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The Societas Privata Europaea —

Could it Promote the Internationalization of

Small and Medium-Sized Enterprises?

Martina Eckardt

Abstract

Small and medium-sized enterprises (SMEs) are itapbfor employment, innovation and
growth. However, due to their size, SMEs experiemoeimber of restrictions which also lead
to a low degree of internationalization. To promtteir internationalization, the European
Union plans to introduce a supranational privatated liability company (the European pri-
vate Company, SPE).

After an empirical overview of SMEs in the EU, weadyze whether the SPE draft regulation
does indeed provide rules which result in (1) loansaction and coordination costs, (2) pro-
vide secure ownership rights and (3) reduce infdlonaasymmetries and thus mitigate agen-
cy relations among owners, management, employeksraditors of SMEs.

As this can be agreed to, we ask whether an additz8" EU-wide private legal form is nec-

essary. We discuss the available empirical findimgsut the extent of horizontal and vertical
competition in company law in the EU. Finally, weaenine whether the theory of interjuris-

dictional competition provides normative argumeintsavour or against of introducing the

SPE. We conclude that there are no profound objestagainst the introduction of the SPE
from the theory of regulatory competition.

Keywords: Company Law, Corporate Governance, Regulatory @bitgm, European

Integration

JEL-ClassificationF15, K22



1. Introduction

Small and medium-sized enterprises (SMEs) haveedamlot of attention in public policy
over the last decades because of their positivéribation to employment, innovation and
economic growth. In regard to internationalisati@VIEs came into focus, too. Whereas
nowadays one cannot conceive of any large corporat the EU that is not doing business
on a global, let alone EU-wide scale, internatimadion of SMEs is of a rather low level and
of a rather new public policy concern. With itsastigy on SMESs, the EU Commission has put
the support of SMEs on its agenda. The Commissamikda number of provisions which are
intended to support SMESs, both in doing businetesmaly as well as internationally in addi-
tion to other means which are not specifically ¢éaeg on SMEs and their internationalisation,

but on removing obstacles for businesses and estreprship quite generally.

According to this aim, the EU Commission has setthg so-calledSmall Business Adh
2008. Besides reforms on regulations for startibgiginess, accounting rules, tax laws and so
on, one of its key elements is the introductioraafiew supranational legal form, a limited
private company — the European Private Compa&@ucietas Privata Europage&SPE). It
should be especially tailored to the needs of Skbgsromote them doing business through-
out the EU. In the mid-1990s the idea of such aangtional limited liability legal form was
first put forward by the Paris Chamber of Commead Industry. But only after the Europe-
an Parliament took to it in 2007, it gained momentat the European level. This new legal
form would complete the set of supranational ldgahs already introduced in the EU — the
European Economic Interest Groupi{i§EIG, put into force in 1989), the European Compa
ny (Societas Europae3E, put into force in 2004) and the European Catpee Society $o-
cietas Cooperativa Europae€sCE, put into force in 2008).

Although the main points of disagreement betweendifferent actors involved in the legisla-
tive process have been successfully removed owveda$t years, no agreement could be
reached on a draft regulation of the SPE duringHbagarian Council Presidency in 2011.
This was primarily due to disagreement on the isdumdetermination and taxes, mainly put
forward by German representatives. As a consequireceevise Action Plan for the Small
Business Act does not put particular emphasis enirtiplementation of the SPE (Eu Com-
mission 2012) This seems therefore a good poititmie to evaluate the SPE’s regulation in
its draft form from an economics point of view (Elduncil 2011). Thus, in the following we

! For a short, but comprehensive overview with toidial references see Fleischer (2010).



analyze whether such a‘?&sgal form for SMEs could indeed promote theiemtationaliza-
tion. More precisely, we ask whether it does adlthee needs of SMEs when doing business
abroad and if so, what this will mean in regarcempetition among company laws in the
EU.

In section 2, we start with a short overview on é¢x¢ent of internationalization of SMEs in

the EU and the importance of an appropriate legahf Hereby, we point out the main obsta-
cles for doing business internationally for SMEslIdwing this, in section 3 we describe the
current draft statute of the SPE and analyze itis ml@ments. Finally, in section 4 we turn to
the issue of regulatory competition. We discussetktent and nature of horizontal and verti-
cal competition in this field and ask what addiabgains could be expected from such an
additional 28" legal form for SMEs in the EU. In particular, wekavhat we can learn from

interjurisdictional regulatory competition and theteria derived there for the question on
how much (de-)centralization is appropriate forpowate law. Hereby, we distinguish be-
tween arguments from welfare economics, politican®mics and evolutionary economics.

Section 5 summarizes our main findings and concglude

2. Internationalization of Small and Medium-sized Eterprises and Legal form

2.1 Small and Medium-sized Enterprises — DefinitionCharacteristics and Structural
Problems

In the following we use the classification of the Eommission (2003) on SME&ble 2.).

Following this, 99.8% of all enterprises in the R@-are SMEs (including micro-enterprises),
which account for 67% of all employees and for 58Pthe value added in 2011. The same
pattern can be found in all EU member states. Thgsees show the importance of SMEs for

national economies.

Table 2.1: SME Classification and EU-Average

SME Classification EU-Average
Number of Number of Gross value
persons Turnover in | Balance sheet Number of persons added
Company employed Mio. € / year total in enterprises employed (Mio € /year)
size Mio. € / year (%) (%) (%)

Micro up to 9 up to 2 Upto 2 92,1 29,8 21,1

Small 10 to 49 21010 21010 6,6 20,4 19,0

Medium 50 to 249 10 to 50 10 to 43 1,1 16,8 17,8

Large more than 250 more than 50| more than 4 0,2 33,1 42,1
Total 20,839,226 130,717,89( 5,978,436

Source:Own composition according to EU Commission (2008ymenga et al. (2011, p.8,

tab.2.1).



Besides differences in quantitative respects, Shlisr also in qualitative ways from large
enterprises. One of the main characteristics of SMEhe important role its proprietor plays,
who usually also runs the company him- or herddbireover, due to the small number of
employees, specialization, division of labour ahdstalso formal organizational structures
are less pronounced, resulting in a closer relalignbetween the owner and its employees
(Mugler 1999, 20; Wegmann 2006, 15). All in all,tiis way principal-agent problems are
mitigated in SMEs.

However, these characteristics of SMEs also cauiilio their main structural problems.
While their relative small size allows SMEs to refiexible to customer preferences and to
changing market conditions, they are restricteth@ir business activities due to their (usual-
ly) low market share and to the limited resouroeslable, be it human resources or financial
capital. Thus, they are less able to realize ecoe®of scale and scope. Besides, in particular
outside financing proves to be more problematic @stly for SMEs than for large enterpris-
es. Their access to financial markets is moreiogstt, resulting also in less favourable loan
conditions due to their lower capacity for spregdisks. Finally, due to the limited personnel
available, the degree of specialized in-house égxpsrmuch lower, showing a less marked

business strategy (EU Commission 2011).

2.2 Internationalization of Small and Medium-sizedEnterprises

Nevertheless, SMEs are not only engaged in locakeis but also on a national and interna-
tional level (seeTable 2.2on push and pull factors of SME internationalisaticSome of
them are even market leaders on a global leveltfsgeso-called ‘Hidden Champions’, Simon
2007). A comprehensive survey among nearly 10.008sSfrom 33 European countries (in-
cluding 6 from outside the EU) in 2009 showed thatse SMEs which do business interna-
tionally are characterized both by higher turncsed by higher employment growth. Besides,
they are also more engaged in introducing prodaodt@ocess innovations. All these effects
are much more pronounced for SMEs that undertalegdio direct investments. For example,
SMEs with direct investment abroad reported anease in employment of 16% compared to
only 4% by SMEs without direct investment (EU Corasion 2010a, 8, 69f.).



Table 2.2:Push and Pull Factors in Internationalising SMEs

Push Factors Pull Factors

Market potential/ profit prospects abroad

» Saturated national demand / declining natigpal Specific competences, like experiences with for-

demand eign markets, language skills, international gon-
»  Strong competitive pressure tacts
» Dependence on international active buyers|{in Foreign demand for the (highly specialised) prod-
particular relevant for suppliers) ucts produced
e Cost pressure (for example rising wages) e Cost advantages of the location abroad

» International order which were not actively sought Positive attitude of the entrepreneur on intermatio
al business activities

Source:according to Baeckes-Gellner / Huhn, (2000, 18&)) translation, M.E.

As regards the extent of internationalisation ofEMthe 2009 internationalisation survey of
the EU Commission (2010a) found that around 40 %llcBMEs are involved in some form
of international activity, be it import, export @reign direct investment (EU Commission,
2010a, 46). While even a large share of micro entsas (with up to 9 employees) uses the
advantages of the international division of labouthe form of imports and exports, other
forms of cooperation do play only a minor role fioem (seélable 2.3. There is, however, a
clear size effect. When looking at medium-sizecgrises in more detail, one finds that over
50% of them were engaged in export and/or impativiies between 2006 and 2008, but
only 15% to 20% used the potential of internaticspacialization in the production process,
like subcontracting, technological cooperation &meign direct investment (FDI). 16 % of
medium-sized and 6% of small enterprises reporiet between 2006 and 2008, whereas
only 2% of all micro enterprises did. On averads, & all EU SMEs invested abroad, which
amounts to around 500.000 enterprises (EU Commmis3@iOa, 10). Besides, SMEs from
smaller and thus more open economies are involwadtérnational business activities to a

higher degree than SMEs from larger member states.



Table 2.3: Extent of Internationalization (2006-2008)

Technologi- Subcontractor

cal for aforeign  Enterprise had
Investment  cooperation main foreign
Imports Exports abroad abroad contractor subcontractors
Row N %

Size Class Micro 28% 24% 2% 7% 7% 7%
Small 39% 38% 6% 12% 11% 12%
Medium 55% 53% 16% 22% 17% 16%

Country Italy 23% 27% 2% 3% 1% 3%
Germany 14% 19% 2% 11% 8% 7%
Spain 33% 24% 2% 5% 3% 5%
France 21% 19% 0% 3% 6% 9%
United 21% 21% 2% 7% 5% 6%
Kingdom
Poland 29% 29% 0% 6% 10% 6%
Nordic 34% 32% 4% 17% 19% 23%
Countries
Benelux 38% 33% 5% 13% 10% 11%
Central 33% 28% 1% 10% 12% 11%
Europe
Rumania & 43% 19% 2% 15% 17% 11%
Bulgaria
Remainin
ot 9 44% 30% 4% 9% 10% 6%

ountries
Total 29% 26% 2% 7% 8% 7%

Weighted results. Source: Survey 2009, Internationalisation or European SMEs EIM/GDCC |

Source: Own composition according to EU Commisg$iiriOb).

From the overall of 2% of SMEs that invest abrodtial uses its establishments abroad as a
sales office or for local production (s@able 2.4. While the latter activity dominates for
larger countries, the former is more characteristicsmaller countries and for the new/ East-
ern EU member states (with Spain being an exceptitihile class size affects the decision
to invest abroad, it does not so to the same ekiaeigard to the decision on what activity to
pursue. The main economic sectors where interratlonal production of goods and services

is pursued are manufacturing, construction, whitdetsade and business services.



Table 2.4: Activities done in or from establishments abroad

Type of activities that are done in or from the establishment abroad

Local
production
Representativ. Only sales  Only office to (of products Other please Do not know /
e office only office acquire inputs  or service) specify: no answer Total
Row N % Row N % Row N % Row N % Row N % Row N % Row N %
Size Class __Micro 18% 27% 2% 26% 23% 2% 100%
Small 16% 28% 3% 30% 20% 3% 100%
Medium 12% 31% 3% 38% 16% 1% 100%
Country Ttaly 31% 24% 1% 35% 9% 0% 100%
Germany 24% 15% 1% 41% 18% 0% 100%
Spain 30% 39% 0% 3% 8% 20% 100%
France 18% 8% 7% 44% 1% 23% 100%
United 37% 15% 0% 40% 9% 0% 100%
Kingdom
Poland 10% 51% 26% 4% 9% 0% 100%
Nordic 2% 15% 11% 49% 23% 0% 100%
Countries
Benelux 18% 30% 1% 16% 35% 0% 100%
Central 13% 68% 1% 13% 2% 3% 100%
Europe
Rumania & 12% 47% 3% 1% 30% 7% 100%
Bulgaria
Remainin
Coumriesg 5% 28% 0% 27% 37% 2% 100%
Sector Manufacturing 13% 47% 1% 24% 15% 1% 100%
Construction 2% 55% 0% 31% 9% 3% 100%
Wholesale 17% 23% 1% 46% 12% 1% 100%
trade
Retail trade 12% 59% 0% 9% 21% 0% 100%
Transport and
Eommun'cat'o 15% 37% 17% 9% 17% 5% 100%
Business 23% 5% 1% 34% 31% 6% 100%
services
Personal 8% 68% 3% 6% 10% 5% 100%
services
Total 17% 28% 2% 28% 22% 2% 100%

Weighted results. Source: Survey 2009, Internationalisation or European SMEs EIM/GDCC (N=9480). Processing: EIM 5/22/2009

Source:Own composition according to EU Commission (2010b).

As the data point out there is a clear size efiegegard to doing business internationally.
Thus, the question arises on the obstacles whiebhept SMESs to realize the potential gains
from international business activities. As a numisesurveys have shown, the main barriers

to internationalization fall in the following twategories:

“Internal barriers : price of their own product or service and thehhégst of internation-
alisation.
External barriers: lack of capital, lack of adequate informationgdack of adequate pub-

lic support and the costs of or difficulties witagerwork associated with transport”

(EU Commission 2010a, 8).



Taking into account the structural characteristt SMEs (see section 2.1), the main obsta-
cles to internationalization as stated by SMEs coonao surprise. As regards the internal
obstacles, high cost of the internalisation procaskack of sufficiently qualified personnel

and the specifications of an enterprise's prodant¥or services come next in line besides

price and quality of a company’s products.

Figure 2.1:Internal barriers to internationalization of SMEs

internal barriers - size

Importance of other barriers related to 170/18%
the enterprise f19%

18%
Importance of language barriers 19%
] 20%

Importance of specifications of 26%
enterprise's products and/or services 259

Importance of lack of sufficiently 18% 0%
qualified personnel 2 1 26%

Importance of high cost of the 26%
internalisation process T78%

Importance of quality of enterprise's 28%
products and/or services T28%

Importance of price of enterprise's 32%

0/
products and/or services 1329 3%

0% 5% 10% 15% 20% 25% 30% 35% 40%

‘D Micro O Small @ Medium ‘

Source:Own composition according to EU Commission (2010b).

This is matched by the main barriers to internatisation resulting from the external envi-
ronment (sedigure 2.2. Over 50 % of all SMEs report lack of capitallldaved by lack of
public support, lack of adequate information anste@f paper work and other administrative
tasks. There is no difference among SMEs in ranknegdifferent external obstacles, as can
be seen fronfigure 2.2 Note however, that medium-sized enterprises, kvare more active-
ly engaged in international business, see lawsragdlations in foreign countries also as a

strong obstacle.



Figure 2.2: External barriers to internationalization for SMEs

Figure 38 Barriers related to the business environment for the enterprises in EU-EEA mar-

kets, by size class (percentage of SMEs that state important)

Lack of capital ——4
[ I I I |
Lack of adequate public support —_'
[

Lack of adequate information ——'

Costs or difficult paper work for transport |

Other laws and regulations in foreign countries ﬁ__‘

Tarrifs or other trade barriers in foreign market ﬁ
Cultural differences (incl. business culture) #Z“
Tarrifs or other trade barriers in home country M
Other external barries I§I
No external barriers

0% 10% 20% 30% 40% 50% 60%

@ Micro HESmall OMedium

Source: Survey 2009, Internationalisation of European SMEs EIM/GDCC (N=9480).

Source: EU Commission (2010a, p.61, fig. 38).

All'in all, the barriers identified by SMEs for ahgj business internationally refer back to their
main structural characteristics. Problems in g@ranocess to finance and scarce resource both
in human and financial capital enhance the diffieslto acquire the necessary information to
successfully gain access to foreign markets.

2.3 Internationalisation and Legal Form of Small anl Medium-sized Enterprises

As regards legal form, over 50% of SMEs in Europe@ivate or public limited companies,

while only 20% are sole proprietorsalfle 2.5. Only in regard to the latter, size affects the
choice of legal form to a large degree. In casenedll and medium-sized companies only 8%
resp. 5% chose sole proprietorship. However, diffees exist for single countries. Private
limited companies dominate in Germany, the UK, Nogdic Countries and Central Europe.
In contrast, Poland, Romania and Bulgaria showgh Bhare of partnerships in SMEs, which
play no important role for SMEs in other countridsbelow average adoption of the private
limited liability company is found for wholesaledretail trade, where other legal forms play

a more prominent role.

10



Table 2.5:Legal form of SMEs in Europe

Present legal status of enterprise

Private limited Public limited Do not know /
Sole proprietor  enterprise enterprise Partnership Other no answer Total
Row N % Row N % RowN%  Row N % Row N % Row N % Row N %
Size Class __ Micro 19% 49% 9% 8% 15% 0% 100%
Small 8% 59% 13% 7% 13% 0% 100%
Medium 5% 53% 21% 8% 13% 0% 100%
Country Ttaly 13% 55% 0% 3% 29% 0% 100%
Germany 25% 68% 3% 5% 0% 0% 100%
Spain 8% 55% 25% 0% 12% 0% 100%
France 8% 42% 11% 0% 39% 0% 100%
United 22% 64% 1% 13% 0% 0% 100%
Kingdom
Poland 38% 6% 2% 54% 0% 0% 100%
Nordic 26% 62% 9% 1% 3% 0% 100%
Countries
Benelux 19% 48% 17% 11% 4% 0% 100%
Central 8% 75% 1% 0% 16% 0% 100%
Europe
Rumania & 18% 47% 1% 32% 1% 0% 100%
Bulgaria
Remainin
Countriesg 29% 33% 19% 6% 14% 0% 100%
Sector Manufacturing 13% 54% 10% 11% 13% 0% 100%
Construction 27% 50% 4% 6% 13% 0% 100%
Wholesale 11% 44% 18% 6% 20% 0% 100%
trade
Retail trade 27% 35% 10% 11% 17% 0% 100%
Transport and
zomm”n'ca“o 16% 54% 8% 9% 12% 0% 100%
Business 10% 57% 11% 7% 14% 0% 100%
services
Personal
4 20% 56% 4% 6% 13% 0% 100%
services
Total 8% 50% 9% 8% 15% 0% 100%

Weighted results. Source: Survey 2009, Internationalisation or European SMEs EIM/GDCC (N=9480). Processing: EIM 5/22/2009

Source:Own composition according to EU Commission (2010b).

There are not detailed data available on the legah SMEs use when investing in foreign
countries. But the EU 2009 internationalisationveyrshows that 20% run their foreign es-
tablishments as a branch, 42% as an independesidgarly and another 22% have entered
into a joint venturet@ble 2.§. Again, class size has a significant effect. Ne@0% of both

small and medium-sized companies report of havisigbdished independent subsidiaries.
Looking at differences in regard to sectors, wd fimat for construction over 50% of FDIs are

joint ventures.

11



Table 2.6:Legal form of foreign establishments

Legal form of enterprise's foreign establishment

Foreign Do not know
subsidiary Branch Joint venture / no answer Total
Row N % Row N % Row N % Row N % Row N %
Size Class Micro 38% 21% 22% 19% 100%
Small 57% 15% 23% 6% 100%
Medium 58% 21% 14% 7% 100%
Country Italy 61% 29% 10% 0% 100%
Germany 54% 24% 14% 9% 100%
Spain 52% 39% 2% 7% 100%
France 73% 2% 10% 16% 100%
United 18% 5% 77% 1% 100%
Kingdom
Poland 94% 4% 2% 0% 100%
Nordic 56% 5% 37% 2% 100%
Countries
Benelux 68% 22% 8% 1% 100%
Central 20% 16% 64% 1% 100%
Europe
Rumania & 36% 49% 5% 10% 100%
Bulgaria
R .
emaining 20% 15% 21% 44% 100%
Countries
Sector Manufacturing 43% 37% 14% 6% 100%
Construction 22% 22% 56% 0% 100%
Wholesale 63% 11% 21% 5% 100%
trade
Retail trade 46% 29% 21% 3% 100%
Transport and
ﬁomm”“'cat'o 66% 9% 14% 10% 100%
Business 30% 17% 23% 29% 100%
services
Personal
. 67% 13% 14% 7% 100%
services
Total 42% 20% 22% 16% 100%

Weighted results. Source: Survey 2009, Internationalisation or European SMEs EIM/GDCC (N=9480). Proce:

Source: Own composition according to EU Commission (2010M%x698 for foreign
establishments.

Taking into account that SMEs are financially meunerable than larger companies due to
their limitations in capital availability and riskpreading, an average of 20% of SMEs that
have set up their establishments as dependenthHasrseems to be rather high. This might
result from the restrictions imposed on companiésice of legal form. Up until the Europe-

an Court of Justice’s (ECJ) decision Gentrosin 1999, companies had only a very limited
choice in regard to legal forms when investing adroThey could establish a dependent

12



branch, thus sticking to the legal form of theimte member state, which was familiar to
them, or run their foreign establishment accordmghe applicable law of the host member
state. In this case uncertainty increases, sinaallysthere is only limited knowledge about

the company law and legal system of foreign coastri

Since theCentrosdecision, there is a broader menu of legal fornalable for companies. It

is now possible to establish a company in a merstag¢e according to one of its legal forms
only to the end of doing business on a regularsbasder this legal form in another member
state. Thus, for example, the number of enterpriegistered as a British Private Company
Limited by Shares in Germany has grown over theé yasrs. However, in 2010 it still

amounts to only 0.3% of all newly registered comesun Germany, compared to 11 % of all
companies registered &esellschaft mit beschrankter Haftu@mbH,the German private

limited company) and 80% as sole proprietors. Inti@st to that, the share of companies in
the form of the British Private Company Limited wiicancelled registration amounts to
0.6% in 2010, while other legal forms show no sigant differences. This indicates that the
use of unfamiliar legal forms involves higher una#ty, resulting in higher costs and even-

tually in higher rates of failure for companiesgsection 4for more details).

When deciding on which legal form to use for a fgneestablishment, SMEs have to take
into account what costs the different legal forrasise. They have to calculate the costs of
establishing as well as the on-going costs relédethe chosen legal form, like capital re-
quirements for establishment, disclosure rules,oaaiting rules, employee participation
rights, co-determination rules, third party repreagon, liability rules, additional tax burden
and so on (Knoth 2008, 193, fig.30; Pezoldt/ Knd@il). Besides, what the optimal legal
form is for a particular SME, depends not only antérs related to the different legal forms
per se, but also on factors internal to the compard/ on external factors of the wider eco-
nomic and legal environment (s&ble 2.7. Again, these aspects are related to the scarce
resources available to SMEs, with information peotd and costs for legal and administra-
tive activities becoming something of a strategttleneck for successfully entering interna-

tional markets (Buschmann 2005).

Thus, when looking at the specific challenges SN#eg when internationalising their busi-
ness activities, ideally, a legal form should baikable that takes into account their scarce
resources (both in terms of human as well as fiaamapital), information problems, and

difficulties in financing.

13



Table 2.7:Factors affecting the choice of legal form for migionalisation

Internal determinants External legal and economic Determinants of the legal form
determinants

« knowledge about legal forms| « legal form recognized inthe | « legal form which is easy and

of the home and host state host country quick to found
« low information deficits » prohibition of purchasing real| « low conditions for establish-
. realisation of synergies by estate by a foreign legal per- ment
sonality

establishing uniform subsidia * no or only low minimum capi-
ies » reservations against a foreign tal requirements

company law form among
business partners, customers,
banks or public administration
in the host member state

< realisation of synergies by
using the same legal form for
the parent company and its
subsidiary

* low requirements as to the
regular disclosure and ac-
counting duties

* recognized corporate form
among foreign business part-
ners in case of cross-border
transactions of a subsidiary

Source:According to Knoth (2008, p.193, fig.30 and p.228.34), own translation, M.E.

Accordingly, an ideal legal form for SME internataization should be (1) inexpensive, re-
quiring few resources for setting it up and meettagegular tax and accounting obligations.
Besides it should (2) provide secure ownershiptsigimcluding limited liability so as not to
endanger the parent company by doing businessnaitenally. In addition it should also
provide secure property rights for creditors sdaseduce problems of getting access to fi-
nance and decrease extra risk charges. Furthermhehsuld (3) reduce principal-agent prob-
lems due to information asymmetries. This holdsbiesiness partners, customers and foreign
authorities to whom the company statute shouldigeoelear information about the company
thus improving trust in it (and by this lowering itinancing costs). Finally, (4) information
and consultation costs for SMEs about legal andimdtrative questions should be low,

which requires a not too complex legal form.

In regard to these criteria we analyze the prowsiaid down in the draft regulation on the
European Private Company (SPE) in the followingisado see whether it provides a useful
alternative legal form for SMEs.

14



3. The European Private Company (SPE) — Evaluatioof its Draft Regulation

3.1 The Economic Rationale of Company Law

From an institutional economics point of view, epteses can be seen as a nexus of incom-
plete contracts, both explicit and implicit oneggikkman R et al. 2009, Schaper 2012, Eck-
ardt 2012a). The different stakeholders involvecamenterprise — that is the owners of a
company, its employees, its creditors and the gtefmesenting the public) — pool their re-
sources to gain from team production. Due to th&ingencies and uncertainties of the fu-
ture, it is not possible to writex antecomplete contracts which deal with all possiblaifat
events. Accordingly, a number of different fielddaw have evolved over time to cope with
some of the resulting effects. Company laws take &ecount some of the resulting aspécts.
They provide different legal forms for an entesgriforming its constitution by delineating
the overlapping actions spaces of the stakeholalkish cooperate in a world of uncertainty
in a business enterprise. Accordingly, it makeslabke instruments to cope with (potentially
and actually arising) conflicts among the differstdkeholders. In particular it states rules
necessary to ensure the ownership rights of thmuress pooled in the joint undertaking for
the different proprietors. Besides rules are ladavil to decide on how the related (positive

and negative) gains are to be divided among tHerdiit owners.

Thus, firstly, corporate law eases cooperation ajitbe different resource owners by secur-
ing their ownership rights. This takes place bygmssg well-defined property rights and de-

cision rights to the different stakeholders.

Secondly, corporate law reduces information proklem particular those resulting from
asymmetric information and principal-agent relasioips. Its main instruments are infor-
mation rights and disclosure duties. Principal-agamblems occur in different forms in
companies. They are most prominent in the relatipnsetween owners and management, if
owners do not themselves run their enterprise. Rimeegard to the decision-making struc-
ture of a company and the distribution of decisimhts as well as information rights and
disclosure duties between owners and managers eamsario reduce these asymmetties.

Principal-agent problems between management (agssepatives of the owners) and em-

2 Labour law, contract law, public regulations ette other fields of law also concerned with theiag prob-
lems.

® Besides legal rules, a variety of different solos to the problems resulting from principal-agesiations
have evolved, like incentive-based payment schamesduce owner-management conflicts of interekese
are not part of the following discussion.
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ployees are dealt with by co-determination rigiid By employee participation rights. While
labor law can be seen as a legal field which priiljwdeals with these aspects when individu-
al labor relations are concerned, participation @mdetermination rights as laid down in cor-
porate constitutions can be seen as a supplemgmaiojem- and conflict-resolution mecha-

nism.

Moreover, principal-agent relations are also preiamt in the relationship between creditors
and debtors, causing moral hazard behavior andhgialig resulting in adverse selection.
Since asymmetric information may lead creditorsestrict capital supply and/or to require
higher interest rates (because an extra chargéhéohigher risks due to asymmetric infor-
mation is included), companies are better off whd@brmation asymmetries are reduced.
Again, corporate law supports this by offering digalelineated ownership rights and by
providing information rights and disclosure dutiesth for owners as well as for owners and

the other stakeholders of a company.

Thirdly, company law contributes to reducing transa costs by stating procedural rights

and conflict resolution mechanisms.

When analyzing legal forms for SMEs doing businessrnationally, there is a trade off be-
tween legal rules reducing transaction costs aedeasing legal security in international/
cross-border cooperation by providing clear-cutédi rules on the one hand, and legal rules
which allow for the utmost flexibility in regard the particularities of a single SME and its
specific economic circumstances by offering scapesetting up flexible regulations on the

other hand.

3.2 The SPE Draft Regulation

In the following we analyze what property rightgctsion-making rights and information
rights the SPE draft regulation (EU Council 20183ngs its various stakeholders, our main
concern being with the owners, the creditors amdeimployees of a SPEWe analyze the
draft of the SPE regulation accordingly along tbikofving three dimensions: (1) How does it
assign and secure property rights and decisiontisrighregard to the resources incurred by the

different stakeholders and in regard to a propesidin of the quasi-rents (profits and losses)

“ From the broad legal literature, on this see f@meple Bernecker (2010), van den Braak (2010), Helhaif/
Teichmann (2010), Hommelhoff (2011), Minch/ Fra@®10), Teichmann (2009), Weber-Rey (2011). For a
comprehensive overview of the legal literature see
http://www.europeanprivatecompany.eu/publicatiocat@gory=articles.
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obtained from pooling them? (2) How does it deadhvimformation asymmetries between the
stakeholders (information rights and duties)? Andlfy (3) what procedural rights and rights

in case of conflicting legal regulations amongetiént EU member states does the SPE state?

The SPE draft regulation comprises 48 articlesctvlaire grouped in ten chapters with three
annexes. Its structure follows the life cycle afoampany. First it sets out the main definitions
(art.2) and the main characteristics of the SPE3jamwhile also dealing with the question of
the applicable rules (art.4). Chapter Il then tutmsjuestions of the formation of the SPE
(artt.5-13). This can be affected nihilg by transformation of an already existing company
or by merger. Annex | contains a list of mattensvidnich special provisions can be included
in the articles of association of the SPE accordmngrt.8. Chapters Ill to IV (artt.14-26) con-
cern primarily the property rights of the SPE’s @ng1 They deal in particular with the defini-
tion of its units and with questions regardingdépital. Chapter V (artt.27-34) is about the
SPE'’s internal organization, stating decision-mgkiights and dealing with management-
ownership relations, while Chapter VI (artt.35- B6encerns co-determination and employee
participation. Chapter VII (artt.36-39) lays dowrles for transferring the registered office of
the SPE, with Chapter VIII (artt.40-42) setting tne different methods for dissolving the
SPE, either by transforming it into a national légam or by nullifying it.

As article 3 states, the SPE is a limited liabitgmpany with an own legal personality whose
units are neither offered nor traded publicly. Tehekaracteristics are important information
for all the stakeholders and business partners &RE. It gives legal security to its owners in
regard to the extent to which they are liable fotitements against an SPE with their other
personal property.By this it delineates the potential claims ofdteditors. As stated in art.2,

owners of a SPE are those who own one or more ahdapital put into it.

Chapter Il of the SPE draft regulation deals with formation of the SPE. There are three
different ways by which a SPE can be founded (are% nihilo (art.5a), by transformation
(art.5b) or by merger. A formation ex nihilo reqsrprimarily to sign the articles of associa-
tions (Annex 1 in accordance with art.8) and toisteg the company (art.9-11). Transfor-
mation takes place by turning an already existioigpgany, which so far has operated under
the legal form of another EU member state, intoP& $art.5b). For this, no winding up
and/or loss of legal personality of the companyeiguired. Besides of rules that guide the
transformation process, the draft regulation alsatains rules that take into account how to

® Of course, the limited liability as stated by aomate law does not rule out that there are ottyal lentitlements
according to which claims against the private progpef an SPE owner can be made for by its creslitor
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protect the rights of both minority owners as vad|creditors (art.5b(9)). In addition, it also

states information rights for the employees.

Art.8 states the compulsory subjects the articlagsociation has to include, while Annex 1
lists 23 additional matters that the owners of SR are free to additionally regulate in their
articles of association. The mandatory issues cont® basic matters of the SPE, that is its
name and address, its business objectives, theatapd units of the SPE, special rights and
obligations attached to the units, the set-up efrtfanagement and — if it exists — the supervi-
sory board, the names and addresses of the founa@ngpers as well as those of the initial
director(s). The voluntary matters as listed in &x refer to both property rights and deci-
sion-making rights. The property rights concener aliaissues related to the units (like sub-
divisions, restrictions on their transferabilityrphase and cancellation of own units), interim
dividends as well as issues regarding considemtiorkind or cash or reduction of capital.
Decision-making rights concern primarily informatioights both between the SPE and its
members as well as among the members themselvesg voles and rules regarding the gen-
eral assembl{.Both in regard to the compulsory and to the vaumnmatters as enumerated
in art.8 (1) and Annex | the members of an SPEhatdbound by any particular national law.
This gives them broad flexibility to adopt suchukgions with which they are most familiar
and which best serve their needs, irrespectivheitompany law of the member state where
the SPE is established.

If there is more than one owner of the SPE, to fsoeire property rights in the capital he or
she invests into the SPE, it must be fixed whortssghat units of capital in the company and
how profits and losses resulting from their pools@ are distributed. Besides, conflict may
arise from heterogeneous interests among a compamyiers in regard to taking out capital
as well as to other matters. Rules relating toghssues are laid down in chapters 3 and 4
(articles 14 to 243.Art.15 refers to the minimum capital requiremefNCR) of the SPE,
which is regularly 1 €. However, member states witfther minimum requirements for their
national private limited-liability companies shout@ allowed to raise the requirements for
the SPE to up to a maximum of 8.000 € (art.19 (3)).

The economic rationale behind the MCR can be se@ivang creditors at least some security

in regard to the obligations of a limited liabilépmpany. However, it is now widely accepted

® For more details on this see the following dismrs®elow on the internal structure of the SPE.

" These rules also concern the creditors’ ownersbhs. See in particular art.24 which containsegatrds for
creditors in case of capital reductions of a congpan
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that MCR does no longer serve as an adequate gaafana private limited-liability compa-

ny. Besides, with the growing emphasis on SMEs'troution to economic growth, high
MCR are seen as one of the main obstacles for grmoghentrepreneurship and the establish-
ment of new businesses. This holds especiallyWemrastern European member states, where
availability and access to finance proves partityldifficult for SMEs. Over the last years
MCRs have declined due to reforms in various EU branstates (Eckardt 2012b).

Artt.21 and 24 concern distributions to owners fritr@ir capital and capital reductions. They
contain in particular provisions which should astsafeguards for both other owners and
creditors to ensure that distributions or capigluctions do not affect the financial stability
and thus the viability of the SPE.

During the life cycle of the SPE circumstances rmlagnge, making modifications in either its
location (by shifting its registered seat) or i @rganizational structure desirable from the
point of view of its owners. The SPE draft reguattakes this into account, too. Chapter VII
deals with the provisions for a transfer of theistsged office of the SPE to another member
state. In accordance to art.5b(3), art.36 statastthnsferring its registered seat should not
change the legal status of the SPE. In particylérghould not require its formal winding up
with a new founding procedure. Art.37 details tbenfal procedure of the transfer, including
both information rights to all the stakeholdersalved, in particular the members (i.e. the co-
owners), the employees and the creditors. Bes&te88 lays down provisions for monitoring
the transfer by the competent authorities of thendn@nd host member states. Against any
legal opposition to the transfer, review by a jimli@uthority should be granted. Art.40 deals
with structural changes, either by change of tigalléorm, by merger or by division. These

should take place according to the applicable natitaw®

Finally, closing of a SPE is the subject of art.dd¢ording to which its winding-up, liquida-
tion, insolvency etc. should be governed by thdiegiple national law and by Council Regu-
lation (EC) no 1346/2000.

The rights described so far are mainly designesktare the property rights of tbemnersof
the SPE. In addition there are also a number abibecrights which concern the internal or-
ganization of the company. Art.27 states the geémeoxisions for the internal organization of

the SPE, setting up the general assembly of theemnas the main decision making body,

8 Art. 4 (2) b states that the national law applieab that which is applicable also to the privéatgted-liability
companies of the member state where the SPE hagjistered office.

19



with an additional management body for its operatiartt.28 to 30 concern the decision-
making processes among the owners of the compam28Adeals with the subjects the gen-
eral assembly has to decide upon and with the aphlyoting rules. Art.30 contains the
rights to require a resolution by the members dbagethe right to convene a general assem-
bly. Thus, these rights are necessary corollaoesake the ownership rights effective during
the operation of the SPE.

Extra rules are necessary if the founder of the 865 not also act as manager, but employs
separatananagers This gives rise to the well-known principal-ageatationship between
owners and management which is caused by asymmetoognation. Accordingly, infor-
mation and decision-making rights have to be st&tgdther with the underlying organiza-
tional structure within which such rights are exedu Art.29 states the information rights
owners have against the management body. It ingltite clause that they are entitled to get
information about “any important matters relatimgthe activities of the SPE” (art.29 (1¢))
and narrows refusal to answer questions by owrassto the case that this would harm the
SPE'’s interests. By this, at least the formal preiste for mitigating the owner-management
agency relation is given. While art.31 sets up minn requirements for the director of the
SPE (in particular to be a natural person), arg@hts the management of zhe SPE the right
to represent it in relation to third parties.

Relations between the SPE as an employer arifdoyeesre also characterized by asym-
metric information on both sides. Due to the loag¥ nature of most labor contracts and to
the specific investment in human capital which esypes undertake for the benefit of their
employer, they are subject to the risk of oppogmmiand moral hazard. Accordingly, co-
determination and employee participation rights lsarseen as a means to reduce the underly-
ing information asymmetries. Such participatiorhtggcan take different forms, ranging from
mere information rights to consultation and decisisaking rights, with granting either just a
veto right or even fully-fledged co-determinatioghts. However, stronger employee partici-
pation rights imply a reduction in the discretionpowers of the owners and management of
the SPE. Accordingly, they imply a conflict of inést. Since co-determination and employee
participation rights differ widely within the EUhé¢ SPE draft regulation does not contain a
uniform regulation as to the precise nature oféh#ghts. Instead art.35 (1) states that gener-
ally the rules of that member state apply in whioh SPE has its registered office. Besides, it
includes a provision to ensure that a higher |l@fgbarticipation should remain in force in
member states with stricter participation rightartht is the case in the member state where
the SPE has its registered office. Additional ridbsuld also apply in case of transfer of the
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registered office, so as to prevent that this isedjist to circumvent employee participation.
However, these provisions hold only if the SPE’anmh has at least 500 employees in the
member state with the stronger participation rigliscordingly, these provisions would not
apply to SMEs as defined by the EU Commission’snitedn according to which SMEs have
up to a maximum of 250 employees only (seetion 2above). For SPEs to which these
thresholds apply, artt.35a to 35d provide the distanent of a special negotiating body
whose task it is to reach an agreement on the&maddegree of employee participation in the

administrative and supervisory body of the SPE.

To all SPEs applies art.35e — irrespective of timalmers of staff employed in different mem-
ber states. According to this, member states shentdire effective implementation of em-
ployees’ information and consultation rights. Hoeevit does not become clear from this
article whether the host member states are askethke sure that the respective rights of the
home member state are applied also in the host erestdte, whether the home member state
should take care that its participation rights apelied in the host member states or whether

each member state should take care that his avireparticipation rights are implemented.

Creditors are another important group of stakeholders of SRE&E, like already mentioned
above in discussing ownership rights of the membéthe SPE. They are investing money
and other resources in a SPE. Thus, granting s@caperty rights to creditors is of vital in-
terest for SMEs, since they have particular proklémgaining access to outside capital. In a
number of articles the SPE draft regulation alsalsivith creditors’ property rights, both
explicitly and implicitly. On the one hand, thene @&xplicit regulations concerning the safe-
guards for creditors in case of capital reducti@s24) and solvency of the SPE (art.21). On
the other hand, all information rights resp. disal@ duties on the members and the owner-
ship structure of the SPE are of vital importange dreditors to form correct expectations
about the financial situation of the SPE (see f@meple artt.6, 11, 15, 24, 3)The rules on
accounting and auditing procedures, which are stlife the applicable national law, also
serve this objective to allow creditors to formreat expectations about the SPE (art.26).

Finally, some of the regulations directly concdrapublic. It is represented by state authority
as a stakeholder who provides public goods as snjoutthe working of the SPE (like the le-

gal system, infrastructure etc.) for which tax-pgdave to be paid. In addition, it also defines

° On this see also Scherm/ Fleischmann (2011).

1% Note that most of the articles which deal wittoimhation rights or disclosure duties are vital dtsothe own-
ers of an SPE to be able to effectively exercis@ fproperty rights.
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the restrictions within which the SPE’s businedsesaplace (see in particular legal and ad-
ministrative production standards etc.). Cleargwe to the competent member state are nec-
essary to grant legal security and to prevent fRE Bom avoiding tax payments or from re-
fusing to comply with its legal duties. At the sammae such rules also reduce transaction
costs and help tackle problems in regard to cdsfiabout which member state is competent
in case of companies doing business in several raestates. In the SPE draft regulation the
rules concerning the registration of the SPE @tti.10), its company seat (art.7) as well as
the procedural rules for a transfer of seat (&tt@38), and rules on the applicable account-

ing and auditing rules (art.26) fall in this realm.

Finally, the SPE draft regulation contains a numdferules which deal with the potential
problems arising from the international naturetsd SPE. They are supposed to create legal
security as to which is the applicable national lavwcase of conflicting laws from different
member states. Art.4 explicitly deals with this sfien. As a general rule, art.4(1) states that
the SPE regulation and the articles of associarenthe primary source governing the SPE.
In case of matters not comprehensively regulatethbge, regulations specially enacted by
member states to complement them are applicablel(@a)). If no such extra regulations
have been put into force, national provisions peirtg to this field should be applied. How-
ever, art.4(3) states that in case that the malitged in Annex | are not comprehensively
dealt with in the articles of association, the ol law which refers to private limited-
liability companies as listed in Annex Il of thegtgation where the SPE has its registered
office should be applied (art.4 (4)). Accordingéy hierarchy of applicable legal rules is set
up, with national law of that member state where $PE has its registered seat as the last
resort for matters not dealt with otherwise. To m#tie SPE regulation effective, art.45 states

that member states should put into force effecteugctions for its proper use.

In addition, throughout the draft regulation, spécules are set up stating in what case and to
what degree national law is applicableThese rules concern particularly those aspects of
corporate law where large differences exist in E€hrher states’ legal forms for private lim-
ited-liability companies. It thus refers in parti@uto the transformation of existing legal bod-
ies to the SPE (art.5b), the question of a unifeeat for the registered and administrative

office of the SPE (art.7), matters regulated witthe articles of association and changes of it

! The SPE draft regulation also refers to natioaal fime and again when stating how formal procesitigve
to be carried out. By referring to national rulesciase of information rights, disclosure dutiegpoocedures
relating to registration, transformation or tramsféthe SPE, transaction cost economies are eghligince na-
tional authorities can use already well establighededures instead of introducing new ones.
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later on (artt. 8, 9, 14), an upper limit to minmmcapital requirements (art.19) as well as a
lower limit for capital reduction (art.24), regutat on employee participation rights
(artt.27(3a), 35, 35e) and to the restructuring4ay, winding-up (art.41) and nullity (art.42)
of the SPE. Whether the hierarchy of rules laid wlow these instances will in effect help
attain the underlying objectives — that is providea simply to use, uniform EU-wide private
limited liability legal form for SMEs while at theame time both preventing misuse as well as
maintaining the main substantive differences ofhd@sional counterparts — seems questiona-
ble. In particular, the rules concerning the matsattled in the articles of association, regulat-
ing the SPE’s seat and its employee participatights, seem to give broad scope for inter-
pretation and thus may give rise to future legapdte on the applicable legal regulations.

Table 3.1:Overview of the SPE Draft Regulation

Owners Manage- Em- Credi- State -
ment ployees | tors Public
Design of Ch. Il (art.5-13): formation art.24, Registra-
property Ch.IlI-1V (art.14-26): PR of the 21: capital | tion, seat,
rights owners regarding MCR reduction | accoun-
Ch.VIl transfer of seat solvency | ting and
Ch. VIl dissolution auditing
Design of Art.8 and Annex 1: articles of | Ch.V (art.27- Ch.VI: co-
decision association 34): between determi-
rights Ch.V (art.27-34): among owners and nation
owners management
Design of Ch.V (art.27-34) Ch.V (art.27- Ch.VI Artt.6,21, | Ch.VII
information Ch.vii 34) Ch.VlI 15,24,37:
rights disclosure
rules
Ch.VIl
Design of art.4 : applicable rules art.35 Art.45
coordination sanctions
rules

Source:Own composition, M.E.

Time and again, the draft regulation states sorstairtes where member states are not al-
lowed to ask for other than the listed document®ararry out substantive controls (see for
example art.9). These provisions also show thatavemakers see the possibility that com-
petent national authorities might apply strictelesuwhen implementing the SPE regulation

than intended by the EU law-maker. Besides suchaxjmits on national authorities’ scope
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for interpretation, art.48 requires a review ateme years of application of the regulation in
particular with respect to certain heavily contdsteatters by member states, namely mini-

mum capital requirements and threshold of emplg@getcipation rights.

Finally, there are a number of articles which geregulations to reduce transaction costs by
stating the definitions of the main terms and priegty how certain procedure have to be
carried out. Under this category fall those ardleat define the subject matter of athe SPE
(artt.1 and 2) as well art.43 on which currencys$e. Besides, also procedural prescriptions
on how to register (artt.9 to 10) fall under thegegory of rules. In particular, art.9 (2) gives a
final list of documents which have to be supplied rfegistration to prevent member states
from applying different administrative requiremefasregistration,

3.3 Assessment of the SPE Draft Regulation

As we have derived from section 2 and section Bdve, a legal form suited for SMEs for
doing business internationally has to meet at #eestollowing three requirements. Firstly, it
has to provide an inexpensive legal framework whegjuires few resources for setting up a
corporation and meeting its regular tax and acdograbligations. Secondly, it must provide
secure ownership rights, including limited lialyiléo as not to endanger the parent company
by doing business internationally, but at the saime also providing secure property rights
for creditors so as to reduce problems of gettiogess to outside finance. Finally, it must
reduce principal-agent problems due to informa@symmetries by providing clear infor-
mation to business partners, customers and foeigmorities about the company. In this way
trust in foreign markets increases. Besides, bgigai not to complex corporate form, infor-
mation and consultation costs for SMEs about lagdladministrative questions are drastical-

ly reduced, referring back to the requirement ofvding an inexpensive legal form.

Applying these requirements to the SPE draft reguiait follows from our discussion above
that it might be well suited to fulfill them. Theaim complications might arise in regard to the
regulations of co-determination. However, this pahare applies only to enterprises with 500
employees and more. This notwithstanding, the SRE cegulation seems to be a viable le-
gal form for the typical SME.
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4. Competition among Legal forms

So far our discussion has shown that the SPE drgttlation provides an appropriate legal
basis by offering SMEs a legal form for internatibbusiness activities. However, this result
alone does not imply by itself that there is adyualneed for an additional supranational pri-
vate limited-liability legal form, provided by tHeU level. Therefore, in the following we ask
whether indeed additional gains can be expected foch a 28 law form for SMEs in the
EU. For this, insection 4.lwe analyze the regulatory environment of the SRELI¥, we
examine the extent of horizontal competition amtreyexisting 27 national private limited-
liability legal forms available in the EU membeatsts (as acknowledged in Annex Il of the
draft regulation). Secondly, we examine what carhebened about the positive and negative
effects of vertical competition from the alreadysting supranational legal forms, in particu-
lar in regard to the European Company. Based & ithsection 4.2ve turn to the question
of how much (de-)centralization is appropriate dorporate law, exemplified by the SPE. To
this end we apply the main criteria developed i ttheory of interjurisdictional regulatory

competition.

4.1 The Regulatory Environment of the SPE: its Hodontal and Vertical Dimension

Until the ECJ’s Centros decision in 1999, compaimad only a limited number of alterna-
tives available when deciding which legal form seuBasically, they were confined to the
legal forms available in their home country of bislhhment. As has been shownsaction
2.350% of SMEs run their business as a private lidniigbility company (with additional 9%
on average as a public limited liability compangound 20% operate their business as sole
proprietor, being subject to complete liabilityregard to their personal assets (EU Commis-
sion 2010b).

When doing business in another EU country, SMEs drdgl two options available. They
could either establish a legally dependent brandme host member state or found a legally
independent subsidiary. For the latter, they hadhimose among the legal forms offered by
the host member state where they found the edtaidist. Only by setting up a limited liabil-
ity company according to the host member staterspany law a SME could limit the risks
from its international business activities in tltsbmember state to the establishment founded
there. As a result, a SME had to incur additiomasitg to get informed about the particularities
of the foreign legal form in regard to the partamties discussed isection 3.1Linked to this

are additional costs on the specific charactessifadhe legal environment in the host country.
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As can be seen frotable 4.1below, legal and administrative barriers prove mogiortant

for shift of establishment to another country. Taga refer to about 17.000 German compa-
nies with more than 100 employees (StatistischexlBsamt 2008). Since legal and adminis-
trative barriers cause fix costs, for enterprisét W00 employees or less this obstacle to in-

ternational business becomes even more pronounced.

Table 4.1: Obstacles to shift of location

| Importance
Com- Very Less Not Do
Obstacles an rele- rele- rele- rele- not
pany vant vant vant vant know
b | L
numbers %
Language and cultural obstacles -{ 16631 274 432 180 6.5 3.9
Other legal and administrative
obstacles ......ccecceeeeereerinnreenes 16631 130 4589 266 6,2 42
Cost-benefit-ratio .........cccceeeunes 16630 20,1 388 252 11,2 4,6
Distance to production
locations ......ccceviiirieeniiinicnneene, 16628 19,5 36,5 276 12,2 4,3
Tax problems .........ccceeuiiiieneee 16 631 11,7 41,5 34,9 77 4,1
Employee-related Issues........... 16 678 10,3 421 32,0 10,5 43
Ethical Problems .................... 16
6628 A 42,1 34,5 a7 4,8
Uncertainty as to competent
IRI"I.tT(I’n:tlona| S'Itandards ............ 1{' ﬁj] .9_13 40}4 36}9 IG,G 413
isk of patent law
Vi.0|ati0n ......... rrnassensssssnasaesnes 1 {' 63] .?6_.'::] 3213; 32}5 1415 412
Els:taor:‘c; to main markets ........ 16630 162 321 33,2 14,2 43
USEOMS i .
. 16 631 10,6 36,5 34,7 14,1 4,2
No adequate supplier
Abroad ......ccooiiiiiis i
. 16 628 11,2 34,5 34,9 17,0 4,5
Insufficent process
documentation ...........cccueuunne o
Others 16 626 55 25,4 43,9 20,3 4,8
254 64,2 31,7 a0 ! I

Source: Statistisches Bundesamt (2008, Tab.4),tcamslation, M.E.

Nevertheless although the costs for legal consoitaind advice are mainly fixed costs, on
average 40% of SMEs in the EU with a foreign esthbient have established an independ-
ent subsidiary or formed a joint venture. Only difth has put up a dependent branch (see
table 2.6 in section 2.3 This shows how much SMEs value limited liabiltyd the resulting
risk reduction when doing business internationaflgcordingly, gains from reducing the
costs of setting up a foreign subsidiary can beeetqul. Besides, so far only about 2% of the
SMEs in the EU have foreign establishments. Ittbais be assumed that such cost reductions
would also set incentives for more SMEs to captheeresulting gains from doing business
internationally.Table 4.2shows the average administrative costs for stattpm@ business in
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the 27 EU member states, which have to be add#uetocosts of minimum capital require-
ment, costs of legal advice as well as translatomsss.

Table 4.2:Costs and time required for starting-up a compartyl member states 2010

Member state Costs in € |Time in days
Italy 2673 1
Greece 1101 15
Netherlands 1040 2
Luxembourg 1000 14
Belgium 517 2
Poland 429 22
Hungary 392 2
Austria 385 11
Czech Republic 345 15
Slovakia 335 12
Finland 330 8
Portugal 330 1
Cyprus 265 5
Malta 210 7
Lithuania 210 4
Latvia 205 4
Sweden 185 16
Estonia 185 2
Germany 176 6
Spain 115 18
Romania 113 3
France 84 4
Bulgaria 56 5
Ireland 50 4
UK 33 6
Slovenia 0 3
Denmark 0 2
Mean 399 7

Source:Own composition according to EU Commission (2010c).

Horizontal Competition among EU Member States’ Legaforms

Since the Centros decision in 1999 the ECJ hasenpep the restrictions of freedom of es-
tablishment for companies. Since then companiekinwithe EU are in principal free to
choose among all the legal forms across EU menthégssby establishing in one member
state and doing business on a regular basis itnenone'? This would indeed allow SMEs to
start up an independent private limited liabilityngpany according to any of the 27 member

state’s legal forms. A SME can now found a compaaogording to its home country legal

12 See also Davis (2010), Hommelhoff (2008).
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forms, solely with the purpose to do business iatlaer member state. As a consequence,
there are no information and transaction costscas®al with establishing with an unfamiliar
legal form. It only has to register in the membiates where it does business and fulfill the

legal and administrative requirements for auditiages and doing business in general.

However, there are also disadvantages of usingal ferm which is unknown to the credi-
tors, business partners and public administratiothe host member state. A SME has to
spend extra resources for reducing these informatgymmetries due to the asymmetric in-
formation to the disadvantage of the host countsgakeholders. In addition it realizes re-
strictions in regard to access to resources liksida finance or in the form of extra risk or
wage or price premiums to be paid). Moreover, @l time has to be spent to build up
trust with business partners, creditors, public iadstration and employees. Of course, there
might be differences between the Bgal forms in terms of familiarity and information

asymmetry assigned to them.

An indicator on the extent of horizontal competitiamong legal forms from different coun-
tries within the EU member states can be gaineah filtte German business registée(ver-
beregiste). Table 4.3below shows the businesses newly registered ogidéeeed in Germa-
ny in 2011 according to their legal fofhThe British Limited has become rather well-known
in Germany following the Centros decision of theJE{ie to a large number of legal consult-
ants promoting it in Germany. But as can be seellgwing the introduction of theJn-
ternehmergesellschattith only 1 € minimum shares requirement in 200@, British Limited
realized a sharp drop. According to this descreg®vidence, horizontal competition among
legal forms within the EU seems to be working,eaist in regard to start-ups. However, there
are no data available as far as we know on its rtapoe for SMEs doing business interna-

tionally.

'3 The British private company limited by sharestis bnly foreign (that is non-German) legal form ¥arich
separate data are available.
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Table 4.3 GmbH and Private Company Limited by Shares im@ery (2005 - 2011)

Gesellschaft mit beschrénkter Haftung (GmbH)

change p.a. (in %)
newly newly
registered deregistered registered companies
year companies companies net total companies  deregistered
2005 81415 70 605 10 810
2006 77 530 67 490 10 040 -5 4
2007 80 277 63 096 17 181 4 7
2008 82533 65 035 17 498 3 3
2009 94 961 70 580 24 381 15 9
2010 95 481 68 500 26 981 1 3
2011 91 610 66 251 25 359 -4 3
mean 86 258 67 365 18 893 2 1
2011-UG (1) 15423 5103 10320
share of GmbH (%) 17

Private Company Limited by Shares

change p.a. (in %)
newly newly

registered deregistered registered companies
year companies companies net total companies  deregistered
2005 6 625 1814 4811
2006 8643 3166 5477 30 75
2007 7 463 4243 3220 -14 34
2008 5863 4568 1295 -21 8
2009 3632 4916 -1284 -38 8
2010 2 486 4531 -2045 -32 -8
2011 1693 3336 -1643 -32 -26
mean 5201 3796 1404 - 18 15

(1) UG = Unternehmergesellschaft
Total number of businesses: 3.6 mio in 2009 (source: Unternehmensregister, Statistisches
Bundesamt )

Source:According to Statistisches Bundesamt (differentrggawn translation M.E.

Vertical Competition among EU Member States’ Legaforms

Over the last years not only the legal forms abdéldrom other member states have opened
up due to the jurisdiction of the ECJ. There aso a number of supranational legal forms
available'* Starting with the European Economic Interest Ging{EEIG, applicable since
1989), the European Company (SE, applicable sifdég)2and the European Cooperative
Society (SCE, applicable since 2006) now therealigady three different supranational legal
forms in force. But as one can see fréable 4.4 the yearly rate of newly established com-
panies is very low. For the European Cooperativae®pthe mean value is 5, while on aver-
age per year 114 enterprises establish as SE aad BEIG. The SE realizes still an increase
in absolute numbers per year, while for the EEI@&imhains relatively stable with around 80

new establishments per year over the last decade.

* For a comprehensive overview see Fleischer (2010).
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Table 4.4:Establishments eéSupranational Legal Forms per Year

Establishments per year Changes per year
Year EEIG (1) SE (2) SCE (1) EEIG (1) SE (2) SCE (1)
1989-1999 1144
2000 137 140%
2001 101 74%
2002 83 82%
2003 69 83%
2004 87 7 126%
2005 95 17 109% 243%
2006 74 35 78% 206%
2007 88 85 119% 243%
2008 69 171 2 78% 201%
2009 58 168 5 84% 98% 250%
2010 80 209 10 138% 124% 200%
2011 59* 217** 3* 74%* 104%** 30%*
Total 2144 909 20
Mean 93 114 5

EEIG = European Economic Interest Grouping; SE = Eurofgampany, SCE = European Cooperative Society
*10.11. 2011 ; ** 01.09.2011

Source: (1) see www.ewiv.eu; (2) see http://www.worker-ppation.eu/European-
Company/SE-COMPANIES/Facts-and-Fegur

While the SE was intended to offer a uniform cogperform on an EU-wide scale, in effect it
differs widely from member state to member statésriegal rules. This is due to the exten-
sive reference made to national laws'® Consequently, it is not surprising that these are
identified as the main obstacle for choosing thef@HEncorporation together with the result-
ing uncertainty and the related costs (&d#e 4.5. Besides, employee involvement and in-
flexibility of applicable national legislation alsare disadvantages of the SE regulation. In
contrast to that the possibility of transfer of tegistered office and the value of the European
image created by the SE as becoming part of a coyippmame are seen as the main ad-
vantages accompanied by the higher flexibility giire regard to tax and labour law isstés.

!5 For a detailed analysis on the experiences wighSt see Ernst and Young (2009), EU Commission0@Q1
EU Commission Staff (2010).

% Indeed, it is to be questioned whether the terertival competition” is actually appropriate in aed to the
SE regulation in its current version. One mighheatargue that the 27 EU member states stronglydzal
when setting up the SE regulation. In doing so tfeeliced the potential threat to a margin that anidé uni-
form public limited corporate form could have posedheir national corporate forms.

7 See for example Njoya (2010).
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Table 4.5:Drivers for Choosing the SE as Legal Form

Positive Drivers Negative Drivers
Linked to the SE Linked to national Linked to the SE Linked to national
Regulation legislation Regulation legislation

» Possibility of transfer | « Flexibility of the rele- | « Cost, complexity and | ¢ Inflexibility of the

of the registered office  vant national legisla- uncertainty of the SE relevant national legist
» Value of the Europear] tS'OEn applicable to the | , Employee involve- Isagon applicable to the
image ment
+ Formation of an SE by * Considerations linked | , Apparent reduced

cross-border merger to tax regime

uniformity of the SE
» Considerations linked due to the number of
to labour law regime references to national

law

» Possibility of cross-
border groups simpli-
fying and harmonising
their structure

Source:Own composition according to Ernst and Young (2@8Ble on p.266f.).

Due to legal changes since the enforcement of Ehee§ulation, some of its original objec-
tives are not that important anymore, since theyraw taken care for by special legislation
(like the EU cross-border merger directive) or laeeng handled by the ECJ. The latter holds
in particular in regard to the freedom of estalstight for legal forms. The recent jurisdiction
of the ECJ has removed some of the main obstaatesdorporation, which are mainly relat-
ed to whether a member state follows the incorpmrgirinciple or the real seat theory. Nev-

ertheless, the SE offers the option to registamny member state.

There had been both hopes and fears that it thukivifavour establishment in member states
offering higher flexibility to owners, implying a eakening in particular of employee co-
determination rights (race-to-the-bottom). Accogiyn one would expect that newly found
SEs incorporate more frequently in member statdh ¥eiss pronounced co-determination
rights. Moreover, transfers of the registered séatiready established SEs to those member
states should also occur more frequently. Howeserfar, the main reasons for choosing a
particular member state for incorporation by ans8Em to be ownership and control as well
as the signal given by the ‘European’ nature diggdain the resulting company name (Ernst
and Young 2009, 210f., 214).

As regards the distribution of SEs among the EU bemstatesfigure 4.1also underlines

that preferences for incorporation in countrieshwéss strict legal rules have not been real-

ized to a significant degree so far. Germany malpe®r the highest number both in regard to

registered as well as working SEs. In additionfaspthere have been 58 transfers of regis-

tered seats, of which 13 incorporated in the UK, deven in Germany. This is in line with
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the finding that companies, while highly valuingg thossibility of transfer of registered seat,
only rarely put it into practice (Ernst and Your@p®, p.212ff.)'8

Figure 4.1: Distribution of SEs in the EU member states
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Data source: ETUI ECOB, http://ecdb.worker-participation.eu (1 September 2011}

Source:  http://www.worker-participation.eu/European-Comp&@tE-COMPANIES/Facts-
and-Figures

As regards the proportion of SEs in respect tothely established public limited companies,
one finds for Germany that the total of 175 regedfeSEs in 2011 amount to only 11% of the
newly set up public limited companigs2010 (seg¢able 4.3. All in all, the SE so far seems
to be not a serious competitor for the Germ&tiengesellschafif one extends the German
experience to other EU member states, there semiins hot much of vertical competition,
too. This is quite in line with the findings for tiwontal competition among private limited

companies in the EU.

A main reason for this might be that the SE isneatly a uniform EU-wide legal form, as it
has been originally intended — and is still lalitHeto be. As a consequence of the broad ref-
erence made to national laws, uncertainty, complead costs relating from these are to be
expected from applying the SE statute. And indéleelse issues have been named the most
important reasons for not choosing the SE as catpdorm. According to a number of inter-
views carried out by Ernst and Young (2009, 24@® #verage costs for setting up a SE

18 Of course, the low number of transfers of regiieseat might in part result form the additionatartainty
and costs associated with the SE due to its congbtexture.
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amount to EUR 784,000, ranging between EUR 100aB@DEUR 4 millior° In addition, the
minimum capital required amounts to EUR 120,000. $&iting up an operating SE the fol-
lowing types of costs have to be spent: registnatiosts, expert costs (fees for taxes and legal
advice), notary costs, travel and accommodatiortsgdsanslation costs, communication
costs. Besides, also the opportunity costs of spend for administration particularly related
to the SE have to be taken into account (Ernstyanahg 2009, 239ff.).

Higher costs of establishing and running a SE coeth&@o corresponding domestic legal
forms result from the fact that (1) the SE regolatdeals with international / cross-border
iIssues, (2) the SE regulation is a legal innovataom (3) the high complexity of the SE regu-
lation itself. While the first source of costs mrinsically linked to theaaison d’etreof the
SE, the second source should be expected to deargastime due to learning effects. Com-
pared to that, for a substantial reduction of tbst€ arising out of the alleged complexity of
the SE a reform of its regulation is necessaryeNwmiwever, that the different types of costs
cannot be clearly assigned to each of these ca¢sgegparately. For example, there are costs
associated with establishing a special negotiabndy concerning the regulation of co-
determination rights. These costs are attributtdlall three categories. The objective of the
special negotiating body of the SE is to deal wlifferences in participation rights of the dif-
ferent member states where its workforce is locétategory 1). With more experience ac-
cumulating over the years about how to effectivaynduct such negotiations, the resulting
costs will decline for SEs later established (catg@®). Nevertheless, the provisions stated in
the SE regulation on this issue will set the lolumit (category 3). Only if there are reforms
resulting in a simplification of how to deal witimeloyee participation rights, substantial

costs reduction seem to be attainable.

Conclusions from Horizontal and Vertical Competition for the SPE

What conclusions can we draw from this discusslmouahorizontal and vertical competition
among legal forms for the SPE? In regard to hotelazompetition we have seen that foreign
legal forms so far play some role, however onlydagard to newly established companies.
Accordingly, the extent of horizontal competitianrather low. The same holds in regard to
vertical competition. So far the so-called suprameat legal forms, like in particular the SE,
show a high degree of complexity and uncertaintsnplying additional costs — due to their

extensive reference to national law.

19 Note that these data are not representative, sest &d Young (2009).
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Are these findings in favour or against the intrcttn of the SPE regulation? From the dis-
cussion insection 2we know that SMEs are in favor of legal forms affg limited liability

for establishments in other member states andthiegt see legal and administrative barriers
as crucial obstacles to internationalization. Besjdinancial resources and time are critical
structural bottlenecks for SMEs. Although the E@é&reed up the way for using legal forms
provided by other member states all over the EL4, ithobviously not attractive for the ma-
jority of SMEs. Besides, there are still a lot ofcertainties and barriers to use non-domestic

forms in another member state.

The SPE compares favorably with the SE. The miningapital requirements are much lower
and the areas with references to national lawiarged. In addition, there are precise rules
for setting up a SPE and for its registration pdore. At the same time, it allows for broad
flexibility, since the articles of association leamuch scope for the design of its internal or-
ganization. Consequently, unlike the SE, the SBHIla®ion blurs much less the lines between
the horizontal and vertical level, implying incredslegal stability, more transparency and

much less transaction costs.

4.2 Interjurisdictional Regulatory Competition and the SPE

Within the framework of the theory of interjurisdanal competition a number of criteria
have been derived for the assignment of competenacieither the central or lower levels of
multi-layered jurisdictiong In the following we discuss whether these criteria in favor or
against a supranational private limited-liabiliggal form in the EU. We distinguish between
arguments from welfare economics, political ecorcanand evolutionary economics,table
4.6 below shows (Eckardt 2007 with additional referex)ce

The main focus o¥Welfare Economics on the efficient allocation of scarce resourdésis,

the main function attributed to interjurisdictionampetition is that of coordinating inde-
pendent economic activities so as to achieve thjsctive. The main justification for assign-
ing competencies to a more central jurisdictiorggl then is to prevent and limit market fail-
ure because of the ensuing inefficiencies. Whigepgtesence of heterogeneous preferences of
the economic actors is the main argument in fafatecentralized competence assignment,
market failure arguments like externalities, incéetg and asymmetric information (resulting

in additional information and transaction costg)or@mies of scale (allowing for market

%0 For an in-depth discussion of these issues irrdegathe SE, see Ropke/Heine (2005).
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power and strategic behavior) support a centralg@dtion. Besides, establishing a level
playing field is also a strong argument in favoaafentralized assignment of competencies.

In regard to these efficiency considerations, tiggiments in favor of the presence of a EU-
wide uniform limited-liability legal form for SMEapply to the SPE. With such a EU-wide
applicable legal form, incomplete information dimsimes and transaction costs are reduced.
Economies of scale and scope imply additional caxdictions if SMEs intend to do business
in several member states and adopt the SPE legalffor establishing more than one inde-
pendent subsidiary. Accordingly, market accessifferdnt EU member states becomes less
expensive, too. Besides, founding establishmentthar EU member states becomes acces-
sible more easily for SMEs, since with a uniforrgdeform obstacles of entering foreign

markets are reduced and a more level playing &eiérges.

In contrast to that the main point against the @REheterogeneous preferences of SMES’
owners on what legal form to adopt. However, sitheeSPE is not the only legal form avail-
able, entrepreneurs can still chose among the braaelty of the 27 (!) other EU private lim-
ited-liability legal forms plus other legal formsailable (like partnership or sole proprietor).
Accordingly, the SPE does not reduce the choicagatable, but on the contrary, it increas-

es it.

Public Choiceapproaches of interjurisdictional competition foqusnarily on distributional
questions. They center on the incentives set fot-seeking activities and ask what assign-
ment of competences best can control a misuse déetnand political power. For this, it is
claimed that the main rules of the game shouldrbeigled on the constitutional level. In this
way they are out of reach of the players and cabaananipulated while the game is being
played. However, to control for the (mis-)use ofifozal power to the advantage of individual
interest groups, there are arguments both in fanor against a decentralized allocation of
competencies. On the one hand it is argued thacandralized allocation of competences
reduces political information and transaction castsl ensures a more effective control of
rent-seeking behavior. On the other hand, one dhasnmember that company law sets up the
basic constitution of economic entities as legaspealities. Taking this into account, like in
regard to political constitutions the corporatestdntion of companies should be out of reach
for the players while the game is being played &kenup for a level playing field and to cre-
ate legal certainty and reliability for long-terdapning by the economic actors. Accordingly,
the public choice approach also favours the cept@lision of legal forms as this withdraws

the basic constitutional rules of a company fromitifluence of interested parties.
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Table 4.6:Criteria for Vertical Assignment of Competences

Welfare Economics Public Choice Evolutionary Ecoomics
Focus Efficiency Distribution Innovations
Main function of Coordination Control Discovery

competition

Objective of com- | to prevent and limit market| to prevent and limit politicall to promote innovation and

petence assign- failure failure imitation

ment

Arguments for * Heterogeneous * Preventing rent-seeking | « Decentralised knowledge
decentralisation preferences « Political information costs about problems and their

_ - solutions
» Economies on political

transaction costs « Adaptive flexibility

Arguments for » Externalities * Preventing rent-seeking | « Economies in innovation

centralisation + Economies of Scale . Political information costg ~ activities

* Promotion of innovations

» Transaction costs econo+ « Economies on political L e
and their dissemination

mies transaction costs
« Overcoming reform

* Incomplete information
P blockades

« Strategic behaviour

« Level playing-field

Source:Own composition according to Eckardt (2007).

Finally, Evolutionary Economicstresses the importance of competition for the geios
and dissemination of innovations. They are based nomber of different approaches, with
Hayekian and Schumpeterian notions being most premi(Kerber/Eckardt 2007). Argu-
ments in favor of a decentralized assignment of peiencies refer to its greater adaptive
flexibility and to its superior problem-solving apty due to the resulting advantages in
knowledge about the underlying problems and themg@tl for a more flexible response to
newly emerging issues. But there are also argumerfesvor of a centralized assignment of
competencies. They rely on economies of scale eopesachievable in innovation activities,
problems in regard to the promotion and dissenonatif innovations which stem from the
uncertainties related to innovations and to extéres linked to their diffusion. Besides, in-
novations might also be hindered by reform blockagéich are preserved by interested par-
ties that fear to realize disadvantages from thewation under question. In addition, due to
the large uncertainties of genuine innovationseeure framework within which economic

activity takes place is of particular importance.

In regard to these arguments there can be madéeap statement either for or against the

provision of legal forms at the supranational E\lele However, one has to take into account
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that the SPE is not the only legal form availaldedoing business internationally. In fact, it
extends the choices available at the horizontaldsgl to another alternative. It indeed com-
petes with all other 27 EU private limited liabjliegal forms as well as with every other le-

gal form available.

To conclude we find that in regard to the threerapaphes discussed they are in favor of the
SPE. This is supported by the fact that the SPE dog prevent the other 27 legal forms at
the level of the member states from being adopdedordingly, since there are additional

decentralized solutions available, the provisionhaf SPE at the supranational level does not

stand against the decentralization arguments either

5. Conclusion

As a summary, we find that the current draft of 8f@E might well address the needs of
SMEs when doing business throughout the EU. Negkasls, member states’ national inter-
ests still seem to prevent more centralized remguiatwhich would be more efficient from an

economic point of view.

To summarize our findingsection 2started with an overview on the extent of inteiorali-
zation of SMEs in the EU and the importance of pprapriate legal form. We pointed out
the main obstacles for doing business internatipriat SMEs. These regard mainly the ac-
cess to finance and scarce resources in termsefand managerial capacity available for the
administrative tasks related to internationalizatids a consequence, ideally a legal form
which supports the internationalization of SMEswdtaneet the following criteria. Firstly, it
should be kept simple and be inexpensive for getima foreign establishment and for meet-
ing its regular administrative, accounting and elkgations. Secondly, it should provide se-
cure property rights, not only for an SMES’ ownbtg also for third parties, in particular for
creditors. Thirdly, it should reduce principal-agenoblems due to information asymmetries
by providing adequate decision-making rights anfdrination rights to all relevant stake-

holders.

Following this, insection 3we analyzed the current draft regulation of the S®RE found
that it might be well suited to meet the criterg 8p. The main complications might arise in
regard to the regulations of co-determination. Heevethis procedure applies only to enter-
prises with 500 employees and more. This notwitiditay, the SPE draft regulation seems to
be a viable legal form for the typical SME withddban 250 employees.
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Finally, in section 4we turned to the issue of regulatory competitiore dliscussed the extent
and nature of horizontal and vertical competitiorihe field of legal forms. We found that so
far the empirical evidence for both horizontal amdtical competitions is rather weak. In ad-
dition, from the normative point of view of reguday competition in multi-level jurisdictions
we find more arguments in favor than against theduction of the SPE at the supranational

level.

As a summary, we conclude that the current drathefSPE might well address the needs of
SMEs when doing business internationally in the Eldeems to be well qualified to supple-
ment the already existing national and supranatiegal forms. By this, it may well promote
SME internationalization. Accordingly, it would lesirable if the political actors find a way

to remove the still existing obstacles for introihggit.
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