior 

becomes more understandable if we take into account the fact that providing this financial aid the 

state automatically signed for liabilities of the whole banking system which would be transferred to 

it if contingency arises. 

It's  not the only reason though why public authorities were blamed for Northern Rock's 

1 Llewellyn, D. Northern Rock Case Study. “The Northern Rock crisis: a multi-dimensional problem waiting to 
happen”, p. 3. Cited from PRMIA: http://prmia.org/pdf/Case_Studies/Northern_Rock_Case_Study_v_1_1.pdf, 
25.08.2012
2 Rafferty, M. “Northern Rock plc: A case study in banking policy during times of duress”, p. 8. Cited from System 
Dynamics Society: http://www.systemdynamics.org/conferences/2008/proceed/papers/RAFFE112.pdf, 25.08.2012
3 While discussing Northern Rock's nationalization we have written a lot about Government's role, however now along 
with them we will consider such institutions Treasury, FSA, etc. and the focus of our attention would be on the events 
themselves rather than their consequences.
4 Cited from Ultimate Law Guide: http://www.ultimatelawguide.com/tl_files/ulg/downloads/commercial
%20awareness/Ultimate%20Law%20Guide%20case%20study%20of%20Northern%20Rock.pdf , p. 4, 25.08.2012
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“sinking”.  As we know after  announcement  of  financial  support  the  savers  began to  withdraw 

money on the large scale creating thereby liquidity problems1. However it wasn't the fault of clients 

who were simply afraid of losing their savings as in compliance with current legislation they would 

be only partially refunded (if the sum exceeds £33,000).  It was the guilt of the Bank of England, 

Treasury and FSA who were trying to save the situation by making repeatedly such statements as 

“[we] believe Northern Rock is solvent”2. Only a few days later it occurred to them that they should 

fully guarantee deposits in order to stop the run. 

Here the questions arise: Why didn't they resort to this option immediately? Why did (does) 

the law set the limits for deposit compensations? The answer lies in the existence of moral hazard. 

In case of full coverage four situations can happen:

− Depositors will not “consider the risk characteristics of their banks”.

− Depositors will look for high-risk bank which will enable them to earn higher income 

(because of higher interest rates) if it does not fail.

− The banks themselves will “adopt high-risk profiles”.

− Risk premium will not be offered “in the rate of interest which effectively subsidises 

risk”3. 

Therefore the Government faced double-edged sword: on the one hand they would leave the 

depositors without effective protection, on the other hand they would give the reason to think that in 

case of “unusual circumstances” shareholders and banks would always be rescued what relieved 

both parties of the responsibility. 

Maybe  one  thing  which  public  authorities  should  really  have  felt  guilty  about  is  their 

negligent attitude to Northern Rock's business strategy. The FSA failed to monitor the activities of 

the bank and provide timely advice in relation to diversification of its  sources of financing. In 

addition no actions were undertaken in relation to Northern Rock (which was the only UK bank so 

addicted to non-retail funding and certainly the state was fully aware of this fact4) by governmental 

officials immediately as financial markets started to “cool down”. Because of legislative gaps (such 

as no rigorous stress tests necessary; no requirements of high transparency in regard to bank's risk 

exposures; no constraints on structure of assets; no “limit on the raw leverage ratio”5 during boom 
1 Although many experts believe that depositor run was a consequence of liquidity crisis at Northern Rock let me 
assume the opposite, that this action triggered the liquidity crisis at the bank. This will provide us with one more fact 
why public authorities are so often accused of Northern Rock's failure. 
2 Cited from BBC News: http://news.bbc.co.uk/2/hi/business/7007076.stm , 25.08.2012
3 Llewellyn, D. Northern Rock Case Study. “The Northern Rock crisis: a multi-dimensional problem waiting to 
happen”, p. 8. Cited from PRMIA: http://prmia.org/pdf/Case_Studies/Northern_Rock_Case_Study_v_1_1.pdf, 
26.08.2012
4 Hyun Song Shin “Reflections on Modern Bank Runs: A case study of Northern Rock”. Princeton University, August 
2008, p. 8
5 IBID, p. 21
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times) Northern Rock didn't have any obstacles to develop its business model  over a number of 

years.

However as Hartley Withers, the editor of The Economist in the period after the First World 

War,  wrote, “Good banking is produced, not by good laws, but by good bankers. Just as the most 

carefully planned constitution will inevitably break down if the men at the helm of government are 

incompetent  or  dishonest,  so  no  skilfully  devised  banking  system  will  make  banking  good.”1 

Following this idea let me look at Northern Rock's flawed business model and a fateful role which 

bad corporate governance played in the story of Northern Rock's downfall.  

Flawed business model

Northern Rock was reputed British banking industry's success for a long time. Being capable 

to increase its assets from 17.4 billion pounds in 1998 to 113.5 billion pounds in 2007 it thereby 

reached the remarkable growth rate of 23.2% per year2. However in order to achieve this it had to 

overcome  funding  constraints  and  to  find  easy-to-obtain  types  of  financing  other  than  retail 

deposits. 

In order to show how this decision influenced structure of Northern Rock's  liabilities in the 

course of time let me draw your attention to the graph below. 

Image 4. Changes in composition of Northern Rock's liabilities in the period 1998 - 2007

Source:  Hyun Song Shin “Reflections  on Modern Bank Runs: A case study of Northern  

Rock”. Princeton University, August 2008, p. 6

1 Rogers, E. “Hitting Northern Rock bottom: lessons from nineteenth-century British banking”. History&Policy, 
October 2007
2 Hyun Song Shin “Reflections on Modern Bank Runs: A case study of Northern Rock”. Princeton University, August 
2008, p. 5
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Whereas in June 2007 Northern Rock's total assets were 6,5 times higher than in June 1998, 

the retail deposits increased only by 2,3 times during the same period1. As a result retail funding 

made  up  only  23,1% of  total  liabilities  in  June  2007  what  compared  to  previous  year's  data 

presented  3,2%  decrease2.  The  situation  will  look  even  worse  if  we  take  into  account  the 

composition of Northern Rock's retail deposits. Only a small part was represented by “traditional 

branch-based deposits”, whereas the majority of them were postal and telephone accounts which 

“proved most vulnerable to withdrawal” during depositor run3. 

Now  let  me  pay  attention  to  the  rest  of  Northern  Rock's  funding  (namely  short-term 

borrowing in capital markets, securitized notes, interbank deposits, covered bonds) which presented 

the core of its  rotten business  model.  Heavy reliance on securitization and short-term funding4 

implied bank's exposure to LPHI5 risk. Therefore “the drying up of liquidity in the relevant London 

and international  markets”6 which  was  a  very unlikely event  had  such a  devastating  effect  on 

Northern Rock's performance. 

After we proved that Northern Rock's business model is at the top of the hierarchy of blame 

let me start the discussion about corporate governance of the bank whose inefficiencies among other 

things gave rise to implemenation of such reckless strategy.

1 Hyun Song Shin “Reflections on Modern Bank Runs: A case study of Northern Rock”. Princeton University, August 
2008, p. 6
2 Rafferty, M. “Northern Rock plc: A case study in banking policy during times of duress”, p. 6. Cited from System 
Dynamics Society: http://www.systemdynamics.org/conferences/2008/proceed/papers/RAFFE112.pdf, 26.08.2012
3 Hyun Song Shin “Reflections on Modern Bank Runs: A case study of Northern Rock”. Princeton University, August 
2008, p. 7
4 High imbalance between term structure of assets and liabilities made financing of the illiquid long-term assets 
impossible for Northern Rock in case of market crash as it didn't have enough long-term liabilities in its portfolio which 
could tide it over until market conditions improved.   
5 Risk with low probability but high impact.  
6 Llewellyn, D. Northern Rock Case Study. “The Northern Rock crisis: a multi-dimensional problem waiting to 
happen”, p. 6. Cited from PRMIA: http://prmia.org/pdf/Case_Studies/Northern_Rock_Case_Study_v_1_1.pdf, 
26.08.2012
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3.2.4. Poor Corporate Governance of Northern Rock as a prerequisite for its 

problems in 2007
The fact that it took Northern Rock a second to be knocked down as a house of card gives 

evidence that the bank didn't have a strong foundation represented by Board of Directors capable of 

predicting wind direction.

Being  used  to  financing  rapid  expansion  by  continually  announcing  excellent  results 

executives were willing to maintain positive market perceptions at any price. As it was revealed 

later in 2007 David Backer, deputy chief executive (2004-2008) responsible for disclosure of bank 

financial information, didn't react in a proper way to the fact which he became aware of that 1,917 

bank's loans were excluded from “the mortgage arrears or repossession figures”1. Furthermore he 

gave  these  misleading  data  to  market  analysts.  This  information  according  to  which  Northern 

Rock's  “real”  subprime  mortgages  were  higher  by  50%  wouldn't  have  led  Northern  Rock  to 

financial difficulties (earlier we mentioned that double size of doubtful debts would just bring the 

company to the industry average), however it would definitely have negative influence on its share 

price. Thereby instead of overseeing accurate disclosure of all material matters related to Northern 

Rock representative of its corporate governance contributed to misinforming the market.

Another senior manager Richard Barclay whose debt management unit was “under pressure 

to maintain a lower-than-average level”2 of impaired loans never took steps to learn the extent to 

which data corrections were made.  Even if  he didn't  participate in the swindle himself  he was 

definitely  guilty  of  ignoring  his  subordinates'  actions.  However  the  Board  who  allowed  this 

situation  to  occur  made  a  mistake  as  well.  Firstly  they  neglected  their  supervisory  duties  (by 

inadequately monitoring management activities) and secondly they failed to ensure if the company's 

accounting system complies with standards of integrity (what was the Audit Committee's duty). 

The composition of the Board also made people raise their eyebrows. Northern Rock's chief 

executive officer Adam Applegarth who started his career at bank as a graduate trainee and “moved 

up  by promotion  through  the  company ranks”3 in  fact  didn't  have  any banking  qualifications. 

Certainly it's not a big tragedy in case if other members have necessary skills and if a person has 

spent  in  the  company  enough  time4 to  excellently  understand  all  its  operations  and  internal 

structure. However in relation to the Chairman (Matt Ridley), a member whose role is especially 

important for Board functioning, the former condition was irrelevant as well.  Mr. Ridley was a 

gifted science writer who used to work as a journalist at the Economist but he didn't have business 

1 Cited from BBC News: http://news.bbc.co.uk/2/hi/8617345.stm, 27.08.2012
2 IBID
3 Tighe, C. “Home-grown chief with youthful air”. Financial Times. 15 September 2007
4  Mr. Applegarth had worked 15 years at Northern Rock before he became a CEO.
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experience  at  all.  Even  if  we  assume  that  the  knowledge  and  experience  of  other  directors1 

compensated CEO's and Chairman's incompetence they still like the others “lacked willingness” to 

monitor  management  actions.  Several  possible  explanations  of  such  behavior  could  be  given: 

inadequate time commitment (“to actually understand whether the direction management was taken 

was the right one”2), lack of reliable and timely information or  “yes-man” approach required and 

encouraged by CEO3. 

Discussing Mr. Applegarth we didn't mention that he had got a degree in marketing what left 

a  mark  on  his  future  career.  He  never  stopped  attracting  new  customers  by  continual  public 

promotion of Northern Rock's positive image. To motivate other directors to follow his example 

(and at the same time to forget their doubts about Northern Rock's loan quality) Mr. Applegarth 

knew which ways to use. For instance Mr. Ridley,  with  no appropriate qualifications as it  was 

mentioned, “was paid  £315,000 a year” what was much higher than the going rate and therefore 

could be interpreted as a way to conceal problems and dishonest practices at bank by keeping his 

mouth shut4.

This example discloses one more imperfection of Northern Rock's corporate governance: 

there seems to be no logics behind company's remuneration schemes. To prove this let me draw 

your  attention  to  the  following  fact:  short  time  before  Northern  Rock  encountered  liquidity 

difficulties a number of executive pay rises had taken place. The respective numbers are presented 

in the table below.

Table 1. Executive pay rise at Northern Rock, March 2007

Name Position Pay rise (%) New pay size (£)
Andy Kuipers commercial director 14 415 000
Keith Curie treasury director 14 415 000
David Baker deputy chief executive 16 530 000

Adam Applegarth CEO 10 760 000

Source: http://www.accountancyage.com/aa/news/1778153/northern-rock-exec-pay-rises,  

28.08.2012

1 According to many sources at least non-executive directors were experienced professional experts.
2 Fotabong, L. “Corporate Governance and Corporate Failure. Case study of Northern Rock”, 2008, p. 3. Cited from: 
http://www.camessays.com/upload/doc/credit%20crisis3.pdf, 28.08.2012
3 The second explanation is likely to relate to non-executive directors only whereas the first and the third one – both to 
executives and non-executives.
4 Andreas Whittam Smith “The flaw at the top that's causing businesses to fail ”. The Independent. 14 July 2008 
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Now it  becomes  more  clear  why Board  members  failed  to  properly supervise  Northern 

Rock's  performance  and  didn't  foresee  forthcoming  difficulties.  They had  no  motivation  to  be 

deeper  involved  into  company's  business  because in  fact  their  compensation  wasn't  tied  to  its 

results. Certainly Mr. Applegarth should be excluded from the list of people whom summer events 

took by surprise. In proof of his awareness let me attract your attention to the fact that he was able 

to sell his Northern Rock's shares nearly at their peak making thereby £2.6 million1.  However this 

wasn't the end of his last “harvest”: he continued to reap it even after he had left the company (on 

13 December 2007, “earlier than planned”2). That's the moment when the absurdity of remuneration 

policy came into its full play: on 31 March 2008 it was announced that he would “get severance 

payments totalling £785,000”3. 

Another  feature  of  Northern  Rock's  bad  corporate  governance  was  the  lack  of 

communication  between  shareholders  and  the  Board.  The  main  goal  of  such dialogue,  namely 

mutual understanding of objectives4,  was never achieved. The Board's actions showed that they 

never understood how vitally important for many minor shareholders the money held at Northern 

Rock was: in fact it was their entire life savings. 

One of the requirements set by British law regarding information shareholders are entitled to 

know relates to Business Review which among others include Board's assessment of company's 

perspectives. Even if Northern Rock's shareholders received this information they were definitely 

misled by its content. It's important to emphasize here that not only current shareholders but also 

potential investors who bought shares of “sound business” which “had a better default rate than 

similar institutions”5  just before its collapse became the victims of their blind faith in Northern 

Rock's excellent health. By “blind faith” I mean that shareholders in general were very inactive and 

didn't fully exercise their rights which enabled them for instance to demand from directors review 

of effectiveness of bank's system of internal control6. Instead they preferred to seat and wait rather 

than observe the market and Northern Rock's situation in particular and sell the shares at the right 

time thereby reducing (or even eliminating) their future losses. The good example of shareholders' 

passive behavior is their  weak reaction which followed Deutsche Bank's  warning that Northern 

Rock is “the most leveraged bank in Europe” (April 2007)7. Institutional investors as well paid in 

1 Cited from the Telegraph: http://www.telegraph.co.uk/finance/markets/2819940/Northern-Rock-Case-studies.html , 
28.08.2012
2 Cited from BBC News: http://news.bbc.co.uk/2/hi/business/7007076.stm , 28.08.2012
3 IBID
4 The UK Corporate Governance Code. Provision D.1. Please note that the version of 2003 was chosen because it was 
valid in 2007. The same approach will be applied to the rest of the chapter. 
5 Masters, B., Goff, S. “N Rock lacked proper financial controls”. Financial Times. 13 April 2007
6 The UK Corporate Governance Code. Provision C.2.1. 
7 Stewart, H. “Rock auditor criticised for role in crisis”. The Guardian. 30 September 2007
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full1 for not giving due attention in their evaluations to some factors relevant to Northern Rock's 

corporate governance, e.g. Board composition (which was, as we showed above, quite weird).  

As we know from the previous chapters good corporate governance implies acting in best 

interests  of  all  stakeholder  groups.  In the past  Northern Rock used to  repeat  that  it's  aimed at 

providing  job  security,  maximizing  shareholder  value  and  contributing  to  the  development  of 

national banking industry. However as it has turned out these promises were empty. The bank didn't 

have to struggle to achieve these things because market appreciation made them “automatically” 

available.  Northern Rock never  tried to  guarantee sustainable future to its  stakeholders,  on the 

contrary by undertaking more and more risks it deprived them of opportunity to continue being 

rewarded for their loyalty years later. 

However the way to avoid bank's downfall still existed. We have already mentioned that if 

financial watchdog (FSA) hadn't been sleeping and shareholders had been more active they could 

have possibly prevented Northern Rock's collapse. Employees as well could have contributed to 

bank's rescue by timely whistleblowing. Instead of subjecting to pressure to underreport arrears 

figures they could have informed the Board of these illegal and unethical practices. It was the Audit  

Committee's responsibility to listen to their concerns about improprieties in financial reporting and 

to ensure that independent investigation would be conducted and follow-up measures would be 

taken if necessary2. However the workers knew that this order had come from the top and as they 

didn't have any guarantees of staying employed after their report3 they preferred not to “stick their 

necks out”.

In addition to above mentioned imperfections Northern Rock's corporate governance didn't 

have effective mechanisms to monitor the independent auditor's (PwC) work. They never became 

concerned about enormous rewards PwC received for non-audit services related to “securitisation 

transactions and the raising of wholesale  funding” what in the end “turned out to be the most  

disastrous aspects of the Northern Rock situation”4. In order to show you the uniqueness of this case 

(in comparison to common business practices) let me look at the relevant data. In 2006 PwC earned 

£500,000 on auditing and £700,000 on non-audit services5 rendered to Northern Rock what meant 

that  the company made the major part  of its  profits  on related services.  Later  when the firm's 

activities were investigated (in connection to Northern Rock's collapse) it became widely criticized 

for above mentioned income structure. Its focus on non-audit services was interpreted as a way of 
1 Losses of the two biggest investors, SRM and RAB, are estimated at £73m. Cited from the Telegraph: 
http://www.telegraph.co.uk/finance/markets/2784711/Fallout-Hedge-funds-may-be-the-big-losers.html , 31.08.2012
2 The UK Corporate Governance Code. Provision C.3.4.
3 It's one more imperfection of Northern Rock's corporate governance which didn't engourage company's employees to 
take such actions and didn't protect them from dismissal if they do so. 
4 Stewart, H. “Rock auditor criticised for role in crisis”. The Guardian. 30 September 2007
5 IBID
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client retention while the audit itself - “a market stall from which they sell other services”1.  Another 

reason for calling PwC's independence into question was the fact that the some Board members 

were (or had been) in close relations with the auditor2. For instance “Rosemary Radcliffe, a non-

executive director at Northern Rock”, was “a former chief economist at PwC”3 and Sir Ian Gibson, 

Northern Rock's senior non-executive director, was “a non-executive member of the Public Interest 

Body of the UK firm of PriceWaterhouseCoopers”4. 

Whereas  in  2007  PwC  income  structure5 seemed  to  “improve”  (£1.1m  and  £700,000 

respectively6)  its  non-audit  fees  captured  public  attention  again.  That  time  the  reason  lied  in 

discrepancy between the amount of money received and the number of services rendered: £700,000 

in return for writing 10 "comfort letters" for Granite7 aimed at “reassuring potential purchasers that 

the financial information contained in its sale prospectuses was accurate”8. It's still unknown why 

these few in number services were so generously paid for but the question should be addressed to 

the  Audit  Committee  whose  responsibility  was  “to  approve  the  remuneration  and  terms  of 

engagement of the external auditor”9.

Besides its too high earnings received from rendering non-audit services to Northern Rock 

PwC was criticised for not warning investors that the rapid pace of bank's expansion makes its very 

vulnerable to liquidity shortage. Particular critics' attention was paid to the its most recent audit 

during  which  no  imminent  problems  at  Northern  Rock  were  identified.  The  explanation  was 

provided by PwC's head of assurance Richard Sexton who emphasized that internal controls or 

operational risks are not included in the area of their accountability. 

On the basis  of all  facts mentioned about Northern Rock's auditor it's  evident that PwC 

contributed to the bank's fall10. It gives one reason to blame poor leadership for Northern Rock's 

cruel fate as at  the beginning of the thesis we mentioned that independent auditor is a primary 

participant in corporate governance as well as Board of Directors.

Now let me look at Northern Rock's business model whose detailed description was given 

1 Stewart, H. “Rock auditor criticised for role in crisis”. The Guardian. 30 September 2007
2 This fact can be also the evidence of lack of board independence as Northern Rock's non-executive directors' close ties 
with PwC deprived them of opportunity to take unbiased look at bank's situation and its prospects. 
3 Stewart, H. “Rock auditor criticised for role in crisis”. The Guardian. 30 September 2007
4 Cited from Morrisons: http://www.morrisons.co.uk/corporate/About-us/Board-members-biographies/, 30.08.2012
5 As Northern Rock is the subject of our discussion we are interested in the structure of PwC's profits received only 
from this client.
6 Cited from Accountancy Age: http://www.accountancyage.com/aa/news/1772315/pwc-urged-return-northern-rock-
fees, 28.08.2012
7 Main Northern Rock's partner assisting the bank in raising finance in the wholesale markets.
8 Wearden, G. “Mps tackle PwC over Northern Rock role”. The Guardian. 4 December 2007
9 The UK Corporate Governance Code. Provision C.3.2.
10 However because of absence of evidence on October 15 2008 it was decided that no legal actions against PwC would 
be undertaken. Cited from Accountancy Age: http://www.accountancyage.com/aa/news/1780244/no-legal-action-pwc-
rock-audit, 29.08.2012
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before. The so-called “sound business plan”1 (as Mr. Applegarth defined it) was aimed at rapid pace 

of business expansion which was however accompanied by equally fast increase of risks undertaken 

what is clearly illustrated in the picture below.

Image 5. Dynamics of Northern Rock's leverage, June 1998 – December 2007

Source: http://www.skepticalscience.com/print.php?n=891, 30.08.2012

It's  more likely that  Northern Rock's  collapse is  not  the result  of gradual  acceptance of 

higher risks but rather the cumulative effect of long-term risk undertaking. However even if the 

Board didn't fail in determining the nature of risks the bank was willing to take they definitely failed 

in limiting the extent of exposure. Impelled by greed the directors missed the right time to stop. 

Even if this model was invented by managers themselves2 it was Board's responsibility to monitor 

management decisions and oversee risk management and internal control systems as well. They also 

disregarded both the Companies Act 2006 and the UK Corporate Governance Code when not taking 

into account the effect which such poorly thought-out business strategy could have on Northern 

Rock's performance in the long run and when not ensuring that business is stable and it's able to 

stay robust in future. 

To continue discussion about absence of sound internal control system we should have a 

look at Board committees' functioning. It was written enough about the poor performance of the 

Audit Committee, therefore let me now dwell for a while on the role of Risk Committee3. It was  the 

duty of the latter one to oversee Northern Rock's risk management system on a continuous basis  

what  among  other  things  included  monitoring  of  “the  scale,  diversity  and  complexity  of  the 

1 Cited from: http://www.mindfully.org/Reform/2007/Northern-Rock-BailOut14sep07.htm, 22.08.2012 (“Drama ends 
after weeks of upheaval.”)
2 We cannot be sure that it wasn't created and developed on the Board's advice. 
3 It should be mentioned here that sometimes the companies do not establish the Risk Committee as they suppose that 
the Audit Committee itself is capable of reviewing internal control and risk management systems. However it wasn't 
Northern Rock's case. 
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company’s operations; and the nature of the significant risks”1 the bank faced. Despite the fact that 

the Risk Committee most probably received regular reports (on internal control) from management 

it was committee's responsibility to ensure that the quality of management monitoring (in relation to 

issues of concern) was high and the internal control system was effective (what wasn't indeed).  

After the weaknesses had been identified (in result of comparison of management view and its own 

independent risk assessment) the committee should have suggested the remedy actions to be taken. 

Besides this it should have informed the public (in Board's annual assessment) that the failings 

found in internal control system might have in future a negative effect on company's performance 

and the consequences of this effect might be serious. 

In order to show you possible reasons behind such poor performance of the Audit and Risk 

committees let me draw your attention to the man who headed them, namely Sir Derek Wanless. 

This Northern Rock's non-executive director was in the past a CEO at NatWest which was finally 

overtaken by Royal Bank of Scotland. It was he who led the bank to the downfall by madly dashing 

it into investment banking and “steering it through a string of acquisitions”2. His career at NatWest 

finished  when  he  failed  to  carry  out  a  merger  with  Legal  &  General.  A look  at  Mr.  Derek's 

background explains why this man who occupied “a position equivalent to sitting next to the driver, 

seeing the road ahead and able to note every gear change, every depression of the brake pedal and 

the speed round corners” let  Northern Rock drive “straight into a wall  without a touch on the 

brakes”3. 

Finally  let  me  present  the  findings  related  to  Northern  Rock's  case.  Several  factors 

contributed to Northern Rock downfall. U.S. subprime crisis caused the changes in international 

perceptions of mortgage bank securities: lenders and investors started to be more cautious and their 

profusive generosity became a thing of the past. For Northern Rock with its high dependence on 

securitization  and  short-term borrowing it  meant  the  same as  “oxygen  deprivation”.  Protracted 

hesitation of public authorities and partial deposit insurance just aggravated the situation.  If in these 

cases  justification  can  be  found  their  guilt  connected  with  closing  eyes  on  Northern  Rock's 

irresponsible behavior is unquestionable. As it follows from the previous sentences the bank itself 

predetermined its death. Northern Rock's funding structure exposed it to enormous risks in case of 

unfavourable events, although probability of their happening was very low.  

Flawed  business  model  headed  the  list  of  shortcomings  in  Northern  Rock's  corporate 

governance. Other imperfections include directors' neglect of their duties, weird Board composition, 

1 Guidance on Internal Control (The Turnbull Guidance). Provision 26.
2 Daily Mail Reporter “Northern Rock bosses; A board profile”. This is Money.co.uk., 18 September 2007. Cited from: 
http://www.thisismoney.co.uk/money/markets/article-1614129/Northern-Rock-bosses-A-board-profile.html, 30.08.2012
3 Andreas Whittam Smith “The flaw at the top that's causing businesses to fail ”. The Independent. 14 July 2008 
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ineffective remuneration policy,  lack of communication with shareholders, disregard of different 

stakeholders' interests, doubtful independence of the external auditor and the Board itself. 

On the basis of  lessons learnt from Northern Rock's case the following recommendations 

could be given:

− stricter  requirements for  Board membership (At least  CEO and Chairman should 

have solid  background what  along with  education  implies  sufficient  relevant  experience.  Other 

members should also be professionals capable to advocate their interests and think independently. In 

addition not only balance of skills, experience and independence should be maintained on Board, 

the attitude to risk should be balanced as well. One of possibilities to increase the number of risk-

averse individuals could be higher female representation on Board.)

− reasonable remuneration policy (The linkage between director's  remuneration and 

his/her performance should exist. Besides this to stimulate executives to focus on long-term goals 

share-based  schemes  should  be  used.  A vesting  period  (during  which  the  options  cannot  be 

exercised and the shares cannot be vested) should be determined as well.)

− new definition of external auditor's independence (which implies setting a limit for 

compensation for rendering non-audit services and maximum share of these services in the total 

number)

− promotion  of  activism  among  shareholders  and  other  stakeholders  as  well  (by 

conducting regular discussions devoted to their rights)

− prevention  of  excessive  risks  (by legislative measures  such as  “constraint  on the 

composition of assets” aimed at having enough liquidity in case of depositor run and “a limit on the 

raw leverage ratio”1 in order to prevent high sensitivity to market shocks)

− development of strong corporate culture (what will unify company's representatives, 

create a common objective for them, prevent fraud, etc. As Mervyn King2 remarked once:  “Good 

corporate governance is about 'intellectual honesty' and not just sticking to rules and regulations...”).

Now let me summarize the research and simultaneously make relevant conclusions. 

1 Hyun Song Shin “Reflections on Modern Bank Runs: A case study of Northern Rock”. Princeton University, August 
2008, p. 21
2 The man who has made invaluable contribution to corporate governance development in South Africa.
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Conclusion
In the first chapter we considered corporate governance concept and aspects from theoretical 

and historical  points of  view.  After  analyzing different  definitions  we concluded that  corporate 

governance  is:  1)  a  set  of  methods  used  to  direct  and  control  the  company;  2)  stakeholders'  

“servant” always being aware of their needs and desires 3) rule setter (in certain fields including 

resolution of conflict of interests). It's aimed at creation of sustainable businesses what on a broad 

scale is beneficial to the national wealth as well.  Effectively governed enterprises among other 

things  imply  proper  Board  performance  of  their  duties  which  include  supervisory  functions, 

maintenance of high standards of integrity and protection of shareholders' rights. In addition success 

of corporate governance depends on different external factors such as legal, economic, business, 

etc.  If  these  conditions  are  favourable,  the  effectiveness  of  corporate  governance  is  easier  to 

achieve, however even in this case the benchmark is necessary. An alternative set of guidelines was 

created by OECD. These principles gained global popularity because of their non-binding nature 

which enables companies to apply only some of them or change them to different extents to reflect 

their specific needs.

In the historical report the evolution of concept of corporate governance through time was 

shown. Initially owners of corporations used to delegate the governance to managers, they were not 

afraid of financial difficulties because in this case they would have been protected by Crown grant. 

After  many collapses  had taken place to  prevent  them in future  managers  were provided with 

additional  financial  information  and  were  supposed  to  act  in  best  shareholders'  interests.  The 

“separation of ownership and control” idea became more popular what subsequently caused abuse 

of power by managers. Spreading of unfair practices drew institutional investors' attention on whom 

the  corporations  became  more  dependent.  That  laid  the  foundation  for  other  stakeholders' 

involvement and interest in organizational performance what enforced organizations to take into 

account  their  needs  as  well.  The  growing criticism of  management  actions  led to  creation  and 

spreading of guidelines incorporated in corporate governance codes and aimed at enhancement of 

managerial behavior. However later as Enron's downfall showed it was Board of Directors who 

required significant improvement as poor managers' performance was the result of their inadequate 

supervision. The series of collapses which took place during global financial crisis provided further 

evidence of this fact. 

In the second chapter we shed the light on regulatory aspects of corporate governance in 

European  region.  We  started  with  situation  in  EU  and  emphasized  the  necessity  of  improved 

regulation  for  triggering  cross-border  activities  and  reviving  trade.  However  thanks  to  the 
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invaluable Commission's contribution to this field (countless legislative proposals) the Union has 

already achieved a lot  in regard to the role of non-executive directors and independent auditor, 

remuneration policies, transparency, shareholders' rights, etc. Despite the fact that majority of these 

achievements have form of “soft-law” documents  (recommendations,  communications-proposals 

and Green Paper), in case of noncompliance well-founded explanations should be given (comply-

or-explain approach). We didn't only present highlights of latest reviews of these official acts but 

also took a look at future of EU corporate governance regulation. Its first-priority goals include 

higher transparency and shareholder involvement, creation of environment favouring growth and 

competitiveness. As the last task deals with interests of EU businesses and consequently implies the 

understanding of their standpoints, public consultation on the future of European company law was 

launched  in  February  2012.  Another  public  discussion  was  devoted  to  gender  imbalance  in 

corporate boards in EU. This debate started more than a year ago but there is still no resolution on 

it.  Analysing the recent achievements of certain Member States in this field the Commission among 

other things considers a possibility of imposition of sanctions on companies which failed to reach 

quotas for female board membership. 

In the next part of the chapter the analysis of regulation of corporate governance in other 

parts of Europe was carried out. Firstly we considered situation in Southern Europe whose members 

recently  have  achieved  considerable  progress  in  the  field  of  respective  legislation  (at  national 

levels). However Southern European countries have problems with implementation of legislative 

innovations  what  raised  concerns  of  OECD  and  World  Bank.  As  a  result  these  international 

organizations started to play active role in the development of corporate governance systems in the 

above mentioned countries. Whereas OECD on the basis of information gathered through mutually 

established SEE Corporate Governance Forum issued White Paper where special focus is placed on 

implementation and enforcement, World Bank by means of IFC launched Corporate Governance 

Project in some SEE countries which resulted in improved financial performance in more than 80 

percent of companies. The achievements of the above mentioned international players should not be 

underestimated also in case of countries which can be perceived as Europe in geographical sense. 

For  instance  IFC in  cooperation  with  two  other  organizations  launched  Corporate  Governance 

Program in Europe (Russian Federation,  Ukraine,  Southern Europe)  and Central  Asia  aimed at 

working with companies, development of local capacity and creation of environment. 

Without look at Norwegian and Swiss corporate governance regulation our analysis would 

have  been  incomplete.   In  case  of  these  states  we  laid  focus  on  their  national  legislative 

achievements:  corporate  governance  codes,  Directive  on  Information  relating  to  Corporate 

Governance (Switzerland) and Corporate Governance Forum (Norway)
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In  the  remaining  part  of  the chapter  we concentrated  on  the  UK corporate  governance 

regulation. In the first place basic provisions (leadership, effectiveness, accountability, remuneration 

and relations with shareholders) of the UK Corporate Governance Code were briefly described. 

Thereafter  we  mentioned  the  UK  Stewardship  Code  which  considers  good  relations  between 

institutional investors and companies as means of achieving higher long-term shareholder returns 

and increasing effectiveness of corporate governance. To improve the quality of external audit the 

Companies Act 2004 was adopted. In addition to brief overview of the above mentioned documents 

at the end of the chapter we mentioned the amendments likely to take place in them in the nearest  

future.

The third  chapter  was devoted to  the  story of  Northern Rock's  failure.  However  before 

describing the events occurred in 2007 we looked into the past of the bank and gave overview of its  

current  situation.  Since being established Northern  Rock  (at  that  time Northern  Rock Building 

Society) was known as a successful organization.  Till 2007 it  was defeated only once: in 1998 

without prior notice it undertook such a cost cutting measure as consolidation of savings accounts.  

As for many clients new conditions implied lower interest  rates public trust was lost.  However 

Northern Rock was able to restore its reputation already by 1999 through establishment of “Savers 

Pledge” and active participation in development of British fair banking. In the end of June 2007 the 

bank's excellent results (share of net lending – around 20%, share of gross mortgage lending – close 

to 10%) showed that it succeeded in achieving its long-term goal: rapid unceasing extension of 

business. On the other hand these results should have served as a warning: sustainable businesses do 

not have very high growth rates. However the markets ignored this fact. 

Only in September 2007 after the media found out that Northern Rock turned to the Bank of 

England for  financial  aid  everybody began to panic:  price of  bank shares  experienced a  sharp 

decrease  and  depositor  run  started.  No  “everything  is  under  control”  reassurances  influenced 

people's  behavior,  depositors  calmed  down  a  bit  only  after  announcement  that  in  case  of  the 

company's bankruptcy they would be fully compensated regardless of the amount of money they 

held in the bank. During the period September 2007 - February 2008 Northern Rock was looking 

for a private buyer, however only few offers were received and due to the fact that each of them was 

insufficient to compensate the taxpayers the Government decided to nationalize the bank.

Several reasons are usually attributed to Northern Rock's collapse.  Firstly subprime U.S. 

crisis caused loss of confidence in mortgage bank securities what immediately cut Northern Rock 

off from its sources of financing. Secondly public authorities are blamed for being hesitant for a 

long time and taking rescue measures too late, imperfect deposit protection legislation and lack of 

oversight of bank's business model. Thirdly Northern Rock is guilty itself for sticking to such a 
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hazardous business model which suffered from lack of diversification of funding resources. While 

analysing who is guilty of it we came to the conclusion that bank's Board of Directors failed to 

supervise the management actions and as a result internal control and risk management systems 

didn't work properly. Along with this defect many other imperfections were revealed in Northern 

Rock's  corporate  governance:  all  plans  and  strategic  objectives  had  short-term  orientation, 

managements actions were poorly monitored, the dialogue with shareholders was unsatisfactory, 

Board's reports lacked transparency and even included misleading information and the relationship 

with  external  auditor  was  too  close.  On  the  basis  of  identified  failings  the  following 

recommendations were suggested: further constraints on  Board composition,  performance-related 

and long-term incentive schemes, strengthening of external auditor's independence, “upbringing” of 

active  stakeholders  (particularly  shareholders),  legislative  protection  against  excessive  risks, 

building a sound corporate culture.

To  conclude  with  the  main  lesson  which  could  be  derived  from  Northern  Rock's  sad 

experience is that corporate governance should drive a company forward but do it carefully, within 

the limits of effective accountability.  
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