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Abstract

The “Comply or Explain” principle is a central element of bmaxles of corporate governance.
Originally put forward by the Cadbury Committee as a prdatieans of establishing a code of
corporate governance whilst avoiding an inflexible ‘one size lfitagproach, it has since been
incorporated into code regimes around the world. In theory the camgyplain mechanism
provides both flexibility in the application of the code andesans by which to assess compliance.
Thus non-compliance (or perhaps better, non-application of the reteNe)ntan still be said to be
consistent with the spirit of the code. Judgments on mattehsasuihe extent to which deviations
are indeed justified are to be monitored by shareholdekgatimns considered unjustified may
provoke a reaction ranging from a discreet intervention at beeetithrough to, at the other
extreme, disposal of the company’s stock, with possible aapdins for the share price. However,
despite its promotion by various national and supranational organizategdittle is known about
the way that the mechanism functions in practice. In resgorels for more research on the way
the explain option is used in practice we analyse in thisrgap compliance statements and
corporate governance reports of listed companies in the UlGandany. While explanations for
deviating are certainly not restricted to published reortsaccounts, (companies can also provide
explanations verbally at their AGM or via a press statemeint private meetings with
shareholders), the formal statements can nonetheless beetedsieasonable indicators of the
types of explanation given.



1. Introduction

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

Commonwealth (UK), Maxwell (UK), Mirror Group (UK), Enron (JSWVorld Com (US),
Holzmann (Germany), Metallgesellschaft (Germany), Bagbée Hypo- und Vereinsbank
(Germany) there have been increasing calls for more e#aggulation of corporate behavior in
general and the actions of company directors in particulaesponse to that, various laws on
issues of corporate governance have been passed in manyesoardtind the world. In addition,
in recent years there has been a strong trend towards theoaddpsoft law’ (Morth, 2004) or

‘soft regulation’ (Sahlin-Andersson, 2004) in the forntotles of corporate governanaek code of
corporate governance can be defined generally as ‘a non-bindioigpsigtciples, standards or best
practices, issued by a collective body and relating tontieerial governance of corporations’ (Weill
et al, 2003). The first serious code of this kind arose from the reptte Cadbury Committee in
1992 set up by the London Stock Exchange and the UK Financial Repotimgil® It contained

a set of rules addressed to the boards of directors oftedl itempanies registered in the UK, many
of which are still in force today, for example, ‘The roleglo&irman and chief executive should not
be exercised by the same individual’ (Cadbury Committee, 19221 A The Cadbury Code as a
mode of regulation for the corporate sector was subsequeritidyachin up to fifty countries (Van
den Berghe and De Ridder, 1999; Iskander and Chamlou, 2000; Wéileames, 2002; Aguilera
and Cuervo-Cazurra, 2004). These codes were variously issutatkyegchange-related bodies,
associations of directors, various types of investor groups,dassand industry associations, and
governmental commissions (Wymeersch, 2005; Aguilera and G@&azurra, 2004). Most of them
refer to companies listed on respective national stock exeBaAgart from these national
initiatives there are also some transnational initiatiiee the ‘OECD Principles of Corporate
Governance’, which are not so much directed at companieghstait are primarily meant as

‘guidelines for legislative and regulatory initiatives inib@ECD and non OECD countries’

! In the USA and Hong Kong there were two precursmthis code in 1978 and 1989 respectively. Howethese
codes were relatively general and did not receivehmattention.



(OECD, 2004: 3). Within the EU the use of governance coglasnaode 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-@Xptainciple, which was first put
forward in the Cadbury Code as a practical means of estalgliatsingle code of corporate
governance whilst avoiding an inflexible ‘one size fitsaplproach. Cadbury 1992) required that,
“[L]isted companies ... should state in the report and accountseiitey comply with the Code
and identify and give reasons for any areas of nhon-compliahb&s’approach received support
from The High Level Group of Company Law Experts 2002) which coegpand evaluated
different code regimes throughout Europe and has since been advbgahe Commission
(Communication of the Commission 2003) for use by member statdgdry the comply-or-
explain mechanism provides both flexibility in the applicatiothefcode and a means by which to
assess compliance: ‘While it is expected that listedmanies will comply with the Code’s
provisions most of the time, it is recognized that departora the provisions of the code may be
justified in particular circumstances. Every company mexew each provision carefully and give
a considered explanation if it departs from the Code provis{irsgancial Reporting Council 2006:
5). However, despite its promotion by various national and supsaabbrganizations, very little is
known about the way that the mechanism functions in practicee Hlage been numerous surveys
on compliance rates (e.g. Von Wera¢ml. 2005), but hardly any systematic research has been
conducted on the way in which companies make use of the optierptain” (for an exception see
Arcot and Bruno 2006). This deficiency has also been recogbystet European Corporate

Governance Forum 2006:

“[1]t seems appropriate to have a closer look at the wayhich companies comply
with the recommendations of the applicable code. In partidtildoes not seem

sufficient to rely on simple compliance rates. When applyiegorinciple of ‘Comply-



or explain’ more emphasis needs to be put on the quality eiisianations for
deviations from the code as a meaningful explanation can @tifyy non-compliance.
The potential responsibility inherent to a statement of comg@izhould also be

examined.”

In response to the call for more research on the way theirexypigon is used in practice we
analyse in this paper the compliance statements and corporateauose reports of listed
companies in the UK and Germany. While explanations for degiate certainly not restricted to
published reports and accounts, (companies can also provide explaettmall/ at their AGM or
via a press statement or in private meetings with sharebpldee formal statements can
nonetheless be considered reasonable indicators of the tyggsariation given. Comparing the
statements of companies in two countries with different legiéures, different capital market
structures and different experiences of regulatory codes, srabisideration to be given to the

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

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

The basic idea behind comply-or-explain is to allow for somakility in the application of the
rules set out in the code. The codes are explicitly medrg &pplied flexibly. It is not intended that
all companies covered by the code should follow all provisioathd®, where individual rules do
not fit the particular organizational setting, companieeapectedo deviate. (Baums 2003:7 gives
as examples: size; ownership structures, international owneastiipequirements of the capital
markets of other countries.) The Combined Code statesycthatl: ‘[D]epartures from the Code
should not be automatically treated as breaches’ (Financial tRepGouncil, 2006: 7), and the
official commentary on the German Cromme Code states: [#ligi as [one of the] guiding

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

inflexible regulations. Companies should rather have the possitiliyloring the modalities of



corporate governance to their individual situations and of optimthigxy with regard to efficiency
criteria’ (Ringlebet al, 2004: 89; our translation). It is the essential genius opgeor-explain
that companies can be said to be in conformance with the cedelade whilst deviating from

individual rules.

This is not however a free pass for rule avoidance. Compaeiesquired to declare and, in the
original British application of the concept, to provide a pubkplanation for deviations. In the UK
the Combined Code warns that: ‘While it is expected thstdicompanies will comply with the
Code’s provisionsnost of the timdt is recognised that departure from the provisions of dke ¢
may be justifiedn particular circumstances€very company must review each provision carefully
and give a considered explanation if it departs from thee@oaVisions’ (Financial Reporting
Council, 2006: 5, emphasis added). The flexibility of the gmiees as a means of increasing the
responsivenessf the code to individual circumstances. This means thardiites in the
circumstances of regulatees do not have to be anticipatediebsnakers and the complexity of the
codes is kept to a minimum. Indeed, code issuers employing compkpltain are well aware from
the outset that some regulatees, companies or groups of compalhieave difficulties in
complying with certain provisions. The Cadbury Committee, fongte, recognized that ‘smaller
listed companies may initially have difficulty in complyingth some aspects of the code. [...] The
boards of smaller listed companies who cannot, for the time ,beangply with parts of the Code
should note that they may instead give their reasons for non-emagsl (Cadbury, 1992: 3.15).
Regulatees should assess their own positions and provide autheptiases - it is not for the code
issuer to assess the applicability of the code provisiartshalfof affected companies nor to
assess their response — the companies themselves are t@egdonsissessing both applicability

and the appropriateness of their response.



The authenticity of such assessments is however for othersrtibor and judge. The Comply-or-
Explain principle relies upon third parties to provide such monig and thus to enforce
conformance with the code (Brunssehal, 2000; Kerwer, 2005). In this case that third party is, at
aggregate level, the capital market, in the form of individonateholders. The market has two
functions in this regard: evaluation of possible deviations arat@rhent. It is after all in their
direct interest to assess the significance of deviatimdeed, the code exists primarily to protect
their interest$. It is for shareholders and others to evaluate the compatgtament’ (Financial
Reporting Council, 2006: 4). Similarly, Baums writes abouiGheman code: ‘It is left to the

capital market to evaluate the equivalence of any devigtionise code provisions]’ (Baums, 2001:
10). Here too, evaluation by those affected means that noypartinstitutional arrangements have
to be made for this purpose. It thus reduces the complexitg eétulatory design. Additionally, it
allows in principle for an authentic evaluation by thosecaéi@ by the deviations, as opposed to an
evaluation carried out by external institutions on behalf efffiected parties. Once an effective
system of regulation has been put in place investors ¢dordbemselves. They are not deemed to
need fiduciaries to act on their behalf. They are consitiar the most part to have both judgment
and the capacity to act. The reality may of course be someliffesent. Institutional arrangements
for monitoring companies already exist in the form of instdl shareholders who in effect act
both for themselves and for other smaller investors. In teeiew of the role of institutional
investors Sandersatal (2005 note that “Institutional shareholdings now account for around 80%
of both the London and New York Stock Exchanges (Hampel 1998; Catlabr2804)... [and]
more than half of the shares on the London market are controliedtt0 financial institutions

(Investor Relations Society 1999).”

An additional function of the integration of the market mechanssthe enforcement of code

compliance by those affected by potential deviations. Somesirhatistically, unjustified

2 While the various codes mostly mention also otfwtors beyond the shareholders, the code reginiérsately
focused on the shareholder. This can be seen fierway the codes are set up — including the cortiposif many
code committees.



deviations from the code provisions are expected to be ‘sandtithmeugh negative share-price
reactions. As Schippen writes: ‘The influence of compliandh®share price is the idea behind
the [comply-or-explain rule]’ (Schippen, 2002: 1273; our translatiors) aésumed that
shareholders will take the level of compliance into consigerathen they make a decision to buy,
sell, hold, or vote. Accordingly, unjustified deviations fromegudovisions that appear significant
to shareholders are expected to result in lower sharespfWeil and Manges, 2002: 68—-69). In this
context researchers often cite the study by McKinsey and Gon{g@02), which found that fund
managers stated they were prepared to pay an averagieimref 14% for well-governed European
and North American companies and even more in emerging mageetse company directors are
interested in delivering shareholder value through higher ghies, this is assumed to work as an
enforcement mechanishAgain, integration of the capital market can be seeadagae the
complexity of the design of the code system, since no separtarnal enforcement mechanism is

required.

3. Empirical approach

A central component of the comply-or-explain principle is the puldaaration concerning
compliance or non-compliance together with the explanations prowidedpect of deviations. As
a first step towards a better understanding the way thplgam-explain mechanism works in
practice we have examined the statements of compliarengfanies required to observe national
codes of corporate governance.. For this purpose we have anhlyseanpliance statements of

260 companies in Germany and the UK published in the calenaa@€6, reporting activities to

® This study is often quoted incorrectly as showtimay fund mangers pay more for well-governed corigsarn fact,

the fund mangers were asked to state whethentbejd be prepared to pay premium for such companies — to which,
unsurprisingly, they said yes. It was not howewasris often implied, an empirical study of actuaidstor behaviour..

“ Deconstructing and attributing share price moveminof course notoriously difficult and the camsibns reached by
researchers of this topic are often contesteda‘flacent survey of surveys, Carlson et al. (200d)d that exactly half
of all studies of the effect of shareowner propesalowed positive returns, the other half showitigee negative

returns or no impact.” (Sandersehal 2005:7). See also Bauer et al., 2004, and Gongexts, 2003.



years ending 31 December 2005, 31 march 2006 or 31 December 20@@ \(Fene the most recent

reporting periods for which full data for the companies of both ciasndire availables.)

As use of the mechanism by large companies inevitablycesttnaore comment and controversy we
chose to analyse the statements of the 130 largestdisteganies listed on the London Stock
Exchange and the Frankfurt Stock Exchange respectively. ldKhais includes all FTSE100
companies and the next largest 30 companies of the FTSE350 a mirket capitalization

ranging from £2 bn to £112 bn (€3 bn - €165 bn) In Germany this includasgbanies contained
in the Dax30 (30 companies with a market capitalization &etv€4 bn - €80 bn), the MDax (50
companies with a market capitalization between XX and an) the SDax (50 companies with a

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

We examined the number and type of deviations, noting for eacttidewdnether an explanation
was given and then made an assessment of the explaffdgoexplanations were coded according

to the schema in Table 1 below:

® There were minor changes made to the UK Combirmte@ublished in June 2006 for use in reportings/ea
commencing after 01 November 2006. However, depenaln their reporting period, some British companised the
2003 version, some, particularly those that confmrfully (without deviation), used the 2006 versioranticipation,
some used one but referred in explanation to theroFor consistency we illustrate the latest 2888ion but in our
analysis employed whichever version the reportimggany used. It is after all the explanation arelafscomply-or-
explain with which we are concerned here — nosghexific rules themselves. But in fact most chawga® minor in
the sense that they slightly amended existing pions rather than making wholesale deletions aserfions, e.g. the
restriction on the company Chairman serving orrémeuneration committee was removed to enable hihepto do so
where considered independent on appointment agr@aai(although it is still recommended that hele should not
also chair the committee).



Table 1: Coding schema for deviatins

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-spedaiéiasons (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-cienpe; without descriptions|
of alternative practice or any explanations)
3.1.1 non-temporary
3.1.2 temporary
3.2 Disclosure and description of alternative pcacfwithout 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 codeysion
3.3.3 Justification on the basis of industry specifictie
3.3.3.1 non-temporary
3.3.3.2 temporary
3.3.4 Justification on the basis of company size or beiad
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 praetic
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 Gonvith 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 théombined Code

The Combined Code in the UK comprises 48 code provisions whigghman Cromme Code
comprises 82 code provisions (see Tables 2 and 8 below). ditgeset out in two sections, the first

for companies, the second for institutional shareholdersctiefiethe nature of the British capital

® Note that in this early draft there are some slidifierences in the numbering, though not contefithe coding
schema employed.



market. There are also three schedules to the Code thategpgmidance on aspects such as
performance related remuneration, the liability of non-execdiieetors, and disclosing corporate
governance arrangements. The main focus of our analysighe dinst section which contains
subsections on the duties of Directors, Remuneration, Accountaititdudit, and Relations with
Shareholders. A number of issues are addressed within eachtsuhs=ach containing a statement
of the Main Principle involved. This is followed by more detdiSupporting Principles and finally,

Code Provisions.

Observance of the Combined Code is a compulsory eleméra t$ting rules of the London Stock
Exchange but it does not cover private companies and some rulesagplyaio smaller
companies, those outwith the FTSE 350. Foreign owned companieishearcemply with the
Combined Code or the code applicable in their country of prinimyd but if the latter they must
state the extent to which they have complied with that codeuwttide any significant differences
between that code and the Combined Code. (http://fsahandbook.intbtFAandbook/LR:

9.8.7)

Whilst observance is compulsory the preamble to the Code (2006:2phthie high trust basis
underpinning the self-regulatory tradition within the City of Londurtjng that:

Whilst recognising that directors are appointed by shareholders whiharewners of companies,
it is important that those concerned with the evaluation of goveesinould do so with common
sense in order to promote partnership and trust, based on mutual umaérgtaThey should pay
due regard to companies’ individual circumstances and bear in mind ticplar the size and
complexity of the company and the nature of the risks and challérigess. Whilst shareholders
have every right to challenge companies’ explanations if they are uncomyithey should not be

evaluated in a mechanistic way and departures from the Code shoudd aatomatically treated

1C



as breaches. Institutional shareholders and their agents should belldareé¢spond to the

statements from companies in a manner that supports the ‘comply améxppinciple.

The successful application of the ‘comply-or-explain principle’ thejends on both the company
and the investor acting with integrity, applying the code aadauossible but allowing for

deviations where sensible and, where necessary, enterirgniatathentic dialogue to increase each
side’s understanding of the position of the other. To this end stegement of deviation from a
code provision is insufficient. Companies are required to expiaill cases. Such explanation is
also a requirement set out in the listing rules (Para6)d8deed, 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 caséistéd company incorporated in the
United Kingdom, the following items must be included in its ameyart and accounts:

a statement of how the listed company has applied the principlestsatSection 1 of the
Combined Code, in a manner that would enable shareholders to evaluatkenprinciples have
been applied;

a statement as to whether the listed company has

complied throughout the accounting period with all relevant provisionsusén
Section 1 of the Combined Code; or
not complied throughout the accounting period with all relevant pravésset out  in
Section 1 of the Combined Code and if so, setting out:
(i) those provisions, if any, it has not complied with;
(i) in the case of provisions whose requirements are of a contimaituge, the period
within which, if any, it did not comply with some or allladge provisions; and

(iii) the company's reasons for non-compliance.

11



The provisions for companies from Section 1 of the Combined Cedgeiout in Table 2 beldw

Table 2: List of provisions of the British Combined Code (200§iaeY

No®

Code Provision

Section 1 Content

A

DIRECTORS

Al

The Board

Al1l

The board should meet sufficiently regularly tocti@rge its duties
effectively. There should be a formal schedule aftars specifically
reserved for its decision. The annual report shimdblide a statement of
how the board operates, including a high levekstant of which types of
decisions are to be taken by the board and whielcabe delegated to
management.

Al.2

The annual report should identify the chairman,députy chairman

(where there is one), the chief executive, themedndependent director

and the chairmen and members of the nominatiorit and

remuneration committees. It should also set ouhthmber of meetings of the
board and those committees and individual atterelagalirectors.

A13

The chairman should hold meetings with the non-etiee directors
without the executives present. Led by the semidependent director,
the non-executive directors should meet withoutcttgirman present at
least annually to appraise the chairman’s perfomadas described in
A.6.1) and on such other occasions as are deengedm@jate.

Al4

Where directors have concerns which cannot bevedabout the

running of the company or a proposed action, tteykl ensure that

their concerns are recorded in the board minutaseSignation, a
nonexecutive director should provide a writtenestant to the chairman, for
circulation to the board, if they have any suchoeons.

A.1l5

The company should arrange appropriate insuranger @o respect of
legal action against its directors.

A2

Chairman and chief executive

A.21

The roles of chairman and chief executive shoutdoecexercised by the
same individual. The division of responsibilitiestlveen the chairman
and chief executive should be clearly establisketiput in writing and
agreed by the board.

A2.2

The chairman should on appointment meet the indégrere criteria set
out in A.3.1 below. A chief executive should notgoto be chairman of
the same company. If exceptionally a board dedidgtsa chief executive
should become chairman, the board should consyttrrabareholders in
advance and should set out its reasons to shasrhatthe time of the
appointment and in the next annual report.

" These provisions are taken from the 2006 versidheoCombined Code. Section 2 relating to theeudif
institutional shareholders has not been includecbagpanies are not required to report thereon.
8 Authors’ reference number for analytical purposely.
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A3

Board balance and independence

A3l

The board should identify in the annual report eaah-executive director
it considers to be independent. The board shouktméne whether the
director is independent in character and judgerardtwhether there are
relationships or circumstances which are likelgffect, or could appear
to affect, the director’s judgement. The board $thstate its reasons if it
determines that a director is independent notvatidihg the existence of
relationships or circumstances which may appeawasgit to its
determination, including if the director:

has been an employee of the company or groupmiitie last five
years;

has, or has had within the last three years, anmhbusiness
relationship with the company either directly, eraapartner,
shareholder, director or senior employee of a libdyhas such a
relationship with the company;

has received or receives additional remuneratiom the company
apart from a director’s fee, participates in thenpany's share
option or a performance-related pay scheme, onigmber of the
company’s pension scheme;

has close family ties with any of the company'siselrs, directors or
senior employees;

holds cross-directorships or has significant linkth other directors
through involvement in other companies or bodies;

represents a significant shareholder; or

has served on the board for more than nine yeams the date of
their first election.

A.3.2

Except for smaller companies, at least half thedycexcluding the
chairman, should comprise non-executive directeterdhined by the
board to be independent. A smaller company shoaleé lat least two
independent non-executive directors.

10

A.3.3

The board should appoint one of the independentexecutive directors
to be the senior independent director. The senagpendent director
should be available to shareholders if they haveems which contact
through the normal channels of chairman, chief ettee or finance
director has failed to resolve or for which suchteat is inappropriate.

A4

Appointments to the Board

11

A.4.1

There should be a nomination committee which shtaad the process
for board appointments and make recommendatiotietboard. A
majority of members of the nomination committeewdtidoe independent
non-executive directors. The chairman or an inddeetnon-executive
director should chair the committee, but the chammshould not chair the
nomination committee when it is dealing with th@ajptment of a
successor to the chairmanship. The nomination caeenshould make
available its terms of reference, explaining ite rnd the authority
delegated to it by the board.

12

A.4.2

The nomination committee should evaluate the balafickills,
knowledge and experience on the board and, inghedf this evaluation,
prepare a description of the role and capabiligegired for a particular
appointment.

13

A4.3

For the appointment of a chairman, the nominatmmmittee should
prepare a job specification, including an assesswofehe time
commitment expected, recognising the need for alpditly in the event of
crises. A chairman’s other significant commitmestisuld be disclosed to
the board before appointment and included in tmiahreport. Changes
to such commitments should be reported to the basittiey arise, and
included in the next annual report. No individuabsld be appointed to a
second chairmanship of a FTSE 100 company.

13



14

A4d4

The terms and conditions of appointment of non-attee directors
should be made available for inspection. The letteppointment should
set out the expected time commitment. Non-execuirextors should
undertake that they will have sufficient time toehevhat is expected of
them. Their other significant commitments shouldlizelosed to the
board before appointment, with a broad indicatibthe time involved and
the board should be informed of subsequent changes.

15

A.4.5

The board should not agree to a full time executiivector taking on more
than one non-executive directorship in a FTSE Ifpmany nor the
chairmanship of such a company.

16

A.4.6

A separate section of the annual report shouldritessthe work of the
nomination committee, including the process it isesd in relation to
board appointments. An explanation should be gifvaaither an external
search consultancy nor open advertising has besthinghe
appointment of a chairman or a non-executive direct

A5

Information and professional development

17

AS5.1

The chairman should ensure that new directorsvecefull, formal and
tailored induction on joining the board. As parthif, the company should
offer to major shareholders the opportunity to n@séw non-executive
director.

18

A5.2

The board should ensure that directors, especiallyexecutive
directors, have access to independent professiaivide at the
company’s expense where they judge it necessatigtharge their
responsibilities as directors. Committees shoulgriogided with
sufficient resources to undertake their duties.

18

A5.3

All directors should have access to the advicesamdices of the
company secretary, who is responsible to the bfwarensuring that
board procedures are complied with. Both the agp@nt and removal
of the company secretary should be a matter fobttaed as a whole.

A.6

Performance evaluation

20

A.6.1

The board should state in the annual report hofopeance evaluation
of the board, its committees and its individuakdiors has been
conducted. The non-executive directors, led bysth@or independent
director, should be responsible for performancéuaeon of the
chairman, taking into account the views of exeautirectors.

A7

Re-election

21

A7.1

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

22

A7.2

Non-executive directors should be appointed focsieel terms subject to re-
election and to Companies Acts provisions relatinthe removal of a
director. The board should set out to shareholidettse papers accompanying
a resolution to elect a non-executive director wigy believe an individual
should be elected. The chairman should confirnhtzeholders when
proposing re-election that, following formal perfaance evaluation, the
individual's performance continues to be effectivel to demonstrate
commitment to the role. Any term beyond six yearg.(two three-year terms
for a non-executive director should be subjectadipularly rigorous review,
and should take into account the need for progressifreshing of the board.
Non-executive directors may serve longer than gews (e.g. three three-ye
terms), subject to annual re-election. Serving ntioa@ nine years could be
relevant to the determination of a non-executiveaor’s independence (as S
out in provision A.3.1).

et

14



B. REMUNERATION

B.1

The Level and Make-up of Remuneration

Remuneration policy

23

B.1.1

The performance-related elements of remunerationldiform a
significant proportion of the total remuneratiorckage of executive
directors and should be designed to align theérests with those of
shareholders and to give these directors keentinvesrto perform at the
highest levels. In designing schemes of performaalzed
remuneration, the remuneration committee shouldviothe provisions in
Schedule A to this Code.

24

B.1.2

Executive share options should not be offereddiseount save as
permitted by the relevant provisions of the ListRgles.

25

B.1.3

Levels of remuneration for non-executive direchieuld reflect the time
commitment and responsibilities of the role. Rermatien for nonexecutive
directors should not include share options. If ggtionally, options are
granted, shareholder approval should be soughtvarace and any shares
acquired by exercise of the options should be hetd at least one year after
the non-executive director leaves the board. Hgldiinshare options could be
relevant to the determination of a non-executiveaor’s independence (as s
out in provision A.3.1).

26

B.1.4

Where a company releases an executive direct@ri@ s a nonexecutive
director elsewhere, the remuneration report shimgldide a statement as to
whether or not the director will retain such eagsimnd, if so, what the
remuneration is.

Service Contracts and Compensation

27

B.1.5

The remuneration committee should carefully corrsiggat compensation
commitments (including pension contributions arld#ier elements) their
directors’ terms of appointment would entail in theent of early termination.
The aim should be to avoid rewarding poor perforceahey should take a
robust line on reducing compensation to reflectadipg directors’ obligations
to mitigate loss.

28

B.1.6

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

B.2

Procedure

29

B.2.1

The board should establish a remuneration committe¢ least three, or
in the case of smaller companies two, independemexecutive
directors. In addition the company chairman mag ks a member of, but
not chair, the committee if he or she was consitierdependent on
appointment as chairman. The remuneration commnstieeld make
available its terms of reference, explaining ite rnd the authority
delegated to it by the board. Where remuneratioseitants are
appointed, a statement should be made availahidether they have

any other connection with the company.

30

B.2.2

The remuneration committee should have delegatgzbresibility for
setting remuneration for all executive directord #re chairman,
including pension rights and any compensation paysad he committee
should also recommend and monitor the level andtre of
remuneration for senior management. The definitibsenior
management’ for this purpose should be determirnetidboard but
should normally include the first layer of manageirgelow board level.

31

B.2.3

The board itself or, where required by the Artiabdé#\ssociation, the
shareholders should determine the remuneratioheofdn-executive
directors within the limits set in the Articles Afsociation. Where
permitted by the Articles, the board may howevdegiate this

responsibility to a committee, which might inclutie chief executive.
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32

B.2.4

Shareholders should be invited specifically to apprall new long-term
incentive schemes (as defined in the Listing Ruges) significant
changes to existing schemes, save in the circucesgrermitted by the
Listing Rules.

ACCOUNTABILITY AND AUDIT

Ci1

Financial Reporting

33

C.1l1

The directors should explain in the annual repgeetrtresponsibility for
preparing the accounts and there should be a satdyy the auditors
about their reporting responsibilities.

34

C.l12

The directors should report that the businessysirg concern, with
supporting assumptions or qualifications as necgssa

C2

Internal Control

35

cz21

The board should, at least annually, conduct avewf the effectiveness
of the group’s system of internal controls and $thoeport to
shareholders that they have done so. The reviewldltover all material
controls, including financial, operational and cdiapce controls and risk
management systems.

C3

Audit Committee and Auditors

36

C.31

The board should establish an audit committee l&fest three, or in the
case of smaller companies two, members, who sralLited
independent non-executive directors. The boardldteatisfy itself that
at least one member of the audit committee hasitec® relevant
financial experience.

37

C.3.2

The main role and responsibilities of the audit oattee should be set out
in written terms of reference and should include:

to monitor the integrity of the financial staterteof the company,
and any formal announcements relating to the cogipdimancial
performance, reviewing significant financial repogtjudgements
contained in them;

to review the company’s internal financial contrahd, unless
expressly addressed by a separate board risk céeersiomposed
of independent directors, or by the board itselfeview the
company’s internal control and risk managementesyst

to monitor and review the effectiveness of the pany’s internal
audit function;

to make recommendations to the board, for it totpthe
shareholders for their approval in general meeiimgelation to the
appointment, re-appointment and removal of theraateauditor
and to approve the remuneration and terms of emgageof the
external auditor;

to review and monitor the external auditor’s ineleglence and
objectivity and the effectiveness of the audit psx; taking into
consideration relevant UK professional and regujatequirements;

to develop and implement policy on the engageroktite external
auditor to supply non-audit services, taking intoaunt relevant
ethical guidance regarding the provision of noniesetvices by the
external audit firm; and to report to the boare@ntifying any matters in
respect of which it considers that action or imgment is needed and makin|
recommendations as to the steps to be taken.

38

C.33

The terms of reference of the audit committee uidiclg its role and the
authority delegated to it by the board, should laelenavailable. A
separate section of the annual report should destiie work of the
committee in discharging those responsibilities.

1€



39

C.34

The audit committee should review arrangements lhigtwstaff of the
company may, in confidence, raise concerns abagilple improprieties
in matters of financial reporting or other mattéfee audit committee’s
objective should be to ensure that arrangementis anlace for the
proportionate and independent investigation of suekters and for
appropriate follow-up action.

40

C.35

The audit committee should monitor and review ttfiectiveness of the
internal audit activities. Where there is no intdraudit function, the audit
committee should consider annually whether theeeriged for an
internal audit function and make a recommendatiahé board, and the
reasons for the absence of such a function shautkplained in the
relevant section of the annual report.

41

C.3.6

The audit committee should have primary resporigibiibr making a
recommendation on the appointment, reappointmehtemoval of the
external auditors. If the board does not accepatiait committee’s
recommendation, it should include in the annuabrgand in any papers
recommending appointment or re-appointment, arsete from the audit
committee explaining the recommendation and shsetdut reasons
why the board has taken a different position.

42

C.3.7

The annual report should explain to shareholdevs ifdhe auditor
provides non-audit services, auditor objectivitg amdependence is
safeguarded.

RELATIONS WITH SHAREHOLDERS

D.1

Dialogue with Institutional Shareholders

43

D.1.1

The chairman should ensure that the views of slédels are
communicated to the board as a whole. The chaishauald discuss
governance and strategy with major shareholdera-édecutive
directors should be offered the opportunity toradteneetings with major
shareholders and should expect to attend thenguiersted by major
shareholders. The senior independent director dhaiteénd sufficient
meetings with a range of major shareholders terisb their views in
order to help develop a balanced understandinigeoissues and
concerns of major shareholders.

44

D.1.2

The board should state in the annual report thessteey have taken to
ensure that the members of the board, and in p&atithe non-executive
directors, develop an understanding of the viewsajor shareholders
about their company, for example through direcefemface contact,
analysts’ or brokers’ briefings and surveys of shatder opinion.

June 2006 The Combined Code

D.2

Constructive Use of the AGM

45

D.2.1

At any general meeting, the company should proposeparate
resolution on each substantially separate issubshaould in particular
propose a resolution at the AGM relating to theorepnd accounts. For
each resolution, proxy appointment forms should/ige shareholders
with the option to direct their proxy to vote eittier or against the
resolution or to withhold their vote. The proxyroand any
announcement of the results of a vote should madtear that a 'vote
withheld' is not a vote in law and will not be coethin the calculation of
the proportion of the votes for and against theltgmn.
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The company should ensure that all valid proxy agptents received for
general meetings are properly recorded and couRtedeach
resolution, after a vote has been taken, exceptena&en on a poll, the
company should ensure that the following informai®given at the
meeting and made available as soon as reasonaditjgaible on a
website which is maintained by or on behalf of tbenpany:

the number of shares in respect of which proxyoagments
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 weate directed
to be withheld.
The chairman should arrange for the chairmen oftidit, remuneration
47 D.2.3 and nomination committees to be available to answestions at the
AGM and for all directors to attend.
The company should arrange for the Notice of theMAdhd related
48 D.24 papers to be sent to shareholders at least 20 ngpddys before the
meeting.

46 D.2.2

Of the 130 UK companies analysed there were just two withadiat usable data. Carnival
Corporation has a primary listing in New York while Tomkins add@ narrative approach that
contained several ambiguities in respect of whether tbegidered their actions were or were not
in full compliance with the code. Given the subjective nadfijadgements on the adequacy of
explanations it seemed prudent to leave out this company fronmalysis® We thus analysed 128

UK compliance statements.

Of the 128 compliance statements analysed 65 companies (5QVéBédully compliant. The top
30 companies in terms of market capitalization have a Bligigher rate of full compliance than
the rest of the sample but in fact there is, perhaps sugisisivery little difference between the top
30 and the top 80 companies. Full compliance does however talltawards the bottom of the
FTSE 100 and beyond, with the bottom 50 in our sample (those witletaitalization below £4

bn, or €5.92 bn) recording full compliance at almost half tteeafthe top 80.

° This is not to suggest that Tomkins were not infeaomance with the code. Others may determinettieit
explanations were indeed adequate. For our purpgheagh we needed to be certain we understood wh#ib
company did or did not consider itself in conformamvith any particular provision when outlining jitssition.
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Table 3: Number of fully compliant companies

Companies Companies analysed Fully compliant % olll 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, orf1o86 excludes companies reporting

full compliance. The average rises steadily as marketati@ption decreases, from 0.92 cases for

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

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

deviations that companies seem tacbefortablereporting. (Note that even the smallest company

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

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

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

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

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

Table 4: Number of deviations per company

Maximum
Average number of
) Number Average Median number of deviations by
Companies Companies of number of number of deviations by | company (%
analysed deviations | deviations deviations non-compliers | of n code
only 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 sprogisions than others - or companies
are less sanguine about being seen to deviate from some @meviall companies complied with
20 of the code provisions (41.67% of the code) with the top 30 complyliggvith 37 provisions
(77.08%). Again, as Table 5 shows, frequency of non-compliancesedenversely with size of

company.

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

No of provisions with
Companies which all companies % (n = 48)
comply
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 witlvidual code provisions
varies considerably, both amongst the provisions themselves avekbethe bands we use in our
analysis of the top 130 listed companies. As table 5 (above) éyelow) show, amongst the top
30 non-compliance is fairly low, with provision C.3.1 attractiing largest number of deviating

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

19 See Table 2 above for an explanation of the comtieiie code provisions.
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Table 6: List of code provisions of the UK Combined Code witlothedst compliance figures

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

Code No of % No of % No of % No of %

Provision | deviations | (n=30) | deviations [ (n=49) | deviations | (n=49) | deviations | (n=128)
A21 0| 0.00% 2 4.08% 4 8.16% 6 4.69%
A2.2 1] 3.33% 4 8.16% 3| 6.12% 8 6.25%
A.3.2 2| 6.67% 71 14.29% 18 | 36.73% 27 | 21.09%
A.3.3 0| 0.00% 3 6.12% 3 6.12% 6 4.69%
A4l 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%
C3.1 3| 10.00% 71 14.29% 8| 16.33% 18 | 14.06%
D.11 1 3.33% 3 6.12% 2 4.08% 6 4.69%

Table 6 also shows that of the next 50 companies just two fas;jsA.3.2 (the requirement for a

majority of the board to be independent non-executive direaodsiC.3.1 (composition of the

audit committee), attracted more than 10% deviations, butédoattom 50 in the sample the

number of deviations per code provision increases, A.3.2 aiga&t.73% and B.2.1, 20.41%.

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

deviation at 21.09%, followed by C.3.1 (14.06%), B.2.1 (12.50%)a#hd (7.81%).
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Figure 1. Number of Deviations from UK Corporate Governance Codei$ions
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Code Provision

It should of course be noted that deviation is not supposed to be cedsiudicative of failure to
comply, although it might be. The requirement for the majofith® board to be independent non-
executive directors is to an extent determined by a subjgatigement on whether the length of
term served has impaired a director's independence. Onenfigntonsidex years service has so
impaired a director's judgement, another may not. They coutdl®eeferring to the same length
of service of the same director but on different boards. Biogixpiained and the explanation
accepted, could be compliant. Moreover, as their lengtareice (and experience) increases
directors become more susceptible to accusations of lankegendence. Their boards may feel it
prudent to retain their services for a period but declareegpldin non-compliance. Equally,

unexpected resignations or even deaths can leave a board télypatzianced.

We turn now to the explanations given of non-compliance. Thesel®en coded according to the
schema delineating types of explanation shown in table leabtnese ranged from complete non-

compliance both with and without explanation (neither of which ajgpllye UK) to various types
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of partial non-compliance. The latter are shown in Figure 2 b&l@mpany specific reasons (both
temporary and non-temporary) account for a high proportion of the explasgiven by the
reporting companies. Examples include the Burberry Group's demfeom GUS and numerous
occasions when directors or even the chairman left, pefbapsalth reasons, without completing
a full term, causing the board to become imbalanced or neguire CEO to serve temporarily in a

dual capacity as both CEO and chairman.

Figure 2. Frequency of type of explanation for non-conformance (130 tadgfesompanies)

Frequncy of Type of Explanation

Explanation (see table for labels)

The distribution of the different types of explanation betwéertliree segments of the sample is

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

Tvpe of Explanation FTSE 1-30| FTSE 31-80| FTSE 81-130  All

yp P % % % %

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 timesale) 5.56 13.04 6.76 8.70

3921 Disclosure and description of alternative practicgnon- 132 0.72
temp)

3929 Disclosure and description of alternative practice 217 0.72
(temp.)

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 timesale) 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 s¢&

3.3.5 | Justification on basis of co. structure (ndrnescale)

3351 Justification on basis of company structure (non- 556 8.70 362
temp.)

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 pradte

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
General problems with the implementation / potenti&

3.3.10 b
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 reasonsgixaa most often overall (23.91%

of all explanations given), such explanations applied more tentladler companies in our sample

1 Null cells = 0.00%.
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(31.58%) than larger ones (16.67%). However, the latter faeraore prepared to offer
explanations of non-compliance based on principled objectiopaotizular code provision

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

There was little correlation between type of explanation enepl@yd the code provision on which
it was employed (as figure 3 below shows) with one excepBome 14 cases (51.82%) of non-
compliance with A.3.2 (board independence - a majority of wireshould be independent) were
explained by 3.3.6.1 (justification on the basis of other @mspecific reasons). This represents

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

Figure 3. Cross-tabulation of code provisions with type of explanatogest 130 UK companies).

‘ Non-compliance with :

board independence |
explained by company

specific non-temporary |
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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 Gaan Cromme Code

Similarly to the British Code, but ten years later, tlegr@an Cromme Code was developed by a
group consisting mainly of practitioners chaired by a well-knoanporate figure, in this case, the
Chairman and former CEO of ThyssenKrupp Dr. Gerhard CrommeirBedntrast to Britain the
code issuing group was officially set up by the Ministry ofidasts a "Governmental
Commission" and the code was also published by the Ministhe official part of the
Bundesanzeigewhere also laws are made public. The first versionefQtomme Code was
published in February 2002. Since then it has been reviewedpdated on a yearly basis with two
major changes in 2005 and in 2007. In this paper we focus @d@eversion as this is the one
that applies to the Compliance Statements and Corporate GowerRaports 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 ther@&ttide and the
Combined Code it has a slightly different format. Firstrafspam the code provisions
("recommendations”) to which the comply-or-explain principle apptige code on the one hand
repeats statutory laws and on the other hand also contaitieaadisuggestions" which
companies can deviate from without disclosure. In this paparoncentrate only on the code
provisions. Altogether there are 82 code provisions (see BabBecond, the Cromme Code does
not distinguish between "principles" and "code provisions", butkspaaly of "recommendations"”
equivalent to "code provisions". Third, the code applies tosé#id companies located in Germany,

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

An important difference between the German and Britishexmscthe way the Comply-or-Explain
Principle is integrated into the code. There are thraa diierences. First, the Comply-or-Explain

Principle has been incorporated into the German Stock Corporeatidktiengesedz In 8 161 it
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says: "The Management and Executive Boards of the listegbany declare every year that they
have complied and will comply with the recommendations ofGloeernmental Commission
German Corporate Governance Code' [...] or declare which recodatiens they have not or will
not comply with. This declaration must be made availablegshiareholders on a permanent
basis." (8 161 AktG, our translation). Second, as the formulafi8rii61 AktG makes clear,
companies are only requireddisclosetheir deviations from the code provisions, they do not have
to give any reasons for the deviation. In this sense the &@e@umply-or-Explain Principles is
sometimes also referred to as "Comply-or-Disclose". thetcode itself contains a provision
requiring "explanations" for deviations. The code in this retspays: "The Management Board and
Supervisory Board shall report each year on the enterptieg®rate Governance in the Annual
Report (Corporate Governance Report). This inclide£xplanation of possible deviations from
the recommendations of this Cddg&Cromme Code: 3.10; our emphasis). It is also often asgum
that companies will provide explanations out of self-interestglRb et al., 2004). Third, in

contrast to their British counterparts German companiegquered to publish a separate statement
("Compliance Statement") in which they declare theiiatens from the code, apart from an
additional Corporate Governance Report in the annual report, antey can provide further
information on their corporate governance. Some authors (egjeB et al., 2004) even argue that
the Compliance Statement itself should only contain theacs@n of compliance or deviations
while any explanations for the deviations should go exclusiveltimwt@orporate Governance
Report. This is meant to allow for a fast and easy assessrhthe level of compliance.

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

No | Code Provision Content

At least once a year the shareholders' GeneraliiMgistto be convened by
the Management Board giving details of the ageAdguorum of
shareholders is entitled to demand the convenirsg@®éneral Meeting and
1 231 the extension of the agenda. The Management Boattreot only provide
the reports and documents, including the AnnualoRepequired by law for
the General Meeting, and send them to shareholgbens request, but shall
also publish them on the company's Internet sgettter with the agenda.
2 2.3.2 The company shall inform all domestic and foreigareholders,
shareholders' associations and financial servio@ggers, who, in the
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preceding 12 months, have requested such notditatif the convening of
the General Meeting together with the conventiocusieents, upon request,
also using electronic channels.

)

3 2.3.3S1 The company shall facilitate the personal exergisihshareholders' voting
rights.

4 123.3s2 The company shall also assist the shareholdefzinge of proxies.

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

6 3.4 Providing sufficient information to the Supervis@pard is the joint
responsibility of the Management Board and SuperyiBoard.
If the company takes out a D&O (directors and effi¢ liability insurance)

7 3.8 policy for the Management Board and SupervisoryrBpa suitable
deductible shall be agreed.
The Management Board and Supervisory Board shatirteeach year on the

8 3.10s1 enterprise's Corporate Governance in the AnnuabRé@orporate
Governance Report).

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

10 | 3.1084 The company shall keep previous declarations ofaranity with the Code
available for viewing on its website for five years

11 | 4.2.1S1(1Hs) The Management Board shall be comprised of seperabns

12 | 4.2.1S1(2HS) ... and have a Chairman or Spokesman.
Terms of Reference shall regulate the allocatioareés of responsibility an

13 | 4.2182 the cooperation in the Management Board.
At the proposal of the committee dealing with Magagnt Board contracts,

14 | 4.2.2Paral(1HS) | the full Supervisory Board shall discuss the sticeof the Management
Board compensation system

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

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

17 | 4.2.3Para2s2 Stock options and comparable instruments shalélaged to demanding,
relevant comparison parameters.

18 | 4.2.3Para2s3 Changing such performance targets or the compapammeters
retroactively shall be excluded.

19 | 4.2.3Para2s4 For extraordinary, unforeseen developments a pitigsitf limitation (Cap)
shall be agreed for by the Supervisory Board.
The salient points of the compensation system laddncrete form of a

20 | 4.2.3Para3S1(1HS) Stock options scheme or comparable instrumentsdimponents with long-
term incentive effect and risk elements shall belished 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 $taptions.

23 | 4.2.3Para4 The Chairman of the Supervisory Board shall outtheesalient points of the
compensation system and any changes thereto ®&eheral Meeting.
Compensation of the members of the Management Bsbealtibe reported in

24 | 42481 the Notes of the Consolidated Financial Statemsuttslivided according to
fixed, performance-related and long-term incentismponents.

25 | 4.2.482 The figures shall be individualized.
All members of the Management Board shall disctas#licts of interest to

26 | 4.3.481 the Supervisory Board without delay and inform otteer members of the
Management Board thereof.

27 | 4.3.483 Important transactions shall require the appro¥#he Supervisory Board.

28 | 435 Members of the Management Board shall take onisielctivities,

especially Supervisory Board mandates outsidentergrise, only with the
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approval of the Supervisory Board.

29

5.1.2ParalS2

Together with the Management Board it shall enshsethere is a long-term
succession planning.

30

5.1.2Para2S2

A re-appointment prior to one year before the efnith® appointment period
with a simultaneous termination of the current appoent shall only take
place under special circumstances.

31

5.1.2Para2S3

An age limit for members of the Management Boamlldye specified.

32

5.1.3

The Supervisory Board shall issue Terms of Referenc

33

5.2.Para2S1

The Chairman of the Supervisory Board shall alssirdihe committees that
handle contracts with members of the ManagementdBaad prepare the
Supervisory Board meetings.

34

5.2Para3S1

The Chairman of the Supervisory Board shall redyiaaintain contact with

the Management Board, in particular, with the Qiain or Spokesman of the

Management Board and consult with him on stratbgginess development
and risk management of the enterprise.

35

5.2Para3S3

[The Chairman of the Supervisory Board will be mfed by the Chairman
or Spokesman of the Management Board without ddlagportant events
which are essential for the assessment of thetgituand development as
well as for the management of the enterpri§é¢ Chairman of the
Supervisory Board shall then inform the Superviddoard and, if required,
convene an extraordinary meeting of the SuperviBagrd.

36

5.3.1

Depending on the specifics of the enterprise aadhttmber of its members,
the Supervisory Board shall form committees witffisient expertise. They
serve to increase the efficiency of the Supervi8ward's work and the
handling of complex issues. The respective committeairmen report
regularly to the Supervisory Board on the worklef tommittees.

37

5.3.281

The Supervisory Board shall set up an Audit Cormasitihich, in particular,
handles issues of accounting and risk managententidcessary
independence required of the auditor, the issufigepaudit mandate to the
auditor, the determination of auditing focal poiatgl the fee agreement.

38

5.3.2S2(1HS)

The chairman of the Audit Committee shall have gdist knowledge and
experience in the application of accounting pritesp

39

5.3.2S2(2HS)

... and internal control processes.

40

5.4.1S1

For nominations for the election of members of Slpervisory Board, care
shall be taken that the Supervisory Board, airaks$, is composed of

members who, as a whole, have the required know|eatgjlities and expert
experience to properly complete their tasks andaffeciently independent.

41

5.4.1S2

The international activities of the enterprise,gmial conflicts of interest and
an age limit to be specified for the members ofSbpervisory Board shall be
taken into account.

42

5.4.281

To permit the Supervisory Board's independent a&daitd supervision of the
Management Board, the Supervisory Board shall dehlhat it considers ar
adequate number of independent members.

43

5.4.2S3

Not more than two former members of the ManagerBeatd shall be
members of the Supervisory Board

44

5.4.254

Supervisory Board members shall not exercise direbips or similar
positions or advisory tasks for important compesitof the enterprise.

45

5.4.351

Elections to the Supervisory Board shall be madaromdividual basis.

46

5.4.352

An application for the judicial appointment of aggavisory Board member
shall be limited in time up to the next annual gahmeeting.

47

5.4.3S3

Proposed candidates for the Supervisory Board shail be announced to
the shareholders.

48

5.4.451

It shall not be the rule for the former Managenm@o#rd chairman or a
Management Board member to become Supervisory Bietidman or the
chairman of a Supervisory Board committee.

49

5.4.452

If this is intended, special reasons shall be prteskto the annual general
meeting.

50

54.5

Members of the Management Board of a listed comgaajl not accept
more than a total of five Supervisory Board mansli&enon-group listed
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companies.

51

5.4.7ParalS3(1HS

Also to be considered [in the compensation] shalife exercising of the
Chair and Deputy Chair positions in the Superviddogrd

52

5.4.7ParalS3(2HS

... as well as the chair and membership in committees

53

5.4.7Para2S1

Members of the Supervisory Board shall receivedias well as
performance-related compensation.

54

5.4.7Para3S1

The compensation of the members of the SuperviBosyd shall be reported
individually in the Corporate Governance Reporhdivided according to
components.

55

5.4, 7Para3S2

Also payments made by the enterprise to the mendféhe Supervisory
Board or advantages extended for services provig#didually, in
particular, advisory or agency services shall siedl separately in the Noteg
to the Consolidated Financial Statements.

56

5.4.8

If a member of the Supervisory Board took pareisslthan half of the
meetings of the Supervisory Board in a financiary¢his shall be noted in
the Report of the Supervisory Board.

57

5.5.2

Each member of the Supervisory Board shall infdism$upervisory Board qf
any conflicts of interest which may result fromansultant or directorship
function with clients, suppliers, lenders or othesiness partners.

58

5.5.351

In its report, the Supervisory Board shall infotme General Meeting of any
conflicts of interest which have occurred togetivih their treatment.

59

5.5.352

Material conflicts of interest and those which ao¢ merely temporary in
respect of the person of a Supervisory Board mesttegt result in the
termination of his mandate.

60

5.6

The Supervisory Board shall examine the efficieotigs activities on a
regular basis.

61

6.3

The company's treatment of all shareholders ineetspf information must be
equal. All new facts made known to financial antdyand similar addresseefs
shall also be disclosed to the shareholders bgdhgany without delay.

62

6.4

The company shall use suitable communication medigh as the Internet, to

inform shareholders and investors in a prompt arnfbum manner.

63

6.5

Any information which the company discloses abrivelihe with
corresponding capital market law provisions shialh e disclosed
domestically without delay.

64

6.6Para2S1

The ownership of shares in the company or reldateth€ial instruments by
Management Board and Supervisory Board memberklshaéported if
these directly or indirectly exceed 1% of the shassued by the company.

65

6.6Para2S2

If the entire holdings of all members of the Managaet Board and
Supervisory Board exceed 1% of the shares issudidebgompany, these
shall be reported separately according to ManageBwsrd and Supervisory
Board.

66

6.6Para3

All the aforesaid disclosures shall be includethim Corporate Governance
Report.

67

6.7

As part of regular information policy, the datesebential regular
publications (including the Annual Report, intenigports, General Meeting
shall be published sufficiently in advance in aéincial calendar.”

68

6.8S1

Information on the enterprise which the compangldises shall also be
accessible via the company's Internet site.

69

6.852

The Internet site shall be clearly structured.

70

7.1.1S2

They shall be informed during the financial yeambgans of interim reports

71

7.1.1S3

The Consolidated Financial Statements and integjponts shall be prepared
under observance of internationally recognised awtiog principles.

72

7.1.2S3(1HS)

The Consolidated Financial Statements shall beigylalccessible within 90
days of the end of the financial year;

73

7.1.2S3(2HS)

interim reports shall be publicly accessible withkdays of the end of the
reporting period.

74

7.1.3

The Corporate Governance Report shall containmnédion on stock option
programmes and similar securities-based incengiggems of the company.
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75

7.1.4S1

The company shall publish a list of third party gamies in which it has a
shareholding that is not of minor importance fa émterprise.

76

7.1.4S3

The following shall be provided: name and headaguarnf the company, the|
amount of the shareholding, the amount of equitythe operating result of
the past financial year.

77

7.1.5

The following shall be provided: name and headguarf the company, the|
amount of the shareholding, the amount of equitythe operating result of
the past financial year.

78

7.2.1ParalS1

Prior to submitting a proposal for election, theo&wisory Board or,
respectively, the Audit Committee shall obtainatesnent from the propose
auditor stating whether, and where applicable, tibigsiness, financial,
personal and other relationships exist betweetititor and its executive
bodies and head auditors on the one hand, andhtepéase and the membe
of its executive bodies on the other hand, thatdcoall its independence int
guestion.

S
D

79

7.2.1ParalS1

This statement shall include the extent to whidteoservices were
performed for the enterprise in the past year, @afhg in the field of
consultancy, or which are contracted for the foltaywear.

80

7.2.1Para2

The Supervisory Board shall agree with the audhat the Chairman of the
Supervisory Board will be informed immediately ofyagrounds for
disqualification or impartiality occurring duringe audit, unless such
grounds are eliminated immediately.

81

7.2.3Paral

The Supervisory Board shall arrange for the auddoeport without delay
on all facts and events of importance for the tadkbe Supervisory Board
which arise during the performance of the audit.

82

7.2.3Para2

The Supervisory Board shall arrange for the aud@aonform it and/or note in
the Auditor's Report if, during the performanceta audit, the auditor come
across facts which show a misstatement by the Managt Board and
Supervisory Board on the Code.

(%]

5.2 Analysis of the compliance statements of companidedi®n the Frankfurt Stock Exchange

Altogether we analysed the websites and annual reports2déx@aB0 (30 companies), MDax (50

companies) and SDax companies (50 companies) with regardrit@€tmpliance Statements and

Corporate Governance Reports. Apart from two companies valisdattkh other companies was

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

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

under the German Stock Corporation Act in which the Comply-orgixirinciple was contained.

In our sample there are however also other foreign compargefepfa Bank AG, for which

compliance statements could be found.

Table 9: Data set on German companies

Companies No of companies No of compliance statenten
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/&t).the number of fully

complying companies differs considerably between the diffengliitaes. While 40 % of companies
of the Dax 30 are fully compliant with the code the numbernistmsmaller for the other two, at
10.20% and 2.04 % respectively (see Table 10). Amongst the o@sapacluded in the study not
one deviated from all code provisions. (Between 5 and 10 coegpdeclared full non-compliance
- which is allowed in Germany - but these were all smalter 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 508@ Excludes those companies
that have declared full compliance), shown in Table 11 hedgain there is a considerable
difference between the different indices with an averagebruwf deviations amongst the Dax 30
companies of 2.6 (resp. 4.4), amongst MDax companies of 4 23lr@sp.) and among SDax
companies of 5.51 (resp. 5.63). Amongst the Dax 30 companies HeBKes the maximum
number of declared deviations with 20 deviations - most of thegrto their specific legal form.
Amongst the MDax companies Depfa Bank AG has declared thedexaations with 31 deviations

and, finally amongst the SDax companies Indus Hodling AG has dddfe@ maximum number of
15 deviations.

Table 11: Average number of deviations per company

. Average number of | Maximum number
. Average number of | Median number o o
Companies L . deviations by non- of deviations by
deviations of deviations .
compliers only company
Dax 30 1 4.4 20
2.6
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 (21.48%)complied with fully by
all the companies in our dataset but there was quite a defgragation between the three indices.
Amongst the DAX 30 companies the number is 80 (60.98 %) and fiMDlzx and SDax 34
(42.68 %) and 36 (43.90 %) respectively (see Appendix B fat aflwhich code provisions apply
to each index).

No of provisions all % of code provisions all
Companies companies are companies are compliant
compliant with with
0,

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 levetsmgbliance. For example more
than 50 % of all companies in our dataset deviate from codésmowo. 25, which requires the
compensation of the Management Board to be disclosed indilyidUihis figure is even higher
when only SDax companies are considered, with more thandd#Paring a deviation. Other
examples are code provision no. 7, requiring a suitable dbtiuftr the D & O insurance policy to
be agreed, and code provision no. 54, requiring the individual diselo$the compensation of the
Supervisory Board Members. 40 % of all companies deviatorg the former requirement
(amongst the SDax the figure is more than 50 %) and 35 %oaufrapanies deviating form the
latter (40 % for SDax companies). See Table 13 for an eweref those code provisions that are
least complied with.

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

Dax 30 MDax SDax ALL

No of No of No of No of
Code No | deviations % deviations % /| deviations % | 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 withstaveenpliance levels.
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Code provision number

High numbers of deviations of code provisions are not necessaiifgl@ation of regulatory

failure. As explained previously, a central idea of regaalby codes is the flexibility built into the
system, particularly through the Comply-or-Explain principlempanies are meant to deviate from
individual code provisions in those cases where they seem unewtallogical of their own
particular circumstances. Thus instances of deviatiorfitdar illustrating non-compliance, could
also be interpreted as indicator that the regulatory regimverking effectively - the flexibility
offered by comply-or-explain adding essential lubricants toykem. One way to assess whether
the regulatory regime is functioning well is to analysecii@pliance statements and the type of

explanations given for any deviations.

Table 14 provides an overview of the different "explanations" geal/for the deviations. The
figures in the four rows represent the number of times (irepErthat a particular type of
"explanation” was used. The number of "explanations” enclosie iiist is slightly higher than the
number of deviations since some companies gave multiplégasiths for single deviations. For

example, several companies justified their deviation f@ode Provision no 7, which requires a
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deductible for the D & O insurance policy, by arguing against the poalision as counter
productive (justification 3.3.2) and by pointing out that it cotdiicwith international practice
(3.3.8)*

Table 14: Distribution of different types of "explanation”

I Dax 30 | MDax | SDax 0
Type of ,explanation % % % 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
3371 Justification on basis of other company-specific reasons (non- 0.00 8.53 753 6.81
temp.)
33.7.2 Justification on basis of other company-specific reasons 1.20 1.42 215 175
(temp.)
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 ngeral problems with the implementation / potential conflict 361 142 143 | 175
with law
4 Ambiguous or missing information 241 0.00 1.79 1.22

In Table 14 we highlight the figures that appear significaterestingly enough, almost 38.92 % of
all deviations - non-temporary (28.10 %) and temporary (10.82keéh together - are just
disclosed without any kind of explanation (3.1.1 and 3.1.2). i$lpsssible in Germany, since the
law just requires disclosure, not necessarily justificatlyet, as explained above, it is often
assumed that companies will provide justifications of their awgord. (It is also explicitly
recommended in one of the code provisions.) In addition the unjdddielosures there are a
number of what we refer to as "empty" justifications (9.95Phese may be presented by

companies as explanations but they have in actual fact nanexpty content. For example, Code

12 Note that some of the coding schema numbers difaween the analysis of the UK and Germany indhi$y draft.
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Provision XY is not followed "since corporate practice asdnith[...] is to be maintained.” (CeWe
Color Holding AG). Instances of pure disclosure together with gjaptifications make up almost
half of all the deviations analysed here (see Figure 5).

Figure 5. Frequency of type of explanation for non-conformance (130sta@grman companies)
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In contrast to pure disclosure and empty justifications, priediplstifications (3.3.2) make up

19.37 % of all deviations. By way of example, Fresenius A@stat

“Disclosure of individual compensation for each member oMbhaagement Board,
according to clause 4.2.4 , sentence 2, in our view limétstructuring of compensation so
that it is differentiated by individual performance and respditgibi(Fresenius AG)

In contrast to the other three types of “explanations” refeto above, principled justifications are
in almost half the cases used with regard to only three typpeode provisions: Provisions No 7
(requiring a deductible in case of the D & O insurance polRsgyision No 25 (requiring

individual disclosure of the management compensation) and iroWs 41 (requiring an age limit
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for members of the Supervisory Board). This indicates thage faumber of companies are voicing

a concern with the three code provisions in principle.

In comparison to that there are almost no industry-specifionsa(3.3.4.1 and 3.3.4.2) given for
deviations. The respective figures for all three company indieesery low. Company size or
board size (3.3.5), mentioned by Cadbury as a potential reasosvfations, do play a role in the
explanations. As one would expect, this type of explanation enabsthe Dax 30 companies. It
can only be found amongst the smaller SDax companies wheo®itrdas for 10.4 % of deviations.
Almost all of them refer to Code Provisions No 36 and No 37hwdcommend the setting up of
committees within the Supervisory Board. But it is argued tthe Supervisory Board for many
smaller companies comprises too few members — in maey gas three. It does not therefore
make sense to set up subsidiary committees. In a few taseexplanation is also used to justify
deviations from Code Provisions No 72 and 73 requiring annual and tyuegfeorts to be made

accessible within 90 and 45 days respectively.

Justifications on the basis of company structure (3.3.6. Ban@.2) played a significant role in the
case of a single company, Henkel AG, where the partitagat form of the company implied a
different board structure, which was referred to as jaatibn for 15 deviations. In a few other
cases companies referred to their complex internationatsteuto justify a delay in the publication
of their annual and quarterly report (Provisions No 72 and 73)et@pbmpany-specific reasons"
(3.3.7.1 and 3.3.7.2) played only a minor role. "Conflict witernational practice (3.3.8) was
invoked several times, but almost exclusively with regar@ode Provision No 7 requiring a
deductible in the D & O insurance policy. Transitional explanatituesto the novelty of a code
provision (3.3.9.1) or due to being a new entrant (3.3.9.2) plalyedist no role. In a very few cases
companies also referred to potential conflicts between codésjmos and the law (3.3.10). EM TV

AG, for example, writes:
"The introduction of performance related payment for membetedbupervisory Board is
put on hold, since there are currently concerns regardinggtienacy of performance related

payment." (EM TV AG; our translation)

Finally, in some cases the information provided in the comgdisstatements 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 thedifferent contexts (UK and Germany)

individually and then point out similarities and differences.

In the British context the most striking point is that levelfudfcompliance are high (50.78%)
notwithstanding the fact that companies have the right to coargéyplain®® What is slightly
surprising is that reporting of full compliance remains higttlie entire top 80 companies -
irrespective of size. This set ranges from £4 bn (€6 bn) to A 12165 bn) so size does not seem
to be an issue above a critical point. After all, the bottonm%Qir sample were far more
homogeneous, ranging in size far more narrowly, from £2 bn (€3 lugtt64 bn (€6 bn) but only
32.65% achieved full compliance compared with 62.03% of the top 8y be explained by a
number of factors. The FTSE 81-130 contains one or two essefigign companies such as
Antofagasta and family firms such as Daily Mail and Gahe&rust but also a number of fast
growing companies, new entrants to the FTSE 100, who mayita&éo adjust their boards and
working practices. They may also find it more difficultréaruit suitable non-executive directors
with experience of sitting on the boards of large companiewhaitare prepared initially to join

smaller ones.

While the average number of deviations for our thee groups s chmsely correlated with size the
average number of deviations by non-compliers in each groufusllgcslightly higher for the
middle 50 group than the bottom 50. Nonetheless the maximum numteriafions for the top 30
(4 deviations) is less than either of the other groups (67 @&liations respectively). This could
again be explained by recruitment issues or perhaps just exposibespublic's gaze. Our analysis
of exactly which code provisions had the lowest compliance ira&sch of the thee groups
suggests that recruitment of experienced directors mag es@e. The smaller companies (FTSE
81-130) were 6 times more likely to deviate from A.3.2 (dguirement to have a majority of
independent directors) than their top 30 counterparts. Howevegrtilument pre-supposes a
willingness to comply. In other words is non-compliance for tltesapanies necessitated by
factors outwith their control such as size or ability to récarimerely evidence of self-interested

behaviour on the part of the existing directors? The reasorofters given for non-compliance

13 Of course critics of contemporary capitalism wiltvitably point out that this means that 49.22% it fully

comply and if one takes a code to be simply someniarced form of law then they are right to sgocain this
research however we take the principle of compgxglain on its own terms, as originally intendgdtiie members of
the Cadbury Committee, a flexible means of ensuatfigerence to principles of good behaviour whihsttging
deviation when such principles would be produce aptimal outcomes for those supposed to benefih fapplication
of the code.
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were classified as either company specific reasonspdeary (23.91%, with a further 12.32%
reporting similar non-temporary reasons) or transitional judtifica new entrant (21.01%). These
are all clearly contingent so would support a structural basreparting deviations. They also add
up to well over half of all explanations given - and the farand latter (the explanations for
44.92% of all deviations) can readily be tested over time. tdetess, examination of corporate
governance statements does not readily reveal the mofitles lmoards on whose behalf they are

issued-*

Another interesting finding is that the most favoured explanatidtinén each group differed
markedly. While all companies irrespective of size cit@ahgany specific reasons in one form or
another the top 30 (16.67%) and the next 50 (13.04%) were $didely so to do than the bottom
end of our dataset, the FTSE 81-130 (31.58%). However, the tagB&deagainst the principle of
a code provision with greater frequency than the others.\vildsghe largest single explanation for
deviation amongst the FTSE 1-30, accounting for 33.33% of explanaliem&quivalent figure for
the FTSE 31-80 was just 8.70% with 7.89% for the FTSE 81-130. lhawasver used fairly
broadly by that top 30, being used to explain a number of diffdeamations rather than being
associated with one particular code provision. This leads osgsteect that larger companies felt
more confident or had the intellectual and financial resourcagtee against the principles

underpinning certain code provisions than their smaller counterparts

In the UK's case the evidence from analysis of corporatergarice statements would seem to
indicate that the comply-or-explain principle is working, providilegibility without excessive
non-compliance. Companies would appear to take the processoofing compliance seriously.
There is certainly evidence to support the notion that comptsieare more exposed to
monitoring by institutional investors and thus to media attentina suspects particularly those in

the FTSE 100, are keen to demonstrate full compliance if posdiible"

6.2 The German context

In the German context there are several points that aireytany striking. First, there is a very
large number of pure disclosures without any justifications. Irrasinto Britain this is formally in
line with the Comply-or-Explain principle as set out in thec8tCorporation ActAktG). Yet, it

undermines one of the central ideas of the code regulationegi.e. that companies only deviate

4 . which is one reason why, for another part of research programme, we conducted a significantbeuarof
interviews with senior corporate figures in the diKd Germany.

!5 The analytical divisions followed are to conforathe German indices where, as already explairiffdreht code
provisions apply to different indices. An analy&iowing the logic of the UK FTSE indices wouldropare the FTSE
100 and the FTSE 350.
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where they can provide convincing justifications to their shadeis! Whether the deviating
companies did not have any convincing justifications or whetherdideyot see any necessity in
making them public cannot be concluded from the data. In gtecfise it would imply that the
companies do not perceive their external audience, particulerlyapital market, as an
enforcement mechanism of the code provisions. In the second cas#l just mean that the
compliance statement and/or Corporate Governance Report are ridecehsery important.
Instead companies might communicate their justifications irr ethgs, e.g. in their private

meetings with their institutional investors.

Second, a large number of justifications were just "emg@yice the respective companies did
make the effort of giving reasons, even if just "empty",@athan just disclosing the deviation, one
could assume that they did not have acceptable justificationsr@se they could have made them
public. Because of that one tends to interpret these insteatbes as a sign of enforcement failure

than the intended flexibility of the code regime.

Third, industry-specificities, which some authors (e.g. Baums, 2@ehjion, play a very little role
in the explanations. While there are a few companiesrirdeto specific characteristics of their
industry as a reason for a deviation, the deviations wenpaaatively unimportant. We can of
course not exclude that there were more industry-specific obsta@empliance which were not
publicly declared. Yet, the small number of explicit jus@fions drawing on industry specificities
at least indicates that there is no need for a diffextoti of the code according to industries, which

is sometimes suggested.

Fourth, as was expected company and board size did mattezasoa for deviations. Logically

this type of explanation could be found more often amongst théesi&®ax companies than the
larger Dax 30 companies. It is possible that the number of moegpdeviating due to their size is
even larger, if one takes into account that a large numtmamapanies did not provide any
justifications. Given that most justifications based on mferred to the same code provisions, this
could suggest that it would make sense to differentiateeimespective code provisions between

companies of different sizes.

Fifth, a large number of companies referred to a principsedabjection in justifying their
deviations. This is not in line with the original idea of @@mply-or-Explain principle as granting
flexibility in situations in which specific code provisionsldiot fit. This has also been pointed out

by Baums (2001), one of the architects of the German Cromme i@aaewspaper interview.
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Instead, a principled justification can be understood asieismitof the ideas of the code issuing
committee. If we interpret it in this way, principled jdisttions can play another important role in
the code regulation regime: it can function as feedbathetoode issuers about problems with

individual code provisions.

Finally, we can see clear differences in compliance aatdgypes of "explanations” between
companies listed in different indices. To some extent, tiigddo directly with size which makes
it more difficult for companies in the SDax to comply wigfesific codes than it is for Dax 30 or
MDax companies. Yet, this cannot explain all differencesduition to that there are probably
three other reasons which we can only speculate about at thiggbo®eidl, 2007): Exposure, peer
pressure and ownership structure. Dax 30 companies are more etgpabtic scrutiny than
companies in the MDax or SDax. It is no coincidence thattite DAX 30 companies that most
German studies of compliance rates are focusing on. In@dtitthat companies usually compare
themselves - and are aware that they are being compangheryg - to other companies within the
same index. Thus, in their decisions on compliance and inftmgiulation of compliance
statements they tend to orient themselves according tadthei30 peers. Lastly, many companies
in the MDax and SDax have a dominant, private shareholtey-aften are "family firms" -
because of which they are on the one hand not so dependent enehal gapital market and on

the other hand the dominant shareholders often prefer privagyraus, object disclosure.

6.3 Comparing the UK and Germany

As noted above, the striking difference in the use of coraplxplain in the two countries is its
partial substitution in Germany by comply-or-disclose and by &gnceptance of full non-
disclosure. Although full non-disclosure is not ruled out in the UUKinconceivable that any
company, no matter how small, could claim it needed to defriam every single provision and
provide adequate explanations for their non-compliance. The systehatively straightforward.

The difference between 'recommendations’ or 'guidance’ apctkyglicated code provisions is of
less significance in the UK because whatever decision paioyrtakes in respect of the various
elements of the Combined Code they will have to explain tbgora The German system is more
complex. Some rules are enshrined in statute, others not. ;ncases explanations are required, in

others not. This may also partially explain differencesoimpliance levels.

In comparing the two countries the first point of differenda igvels of full compliance, over 50%
in the UK, less than 15% in Germany. Of the top 30 companiddKhead 66.67% fully compliant

while in the Germany the equivalent figure was 40.00%. Sdrttesomay be down to increased
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specification in Germany, with 82 code provisions compared to ¢ UK. Size difference may
also be relevant. For example, companies in the FTSE 1-2pitalised at between €3 bn and
€165 bn while their German equivalents in the DAX range frorarEt €80 bn.

UK companies also reported far fewer deviations from the poavisions with an average of just
over 1 in the UK but over 4 in Germany. There were alsmfare code provisions with which all
companies complied in the UK than in Germany (20 out of 48aridrmer, 18 out of 84 in the
latter.) This brings us back to the question of whethepboor-explain provides essential
flexibility (the avoidance of one size fits all) or whethemigrely enables boards to pursue their
own interests perhaps at the expense of investors? The concketbed in respect of the
application of comply-or-explain in the UK was that there s@se evidence that it was used for
the purpose intended. Board independence was the provision wherempimace was highest
followed by composition of audit, remuneration and nomination cateesi (see figure §.In
Germany non-compliance was highest around issues of remuneratimsutis and deductibles for
D&O insurance in which there is a clear self-interesthenpart of board members (see figure 3).
This was not solely found in smaller, lower profile companiégre were significant deviations on
such issues amongst the larger DAX companies. Howesboitld be noted that disclosure of
remuneration is not part of the UK Combined Code. UK directorsotibave the option to refuse
to disclose remuneration. It is regulated by the accounting salén crucial areas the codes are not

directly comparablé’

However, with the exception of pure disclosure which is notiegdge to the UK, there were fewer
differences between the UK and Germany in respect of tyfegptanation. Descriptions of
alternative practice, empty justifications, principled justifions and company specific reasons are
found amongst the top six most frequently cited types of exptametiboth countries. One
significant difference is that in the UK the second magsoried type of explanation was
transitional justification for new entrants. This may be exgldiin part by the fact that the London
Stock Exchange is the third largest in the world after Newkand Tokyo, and is around twice the
size of its counterpart in Frankfurt. This, combined with thedtangding importance of the UK as a
financial centre, makes it an attractive place for cargsafrom outside the UK to obtain a primary

listing.

'8 These would be lower for analyses of 2006/7 astle revisions of June 2006 removed some of tfetibns to
the composition of such committees.

7 For this reason UK fund managers with an interesbrporate governance are said to turn to the Remation
Report on first receiving a company's annual repather than the Corporate Governance section.
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Globalisation of capital also explains why many countries outeEl&/K have been keen to instate
a code of corporate governance based on Combined Code or the@&€@nd indeed, to
incorporate comply-or-explain. In this respect the UK hasy@aolver advantage,' but the question
remains of whether or to what extent regulation by code and gasmaxplain can be successfully
incorporated into other countries' systems for controlling corpbedtaviour. The genesis of the
UK code and of comply-or-explain lies not in academic researaorporate ethics or
organisational behaviour but in British empiricism and a ti@diof self-regulation. In designing
the original code the Cadbury Committee took into account UK cdgppractice and the structure
of the UK capital market where a (relatively) few powefim&ncial institutions control around
80% of the stockmarket. These institutions have both the intardghe resources to monitor and
enforce the code provisions. Where different institutional arrangesnpeevail supervising
authorities may have to resort to incorporating elementseaf ¢ode into statute law or set up
statutory regulatory bodies to monitor and enforce complifhidewever, the globalising forces
that encourage other countries to instate codes of corporatengoeer- the desire to attract
international capital - also encourage isomorphism within capiakets, 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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Company
BP
HSBC Holdings
Vodafone Group
GlaxoSmithKline
Royal Dutch Shell ‘A’
Royal Bank of Scotland
Barclays
Anglo American
Astrazeneca
Rio Tinto
HBOS
Tesco
British American Tobacco
Lloyds TSB Group
BHP Billiton
Xstrata
Diageo
BG Group
BT Group
Unilever

| Standard Chartered

Aviva
Reckitt Benckiser

| National Grid
. SABMiller
| Prudential
| BAE Systems
_ Imperial Tobacco
Cadbury Schweppes
| Centrica
| Scottish & Southern Energy

Man Group

Marks & Spencer Group
BSkyB

Alliance Boots

Mkt Cap.
£111,702
£108,972

£85,717
£75,296
£73,405
£61,008
£48,920
£46,215

£39,171

£38,886
£38,386
£36,186
£34,044
£32,597
£31,610
£30,326
£29,021
£27,369
£26,660
£25,904
£23,702
£20,372
£19,837
£19,656

£19,208

£18,609
£15,510
£14,966
£14,845
£14,149
£12,697
£12,054
£11,693
£11,393
£10,943
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Rank
36
37
38
39
40
41
42
43
44
45
46
47
48
49
50
51
52
53
54
55
56
57
58
59

61
62
63
64
65
66
67
68
69
70

Company
Legal & General Group
Sainsbury (J)
Rolls-Royce Group
Old Mutual
WPP Group
Wolseley
Land Securities
Reed Elsevier
Morrison (WM)
Reuters Group
Hanson
Imperial Chemical Industries
Associated British Foods
Compass Group
Standard Life
British Land
Pearson
United Utilities
Shire
International Power
Lonmin
Experian
Antofagasta
Kazakhmys
Scottish & Newcastle
Smith & Nephew
British Energy Group
Kingfisher
3i Group
Carnival Corporation
Invesco
Alliance and Leicester
British Airways
Royal & Sun Alliance
Next

Mkt Cap.
£10,391
£10,154

£9,972
£9,274
£9,038
£8,630
£8,609
£8,408
£8,168
£8,066
£7,695
£7,584
£7,446
£7,346
£7,267
£7,255
£6,956
£6,776
£6,687
£6,589
£6,474
£6,343
£6,102
£6,082
£6,041
£5,775
£5,605
£5,586
£5,545
£5,352
£5,164
£5,039
£5,022
£4,970
£4,755
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Company
Cable and Wireless
Capita Group
Smiths Group
Vedanta Resources
Resolution
TV

| Hammerson

Northern Rock
Liberty International
Friends Provident

| Home Retail Group
InterContinental Hotels Group

Enterprise Inns
Johnson Matthey

~ Yell Group

Persimmon

: Barratt Developments
| Whitbread
Mitchells & Butlers

Severn Trent

- Punch Taverns
Tullow Oil

ICAP

Sage Group
Rexam

DSG International

' SEGRO

| Carphone Warehouse
| Schroders

| Burberry Group

Invensys

~ Rentokil Initial
Daily Mail & General Trust

FirstGroup

| Tate & Lyle

Mkt Cap.
£4,735

£4,619
£4,555

£4,551

£4,402

£4,399

£4,311

£4,271
£4,270
£4,160

£4,049

£3,967
£3,851

£3,776
£3,766
£3,727]
£3,624
£3,589
£3,512

£3,484

£3,467
£3,303

£3,293

£3,245
£3,238

£3,184

£3,153
£3,083
£3,076
£3,055

£3,048

£3,040
£3,039

£2,914

£2,831
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Rank
106
107
108

109
110
111

112
113
114
115

116
17

118
119
120

121

122
123

124

125
126

127

128
129

130

Company
GKN
London Stock Exchange
G4S
Bradford & Bingley
Kelda
Drax
Hays
Admiral Group
Alliance Trust
Premier Foods
Inchcape
Cobham
Informa
Travis Perkins
LogicaCMG
Taylor Woodrow
Tomkins
Bunzl
Cairn Energy
Wimpey (George)
easyJet
Pennon
Foreign and Colonial Inv Trust
Berkeley Group Holdings Units
IMI

Mkt Cap.
£2,823
£2,807
£2,760

£2,707
£2,689
£2 687

£2 588
£2 585
£2 557
£2 528

£2,486
£2,484

£2,462
£2,436
£2,427

£2.420

£2 401

£2,373

£2,345
£2,334
£2,296

£2.260

£2,245

£2,228

£2,031
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Company
BP
HSBC Holdings
Vodafone Group
GlaxoSmithKline
Royal Dutch Shell ‘A’
Royal Bank of Scotland
Barclays
Anglo American
Astrazeneca
Rio Tinto
HBOS
Tesco
British American Tobacco
Lloyds TSB Group
BHP Billiton
Xstrata
Diageo
BG Group
BT Group
Unilever
Standard Chartered
Aviva
Reckitt Benckiser
National Grid
SABMiller
Prudential
BAE Systems
Imperial Tobacco
Cadbury Schweppes
Centrica
Scottish & Southern Energy
Man Group
Marks & Spencer Group
BSkyB
Alliance Boots

A3.2

3.3.6.1

A33

3362

3362

A4l

3.3.1

A4z

A43

A44
33.2

A4s

A46

13362 |

A.5.1

A5.2

A.5.3

A6.1

ATA

[A72
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53]
54
55

56
57

58
59
60

61

62
63
64

65

66

67

68
69

70

United Utilities

Shire

International Power
Lonmin

Experian
Antofagasta
Kazakhmys

Scottish & Newcastle
Smith & Nephew
British Energy Group
Kingfisher

3i Group

Carnival Corporation
Invesco

Alliance and Leicester
British Airways
Royal & Sun Alliance
Next

3.3.1

3381

3.3.8.1 [3.3.8.1
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Appendix B: List of provisions of the German Cromme Coddhat all companies within the Dax 30, MDax and SDax respectilyeare 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

65



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
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