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Abstract 
 

The “Comply or Explain” principle is a central element of most codes of corporate governance. 
Originally put forward by the Cadbury Committee as a practical means of establishing a code of 
corporate governance whilst avoiding an inflexible ‘one size fits all’ approach, it has since been 
incorporated into code regimes around the world. In theory the comply-or-explain mechanism 
provides both flexibility in the application of the code and a means by which to assess compliance. 
Thus non-compliance (or perhaps better, non-application of the relevant rule) can still be said to be 
consistent with the spirit of the code. Judgments on matters such as the extent to which deviations 
are indeed justified are to be monitored by shareholders. Deviations considered unjustified may 
provoke a reaction ranging from a discreet intervention at board level through to, at the other 
extreme, disposal of the company’s stock, with possible implications for the share price. However, 
despite its promotion by various national and supranational organizations, very little is known about 
the way that the mechanism functions in practice. In response to calls for more research on the way 
the explain option is used in practice we analyse in this paper the compliance statements and 
corporate governance reports of listed companies in the UK and Germany. While explanations for 
deviating are certainly not restricted to published reports and accounts, (companies can also provide 
explanations verbally at their AGM or via a press statement or in private meetings with 
shareholders), the formal statements can nonetheless be considered reasonable indicators of the 
types of explanation given. 
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1. Introduction 

 

In the wake of corporate scandals like Polly Peck (UK), BCCI (UK), British & 

Commonwealth (UK), Maxwell (UK), Mirror Group (UK), Enron (US), World Com (US), 

Holzmann (Germany), Metallgesellschaft (Germany), Bayerische Hypo- und Vereinsbank 

(Germany) there have been increasing calls for more effective regulation of corporate behavior in 

general and the actions of company directors in particular. In response to that, various laws on 

issues of corporate governance have been passed in many countries around the world. In addition, 

in recent years there has been a strong trend towards the adoption of ‘soft law’ (Mörth, 2004) or 

‘soft regulation’ (Sahlin-Andersson, 2004) in the form of codes of corporate governance. A code of 

corporate governance can be defined generally as ‘a non-binding set of principles, standards or best 

practices, issued by a collective body and relating to the internal governance of corporations’ (Weil 

et al., 2003). The first serious code of this kind arose from the report of the Cadbury Committee  in 

1992 set up by the London Stock Exchange and the UK Financial Reporting Council.1 It contained 

a set of rules addressed to the boards of directors of all listed companies registered in the UK, many 

of which are still in force today, for example, ‘The roles of chairman and chief executive should not 

be exercised by the same individual’ (Cadbury Committee, 1992: A.2.1). The Cadbury Code as a 

mode of regulation for the corporate sector was subsequently imitated in up to fifty countries (Van 

den Berghe and De Ridder, 1999; Iskander and Chamlou, 2000; Weil and Manges, 2002; Aguilera 

and Cuervo-Cazurra, 2004). These codes were variously issued by stock-exchange-related bodies, 

associations of directors, various types of investor groups, business and industry associations, and 

governmental commissions (Wymeersch, 2005; Aguilera and Cuervo-Cazurra, 2004). Most of them 

refer to companies listed on respective national stock exchanges. Apart from these national 

initiatives there are also some transnational initiatives like the ‘OECD Principles of Corporate 

Governance’, which are not so much directed at companies as such, but are primarily meant as 

‘guidelines for legislative and regulatory initiatives in both OECD and non OECD countries’ 
                                                
1 In the USA and Hong Kong there were two precursors to this code in 1978 and 1989 respectively. However, those 
codes were relatively general and did not receive much attention.  
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(OECD, 2004: 3). Within the EU the use of governance codes as a mode of regulation has been 

endorsed by The High Level Group of Company Law Experts (2002). 

 

A central element of most national codes is the “comply-or-explain” principle, which was first put 

forward in the Cadbury Code as a practical means of establishing a single code of corporate 

governance whilst avoiding an inflexible ‘one size fits all’ approach. Cadbury 1992) required that, 

“[L]isted companies … should state in the report and accounts whether they comply with the Code 

and identify and give reasons for any areas of non-compliance.” This approach received support 

from The High Level Group of Company Law Experts 2002) which compared and evaluated 

different code regimes throughout Europe and has since been advocated by the Commission 

(Communication of the Commission 2003) for use by member states. In theory the comply-or-

explain mechanism provides both flexibility in the application of the code and a means by which to 

assess compliance: ‘While it is expected that listed companies will comply with the Code’s 

provisions most of the time, it is recognized that departure from the provisions of the code may be 

justified in particular circumstances. Every company must review each provision carefully and give 

a considered explanation if it departs from the Code provisions’ (Financial Reporting Council 2006: 

5). However, despite its promotion by various national and supranational organizations, very little is 

known about the way that the mechanism functions in practice. There have been numerous surveys 

on compliance rates (e.g. Von Werder et al. 2005), but hardly any systematic research has been 

conducted on the way in which companies make use of the option to “explain” (for an exception see 

Arcot and Bruno 2006). This deficiency has also been recognised by the European Corporate 

Governance Forum 2006: 

 

“[I]t seems appropriate to have a closer look at the way in which companies comply 

with the recommendations of the applicable code. In particular, it does not seem 

sufficient to rely on simple compliance rates. When applying the principle of ‘Comply-
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or explain’ more emphasis needs to be put on the quality of the explanations for 

deviations from the code as a meaningful explanation can fully justify non-compliance. 

The potential responsibility inherent to a statement of compliance should also be 

examined.“ 

 

In response to the call for more research on the way the explain option is used in practice we 

analyse in this paper the compliance statements and corporate governance reports of listed 

companies in the UK and Germany. While explanations for deviating are certainly not restricted to 

published reports and accounts, (companies can also provide explanations verbally at their AGM or 

via a press statement or in private meetings with shareholders), the formal statements can 

nonetheless be considered reasonable indicators of the types of explanation given. Comparing the 

statements of companies in two countries with different legal cultures, different capital market 

structures and different experiences of regulatory codes, enables consideration to be given to the 

extent to which use of the explain option follows a general pattern or is dependent on context. 

 

2. The “Comply-or-Explain” Principle in Theory 

The basic idea behind comply-or-explain is to allow for some flexibility in the application of the 

rules set out in the code. The codes are explicitly meant to be applied flexibly. It is not intended that 

all companies covered by the code should follow all provisions. Rather, where individual rules do 

not fit the particular organizational setting, companies are expected to deviate. (Baums 2003:7 gives 

as examples: size; ownership structures, international ownership, and requirements of the capital 

markets of other countries.) The Combined Code states clearly that : ‘[D]epartures from the Code 

should not be automatically treated as breaches’ (Financial Reporting Council, 2006: 7), and the 

official commentary on the German Cromme Code states: ‘Flexibility, as [one of the] guiding 

idea[s] of the code, is meant to prevent companies affected by the code from being corseted into too 

inflexible regulations. Companies should rather have the possibility of tailoring the modalities of 
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corporate governance to their individual situations and of optimizing them with regard to efficiency 

criteria’ (Ringleb et al., 2004: 89; our translation). It is the essential genius of comply-or-explain 

that companies can be said to be in conformance with the code as a whole whilst deviating from 

individual rules. 

 

This is not however a free pass for rule avoidance. Companies are required to declare and, in the 

original British application of the concept, to provide a public explanation for deviations. In the UK 

the  Combined Code warns that: ‘While it is expected that listed companies will comply with the 

Code’s provisions most of the time, it is recognised that departure from the provisions of the code 

may be justified in particular circumstances. Every company must review each provision carefully 

and give a considered explanation if it departs from the Code provisions’ (Financial Reporting 

Council, 2006: 5, emphasis added). The flexibility of the code serves as a means of increasing the 

responsiveness of the code to individual circumstances. This means that differences in the 

circumstances of regulatees do not have to be anticipated by rule-makers and the complexity of the 

codes is kept to a minimum. Indeed, code issuers employing comply-or-explain are well aware from 

the outset that some regulatees, companies or groups of companies, will have difficulties  in 

complying with certain provisions. The Cadbury Committee, for example, recognized that ‘smaller 

listed companies may initially have difficulty in complying with some aspects of the code. […] The 

boards of smaller listed companies who cannot, for the time being, comply with parts of the Code 

should note that they may instead give their reasons for non-compliance’ (Cadbury, 1992: 3.15). 

Regulatees should assess their own positions and provide authentic responses - it is not for the code 

issuer to assess the applicability of the code provisions on behalf of affected companies nor to 

assess their response – the companies themselves are responsible for assessing both applicability 

and the appropriateness of their response. 
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The authenticity of such assessments is however for others to monitor and judge. The Comply-or-

Explain principle relies upon third parties to provide such monitoring and thus to enforce 

conformance with the code (Brunsson, et al., 2000; Kerwer, 2005). In this case that third party is, at 

aggregate level, the capital market, in the form of individual shareholders. The market has two 

functions in this regard: evaluation of possible deviations and enforcement. It is after all in their 

direct interest to assess the significance of deviations. Indeed, the code exists primarily to protect 

their interests.2 ‘It is for shareholders and others to evaluate the company’s statement’ (Financial 

Reporting Council, 2006: 4). Similarly, Baums writes about the German code: ‘It is left to the 

capital market to evaluate the equivalence of any deviations [to the code provisions]’ (Baums, 2001: 

10). Here too, evaluation by those affected means that no particular institutional arrangements have 

to be made for this purpose. It thus reduces the complexity of the regulatory design. Additionally, it 

allows in principle for an authentic evaluation by those affected by the deviations, as opposed to an 

evaluation carried out by external institutions on behalf of the affected parties. Once an effective 

system of regulation has been put in place investors can act for themselves. They are not deemed to 

need fiduciaries to act on their behalf. They are considered for the most part to have both judgment 

and the capacity to act. The reality may of course be somewhat different. Institutional arrangements 

for monitoring companies already exist in the form of institutional shareholders who in effect act 

both for themselves and for other smaller investors. In their review of the role of institutional 

investors Sanderson et al (2005 note that “Institutional shareholdings now account for around 80% 

of both the London and New York Stock Exchanges (Hampel 1998; Carlson et al. 2004)… [and]  

more than half of the shares on the London market are controlled by just 10 financial institutions 

(Investor Relations Society 1999).” 

 

An additional function of the integration of the market mechanism is the enforcement of code 

compliance by those affected by potential deviations. Somewhat simplistically, unjustified 

                                                
2 While the various codes mostly mention also other actors beyond the shareholders, the code regime is ultimately 
focused on the shareholder. This can be seen from the way the codes are set up – including the composition of many 
code committees.  
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deviations from the code provisions are expected to be ‘sanctioned’ through negative share-price 

reactions. As Schüppen writes: ‘The influence of compliance on the share price is the idea behind 

the [comply-or-explain rule]’ (Schüppen, 2002: 1273; our translation). It is assumed that 

shareholders will take the level of compliance into consideration when they make a decision to buy, 

sell, hold, or vote. Accordingly, unjustified deviations from code provisions that appear significant 

to shareholders are expected to result in lower share prices (Weil and Manges, 2002: 68–69). In this 

context researchers often cite the study by McKinsey and Company (2002), which found that fund 

managers stated they were prepared to pay an average premium of 14% for well-governed European 

and North American companies and even more in emerging markets.3 Since company directors are 

interested in delivering shareholder value through higher share prices, this is assumed to work as an 

enforcement mechanism.4 Again, integration of the capital market can be seen to reduce the 

complexity of the design of the code system, since no separate external enforcement mechanism is 

required. 

 

3. Empirical approach 

A central component of the comply-or-explain principle is the public declaration concerning 

compliance or non-compliance together with the explanations provided in respect of deviations. As 

a first step towards a better understanding the way the comply-or-explain mechanism works in 

practice we have examined the statements of compliance of companies required to observe national 

codes of corporate governance.. For this purpose we have analysed the compliance statements of 

260 companies in Germany and the UK published in the calendar year 2006, reporting activities to 

                                                
3 This study is often quoted incorrectly as showing that fund mangers pay more for well-governed companies. In fact, 
the fund mangers were asked to state whether they would be prepared to pay a premium for such companies – to which, 
unsurprisingly, they said yes. It was not however, as is often implied, an empirical study of actual investor behaviour.. 
4 Deconstructing and attributing share price movements is of course notoriously difficult and the conclusions reached by 
researchers of this topic are often contested. “In a recent survey of surveys, Carlson et al. (2004) found that exactly half 
of all studies of the effect of shareowner proposals showed positive returns, the other half showing either negative 
returns or no impact.” (Sanderson et al 2005:7). See also Bauer et al., 2004, and Gompers et al., 2003. 
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years ending 31 December 2005, 31 march 2006 or 31 December 2006. (These were the most recent 

reporting periods for which full data for the companies of both countries are available.)5 

 

As use of the mechanism by large companies inevitably attracts more comment and controversy we 

chose to analyse the statements of the 130 largest listed companies listed on the London Stock 

Exchange and the Frankfurt Stock Exchange respectively. In the UK this includes all FTSE100 

companies and the next largest 30 companies of the FTSE350 – with a market capitalization 

ranging from £2 bn to £112 bn (€3 bn - €165 bn) In Germany this includes all companies contained 

in the Dax30 (30 companies with a market capitalization between €4 bn - €80 bn), the MDax (50 

companies with a market capitalization between XX and YY) and the SDax (50 companies with a 

market capitalization of XX and YY). Both sets of companies include all types of industries. 

 

We examined the number and type of deviations, noting for each deviation whether an explanation 

was given and then made an assessment of the explanation. The explanations were coded according 

to the schema in Table 1 below: 

 

                                                
5 There were minor changes made to the UK Combined Code published in June 2006 for use in reporting years 
commencing after 01 November 2006. However, depending on their reporting period, some British companies used the 
2003 version, some, particularly those that conformed fully (without deviation), used the 2006 version in anticipation, 
some used one but referred in explanation to the other. For consistency we illustrate the latest 2006 version but in our 
analysis employed whichever version the reporting company used. It is after all the explanation and use of comply-or-
explain with which we are concerned here – not the specific rules themselves. But in fact most changes were minor in 
the sense that they slightly amended existing provisions rather than making wholesale deletions and insertions, e.g. the 
restriction on the company Chairman serving on the remuneration committee was removed to enable him or her to do so 
where considered independent on appointment as Chairman (although it is still recommended that he or she should not 
also chair the committee). 
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Table 1: Coding schema for deviations6 

 
1. Full compliance 
2. Full non-compliance 

2.1 without explanation 
2.1.1 non-temporary 
2.1.2 temporary 

2.2 empty justification 
2.2.1 non-temporary 
2.2.2 temporary 

2.4 principled justification 
2.5 justification on the basis of company-specific reasons (e.g. number of 
staff) 
 2.5.1 non-temporary 
 2.5.2 temporary 

3. Partial non-compliance 
3.1 Pure disclosure (just list of areas of non-compliance; without descriptions 
of alternative practice or any explanations) 
 3.1.1 non-temporary 
 3.1.2 temporary 
3.2 Disclosure and description of alternative practice (without justification) 

3.2.1 Non-temporary 
3.2.2 temporary 

3.3 Disclosure WITH justification 
3.3.1    Empty justification 
3.3.2 Principled justification against particular code provision 
3.3.3 Justification on the basis of industry specificities 

3.3.3.1 non-temporary 
3.3.3.2 temporary 

3.3.4 Justification on the basis of company size or board size 
3.3.5 Justification on the basis of company structure 

3.3.5.1 non-temporary 
3.3.5.2 temporary 

3.3.6 Other company-specific reasons 
3.3.6.1 Non-temporary 
3.3.6.2 temporary 

3.3.7 Justification on the basis of international practice 
3.3.8 Transitional justification 

3.3.8.1 new entrant 
3.3.8.2 new code provision 

3.3.10 general problems with implementation or conflict with legal 
regulation 

4. Ambiguous or incomplete information 

 
 

4. The Comply-or-Explain Principle in the British Context 

4.1 The integration of the Comply-or-Explain principle in the Combined Code 

The Combined Code in the UK comprises 48 code provisions while the German Cromme Code 

comprises 82 code provisions (see Tables 2 and 8 below). These are set out in two sections, the first 

for companies, the second for institutional shareholders, reflecting the nature of the British capital 
                                                
6 Note that in this early draft there are some slight differences in the numbering, though not content, of the coding 
schema employed. 
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market. There are also three schedules to the Code that provide guidance on aspects such as 

performance related remuneration, the liability of non-executive directors, and disclosing corporate 

governance arrangements. The main focus of our analysis is on the first section which contains 

subsections on the duties of Directors, Remuneration, Accountability and Audit, and Relations with 

Shareholders. A number of issues are addressed within each subsection, each containing a statement 

of the Main Principle involved. This is followed by more detailed Supporting Principles and finally, 

Code Provisions.   

 

Observance of the Combined Code is a compulsory element of the listing rules of the London Stock 

Exchange but it does not cover private companies and some rules do not apply to smaller 

companies, those outwith the FTSE 350. Foreign owned companies can either comply with the 

Combined Code or the code applicable in their country of primary listing but if the latter they must 

state the extent to which they have complied with that code and outline any significant differences 

between that code and the Combined Code. (http://fsahandbook.info/FSA/html/handbook/LR: 

9.8.7)   

 

Whilst observance is compulsory the preamble to the Code (2006:2) hints at the high trust basis 

underpinning the self-regulatory tradition within the City of London, noting that: 

Whilst recognising that directors are appointed by shareholders who are the owners of companies, 

it is important that those concerned with the evaluation of governance should do so with common 

sense in order to promote partnership and trust, based on mutual understanding. They should pay 

due regard to companies’ individual circumstances and bear in mind in particular the size and 

complexity of the company and the nature of the risks and challenges it faces. Whilst shareholders 

have every right to challenge companies’ explanations if they are unconvincing, they should not be 

evaluated in a mechanistic way and departures from the Code should not be automatically treated 
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as breaches. Institutional shareholders and their agents should be careful to respond to the 

statements from companies in a manner that supports the ‘comply or explain’ principle. 

 

The successful application of the ‘comply-or-explain principle’ thus depends on both the company 

and the investor acting with integrity, applying the code as far as possible but allowing for 

deviations where sensible and, where necessary, entering into an authentic dialogue to increase each 

side’s understanding of the position of the other. To this end mere statement of deviation from a 

code provision is insufficient. Companies are required to explain in all cases. Such explanation is 

also a requirement set out in the listing rules (Para. 9.8.6) Indeed, Schedule C to the Code (2006:23) 

stipulates the extent of disclosure required: 

Paragraph 9.8.6 of the Listing Rules states that in the case of a listed company incorporated in the 

United Kingdom, the following items must be included in its annual report and accounts:  

�  a statement of how the listed company has applied the principles set out in Section 1 of the 

Combined Code, in a manner that would enable shareholders to evaluate how the principles have 

been applied; 

�  a statement as to whether the listed company has 

�  complied throughout the accounting period with all relevant provisions set out in 

 Section 1 of the Combined Code; or 

 �  not complied throughout the accounting period with all relevant provisions set out  in 

Section 1 of the Combined Code and if so, setting out: 

 (i) those provisions, if any, it has not complied with; 

 (ii) in the case of provisions whose requirements are of a continuing nature, the period 

 within which, if any, it did not comply with some or all of those provisions; and 

 (iii) the company's reasons for non-compliance. 
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The provisions for companies from Section 1 of the Combined Code are set out in Table 2 below7: 

Table 2: List of provisions of the British Combined Code (2006 version) 

No8 Code Provision Section 1 Content 

   
 A DIRECTORS 
   
 A.1 The Board 

1 A.1.1 

The board should meet sufficiently regularly to discharge its duties 
effectively. There should be a formal schedule of matters specifically 
reserved for its decision. The annual report should include a statement of 
how the board operates, including a high level statement of which types of 
decisions are to be taken by the board and which are to be delegated to 
management. 

2 A.1.2 

The annual report should identify the chairman, the deputy chairman 
(where there is one), the chief executive, the senior independent director 
and the chairmen and members of the nomination, audit and 
remuneration committees. It should also set out the number of meetings of the 
board and those committees and individual attendance by directors. 

3 A.1.3 

The chairman should hold meetings with the non-executive directors 
without the executives present. Led by the senior independent director, 
the non-executive directors should meet without the chairman present at 
least annually to appraise the chairman’s performance (as described in 
A.6.1) and on such other occasions as are deemed appropriate. 

4 A.1.4 

Where directors have concerns which cannot be resolved about the 
running of the company or a proposed action, they should ensure that 
their concerns are recorded in the board minutes. On resignation, a 
nonexecutive director should provide a written statement to the chairman, for 
circulation to the board, if they have any such concerns. 

5 A.1.5 
The company should arrange appropriate insurance cover in respect of 
legal action against its directors. 

   
 A.2 Chairman and chief executive 

6 A .2.1 

The roles of chairman and chief executive should not be exercised by the 
same individual. The division of responsibilities between the chairman 
and chief executive should be clearly established, set out in writing and 
agreed by the board. 

7 A.2.2 

The chairman should on appointment meet the independence criteria set 
out in A.3.1 below. A chief executive should not go on to be chairman of 
the same company. If exceptionally a board decides that a chief executive 
should become chairman, the board should consult major shareholders in 
advance and should set out its reasons to shareholders at the time of the 
appointment and in the next annual report. 

   

                                                
7 These provisions are taken from the 2006 version of the Combined Code. Section 2 relating to the duties of 
institutional shareholders has not been included as companies are not required to report thereon. 
8 Authors’ reference number for analytical purposes only. 
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 A.3 Board balance and independence 

8 A.3.1 

The board should identify in the annual report each non-executive director 
it considers to be independent. The board should determine whether the 
director is independent in character and judgement and whether there are 
relationships or circumstances which are likely to affect, or could appear 
to affect, the director’s judgement. The board should state its reasons if it 
determines that a director is independent notwithstanding the existence of 
relationships or circumstances which may appear relevant to its 
determination, including if the director: 
�  has been an employee of the company or group within the last five 
years; 
�  has, or has had within the last three years, a material business 
relationship with the company either directly, or as a partner, 
shareholder, director or senior employee of a body that has such a 
relationship with the company; 
�  has received or receives additional remuneration from the company 
apart from a director’s fee, participates in the company’s share 
option or a performance-related pay scheme, or is a member of the 
company’s pension scheme; 
�  has close family ties with any of the company’s advisers, directors or 
senior employees; 
�  holds cross-directorships or has significant links with other directors 
through involvement in other companies or bodies; 
�  represents a significant shareholder; or 
�  has served on the board for more than nine years from the date of 
their first election. 

9 A.3.2 

Except for smaller companies, at least half the board, excluding the 
chairman, should comprise non-executive directors determined by the 
board to be independent. A smaller company should have at least two 
independent non-executive directors. 

10 A.3.3 

The board should appoint one of the independent non-executive directors 
to be the senior independent director. The senior independent director 
should be available to shareholders if they have concerns which contact 
through the normal channels of chairman, chief executive or finance 
director has failed to resolve or for which such contact is inappropriate. 

   
 A.4 Appointments to the Board 

11 A.4.1 

There should be a nomination committee which should lead the process 
for board appointments and make recommendations to the board. A 
majority of members of the nomination committee should be independent 
non-executive directors. The chairman or an independent non-executive 
director should chair the committee, but the chairman should not chair the 
nomination committee when it is dealing with the appointment of a 
successor to the chairmanship. The nomination committee should make 
available its terms of reference, explaining its role and the authority 
delegated to it by the board. 

12 A.4.2 

The nomination committee should evaluate the balance of skills, 
knowledge and experience on the board and, in the light of this evaluation, 
prepare a description of the role and capabilities required for a particular 
appointment. 

13 A.4.3 

For the appointment of a chairman, the nomination committee should 
prepare a job specification, including an assessment of the time 
commitment expected, recognising the need for availability in the event of 
crises. A chairman’s other significant commitments should be disclosed to 
the board before appointment and included in the annual report. Changes 
to such commitments should be reported to the board as they arise, and 
included in the next annual report. No individual should be appointed to a 
second chairmanship of a FTSE 100 company. 
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14 A.4.4 

The terms and conditions of appointment of non-executive directors 
should be made available for inspection. The letter of appointment should 
set out the expected time commitment. Non-executive directors should 
undertake that they will have sufficient time to meet what is expected of 
them. Their other significant commitments should be disclosed to the 
board before appointment, with a broad indication of the time involved and 
the board should be informed of subsequent changes. 

15 A.4.5 
The board should not agree to a full time executive director taking on more 
than one non-executive directorship in a FTSE 100 company nor the 
chairmanship of such a company. 

16 A.4.6 

A separate section of the annual report should describe the work of the 
nomination committee, including the process it has used in relation to 
board appointments. An explanation should be given if neither an external 
search consultancy nor open advertising has been used in the 
appointment of a chairman or a non-executive director. 

   
 A.5 Information and professional development 

17 A.5.1 

The chairman should ensure that new directors receive a full, formal and 
tailored induction on joining the board. As part of this, the company should 
offer to major shareholders the opportunity to meet a new non-executive 
director. 

18 A.5.2 

The board should ensure that directors, especially non-executive 
directors, have access to independent professional advice at the 
company’s expense where they judge it necessary to discharge their 
responsibilities as directors. Committees should be provided with 
sufficient resources to undertake their duties. 

18 A.5.3 

All directors should have access to the advice and services of the 
company secretary, who is responsible to the board for ensuring that 
board procedures are complied with. Both the appointment and removal 
of the company secretary should be a matter for the board as a whole. 

   
 A.6 Performance evaluation 

20 A.6.1 

The board should state in the annual report how performance evaluation 
of the board, its committees and its individual directors has been 
conducted. The non-executive directors, led by the senior independent 
director, should be responsible for performance evaluation of the 
chairman, taking into account the views of executive directors. 

   
 A.7 Re-election 

21 A.7.1 

All directors should be subject to election by shareholders at the first 
annual general meeting after their appointment, and to re-election 
thereafter at intervals of no more than three years. The names of directors 
submitted for election or re-election should be accompanied by sufficient 
biographical details and any other relevant information to enable 
shareholders to take an informed decision on their election. 

22 A.7.2 

Non-executive directors should be appointed for specified terms subject to re-
election and to Companies Acts provisions relating to the removal of a 
director. The board should set out to shareholders in the papers accompanying 
a resolution to elect a non-executive director why they believe an individual 
should be elected. The chairman should confirm to shareholders when 
proposing re-election that, following formal performance evaluation, the 
individual’s performance continues to be effective and to demonstrate 
commitment to the role. Any term beyond six years (e.g. two three-year terms) 
for a non-executive director should be subject to particularly rigorous review, 
and should take into account the need for progressive refreshing of the board. 
Non-executive directors may serve longer than nine years (e.g. three three-year 
terms), subject to annual re-election. Serving more than nine years could be 
relevant to the determination of a non-executive director’s independence (as set 
out in provision A.3.1). 
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 B B. REMUNERATION 
   
 B.1 The Level and Make-up of Remuneration 
  Remuneration policy 

23 B.1.1 

The performance-related elements of remuneration should form a 
significant proportion of the total remuneration package of executive 
directors and should be designed to align their interests with those of 
shareholders and to give these directors keen incentives to perform at the 
highest levels. In designing schemes of performance-related 
remuneration, the remuneration committee should follow the provisions in 
Schedule A to this Code. 

24 B.1.2 
Executive share options should not be offered at a discount save as 
permitted by the relevant provisions of the Listing Rules. 

25 B.1.3 

Levels of remuneration for non-executive directors should reflect the time 
commitment and responsibilities of the role. Remuneration for nonexecutive 
directors should not include share options. If, exceptionally, options are 
granted, shareholder approval should be sought in advance and any shares 
acquired by exercise of the options should be held until at least one year after 
the non-executive director leaves the board. Holding of share options could be 
relevant to the determination of a non-executive director’s independence (as set 
out in provision A.3.1). 

26 B.1.4 

Where a company releases an executive director to serve as a nonexecutive 
director elsewhere, the remuneration report should include a statement as to 
whether or not the director will retain such earnings and, if so, what the 
remuneration is. 

  Service Contracts and Compensation 

27 B.1.5 

The remuneration committee should carefully consider what compensation 
commitments (including pension contributions and all other elements) their 
directors’ terms of appointment would entail in the event of early termination. 
The aim should be to avoid rewarding poor performance. They should take a 
robust line on reducing compensation to reflect departing directors’ obligations 
to mitigate loss. 

28 B.1.6 

Notice or contract periods should be set at one year or less. If it is 
necessary to offer longer notice or contract periods to new directors 
recruited from outside, such periods should reduce to one year or less 
after the initial period. 

   
 B.2 Procedure 

29 B.2.1 

The board should establish a remuneration committee of at least three, or 
in the case of smaller companies two, independent non-executive 
directors. In addition the company chairman may also be a member of, but 
not chair, the committee if he or she was considered independent on 
appointment as chairman. The remuneration committee should make 
available its terms of reference, explaining its role and the authority 
delegated to it by the board. Where remuneration consultants are 
appointed, a statement should be made available of whether they have 
any other connection with the company. 

30 B.2.2 

The remuneration committee should have delegated responsibility for 
setting remuneration for all executive directors and the chairman, 
including pension rights and any compensation payments. The committee 
should also recommend and monitor the level and structure of 
remuneration for senior management. The definition of ‘senior 
management’ for this purpose should be determined by the board but 
should normally include the first layer of management below board level. 

31 B.2.3 

The board itself or, where required by the Articles of Association, the 
shareholders should determine the remuneration of the non-executive 
directors within the limits set in the Articles of Association. Where 
permitted by the Articles, the board may however delegate this 
responsibility to a committee, which might include the chief executive. 
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32 B.2.4 

Shareholders should be invited specifically to approve all new long-term 
incentive schemes (as defined in the Listing Rules) and significant 
changes to existing schemes, save in the circumstances permitted by the 
Listing Rules. 

   
 C. ACCOUNTABILITY AND AUDIT  
   
 C.1 Financial Reporting 

33 C.1.1 
The directors should explain in the annual report their responsibility for 
preparing the accounts and there should be a statement by the auditors 
about their reporting responsibilities. 

34 C.1.2 
The directors should report that the business is a going concern, with 
supporting assumptions or qualifications as necessary. 

   
 C.2 Internal Control  

35 C.2.1 

The board should, at least annually, conduct a review of the effectiveness 
of the group’s system of internal controls and should report to 
shareholders that they have done so. The review should cover all material 
controls, including financial, operational and compliance controls and risk 
management systems. 

   
 C.3 Audit Committee and Auditors 

36 C.3.1 

The board should establish an audit committee of at least three, or in the 
case of smaller companies two, members, who should all be 
independent non-executive directors. The board should satisfy itself that 
at least one member of the audit committee has recent and relevant 
financial experience. 

37 C.3.2 

The main role and responsibilities of the audit committee should be set out 
in written terms of reference and should include: 
�  to monitor the integrity of the financial statements of the company, 
and any formal announcements relating to the company’s financial 
performance, reviewing significant financial reporting judgements 
contained in them; 
�  to review the company’s internal financial controls and, unless 
expressly addressed by a separate board risk committee composed 
of independent directors, or by the board itself, to review the 
company’s internal control and risk management systems; 
�  to monitor and review the effectiveness of the company’s internal 
audit function; 
�  to make recommendations to the board, for it to put to the 
shareholders for their approval in general meeting, in relation to the 
appointment, re-appointment and removal of the external auditor 
and to approve the remuneration and terms of engagement of the 
external auditor; 
�  to review and monitor the external auditor’s independence and 
objectivity and the effectiveness of the audit process, taking into 
consideration relevant UK professional and regulatory requirements; 
�  to develop and implement policy on the engagement of the external 
auditor to supply non-audit services, taking into account relevant 
ethical guidance regarding the provision of non-audit services by the 
external audit firm; and to report to the board, identifying any matters in 
respect of which it considers that action or improvement is needed and making 
recommendations as to the steps to be taken. 

38 C.3.3 

The terms of reference of the audit committee, including its role and the 
authority delegated to it by the board, should be made available. A 
separate section of the annual report should describe the work of the 
committee in discharging those responsibilities. 
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39 C.3.4 

The audit committee should review arrangements by which staff of the 
company may, in confidence, raise concerns about possible improprieties 
in matters of financial reporting or other matters. The audit committee’s 
objective should be to ensure that arrangements are in place for the 
proportionate and independent investigation of such matters and for 
appropriate follow-up action. 

40 C.3.5 

The audit committee should monitor and review the effectiveness of the 
internal audit activities. Where there is no internal audit function, the audit 
committee should consider annually whether there is a need for an 
internal audit function and make a recommendation to the board, and the 
reasons for the absence of such a function should be explained in the 
relevant section of the annual report. 

41 C.3.6 

The audit committee should have primary responsibility for making a 
recommendation on the appointment, reappointment and removal of the 
external auditors. If the board does not accept the audit committee’s 
recommendation, it should include in the annual report, and in any papers 
recommending appointment or re-appointment, a statement from the audit 
committee explaining the recommendation and should set out reasons 
why the board has taken a different position. 

42 C.3.7 
The annual report should explain to shareholders how, if the auditor 
provides non-audit services, auditor objectivity and independence is 
safeguarded. 

   
 D. RELATIONS WITH SHAREHOLDERS  
   
 D.1 Dialogue with Institutional Shareholders 

43 D.1.1 

The chairman should ensure that the views of shareholders are 
communicated to the board as a whole. The chairman should discuss 
governance and strategy with major shareholders. Non-executive 
directors should be offered the opportunity to attend meetings with major 
shareholders and should expect to attend them if requested by major 
shareholders. The senior independent director should attend sufficient 
meetings with a range of major shareholders to listen to their views in 
order to help develop a balanced understanding of the issues and 
concerns of major shareholders. 

44 D.1.2 

The board should state in the annual report the steps they have taken to 
ensure that the members of the board, and in particular the non-executive 
directors, develop an understanding of the views of major shareholders 
about their company, for example through direct face-to-face contact, 
analysts’ or brokers’ briefings and surveys of shareholder opinion. 
June 2006 The Combined Code 

   
 D.2 Constructive Use of the AGM 

45 D.2.1 

At any general meeting, the company should propose a separate 
resolution on each substantially separate issue, and should in particular 
propose a resolution at the AGM relating to the report and accounts. For 
each resolution, proxy appointment forms should provide shareholders 
with the option to direct their proxy to vote either for or against the 
resolution or to withhold their vote. The proxy form and any 
announcement of the results of a vote should make it clear that a 'vote 
withheld' is not a vote in law and will not be counted in the calculation of 
the proportion of the votes for and against the resolution. 
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46 D.2.2 

The company should ensure that all valid proxy appointments received for 
general meetings are properly recorded and counted. For each 
resolution, after a vote has been taken, except where taken on a poll, the 
company should ensure that the following information is given at the 
meeting and made available as soon as reasonably practicable on a 
website which is maintained by or on behalf of the company: 
�  the number of shares in respect of which proxy appointments 
have been validly made; 
�  the number of votes for the resolution; 
�  the number of votes against the resolution; and 
�  the number of shares in respect of which the vote was directed 
to be withheld. 

47 D.2.3 
The chairman should arrange for the chairmen of the audit, remuneration 
and nomination committees to be available to answer questions at the 
AGM and for all directors to attend. 

48 D.2.4 
The company should arrange for the Notice of the AGM and related 
papers to be sent to shareholders at least 20 working days before the 
meeting. 

 

Of the 130 UK companies analysed there were just two without valid usable data. Carnival 

Corporation has a primary listing in New York while Tomkins adopted a narrative approach that 

contained several ambiguities in respect of whether they considered their actions were or were not 

in full compliance with the code. Given the subjective nature of judgements on the adequacy of 

explanations it seemed prudent to leave out this company from our analysis.9 We thus analysed 128 

UK compliance statements. 

 

Of the 128 compliance statements analysed 65 companies (50.78%) were fully compliant. The top 

30 companies in terms of market capitalization have a slightly higher rate of full compliance than 

the rest of the sample but in fact there is, perhaps surprisingly, very little difference between the top 

30 and the top 80 companies. Full compliance does however fall away towards the bottom of the 

FTSE 100 and beyond, with the bottom 50 in our sample (those with market capitalization below £4 

bn, or €5.92 bn)  recording full compliance at almost half the rate of the top 80. 

 

                                                
9 This is not to suggest that Tomkins were not in conformance with the code. Others may determine that their 
explanations were indeed adequate. For our purposes though we needed to be certain we understood whether the 
company did or did not consider itself in conformance with any particular provision when outlining its position. 
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Table 3: Number of fully compliant companies 

Companies Companies analysed Fully compliant % of full compliance 

FTSE 1-30 30 20 66.67 % 

FTSE 31-80 49 29 59.18 % 

FTSE 81-130 49 16 32.65 % 

Total 128 65 50.78 % 

 

The average number of deviations per company is 0.63, or 1.90 if one excludes companies reporting 

full compliance. The average rises steadily as market capitalization decreases, from 0.92 cases for 

the FTSE 31-80 to 1.47 for the FTSE 81-130 although if one excludes full compliers there is little 

variation by size of company.  There is however a steady increase in the maximum number of 

deviations that companies seem to be comfortable reporting. (Note that even the smallest company 

in our sample does not qualify for the dispensations given within the code on grounds of size). This 

maximum rises from 4 for the top 30 (SABMiller, a holding company with mainly overseas 

operating subsidiaries) to 7 for the bottom 50 in our sample (Daily Mail & General Trust, 

essentially still a family controlled firm). But even the least conforming company deviated from 

less than 15% of the provisions contained in the Code.  

 

Table 4: Number of deviations per company 

Companies 
Companies 

analysed 

Number 

of 

deviations 

Average 

number of 

deviations 

Median 

number of 

deviations 

Average 

number of 

deviations by 

non-compliers 

only 

Maximum 

number of 

deviations by 

company (% 

of n code 

provisions, 

n = 48) 

FTSE 1-30 30 19 0.63 0 1.90 4 (8.33%) 

FTSE 31-80 49 45 0.92 0 2.25 6 (12.50%) 

FTSE 81-130 49 72 1.47 1 2.18 7 (14.58%) 

Total 128 136 1.06 0 2.16 7 (14.58%) 
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However, it would appear to be easier to comply with some provisions than others - or companies 

are less sanguine about being seen to deviate from some provisions. All companies complied with 

20 of the code provisions (41.67% of the code) with the top 30 complying fully with 37 provisions 

(77.08%). Again, as Table 5 shows, frequency of non-compliance increased inversely with size of 

company. 

 
Table 5: Number of code provisions with which all companies comply 

Companies 

No of provisions with 

which all companies 

comply 

% (n = 48) 

FTSE 1-30 37 77.08 % 

FTSE 31-80 31 64.58 % 

FTSE 81-130 27 56.25 % 

All 20 41.67 % 

 

The distribution of the number of deviations from conformance with individual code provisions 

varies considerably, both amongst the provisions themselves and between the bands we use in our 

analysis of the top 130 listed companies. As table 5 (above) and 6 (below) show, amongst the top 

30 non-compliance is fairly low, with provision C.3.1 attracting the largest number of deviating 

companies at just 3, (10%) of the sample.10  

 

                                                
10 See Table 2 above for an explanation of the content of the code provisions. 
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Table 6: List of code provisions of the UK Combined Code with the lowest compliance figures 

FTSE 1-30 FTSE 31-80 FTSE 81-130 ALL 

Code 

Provision  

No of 

deviations 

% 

(n=30) 

No of 

deviations 

% 

(n=49) 

No of 

deviations 

% 

(n=49) 

No of 

deviations 

% 

(n=128) 

A.2.1 0 0.00% 2 4.08% 4 8.16% 6 4.69% 

A.2.2 1 3.33% 4 8.16% 3 6.12% 8 6.25% 

A.3.2 2 6.67% 7 14.29% 18 36.73% 27 21.09% 

A.3.3 0 0.00% 3 6.12% 3 6.12% 6 4.69% 

A.4.1 1 3.33% 3 6.12% 6 12.24% 10 7.81% 

A.6.1 0 0.00% 4 8.16% 3 6.12% 7 5.47% 

B.2.1 2 6.67% 4 8.16% 10 20.41% 16 12.50% 

C.3.1 3 10.00% 7 14.29% 8 16.33% 18 14.06% 

D.1.1 1 3.33% 3 6.12% 2 4.08% 6 4.69% 

 

Table 6 also shows that of the next 50 companies just two provisions, A.3.2 (the requirement for a 

majority of the board to be independent non-executive directors) and C.3.1 (composition of the 

audit committee), attracted more than 10% deviations, but for the bottom 50 in the sample the 

number of deviations per code provision increases, A.3.2 attracting 36.73% and B.2.1, 20.41%. 

Overall, in the entire sample of 128 companies (see figure 1 below), A.3.2 had the highest rate of 

deviation at 21.09%, followed by C.3.1 (14.06%), B.2.1 (12.50%) and A.4.1 (7.81%).  
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Figure 1. Number of Deviations from UK Corporate Governance Code Provisions 
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It should of course be noted that deviation is not supposed to be considered indicative of failure to 

comply, although it might be. The requirement for the majority of the board to be independent non-

executive directors is to an extent determined by a subjective judgement on whether the length of 

term served has impaired a director's independence. One firm may consider x years service has so 

impaired a director's judgement, another may not. They could even be referring to the same length 

of service of the same director but on different boards. Both, if explained and the explanation 

accepted, could be compliant. Moreover, as their length of service (and experience) increases 

directors become more susceptible to accusations of lack of independence. Their boards may feel it 

prudent to retain their services for a period but declare and explain non-compliance. Equally, 

unexpected resignations or even deaths can leave a board temporarily unbalanced. 

 
We turn now to the explanations given of non-compliance. These have been coded according to the 

schema delineating types of explanation shown in table 1 above. These ranged from complete non-

compliance both with and without explanation (neither of which apply to the UK) to  various types 
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of partial non-compliance. The latter are shown in Figure 2 below. Company specific reasons (both 

temporary and non-temporary) account for a high proportion of the explanations given by the 

reporting companies. Examples include the Burberry Group's demerger from GUS and numerous 

occasions when directors or even the chairman left, perhaps for health reasons, without completing 

a full term, causing the board to become imbalanced or requiring the CEO to serve temporarily in a 

dual capacity as both CEO and chairman.  

 

Figure 2. Frequency of type of explanation for non-conformance (130 largest UK companies) 
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The distribution of the different types of explanation between the three  segments of the sample is 

given in Table 7 below.  
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Table 7. Distribution of different types of explanation - UK.11 

Type of Explanation FTSE 1-30 
% 

FTSE 31-80 
% 

FTSE 81-130 
% 

All 
% 

3.1 Pure disclosure (no indication of timescale)  2.17  0.72 

3.1.1 Pure disclosure - non-temp. deviation     

3.1.2 Pure disclosure – temp. deviation  4.35  1.45 

3.2 Disclosure with alternative practice (no timescale) 5.56 13.04 6.76 8.70 

3.2.1 
Disclosure and description of alternative practice (non-
temp) 

  1.32 0.72 

3.2.2 
Disclosure and description of alternative practice 
(temp.) 

 2.17  0.72 

3.3 Disclosure with Justification (ambiguous)  2.17  0.72 
3.3.1 Empty justification 11.11 15.22 5.25 9.42 

3.3.2 Principled justification 33.33 8.70 7.89 11.59 

3.3.3 Justification on basis of industry (no timescale) 5.56   0.72 

3.3.3.1 Justification on basis of industry (non-temp.)     

3.3.3.2 Justification on basis of industry (temp.)     

3.3.4 Justification on basis of company or board size     

3.3.5 Justification on basis of co. structure (no timescale)     

3.3.5.1 Justification on basis of company structure (non-
temp.) 

5.56 8.70  3.62 

3.3.5.2 Justification on basis of company structure (temp.)     

3.3.6 Company specific justification (no timescale)   1.32 0.72 

3.3.6.1 Company specific justification (non-temp.) 22.22 8.70 11.84 12.32 

3.3.6.2 Company-specific justification (temp.) 16.67 13.04 31.58 23.91 

3.3.7 Justification on basis of international practice     
3.3.8 Transitional justification (general)  2.17 3.95 2.90 
3.3.8.1 Transitional justification: new entrant  15.22 25.00 21.01 

3.3.8.2 Transitional justification: new code provision  2.17 1.32 1.45 

3.3.10 General problems with the implementation / potential 
conflict with law 

    

4 Ambiguous or missing information  2.17 1.32 1.45 

 TOTAL EXPLANATIONS (n) n =18 n = 46 n = 74 n = 138 

 

This shows that while temporary company specific reasons were given most often overall (23.91% 

of all explanations given), such explanations applied more to the smaller companies in our sample 

                                                
11 Null cells = 0.00%. 
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(31.58%) than larger ones (16.67%). However, the latter were far more prepared to offer 

explanations of non-compliance based on principled objection to a particular code provision 

(33.33%) than the smaller companies analysed (7.89%). 

 

There was little correlation between type of explanation employed and the code provision on which 

it was employed (as figure 3 below shows) with one exception. Some 14 cases (51.82%) of non-

compliance with A.3.2 (board independence - a majority of directors should be independent) were 

explained by 3.3.6.1 (justification on the basis of other company specific reasons). This represents 

82.35% of all instances of the use of that particular justification in our analysis of UK companies. 

 

Figure 3. Cross-tabulation of code provisions with type of explanation (largest 130 UK companies). 
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5. The Comply-or-Explain Principle in the German Context 

5.1 The integration of the Comply-or-Explain rule in the German Cromme Code 

Similarly to the British Code, but ten years later, the German Cromme Code was developed by a 

group consisting mainly of practitioners chaired by a well-known corporate figure, in this case, the 

Chairman and former CEO of ThyssenKrupp Dr. Gerhard Cromme. But, in contrast to Britain the 

code issuing group was officially set up by the Ministry of Justice as a "Governmental 

Commission" and the code was also published by the Ministry in the official part of the 

Bundesanzeiger, where also laws are made public. The first version of the Cromme Code was 

published in February 2002. Since then it has been reviewed and updated on a yearly basis with two 

major changes in 2005 and in 2007. In this paper we focus on the 2005 version as this is the one 

that applies to the Compliance Statements and Corporate Governance Reports for the year 2005 (or 

in the UK report publication year 2006) that we are analysing. 

 

Although the Cromme Code was to some extent modelled on to the Cadbury Code and the 

Combined Code it has a slightly different format. First, apart from the code provisions 

("recommendations") to which the comply-or-explain principle applies, the code on the one hand 

repeats statutory laws and on the other hand also contains additional "suggestions" which 

companies can deviate from without disclosure. In this paper we concentrate only on the code 

provisions. Altogether there are 82 code provisions (see Table 8). Second, the Cromme Code does 

not distinguish between "principles" and "code provisions", but speaks only of "recommendations" 

equivalent to "code provisions". Third, the code applies to all listed companies located in Germany, 

i.e. not to foreign companies listed in Germany. 

 

An important difference between the German and British concerns the way the Comply-or-Explain 

Principle is integrated into the code. There are three main differences. First, the Comply-or-Explain 

Principle has been incorporated into the German Stock Corporation Act (Aktiengesetz). In § 161 it 
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says: "The Management and Executive Boards of the listed company declare every year that they 

have complied and will comply with the recommendations of the 'Governmental Commission 

German Corporate Governance Code' […] or declare which recommendations they have not or will 

not comply with. This declaration must be made available to the shareholders on a permanent 

basis." (§ 161 AktG, our translation). Second, as the formulation of § 161 AktG makes clear, 

companies are only required to disclose their deviations from the code provisions, they do not have 

to give any reasons for the deviation. In this sense the German Comply-or-Explain Principles is 

sometimes also referred to as "Comply-or-Disclose". Yet, the code itself contains a provision 

requiring "explanations" for deviations. The code in this respect says: "The Management Board and 

Supervisory Board shall report each year on the enterprise's Corporate Governance in the Annual 

Report (Corporate Governance Report). This includes the explanation of possible deviations from 

the recommendations of this Code." (Cromme Code: 3.10; our emphasis). It is also often assumed 

that companies will provide explanations out of self-interest (Ringleb et al., 2004). Third, in 

contrast to their British counterparts German companies are required to publish a separate statement 

("Compliance Statement") in which they declare their deviations from the code, apart from an 

additional Corporate Governance Report in the annual report, in which they can provide further 

information on their corporate governance. Some authors (e.g. Ringleb et al., 2004) even argue that 

the Compliance Statement itself should only contain the declaration of compliance or deviations 

while any explanations for the deviations should go exclusively into the Corporate Governance 

Report. This is meant to allow for a fast and easy assessment of the level of compliance. 

Table 8: List of provisions of the German Cromme Code (2005 version) 

 

No Code Provision Content 

1 2.3.1 

At least once a year the shareholders' General Meeting is to be convened by 
the Management Board giving details of the agenda. A quorum of 
shareholders is entitled to demand the convening of a General Meeting and 
the extension of the agenda. The Management Board shall not only provide 
the reports and documents, including the Annual Report, required by law for 
the General Meeting, and send them to shareholders upon request, but shall 
also publish them on the company's Internet site together with the agenda. 

2 2.3.2 The company shall inform all domestic and foreign shareholders, 
shareholders' associations and financial services providers, who, in the 
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preceding 12 months, have requested such notification, of the convening of 
the General Meeting together with the convention documents, upon request, 
also using electronic channels. 

3 2.3.3S1 The company shall facilitate the personal exercising of shareholders' voting 
rights. 

4 2.3.3S2 The company shall also assist the shareholders in the use of proxies. 

5 2.3.3S3(1HS) The Management Board shall arrange for the appointment of a representative 
to exercise shareholders' voting rights in accordance with instructions; 

6 3.4 Providing sufficient information to the Supervisory Board is the joint 
responsibility of the Management Board and Supervisory Board. 

7 3.8 
If the company takes out a D&O (directors and officers' liability insurance) 
policy for the Management Board and Supervisory Board, a suitable 
deductible shall be agreed. 

8 3.10S1 
The Management Board and Supervisory Board shall report each year on the 
enterprise's Corporate Governance in the Annual Report (Corporate 
Governance Report). 

9 3.10S2 This includes the explanation of possible deviations from the 
recommendations of this Code. 

10 3.10S4 The company shall keep previous declarations of conformity with the Code 
available for viewing on its website for five years. 

11 4.2.1S1(1HS) The Management Board shall be comprised of several persons 

12 4.2.1S1(2HS) … and have a Chairman or Spokesman. 

13 4.2.1S2 
Terms of Reference shall regulate the allocation of areas of responsibility and 
the cooperation in the Management Board. 
 

14 4.2.2Para1(1HS) 
At the proposal of the committee dealing with Management Board contracts, 
the full Supervisory Board shall discuss the structure of the Management 
Board compensation system 

15 4.2.2Para1(2HS) The full Supervisory Board shall regularly review the structure of the 
Management Board compensation system 

16 4.2.3Para1S1 The overall compensation of the members of the Management Board shall 
comprise a fixed salary and variable components. 

17 4.2.3Para2S2 Stock options and comparable instruments shall be related to demanding, 
relevant comparison parameters. 

18 4.2.3Para2S3 Changing such performance targets or the comparison parameters 
retroactively shall be excluded. 

19 4.2.3Para2S4 For extraordinary, unforeseen developments a possibility of limitation (Cap) 
shall be agreed for by the Supervisory Board. 

20 4.2.3Para3S1(1HS) 
The salient points of the compensation system and the concrete form of a 
stock options scheme or comparable instruments for components with long-
term incentive effect and risk elements shall be published on the company’s 
website in plainly understandable form 

21 4.2.3Para3S1(2HS) …and be detailed in the annual report. 

22 4.2.3Para3S2 This shall include information on the value of stock options. 

23 4.2.3Para4 The Chairman of the Supervisory Board shall outline the salient points of the 
compensation system and any changes thereto to the General Meeting. 

24 4.2.4S1 
Compensation of the members of the Management Board shall be reported in 
the Notes of the Consolidated Financial Statements subdivided according to 
fixed, performance-related and long-term incentive components. 

25 4.2.4S2 The figures shall be individualized. 

26 4.3.4S1 
All members of the Management Board shall disclose conflicts of interest to 
the Supervisory Board without delay and inform the other members of the 
Management Board thereof. 

27 4.3.4S3 Important transactions shall require the approval of the Supervisory Board. 

28 4.3.5 Members of the Management Board shall take on sideline activities, 
especially Supervisory Board mandates outside the enterprise, only with the 
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approval of the Supervisory Board. 

29 5.1.2Para1S2 Together with the Management Board it shall ensure that there is a long-term 
succession planning. 

30 5.1.2Para2S2 
A re-appointment prior to one year before the end of the appointment period 
with a simultaneous termination of the current appointment shall only take 
place under special circumstances. 

31 5.1.2Para2S3 An age limit for members of the Management Board shall be specified. 

32 5.1.3 The Supervisory Board shall issue Terms of Reference. 

33 5.2.Para2S1 
The Chairman of the Supervisory Board shall also chair the committees that 
handle contracts with members of the Management Board and prepare the 
Supervisory Board meetings. 

34 5.2Para3S1 
The Chairman of the Supervisory Board shall regularly maintain contact with 
the Management Board, in particular, with the Chairman or Spokesman of the 
Management Board and consult with him on strategy, business development 
and risk management of the enterprise. 

35 5.2Para3S3 

[The Chairman of the Supervisory Board will be informed by the Chairman 
or Spokesman of the Management Board without delay of important events 
which are essential for the assessment of the situation and development as 
well as for the management of the enterprise.] The Chairman of the 
Supervisory Board shall then inform the Supervisory Board and, if required, 
convene an extraordinary meeting of the Supervisory Board. 

36 5.3.1 

Depending on the specifics of the enterprise and the number of its members, 
the Supervisory Board shall form committees with sufficient expertise. They 
serve to increase the efficiency of the Supervisory Board's work and the 
handling of complex issues. The respective committee chairmen report 
regularly to the Supervisory Board on the work of the committees. 

37 5.3.2S1 
The Supervisory Board shall set up an Audit Committee which, in particular, 
handles issues of accounting and risk management, the necessary 
independence required of the auditor, the issuing of the audit mandate to the 
auditor, the determination of auditing focal points and the fee agreement. 

38 5.3.2S2(1HS) The chairman of the Audit Committee shall have specialist knowledge and 
experience in the application of accounting principles 

39 5.3.2S2(2HS) … and internal control processes. 

40 5.4.1S1 
For nominations for the election of members of the Supervisory Board, care 
shall be taken that the Supervisory Board, at all times, is composed of 
members who, as a whole, have the required knowledge, abilities and expert 
experience to properly complete their tasks and are sufficiently independent. 

41 5.4.1S2 
The international activities of the enterprise, potential conflicts of interest and 
an age limit to be specified for the members of the Supervisory Board shall be 
taken into account. 

42 5.4.2S1 
To permit the Supervisory Board's independent advice and supervision of the 
Management Board, the Supervisory Board shall include what it considers an 
adequate number of independent members. 

43 5.4.2S3 Not more than two former members of the Management Board shall be 
members of the Supervisory Board 

44 5.4.2S4 Supervisory Board members shall not exercise directorships or similar 
positions or advisory tasks for important competitors of the enterprise. 

45 5.4.3S1 Elections to the Supervisory Board shall be made on an individual basis. 

46 5.4.3S2 An application for the judicial appointment of a Supervisory Board member 
shall be limited in time up to the next annual general meeting. 

47 5.4.3S3 Proposed candidates for the Supervisory Board chair shall be announced to 
the shareholders. 

48 5.4.4S1 
It shall not be the rule for the former Management Board chairman or a 
Management Board member to become Supervisory Board chairman or the 
chairman of a Supervisory Board committee. 

49 5.4.4S2 If this is intended, special reasons shall be presented to the annual general 
meeting. 

50 5.4.5 Members of the Management Board of a listed company shall not accept 
more than a total of five Supervisory Board mandates in non-group listed 
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companies. 

51 5.4.7Para1S3(1HS) Also to be considered [in the compensation] shall be the exercising of the 
Chair and Deputy Chair positions in the Supervisory Board 

52 5.4.7Para1S3(2HS) … as well as the chair and membership in committees 

53 5.4.7Para2S1 Members of the Supervisory Board shall receive fixed as well as 
performance-related compensation. 

54 5.4.7Para3S1 
The compensation of the members of the Supervisory Board shall be reported 
individually in the Corporate Governance Report, subdivided according to 
components. 

55 5.4.7Para3S2 
Also payments made by the enterprise to the members of the Supervisory 
Board or advantages extended for services provided individually, in 
particular, advisory or agency services shall be listed separately in the Notes 
to the Consolidated Financial Statements. 

56 5.4.8 
If a member of the Supervisory Board took part in less than half of the 
meetings of the Supervisory Board in a financial year, this shall be noted in 
the Report of the Supervisory Board. 

57 5.5.2 
Each member of the Supervisory Board shall inform the Supervisory Board of 
any conflicts of interest which may result from a consultant or directorship 
function with clients, suppliers, lenders or other business partners. 

58 5.5.3S1 In its report, the Supervisory Board shall inform the General Meeting of any 
conflicts of interest which have occurred together with their treatment. 

59 5.5.3S2 
Material conflicts of interest and those which are not merely temporary in 
respect of the person of a Supervisory Board member shall result in the 
termination of his mandate. 

60 5.6 The Supervisory Board shall examine the efficiency of its activities on a 
regular basis. 

61 6.3 
The company's treatment of all shareholders in respect of information must be 
equal. All new facts made known to financial analysts and similar addressees 
shall also be disclosed to the shareholders by the company without delay. 

62 6.4 The company shall use suitable communication media, such as the Internet, to 
inform shareholders and investors in a prompt and uniform manner. 

63 6.5 
Any information which the company discloses abroad in line with 
corresponding capital market law provisions shall also be disclosed 
domestically without delay. 

64 6.6Para2S1 
The ownership of shares in the company or related financial instruments by 
Management Board and Supervisory Board members shall be reported if 
these directly or indirectly exceed 1% of the shares issued by the company. 

65 6.6Para2S2 
If the entire holdings of all members of the Management Board and 
Supervisory Board exceed 1% of the shares issued by the company, these 
shall be reported separately according to Management Board and Supervisory 
Board. 

66 6.6Para3 All the aforesaid disclosures shall be included in the Corporate Governance 
Report. 

67 6.7 
As part of regular information policy, the dates of essential regular 
publications (including the Annual Report, interim reports, General Meeting) 
shall be published sufficiently in advance in a "financial calendar." 

68 6.8S1 Information on the enterprise which the company discloses shall also be 
accessible via the company's Internet site. 

69 6.8S2 The Internet site shall be clearly structured. 

70 7.1.1S2 They shall be informed during the financial year by means of interim reports. 

71 7.1.1S3 The Consolidated Financial Statements and interim reports shall be prepared 
under observance of internationally recognised accounting principles. 

72 7.1.2S3(1HS) The Consolidated Financial Statements shall be publicly accessible within 90 
days of the end of the financial year; 

73 7.1.2S3(2HS) interim reports shall be publicly accessible within 45 days of the end of the 
reporting period. 

74 7.1.3 The Corporate Governance Report shall contain information on stock option 
programmes and similar securities-based incentive systems of the company. 
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75 7.1.4S1 The company shall publish a list of third party companies in which it has a 
shareholding that is not of minor importance for the enterprise. 

76 7.1.4S3 
The following shall be provided: name and headquarters of the company, the 
amount of the shareholding, the amount of equity and the operating result of 
the past financial year. 

77 7.1.5 
The following shall be provided: name and headquarters of the company, the 
amount of the shareholding, the amount of equity and the operating result of 
the past financial year. 

78 7.2.1Para1S1 

Prior to submitting a proposal for election, the Supervisory Board or, 
respectively, the Audit Committee shall obtain a statement from the proposed 
auditor stating whether, and where applicable, which business, financial, 
personal and other relationships exist between the auditor and its executive 
bodies and head auditors on the one hand, and the enterprise and the members 
of its executive bodies on the other hand, that could call its independence into 
question. 

79 7.2.1Para1S1 
This statement shall include the extent to which other services were 
performed for the enterprise in the past year, especially in the field of 
consultancy, or which are contracted for the following year. 

80 7.2.1Para2 
The Supervisory Board shall agree with the auditor that the Chairman of the 
Supervisory Board will be informed immediately of any grounds for 
disqualification or impartiality occurring during the audit, unless such 
grounds are eliminated immediately. 

81 7.2.3Para1 
The Supervisory Board shall arrange for the auditor to report without delay 
on all facts and events of importance for the tasks of the Supervisory Board 
which arise during the performance of the audit. 

82 7.2.3Para2 
The Supervisory Board shall arrange for the auditor to inform it and/or note in 
the Auditor's Report if, during the performance of the audit, the auditor comes 
across facts which show a misstatement by the Management Board and 
Supervisory Board on the Code. 

 

 

5.2 Analysis of the compliance statements of companies listed on the Frankfurt Stock Exchange 

Altogether we analysed the websites and annual reports of all Dax 30 (30 companies), MDax (50 

companies) and SDax companies (50 companies) with regard to their Compliance Statements and 

Corporate Governance Reports. Apart from two companies valid data on all other companies was 

found (see Table 9). The two companies that did not publish compliance statements, Highlight 

Communications AG and EADS, did not do so since being a foreign company they did not fall 

under the German Stock Corporation Act in which the Comply-or-Explain Principle was contained. 

In our sample there are however also other foreign companies, e.g. Depfa Bank AG, for which 

compliance statements could be found. 

 

Table 9: Data set on German companies 

 

Companies No of companies No of compliance statements 

Dax 30 30 30 

MDax 50 49 

SDax 50 49 

Total 130 128 
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Of all the 129 companies 18 declared full compliance (14.06 %). Yet, the number of fully 

complying companies differs considerably between the different indices. While 40 % of companies 

of the Dax 30 are fully compliant with the code the number is much smaller for the other two, at 

10.20% and 2.04 % respectively (see Table 10). Amongst the companies included in the study not 

one deviated from all code provisions. (Between 5 and 10 companies declared full non-compliance 

- which is allowed in Germany - but these were all smaller and are not included in the three indices 

analysed here.) 

 

 Table 10: Number of fully compliant companies 

 

Companies Fully compliant % of full compliance 

Dax 30 12 40 % 

MDax 5 10.20 % 

SDax 1 2.04 % 

Total 18 14.06 % 

  

 

The average number of deviations per company is 4.36 (or 5.07 if one excludes those companies 

that have declared full compliance), shown in Table 11 below. Again there is a considerable 

difference between the different indices with an average number of deviations amongst the Dax 30 

companies of 2.6 (resp. 4.4), amongst MDax companies of 4.24 (4.73 resp.) and among SDax 

companies of 5.51 (resp. 5.63). Amongst the Dax 30 companies Henkel AG has the maximum 

number of declared deviations with 20 deviations - most of them due to their specific legal form. 

Amongst the MDax companies Depfa Bank AG has declared the most deviations with 31 deviations 

and, finally amongst the SDax companies Indus Hodling AG has declared the maximum number of 

15 deviations. 

 

Table 11: Average number of deviations per company 

 

Companies Average number of 
deviations 

Median number 
of deviations 

Average number of 
deviations by non-

compliers only 

Maximum number 
of deviations by 

company 
Dax 30 2.6 1 4.4 20 

MDax 4.24 4 4.73 31 

SDax 5.51 6 5.63 15 

Total 4.36 4 5.07 31 
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Table 12 below shows that, out of all 82 code provisions, 18 (21.95%) were complied with fully by 

all the companies in our dataset but there was quite a degree of variation between the three indices. 

Amongst the DAX 30 companies the number is 80 (60.98 %) and for the MDax and SDax 34 

(42.68 %) and 36 (43.90 %) respectively (see Appendix B for a list of which code provisions apply 

to each index). 

 

Companies 
No of provisions all 

companies are 
compliant with 

% of code provisions all 
companies are compliant 

with 
Dax 30 

80 
60.98 % 

MDax 34 41.46 % 

SDax 36 43.90 % 

All 18 21.95 % 

 

Table 12: Number of code provisions all companies are in compliance with 

 

There are however some provisions that have quite low levels of compliance. For example more 

than 50 % of all companies in our dataset deviate from code provision no. 25, which requires the 

compensation of the Management Board to be disclosed individually. This figure is even higher 

when only SDax companies are considered, with more than 60 % declaring a deviation. Other 

examples are code provision no. 7, requiring a suitable deductible for the D & O insurance policy to 

be agreed, and code provision no. 54, requiring the individual disclosure of the compensation of the 

Supervisory Board Members. 40 % of all companies deviating from the former requirement 

(amongst the SDax the figure is more than 50 %) and 35 % of all companies deviating form the  

latter (40 % for SDax companies). See Table 13 for an overview of those code provisions that are 

least complied with. 

Table 13: List of code provisions of the German Cromme Code with the lowest compliance figures 

 

Dax 30 MDax SDax ALL 

Code No 
No of 

deviations  % 
No of 

deviations  % 
No of 

deviations  % 
No of 

deviations  % 
7 7 0,23 20 0,41 29 0,58 56 0,43 

14 6 0,20 2 0,04 4 0,08 12 0,09 
15 6 0,20 3 0,06 3 0,06 12 0,09 
25 10 0,33 25 0,51 31 0,62 66 0,51 
36 1 0,03 1 0,02 13 0,26 15 0,12 
37 2 0,07 6 0,12 21 0,42 29 0,22 
41 3 0,10 10 0,20 12 0,24 25 0,19 
53 4 0,13 13 0,27 19 0,38 36 0,28 
54 6 0,20 19 0,39 20 0,40 45 0,35 
72 0 0,00 9 0,18 18 0,36 27 0,21 
73 0 0,00 6 0,12 12 0,24 18 0,14 
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These are graphically represented in Figure 4 below: 

 

Figure 4. Number of deviations from German Code provisions with lowest compliance levels. 
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High numbers of deviations of code provisions are not necessarily an indication of regulatory 

failure. As explained previously, a central idea of regulation by codes is the flexibility built into the 

system, particularly through the Comply-or-Explain principle. Companies are meant to deviate from 

individual code provisions in those cases where they seem unsuitable or illogical of their own 

particular circumstances. Thus instances of deviation, far from illustrating non-compliance, could 

also be interpreted as indicator that the regulatory regime is working effectively - the flexibility 

offered by comply-or-explain adding essential lubricants to the system. One way to assess whether 

the regulatory regime is functioning well is to analyse the compliance statements and the type of 

explanations given for any deviations. 

 

Table 14 provides an overview of the different "explanations" provided for the deviations. The 

figures in the four rows represent the number of times (in percent) that a particular type of 

"explanation" was used. The number of "explanations" enclosed in the list is slightly higher than the 

number of deviations since some companies gave multiple justifications for single deviations. For 

example, several companies justified their deviation from Code Provision no 7, which requires a 



 35 

deductible for the D & O insurance policy, by arguing against the code provision as counter 

productive (justification 3.3.2) and by pointing out that it conflicted with international practice 

(3.3.8).12 

Table 14: Distribution of different types of "explanation" 

Type of „explanation“ Dax 30 
% 

MDax 
% 

SDax 
% 

All %  

3.1.1 Pure disclosure - non-temp. deviation 8.43 30.33 32.26 28.10 

3.1.2 Pure disclosure – temp. deviation 4.82 9.95 13.26 10.82 

3.2.1 Disclosure and description of alternative practice (non-temp) 13.25 6.64 6.09 7.33 

3.2.2 Disclosure and description of alternative practice (temp.) 0.00 0.00 0.00 0.00 

3.3.1 Empty justification 10.84 14.22 6.45 9.95 

3.3.2 Principled justification 26.51 22.27 15.05 19.37 

3.3.4.1 Justification on basis of industry (non-temp.) 0.00 0.00 0.72 0.35 

3.3.4.2 Justification on basis of industry (temp.) 0.00 0.47 0.00 0.17 

3.3.5 Justification on basis of company or board size 0.00 1.42 10.04 5.41 

3.3.6.1 Justification on basis of company structure (non-temp.) 18.07 0.47 0.72 3.14 

3.3.6.2 Justification on basis of company structure (temp.) 0.00 0.00 0.72 0.35 

3.3.7.1 Justification on basis of other company-specific reasons (non-
temp.) 0.00 8.53 7.53 6.81 

3.3.7.2 Justification on basis of other company-specific reasons 
(temp.) 1.20 1.42 2.15 1.75 

3.3.8 Justification on basis of international practice 6.02 2.37 1.79 2.62 
3.3.9.1 Transitional justification: new entrant 0.00 0.47 0.00 0.17 

3.3.9.2 Transitional justification: new code provision 4.82 0.00 0.00 0.70 

3.3.10 General problems with the implementation / potential conflict 
with law 3.61 1.42 1.43 1.75 

4 Ambiguous or missing information 2.41 0.00 1.79 1.22 

 

In Table 14 we highlight the figures that appear significant. Interestingly enough, almost 38.92 % of 

all deviations - non-temporary (28.10 %) and temporary (10.82 %) taken together - are just 

disclosed without any kind of explanation (3.1.1 and 3.1.2). This is possible in Germany, since the 

law just requires disclosure, not necessarily justification. Yet, as explained above, it is often 

assumed that companies will provide justifications of their own accord. (It is also explicitly 

recommended in one of the code provisions.) In addition the unjustified disclosures there are a 

number of what we refer to as "empty" justifications (9.95%). These may be presented by 

companies as explanations but they have in actual fact no explanatory content. For example, Code 

                                                
12 Note that some of the coding schema numbers differ between the analysis of the UK and Germany in this early draft.  
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Provision XY is not followed "since corporate practice as hitherto […] is to be maintained.” (CeWe 

Color Holding AG). Instances of pure disclosure together with empty justifications make up almost 

half of all the deviations analysed here (see Figure 5). 

 

Figure 5. Frequency of type of explanation for non-conformance (130 largest German companies) 
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In contrast to pure disclosure and empty justifications, principled justifications (3.3.2) make up 

19.37 % of all deviations. By way of example, Fresenius AG states: 

 

“Disclosure of individual compensation for each member of the Management Board, 

according to clause 4.2.4 , sentence 2, in our view limits the structuring of compensation so 

that it is differentiated by individual performance and responsibility.” (Fresenius AG) 

 

In contrast to the other three types of “explanations” referred to above, principled justifications are 

in almost half the cases used with regard to only three types of code provisions: Provisions No 7 

(requiring a deductible in case of the D & O insurance policy), Provision No 25 (requiring 

individual disclosure of the management compensation) and Provision No 41 (requiring an age limit 
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for members of the Supervisory Board). This indicates that a large number of companies are voicing 

a concern with the three code provisions in principle. 

 

In comparison to that there are almost no industry-specific reasons (3.3.4.1 and 3.3.4.2) given for 

deviations. The respective figures for all three company indices are very low. Company size or 

board size (3.3.5), mentioned by Cadbury as a potential reason for deviations, do play a role in the 

explanations. As one would expect, this type of explanation is absent in the Dax 30 companies. It 

can only be found amongst the smaller SDax companies where it accounts for 10.4 % of deviations. 

Almost all of them refer to Code Provisions No 36 and No 37 which recommend the setting up of 

committees within the Supervisory Board. But it is argued that the Supervisory Board for many 

smaller companies comprises too few members – in many cases just three. It does not therefore 

make sense to set up subsidiary committees. In a few cases this explanation is also used to justify 

deviations from Code Provisions No 72 and 73 requiring annual and quarterly reports to be made 

accessible within 90 and 45 days respectively. 

 

Justifications on the basis of company structure (3.3.6.1 and 3.3.6.2) played a significant role in the 

case of a single company, Henkel AG, where the particular legal form of the company implied a 

different board structure, which was referred to as justification for 15 deviations. In a few other 

cases companies referred to their complex international structure to justify a delay in the publication 

of their annual and quarterly report (Provisions No 72 and 73). "Other company-specific reasons" 

(3.3.7.1 and 3.3.7.2) played only a minor role. "Conflict with international practice (3.3.8) was 

invoked several times, but almost exclusively with regard to Code Provision No 7 requiring a 

deductible in the D & O insurance policy. Transitional explanations due to the novelty of a code 

provision (3.3.9.1) or due to being a new entrant (3.3.9.2) played almost no role. In a very few cases 

companies also referred to potential conflicts between code provisions and the law (3.3.10). EM TV 

AG, for example, writes: 

 

"The introduction of performance related payment for members of the Supervisory Board is 

put on hold, since there are currently concerns regarding the legitimacy of performance related 

payment." (EM TV AG; our translation) 

 

Finally, in some cases the information provided in the compliance statements and/or Corporate 

Governance Report was not simply inconclusive (4). 
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6. Discussion and Conclusion 

6.1 The UK Context 

In this last section we discuss our main findings in the two different contexts (UK and Germany) 

individually and then point out similarities and differences. 

 

In the British context the most striking point is that levels of full compliance are high (50.78%) 

notwithstanding the fact that companies have the right to comply-or-explain.13 What is slightly 

surprising is that reporting of full compliance remains high for the entire top 80 companies - 

irrespective of size. This set ranges from £4 bn (€6 bn) to £112 bn (€165 bn) so size does not seem 

to be an issue above a critical point. After all, the bottom 50 in our sample were far more 

homogeneous, ranging in size far more narrowly, from £2 bn (€3 bn) to just £4 bn (€6 bn) but only 

32.65% achieved full compliance compared with 62.03% of the top 80. This may be explained by a 

number of factors. The FTSE 81-130 contains one or two essentially foreign companies such as 

Antofagasta and family firms such as Daily Mail and General Trust but also a number of fast 

growing companies, new entrants to the FTSE 100, who may take time to adjust their boards and 

working practices. They may also find it more difficult to recruit suitable non-executive directors 

with experience of sitting on the boards of large companies but who are prepared initially to join 

smaller ones. 

 

While the average number of deviations for our thee groups is more closely correlated with size the 

average number of deviations by non-compliers in each group is actually slightly higher for the 

middle 50 group than the bottom 50. Nonetheless the maximum number of deviations for the top 30 

(4 deviations) is less than either of the other groups (6, and 7 deviations respectively). This could 

again be explained by recruitment issues or perhaps just exposure to the public's gaze. Our analysis 

of exactly which code provisions had the lowest compliance rates in each of the thee groups 

suggests that recruitment of experienced directors may be an issue. The smaller companies (FTSE 

81-130) were 6 times more likely to deviate from A.3.2 (the requirement to have a majority of 

independent directors) than their top 30 counterparts. However, this argument pre-supposes a 

willingness to comply. In other words is non-compliance for these companies necessitated by 

factors outwith their control such as size or ability to recruit, or merely evidence of self-interested 

behaviour on the part of the existing directors? The reasons most often given for non-compliance 

                                                
13 Of course critics of contemporary capitalism will inevitably point out that this means that 49.22% did not fully 
comply and if one takes a code to be simply some un-enforced form of law then they are right to so carp.  In this 
research however we take the principle of comply-or-explain on its own terms, as originally intended by the members of 
the Cadbury Committee, a flexible means of ensuring adherence to principles of good behaviour whilst enabling 
deviation when such principles would be produce sub-optimal outcomes for those supposed to benefit from application 
of the code. 
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were classified as either company specific reasons - temporary (23.91%, with a further 12.32% 

reporting similar non-temporary reasons) or transitional justification - new entrant (21.01%). These 

are all clearly contingent so would support a structural basis for reporting deviations. They also add 

up to well over half of all explanations given - and the former and latter (the explanations for 

44.92% of all deviations) can readily be tested over time. Nonetheless, examination of corporate 

governance statements does not readily reveal the motives of the boards on whose behalf they are 

issued.14   

 

Another interesting finding is that the most favoured explanations within each group differed 

markedly. While all companies irrespective of size cited company specific reasons in one form or 

another the top 30 (16.67%) and the next 50 (13.04%) were far less likely so to do than the bottom 

end of our dataset, the FTSE 81-130 (31.58%). However, the top 30 argued against the principle of 

a code provision with greater frequency than the others. This was the largest single explanation for 

deviation amongst the FTSE 1-30, accounting for 33.33% of explanations. The equivalent figure for 

the FTSE 31-80 was just 8.70% with 7.89% for the FTSE 81-130. It was however used fairly 

broadly by that top 30, being used to explain a number of different deviations rather than being 

associated with one particular code provision. This leads one to suspect that larger companies felt 

more confident or had the intellectual and financial resources to argue against the principles 

underpinning certain code provisions than their smaller counterparts. 

 

In the UK's case the evidence from analysis of corporate governance statements would seem to 

indicate that the comply-or-explain principle is working, providing flexibility without excessive 

non-compliance.  Companies would appear to take the process of reporting compliance seriously. 

There is certainly evidence to support the notion that companies that are more exposed to 

monitoring by institutional investors and thus to media attention, one suspects particularly those in 

the FTSE 100, are keen to demonstrate full compliance if at all possible.15 

 

6.2 The German context 

In the German context there are several points that are particularly striking. First, there is a very 

large number of pure disclosures without any justifications. In contrast to Britain this is formally in 

line with the Comply-or-Explain principle as set out in the Stock Corporation Act (AktG). Yet, it 

undermines one of the central ideas of the code regulation regime, i.e. that companies only deviate 
                                                
14 … which is one reason why, for another part of our research programme, we conducted a significant number of 
interviews with senior corporate figures in the UK and Germany. 
15 The analytical divisions followed are to conform to the German indices where, as already explained, different code 
provisions apply to different indices. An analysis following the logic of the UK FTSE indices would compare the FTSE 
100 and the FTSE 350.  
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where they can provide convincing justifications to their shareholders. Whether the deviating 

companies did not have any convincing justifications or whether they did not see any necessity in 

making them public cannot be concluded from the data. In the first case it would imply that the 

companies do not perceive their external audience, particularly the capital market, as an 

enforcement mechanism of the code provisions. In the second case it could just mean that the 

compliance statement and/or Corporate Governance Report are not considered very important. 

Instead companies might communicate their justifications in other ways, e.g. in their private 

meetings with their institutional investors. 

 

Second, a large number of justifications were just "empty". Since the respective companies did 

make the effort of giving reasons, even if just "empty", rather than just disclosing the deviation, one 

could assume that they did not have acceptable justifications. Otherwise they could have made them 

public. Because of that one tends to interpret these instances rather as a sign of enforcement failure 

than the intended flexibility of the code regime. 

 

Third, industry-specificities, which some authors (e.g. Baums, 2001) mention, play a very little role 

in the explanations. While there are a few companies referring to specific characteristics of their 

industry as a reason for a deviation, the deviations were comparatively unimportant. We can of 

course not exclude that there were more industry-specific obstacles to compliance which were not 

publicly declared. Yet, the small number of explicit justifications drawing on industry specificities 

at least indicates that there is no need for a differentiation of the code according to industries, which 

is sometimes suggested. 

 

Fourth, as was expected company and board size did matter as a reason for deviations. Logically 

this type of explanation could be found more often amongst the smaller SDax companies than the 

larger Dax 30 companies. It is possible that the number of companies deviating due to their size is 

even larger, if one takes into account that a large number of companies did not provide any 

justifications. Given that most justifications based on size referred to the same code provisions, this 

could suggest that it would make sense to differentiate in the respective code provisions between 

companies of different sizes.  

 

Fifth, a large number of companies referred to a principle-based objection in justifying their 

deviations. This is not in line with the original idea of the Comply-or-Explain principle as granting 

flexibility in situations in which specific code provisions did not fit. This has also been pointed out 

by Baums (2001), one of the architects of the German Cromme Code, in a newspaper interview. 
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Instead, a principled justification can be understood as a criticism of the ideas of the code issuing 

committee. If we interpret it in this way, principled justifications can play another important role in 

the code regulation regime: it can function as feedback to the code issuers about problems with 

individual code provisions. 

 

Finally, we can see clear differences in compliance rates and types of "explanations" between 

companies listed in different indices. To some extent, this has to do directly with size which makes 

it more difficult for companies in the SDax to comply with specific codes than it is for Dax 30 or 

MDax companies. Yet, this cannot explain all differences. In addition to that there are probably 

three other reasons which we can only speculate about at this point (cf. Seidl, 2007): Exposure, peer 

pressure and ownership structure. Dax 30 companies are more exposed to public scrutiny than 

companies in the MDax or SDax. It is no coincidence that it is the DAX 30 companies that most 

German studies of compliance rates are focusing on. In addition to that companies usually compare 

themselves - and are aware that they are being compared by others - to other companies within the 

same index. Thus, in their decisions on compliance and in their formulation of compliance 

statements they tend to orient themselves according to their Dax 30 peers. Lastly, many companies 

in the MDax and SDax have a dominant, private shareholder - they often are "family firms" - 

because of which they are on the one hand not so dependent on the general capital market and on 

the other hand the dominant shareholders often prefer privacy and, thus, object disclosure. 

 

6.3 Comparing the UK and Germany 

As noted above, the striking difference in the use of comply-or-explain in the two countries is its 

partial substitution in Germany by comply-or-disclose and by formal acceptance of full non-

disclosure. Although full non-disclosure is not ruled out in the UK it is inconceivable that any 

company, no matter how small, could claim it needed to deviate from every single provision and 

provide adequate explanations for their non-compliance. The system is relatively straightforward. 

The difference between 'recommendations' or 'guidance' and fully explicated code provisions is of 

less significance in the UK because whatever decision a company takes in respect of the various 

elements of the Combined Code they will have to explain their action. The German system is more 

complex. Some rules are enshrined in statute, others not. In some cases explanations are required, in 

others not. This may also partially explain differences in compliance levels.      

 

In comparing the two countries the first point of difference is in levels of full compliance, over 50% 

in the UK, less than 15% in Germany. Of the top 30 companies the UK had 66.67% fully compliant 

while in the Germany the equivalent figure was 40.00%. Some of this may be down to increased 
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specification in Germany, with 82 code provisions compared to 48 in the UK.  Size difference may 

also be relevant. For example, companies in the FTSE 1-30 are capitalised at between €3 bn and 

€165 bn while their German equivalents in the DAX range from €4 bn to €80 bn. 

 

UK companies also reported far fewer deviations from the code provisions with an average of just 

over 1 in the UK but over 4 in Germany. There were also far more code provisions with which all 

companies complied in the UK than in Germany (20 out of 48 in the former, 18 out of 84 in the 

latter.)  This brings us back to the question of  whether comply-or-explain provides essential 

flexibility (the avoidance of one size fits all) or whether it merely enables boards to pursue their 

own interests perhaps at the expense of investors? The conclusion reached in respect of the 

application of comply-or-explain in the UK was that there was some evidence that it was used for 

the purpose intended. Board independence was the provision where non-compliance was highest 

followed by composition of audit, remuneration and nomination committees (see figure 1).16 In 

Germany non-compliance was highest around issues of remuneration disclosure and deductibles for 

D&O insurance in which there is a clear self-interest on the part of board members (see figure 3). 

This was not solely found in smaller, lower profile companies. There were significant deviations on 

such issues amongst the larger DAX companies. However it should be noted that disclosure of 

remuneration is not part of the UK Combined Code. UK directors do not have the option to refuse 

to disclose remuneration. It is regulated by the accounting rules so in crucial areas the codes are not 

directly comparable.17  

 

However, with the exception of pure disclosure which is not applicable to the UK, there were fewer 

differences between the UK and Germany in respect of types of explanation. Descriptions of 

alternative practice, empty justifications, principled justifications and company specific reasons are 

found amongst the top six most frequently cited types of explanation in both countries. One 

significant difference is that in the UK the second most reported type of explanation was 

transitional justification for new entrants. This may be explained in part by the fact that the London 

Stock Exchange is the third largest in the world after New York and Tokyo, and is around twice the 

size of its counterpart in Frankfurt. This, combined with the longstanding importance of the UK as a 

financial centre, makes it an attractive place for companies from outside the UK to obtain a primary 

listing. 

 

                                                
16 These would be lower for analyses of 2006/7 as the code revisions of June 2006 removed some of the objections to 
the composition of such committees.  
17 For this reason UK fund managers with an interest in corporate governance are said to turn to the Remuneration 
Report on first receiving a company's annual report, rather than the Corporate Governance section. 
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Globalisation of capital also explains why many countries outside the UK have been keen to instate 

a code of corporate governance based on Combined Code or the OECD code, and indeed, to 

incorporate comply-or-explain. In this respect the UK has 'early mover advantage,' but the question 

remains of whether or to what extent regulation by code and comply-or-explain can be successfully 

incorporated into other countries' systems for controlling corporate behaviour. The genesis of the 

UK code and of comply-or-explain lies not in academic research on corporate ethics or 

organisational behaviour but in British empiricism and a tradition of self-regulation. In designing 

the original code the Cadbury Committee took into account UK corporate practice and the structure 

of the UK capital market where a (relatively) few powerful financial institutions control around 

80% of the stockmarket. These institutions have both the interest and the resources to monitor and 

enforce the code provisions. Where different institutional arrangements prevail supervising 

authorities may have to resort to incorporating elements of their code into statute law or set up 

statutory regulatory bodies to monitor and enforce compliance.18 However, the globalising forces 

that encourage other countries to instate codes of corporate governance - the desire to attract 

international capital - also encourage isomorphism within capital markets, restructuring smaller 

markets to emulate their larger counterparts. 

 

 

                                                
18 e.g. the Netherlands. 
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Appendix A – UK Code Provision Compliance and Explanation 
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Appendix B: List of provisions of the German Cromme Code that all companies within the Dax 30, MDax and SDax respectively are in 

compliance with. 

Dax 30 MDax SDax All 
Code number Code number Code number Code number 

1 3 2 6 
2 4 6 11 
3 6 8 13 
4 11 11 32 
5 12 13 40 
6 13 18 49 

10 26 26 57 
11 27 27 58 
12 28 28 59 
13 29 30 62 
16 32 32 63 
17 33 33 68 
20 34 34 69 
21 35 35 78 
22 38 38 79 
23 39 39 80 
32 40 40 81 
40 43 46 82 
42 48 49   
42 49 56   
44 57 57   
46 58 58   
49 59 59   
50 60 62   
51 61 63   
55 62 67   
56 63 68   
57 68 69   
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58 69 71   
59 78 74   
60 79 77   
61 80 78   
62 81 79   
63 82 80   
67  81   
68   82   
69       
70       
71       
72       
73       
74       
75       
76       
77       
78       
79       
80       
81       
82       

 


