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Abstract

This paper analyses the regulatory framework wlapblies to the determination of directors’
remuneration in Europe and examines the extenthichAEuropean firms follow best practices in
corporate governance in this area, drawing on guireral analysis of the governance systems that
European firms adopt in setting remuneration amgbairticular, on an empirical assessment of their
diverging approaches to disclosure. These divergempersist despite recent reforms. After an
examination of the link between optimal remuneraticorporate governance and regulation and an
assessment of how regulatory reform has evolvatliinarea, the paper provides an overview of
national laws and best practice corporate govemaacommendations across the Member States,
following the adoption of the important EC Recomiai&tions on directors’ remuneration and on
the role of non-executive directors in 2004 and30@spectively. This overview is largely based
on the answers to questionnaires sent to legalresxfgem seventeen European Member States. The
paper also provides an empirical analysis of goaece practices and, in particular, firm disclosure
of directors’ remuneration in Europe’s largest 386d firms by market capitalisation. The paper
reveals that, notwithstanding a swathe of reform®ss the Member States in recent years and
related harmonisation efforts, disclosure levels \&ry from country to country and are strongly
dependent on the existence of regulations anddrastice guidelines in the firm’s home Member
State. Convergence in disclosure practices istna@, only a few basic standards are followed by
the majority of the firms examined and there isrsfy divergence with respect to most of the criteria
considered in the study. Consistent with previasearch, our study reveals clear differences not
only with respect to remuneration disclosure, Bsb avith respect to shareholder engagement and
the board’s role in the remuneration process andeiting remuneration guidelines. Ownership
structures still ‘matter’; these divergences teaddlow different corporate governance systems
and, in particular, the dispersed ownership/blockiimg ownership divide. They do not appear to
have been smoothed since the EC Company Law APlim was launched and notwithstanding the
harmonisation that has been attempted in this.field
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INTRODUCTION

Few other issues have generated as much interéisé inorporate governance field in the
past decade as executive remuneration. Major catpa@candals internationally, such as Enron,
Worldcom, Ahold, Vivendi, and Skandia, were assdawith flawed executive pay structures and
the related generation of perverse managementtisiesh The focus on executive remuneration
has since sharpened further with the 2007-200%diiaé crisis, as flawed executive pay structures
have been linked to excessive risk-taking by baaks financial institution$. Shareholder and
stakeholder interest in executive remunerationreéamined acute in recent years and persisted after
the intense focus of the Enron-&emuneration structures have also evolved, taflgthe wider
dynamism of corporate governance but also the petecentrality of remuneration to strong
corporate performance. Boards constantly re-evaltkadir firms’ remuneration structures in order
to respond to changes in their operations and odvieng best practices in their home markets and
beyond. This focus is rational; executive remunematstructures can provide a powerful
mechanism for managing the risks which arise frben separation of ownership and control in
large firms? Agency theory suggests that the performance-b@sedneration contract, which links
pay to shareholder wealth via performance indicasuch as share prices and accounting-based
targets, is a powerful way of attracting, retainargd motivating managers to reflect shareholders’
interests. This is particularly the case in dispdrswnership corporate structures where agency

costs can be high and where different instrumentduding performance-related remuneration

! See: J.C. Coffee (2006 A, Theory of Corporate Scandals: Why the US and giiffer, P. DaviesEnron and
Corporate Governance Reform in the UK and the Europ@éammunityS. Deakin and S. J. Konzelmar@grporate
Governance after Enron: An Age of Enlightenmantl. Armourand J. A. McCahery (eds.), “After Enron: Improving
Corporate Law and Modernising Securities RegulatiorEurope and the US”, Oxford: Hart Publications;Hill
(2006),Regulating Executive Remuneration: International Depelents in the Post-Scandal EEyropean Company
Law, Vol. 3, p. 64.

> See for example, Financial Services Authority (FSPhe Turner Review. A Regulatory Response to the Global
Banking Crisig2009), pp. 79-81.

3 Shareholder activism on remuneration in the UKkeased sharply over the financial crisis and irigaar in early
2009: Editorial:Shareholder dutieg=inancial Times, 11 May 2009, p. 10.

* For an analysis of the executive pay contrach&dontext of dispersed and block holding systepesG. Ferrarini
and N. Moloney (2005)xecutive Remuneration in the EU: The Context for fiRefal Oxford Review of Economic

Policy, p. 304.
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schemes, but also monitoring by outside directord @viewing by independent auditors, may
mitigate agency costs and risks.

The debate on executive remuneration is multiteateExtensive analysis has, for example,
been carried out on the optimal pay structure fignang pay with performance in order to reduce
agency costs. Reflecting the assumption of muchhef‘law and finance’ literature that ‘law
matters’, executive remuneration has also recdr@ome characterised as a regulatory issue, with
flaws in executive remuneration structures beingdd to insufficient regulation. Remuneration has
also become a public policy issue and regarded &sget for legislation® as public outrage,
particularly over the financial crisis and with pest to ‘rewards for failure, has led to pressare f
visible action and retributiohThe risks of executive remuneration accordinglwmxtend beyond
the corporate decision-making sphere and are dguaithin the regulatory and legislative sphere,
and so include the many risks associated with eggoyt intervention.

The debate is also multi-jurisdictional, reflectitige changing dynamics of remuneration,
regulation and corporate efficiency in differenivgmance systems. The European Union (EU), in
particular, provides a richly fertile ground foetHirectors’ remuneration debdte.

This paper places the remuneration debate in aFmwsin, EU regulatory context and
considers the impact of the corporate governarfoems in the 2003 Company Law Action Plan. It

also provides an empirical analysis of the goveceasiructures which apply to the determination of

®>R. Posner (2009Are American CEOs Overpaid, and, If So, What if Amgtt8hould Be Done About Jt88 Duke L.J.
1013, 2009.

® Well-illustrated by the UK experience and widespr@ublic hostility to the pension payments madBBS ex-chief
execution Fred Goodwin. But public hostility at pagnts to leaders of failed institutions has beetegpread, although
the US and British public remain more sympathdti¢,contrast with their continental counterparts btmus-based
payment in principle: R. MilneSharp divide in public opinion on bonus culturnancial Times14 April 2009, 6.

" For previous studies on executive remuneration resgective EU reforms see the following: G. Fémiaand N.
Moloney (2004),Executive Remuneration and Corporate Governance én Bb): Convergence, Divergence, and
Reform Perspectiveg Ferrarini, Hopt, Winter, Wymeersch (Edfgforming Company and Takeover Law in Europe
Oxford University Press, p. 267; G. Ferrarini, Nolbhey, C. Vespro (2004kxecutive Pay: Convergence in Law and
Practice Across the EU Corporate Governance Faulfliime Journal of Corporate Law Studies, Hart Pubtighi
Cambridge (UK), p. 243; G. Ferrarini, N. Moloneydaf€. Vespro (2003)Executive Remuneration in the EU:

Comparative Law and PracticECGI Law Working Paper 09/2003; Ferrarini and Melprsupranote 4.
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remuneration in European firms, particularly witsspect to firms' disclosure of remuneration
policy and practices just before the financialistis

As we show in this paper, different types of crigisovoke different reactions to
remuneration and generate different perspectivestien remuneration design debate. The
technology bubble in the latter half of the 1990as a consequence of a speculative era which was
also reflected in the approach adopted to execuéwaineration over that periddfhe corporate
scandals that occurred during the 2001-2003 ‘Emman-saw share option pay, in particular,
become associated with the distortion of manageineentives and with the related manipulation
of financial disclosure. The Enron-era also leccadls for better alignment between management
interests and shareholder interests through execuwimuneration structures and, in particular, to
support for high-powered and long-term incentiveshie form of equity-based pay. The debate did
not, for the most part, however, focus on remumanapolicy generally; the characterisation of
executive remuneration as a device for minimisiggrey costs to shareholders and aligning
management and shareholder interests remainedthmant one. Following the 2007-2009 crisis,
however, stronger legislative intervention in tleenuneration area is being advocated in order to
achieve better alignment of remuneration with teking by financial institutions and to support
increased stakeholder engagement. In particular, etimerging ‘stakeholder value’ analysis of
remuneration is expanding the range of interesistizch remuneration should align management
interests to include counterparties, auditors, yamtsl customers and the public interest in findncia
stability. The stakeholder analysis is also beirgressly advocated by the European Commission
with the two Commission Recommendations on remuiografollowing the financial crisis
advocating ‘stakeholder’ rather than simply ‘shatdbr’ monitoring of the remuneration process.

For example, the Commission has affirmed that bt#h2009 Recommendations are “without

8 When using the term ‘director’, we follow the Coiission’s definition of the director as “any memxr the
administrative, managerial or supervisory bodiesaofisted company”. see 2004/913/EC, Art. 2.1. Wkerrdo
‘regulation’ as the mix of public regulation, recovendations and best practice codes.

°p. Bolton, J. Scheinkman and W. Xiong (200B}y for Short-Term Performance: Executive Compensition
Speculative MarkefECGI - Finance Working Paper No. 79/2005, avadlatil
http://papers.ssrn.com/sol3/papers.cfm?abstradd Q4 2.



prejudice to the rights, where applicable, of sopatners in collective bargaining”. In particular
the Recommendation on remuneration in the finars2alices sector underlines the importance of
compliance with standards governing the relatignghth interested parties, such as clients.

The need for firms to focus on long-term ratherntten short-term performance is a
recurring theme of the reform movement, whilst tiesv swathe of reforms similarly emphasises
the need for remuneration to be symmetric with @ffe risk management. The remuneration
model which led to the financial crises caused @e® incentives that amplified excessive risk-
taking, which, in the end, threatened the globalkeis. The emerging remuneration model is likely
to include incentives which encourage better rislhagement and penalise failure. But there is also
a strong public concern that, to be optimal, paguthalso be ‘fair’. But here intervention becomes
risk-laden and difficulties with contractual righdasise. Establishing rules or guidelines on optimal
pay, which also respond to public concerns witlpees to fairness, is not an easy task. It is even
more difficult on the European stage.

Our research shows that transposition of the lessbitous 2004 and 2005
Recommendations into Member States’ regimes has aelgieved only in part. Additionally, and
consistent with previous resear@mur study reveals clear divergences between desritr their
requirements with respect to remuneration disclssinareholder engagement, board’s role in the
remuneration process and pay guidelines. Theseg#imees are in line with different corporate
governance systems and appear not to have beernr@dmince the Commission’s Company Law
Action Plan was launched.

Although the influence of corporate governance meg is marked, the persistent
divergences may also be in part related to how Goenmission approached harmonisation.
In its first wave of reforms in 2004-2005, the Guission opted for a self-regulatory, market-
based approach, based on non-binding Recommenslati@neby respecting differences in national

traditions. In practice, most of the Recommendatigirovisions have been transposed on the

19 See Ferrarini and Molonegypranote 4 and 7; Ferrarini et aypranote 7.



‘comply or explain’ basis rather than through pablegislation. As a result, convergence of
regulations on board practices, disclosure and eslodder participation in the directors’
remuneration process is far from being achievedwitlostanding the limited success of the earlier
Recommendations, however, a new wave of reforms lbesn launched with the 2009
Recommendations, which make provision for an asee role for the board in remuneration
governance, address clawbacks and ‘golden parahamel the adjustment of remuneration to
effective risk management. More harmonisation amdatgr regulatory intervention in the
remuneration process is also envisaged. But experiwith the first wave of reforms makes their
success questionable.

Our research on the degree of conformity of Eurogeans with the Commission’s 2004
and 2005 Recommendations and with international Ipeactices reveals, in particular, that
disclosure of directors’ remuneration, central tieeive monitoring of remuneration, varies from
country to country. Disclosure practices appeabeostrongly dependent on local rules and best
practice guidelines in home Member States. Onlgwa ore requirements are followed by the
majority of firms; for the most, the pattern is avfedivergence with respect to the different créer
considered in this study. Firms tend to place tlgbdst importance on basic requirements, such as
the existence of the remuneration committee, ttoptoh of a remuneration policy and individual
disclosure of emoluments; requirements for moraibbet disclosure with respect to directors’ terms
of contracts and qualitative information regardpegformance-linked remuneration have generated
lower interest from firms. Boiler-plate disclosures limited use in practice, are common in firm
disclosure. But the effective assessment of renatioer by key stakeholders requires adequate and
effective disclosure on the remuneration contradthough disclosure has somewhat improved
following the 2004-2005 EC Recommendations, a clead comprehensive overview of
companies’ remuneration has not been achieved.prajadices effective remuneration governance
and obstructs effective assessment of the remuoreraystem adopted by firms. Overall, the

Recommendations have not led to a proper undeisgamd remuneration structures in European
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companies. Given the increased complexity of rematimn structures, understanding, in practice,
has weakened.

The paper is structured as follows. Section 2 ghits how appropriate governance can
drive more efficient remuneration structures anavhbe related regulatory reform agenda has
developed in recent years in the EU. Section 3igesvan overview of the EU’s harmonisation
efforts (namely the Commission’s Recommendationshenrole of non-executive director and on
directors’ remuneration) and of local responsedamber State level. Our analysis of Member
State regulation of directors’ remuneration is blaselarge part on the answers to questionnaires
sent to legal experts in seventeen European Mel@dtades. Section 4 examines European firms’
remuneration governance and disclosure practicesvalenced by the disclosure provided by
Europe’s largest 300 listed firms by market cam&dion with reference to 2007. The last Section

concludes and suggests reform proposals.

2. DIRECTORS’ REMUNERATION FRAMEWORK

2.1 Pay alignments

In principle, levels of executive remuneration saasxplicable. In 2005, average total US
CEO annual pay was $2,164,952, comprised of apmrabely 27% base salary and 62% variable
pay (largely composed of long-term incentives).2007 the median pay of CEOs of S&P 500
companies was $8.8 million.In Europe, levels of pay were somewhat lower Mawiable elements
were also predominant; the median CEO total sataB007 was €5,020,000, with a median base
salary of 1,300,008 However troubling levels of pay may be, perfornebased bonuses and
long-term incentives typically form the main paftexecutives’ remuneration. But is variable pay

of this kind aligned with the performance measuweswhich it is notionally based? The optimal

' R. Thomas (2008))nternational Executive Pay: Current Practices andtfa Trends Vanderbilt Law and
Economics Research Paper No. 08-26, availablegt/ptipers.ssrn.com/sol3/papers.cfm?abstract_ids125
12 see study done by Hay Grouipw Chief Executives are paidanuary 2008.



design of executive remuneration and its alignmentorporate performance was traditionally an
issue for boards and shareholders, and so a funetitheir characterisation of the determinants of
strong corporate performance, typically profits gndwth, and of the ability of these performance
indicators to align remuneration efficiently. Théssnow changing. Although the Enron-era saw a
sharper focus on the link between flawed execyise structures and wider market efficiency, the
2007-2009 financial crisis has seen executive reration move from the shareholder agenda and
become associated with wider financial market &tgband a concern for a wide stakeholder
community, including regulators, investors and fhélic generally. In particular, the risks of
flawed remuneration structures have become assdciaith the catastrophic failure of market
discipline implicated in the crisis. The traditibmaimacy of the shareholder interest in executive
remuneration and the link between remuneration prafits/growth, however flawed in its
execution, is therefore being challenged by a wglakeholder interest as the systemic risks from
poor remuneration structures within banks in paléichave become clearer.

The crisis has also seen the traditional view gl levels of remuneration are justified as
long as remuneration aligns shareholder and managemterests effectively come under threat. It
appears that public opinion on remuneration legklEnges with different economic cycles. In their
provocative book, Bebchuk and Fried suggest thatl@rels of compensation would be acceptable
as long as the “incentives effects actually sehareholders™® But Gordon has suggested that the
executive remuneration debate takes place in twanise: one focuses on maximising shareholder
value; the other focuses on the social implicatiohsvealth and powe¥ Reflecting the latter
dynamic, the 2007-2009 financial crisis has ledittespread public hostility to the notion that high
levels of remuneration are justifiabfeThe executive remuneration question has evolveoh fa

concern as to how to achieve optimal pay structthhasreward performance into a concern as to

13 L. Bebchuk and J. Fried, “Pay Without Performaritee Unfulfilled Promise of Executive Compensationriard
University Press.

143, Gordon (2005)xecutive Compensatioif: There’s a Problem, What's the Remedy? The Cas€dmpensation
Disclosure and Analysislournal of Corporation Law.

15 Milne, supranote 6.



whether pay structures are ‘just’ and, in particuti not reward failuré® As noted above, the
remuneration debate is also being linked to thelemement of wider stakeholder objectives,
particularly with respect to systemic stabiftfySimilarly, the wider stakeholder value debatelss a
impacting on the remuneration debate; other stdler® such as employers, customers, auditors,
analysts, and the public at large are regarde@wasdpan interest in firms’ remuneration policy and
are being empowered to assess independently themioand financial status of the firm.
Whatever the performance indicators which areakesaind whether they are shareholder or
stakeholder driven, both short-term and long-tamoentives seem poorly designed for the purpose
of connecting remuneration and performance. Itow clear that executive remuneration has not
closely followed company performance; remuneraf@tkages seem to buck wider economic
trends. For example, the most recent studies aaydhie period when the financial crisis began to
emerge show that CEO compensation in S&P 500 compavas approximately USD 8.4 million
in 2007 and did not reduce in 2008 when the econwas/weakenind® More generally, executive
compensation has increased steadily, as firms hwreased in size, in the past three decades.
Gabaix and Landier indicate that the average CE& tompensation and firm size have increased
six times between 1980 and 2003This sharp increase in executive compensationléwso a
strong public sentiment that CEOs are overly corepgtd for firm performance that is largely
related to wider economic factors. The increas€lHO compensation is also seen as linked to the

increase in CEO powé?.

16 Although the Turner Review was careful to distirsfubetween the debate on levels of remuneratiorthvitdid not
regard as its concern, and the debate on appremiggntive alignment with respect to stability,iethwas its concern.

" For example, the FSA is considering the adoptiom Gode on executive remuneration which would hale status
for systemically important institutions: Turner Rew, p. 80 supranote 2.

18 Understood as average total pay. This is mainigesced at banks. See OEQIyrporate Governance Lessons from
the Financial Crisis 2009; the Associated Press study at
http://www.shareholderforum.com/sop/Library/20080908al.htm.

19 X. Gabaix (2008) and A. Landiewhy has CEO pay increased so nijcQuarterly Journal of Economics 123, 49-
100.

% See L.Bebchuk and J. Fried (2003Executive Compensation as an Agency Propléaurnal of Economic
Perspectives, vol. 17, pp. 71-92; L. Bebchuk, ied-and D. Walker (2002Managerial Power and Rent Extraction in
the Design of Executive Compensatibmiversity of Chicago Law Review 69, 751-848psnersupranote 5; L.

Bebchuk and J. Fried (2008 xecutive Compensation as an Agency Proplournal of Economic Perspectives, vol.
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2.2 Remuneration governance

A range of factors seem to combine to produce yardmuneration design. Prior to the
financial crisis, the literature focused on the ssing link’ between remuneration and corporate
performance and highlighted governance failureshawv remuneration was determingdThe
2007-2009 crisis has also revealed poor ‘remur@ragovernance’ as a main contributor to the
failure of remuneration structures to capture esiwesrisk-taking allowing design failures to
emerge through conflicted pay-setting processeslautbsure failure&?

‘Remuneration governance’ has a number of elempalgding disclosure of remuneration,
board monitoring of remuneration structures (patéidy by independent directors) and shareholder
voice (or the controversial ‘say on pay’ mechanisiit)ese elements are interlinked. Corporate
governance codes typically affirm that one of tlward’s central responsibilities is to align key
executive and board remuneration packages withahg-term interests of the company and its
shareholder§® But comprehensive disclosure supports strongerdbmanitoring by strengthening
the board’'s ability to withstand managerial pressand, through reputational and publicity
dynamics, stimulating shareholder and public reactivhich can lend further legitimacy to a

board’s position and enhance the public perceptifothe social value of remunerati6h‘Say on

17, pp. 71-92; L. Bebhchuk, J. Fried and D. Walkdl0@), Managerial Power and Rent Extraction in the Design of
Executive Compensatipbniversity of Chicago Law Review 69, 751-846.

1 See for example Coffee Jr. and John C. (2@0Fheory of Corporate Scandals: Why the U.S. and fruiffer,
Oxford Review of Economic Policy21(2), p. 198-211; Coffee Jr. (20033atekeeper Failure and Reform: The
Challenge of Fashioning Relevant Refor@slumbia Law and Economics Working Paper No. 23; Core, R.G.
Wayne and R. Thomas (20043, US CEO Compensation Inefficient Pay Without Peréoreg Vanderbilt Law and
Economics Research Paper No. 05-05; U of Pennfdndtaw & Econ Research Paper 05-13; L. Enriques arfe. P.
Volpin (2007),Corporate Governance Reforms in Continental Eurgleeirnal of Economic Perspectives, Vol. 21, No.
1, pp- 117-140, G. Ferrarini and P. Giudici, (20@ancial Scandals and the Role of Private Enforagm&he
Parmalat Casein Armour, McCahery (Eds.), “After Enron”, Hart Righer, 2006, p. 159.; J. HilRegulating
Executive Remuneration: International DevelopmenthénPost-Scandal Er&uropean Company Law, Vol. 3, p. 64,
2006; B. Holmstrom (2005Ray without Performance and the Managerial Power dilgpsis: A Commeniournal of
Corporation Law, 30(4y03-713.

%2 Report by High-Level Group of Financial Supervisiontie EU chaired by Jacque de Larosiére, February 2009;
The Turner Reviewsupranote 2; Viral A. and M. Richardson (Eds.) (200Rgstoring Financial Stability: How to
Repair a Failed System\YU Stern.

%3 See OECD Principles of Corporate Governance, 2Béidciple VI.D.4; see also corporate codes of EUniMer
States, available at ECGI website, http://www.eegimdes/all_codes.php.

24 See analysis of executive remuneration remedi€drgon supranote 14.
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pay’ mechanisms are similarly of limited value ws¢hey are coupled with extensive and effective
disclosure.

The intuition that strong remuneration governand®ufl lead to more effective
remuneration structures and to a better alignmidirector and shareholder interests is reflected i
the evidence that firms with sound remunerationegoance structures are more compliant with
other governance principles, as compared to fitmas appear to be in compliance as a matter of
form but are not compliant as a matter of substahtteis also reflected, more generally, in the
emerging, if controversial, evidence (based onssssents of firm-level corporate governance in
different countries) that sound corporate goveraascelated to firm value. Some studies suggest a
positive relationship between corporate governgmeetices and growtff. But the link between
corporate governance practices and growth is niitegnclear. There is evidence to suggest that
there might not be a relationship between firmstpooate governance practices and their
performancé’ It has also been suggested that firm value dependsountry-level shareholder
protection laws as well as on firm-level corporgterernance attributés On the other hand, the
costs related to the implementation of corporateegmance mechanisms seem to be lower than the
monitoring benefits which result in higher cashwifoaccruing to investors and lower costs of
capital for firms* Accordingly, firms should understand the impor@mé different elements of

sound corporate governance and, particularly, tl¢erchinants of effective remuneration

%5 Referring to financial firms, which can be extedde all industries: Financial Stability ForumSF Principles for
Sound Compensation Practi¢éspril, 2009.

% See M. Ammann, D. Oesch and M. Schmid (20Q®yporate Governance and Firm Value: Internationald@rice
Swiss Institute of Banking and Finance, University St. Gallen; R. Aggarwal and R. Williamsobjd New
Regulations Target the Relevant Corporate Governaittédbutes? Working Paper, Georgetown University; available
at: http://papers.ssrn.com/sol3/papers.cfm?abstts91411; V. Bruno and S. Claesse@isrporate Governance and
Regulation: Can There be Too Much of a Good Thif2G| Finance Working Paper No. 142/2007 and WBddk
Policy Research Working Paper, available at: Hpppers.ssrn.com/sol3/papers.cfim?abstract_id=956329
Chhaochharia and L. Laeven (200Cprporate Governance, Norms and PracticE€GI Finance Working Paper No.
165/2007, available at: http://papers.ssrn.com/paf®rs.cfm?abstract_id=965733.

" For example N. Fernandes (200Bpard Compensation and Firm Performance: The Role nfiépendent” Board
Members ECGI Finance Working Paper No. 104/2005; L.D. Brpamd M.L. Caylor, (2008)Corporate Governance
and Firm Operating Performanc®ev Quant Finan Acc (2009) 32:129-144; S. BhdjaBolton and R. Romandhe
Promise and Peril of Corporate Governance IndicesOROECGI Law Working Paper No. 89/2007, Yale Law &
Economics Research Paper No. 367, available ati//ptpers.ssrn.com/sol3/papers.cfm?abstract_id=22119

28 Bruno and Claessersypranote 26.

2 Ammann et al.supranote 26.
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governance, and regard effective remuneration gavere as an opportunity rather than as an
obligation which imposes costs.

But it is also clear that remuneration governare ot been effective. As outlined above,
boards appear to have failed in aligning remunematio performance, whether in terms of
traditional growth/profit determinants or in terroswider stakeholder interests. Either regulation
has been weak, its application ‘in action’ has b#lawed, or there have been failures on both
counts. But it could also be that the assumptiat, tm principle, performance-based variable
remuneration delivers stronger shareholder vallegtwhas underpinned the remuneration debate,
is neither a robust assumption for understandirgg@ve remuneration or on which remedies can
be based, given the extent to which performanceéesmunerations structures can be manipulated
to deliver excessive payments to directors (asrmdtlfurther below§’ A series of global corporate
scandals have repeatedly revealed serious flansmaneration practices and raised questions as to
remuneration governance and, in particular, thieieffcy of the board.

Governance reform has been central to the EU’s menation agenda. The EC Treaty grants
competence to the institutions to act in the cafogovernance sphere, affirming that economies
only work if companies are run efficiently and tsparently and are sensitive to concerns of their
shareholders and, where relevant, of their stakiehsi’ The EU’s response to the various
corporate scandals and to the repeated failureagftp align interests has been to focus on
governance. It has promoted best practices andosigal greater convergence through a mix of
binding and non-binding governance measures wigspact the diversity of the different corporate
governance systems within the EU as well as ongoirapges in market practices. The design of
executive remuneration was not, however, a congetime EU prior to the financial crisis, although

this position has since changed. The ‘Enron-erafi@any Law Action Plan reforms focused

%0 See several critiques to Bebchuk and Fried bodie @nfulfilled Promise of Executive Compensationfjich
argues that the compensation levels are best expldly managerial rent-seeking: J. Gordon, supi@ ¥ Bolton et
al., supranote 9 Ferrarini, G.Grande paghe, piccoli risultati: “rendite” dei mawgars e possibili rimedi (a proposito
di un libro recente]ltalian), Rivista della Societa, N.4.
31 Article 44(2) of the EC Treaty.
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instead on improving remuneration disclosure and emsuring the independence of the
remuneration process. The details of the EU regintkits application into national regulations and

practices are analysed in Section 3 and 4 of gyep

Disclosure

Disclosure is central to the adoption of effectieenuneration contracts in the EU. As well
as improving monitoring (as discussed below), dsagte can respond to the particular agency
costs of executive pay across both dispersed ayukiblding systems and so minimize regulatory
intervention in governance choices and structtfres.

If investors are to be able to assess remunereglative to performance, boards, as a matter
of good practice, should produce and disclose aunenation policy statement covering board
members and key executives, explaining the relgtignbetween remuneration and performance
and including measurable standards that emphdseskomng-term interests of the company. In the
wake of the financial crisis, it is also clear thans should also demonstrate to regulators aed th
other stakeholders that their compensation polieies sound, thereby facilitating constructive
engagement with stakeholders and, in particul&utidg potentially unhelpful ‘outrage’ effects.

But disclosure policy must be nuanced and effertiigclosure must be ‘processabfeind
relevant. Enhancing disclosure does not simply m@aniding more details about remuneration
packages. Remuneration disclosure must be publishadctlear and exhaustive manner and allow
for easy assessment of the performance link ae@llid easy industry comparison. Most analysis
supports the view that the UK and US disclosureaesys provide the most complete accounts of
directors’ remuneration, by requiring separate nmeenation reports that include all elements of

remuneration governance as well as details on reration packages. Although disclosure policy

%2 Ferrarini and Moloneysupranote 4.
% For example J. Cox. and J. Payne (2008)utual Fund Expense Disclosures: A Behavioural Per$pgc83

Washington University Law Quarterly 907.
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must be carefully managed to avoid the risks aagegiwith disclosurd the benefits of effective
disclosure are potentially considerable; it canpsupstronger shareholder monitoring, better board
discipline, mitigate the risks of board capture ahdemuneration becoming an occasion for looting

by directors (as outlined below), and increaserdbaacountability to the shareholders.

Board Independence

The effectiveness of executive remuneration is addated to board independerceThe
remuneration contract is typically regarded asn@edy for the agency costs of dispersed ownership
and it may also protect minority shareholders agjaatbuses of power by controlling shareholders
in blockholding governanc®. But executive remuneration can also be regardedeagrating
agency costs in that the setting of executive resration provides conflicted directors with an
opaque device for extracting benefits from the filnconflicted board may use the pay-setting
process to influence remuneration to the detrineérthe shareholders by, for example, adopting
weak performance targets, awarding share optiokgugs which reward wider market gains and
resetting performance targets where they are naf noards may become conflicted in a number
of well-documented way® a dominant CEO, for example, can prejudice thepeadence of the
remuneration process (as well as the appointmerdlnfst and independent-minded non-executive
directors), while the absence of shareholder imibeein the director selection and compensation
process generally also undermines board indepeetle@orporate scandals are often examined in

term of boards’ failure to fulfill their role asdependent monitors of the remuneration process.

3% Downside effects have also been expressed: seexfumple Gordonsupra note 14. Additional disclosure may
contribute to escalation of executive compensdiierause of increased transparency.
% See extensive analysis of independent directo@oimion, J. (2007)The Rise of Independent Directors in the United
States, 1950-2005: Of Shareholder Value and Stakéd Prices Stanford Law Review, Vol. 59, No 6.
3 See further Ferrarini and Molonesypranote 4.
37 For further analysis of the executive pay and agenodel see Ferrarini and Moloneypranote 4.
38 See further Ferrarini et abypranote 7.
39 See Bebchuk comments on corporate elections: LciBéb(2005),The Case for Increasing Shareholder Power
Harvard Law Review, Vol. 118, No. 3, pp. 833-914nuky 2005 (Previously tittedhe Case for Empowering
Shareholders
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In mitigation, the monitoring role of the indepentenon-executive director is typically
viewed as essential in areas that are vulneraltertflict of interest risk, including the nominatio
of directors and audit, but also remuneration. Ttependent director has a role to play in both
dispersed and blockholding systems. In dispersedemship systems, shareholders are unable to
monitor management closely. Non-executive directbisvever, can close the information and
monitoring gap to which shareholders are exposed.tlis depends on the independence of the
non-executive directors from the executive board. Hlockholding companies, controlling
shareholders have the power to monitor and inflaemanagement as they have easier access to
information and strong ties to the board. But mityashareholders can be protected and conflicts of
interest can be avoided by non-executive directon® are independent from the controlling
shareholders.

Regulation in this area therefore typically seeis ensure sufficient director
independencé although there is some evidence the board indegeredis not related to the long

term performance of a firft.

‘Say on Pay’ and Shareholder Voice

The remuneration governance matrix also includesestolder voice and the engagement of
shareholders in the pay-setting process. The ‘saypay’ mechanism, supported by effective
disclosure, might be regarded as fundamental &c®fe remuneration governance, although it is
of widely varying importance across Europe. Remaiti@n is currently a ‘hot topic’ at general
meetings; what has been described as a ‘spreadargl®lder revolt’ on remuneration is currently

underway in the UK? primed by co-ordinated institutional investor wistin. But shareholders’

40 Sometimes “sufficient” is understood as “full” imlendence. In Section 3 we explain the differepr@gches in

various Member State regulation.

“1 For example, Bhagat et akypranote 27; B. Bhagat and B. Black (200Zhe Non-Correlation Between Board

Independence and Long Term Firm Performatdoairnal of Corporation Law, Vol. 27, p. 231-273.

42 K. Burgess and J. Crofrovident bonuses shot down by sharehold@isancial Times 7 January 2007 p.21.

Shareholders have either voted against remunenatilicies, or shown large dissenting minoritiesainumber of high-
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rights to monitor remuneration policy or to paip@ie in its design differ across Europe, reflecting
different ownership structures and the diverginte rof the general meeting. In blockholding
systems, the presence of controlling shareholdens neduce the importance of a vote, given their
implicit influence upon the board and their primarterest in extracting rents; of course, in theory
shareholder votes on board strategies, includinguneration policy, is nonetheless considered a
best practice mechanism for protecting minorityrehalders. There may also be wider resistance to
a ‘say on pay’ by other interest groups. In Germday example, where current employees may
serve as members of the supervisory board, emplayeas typically do not support a shareholder
‘say on pay’ as this would reduce their power ia flupervisory board. And although shareholder
voice is more usually associated with dispersedesgmp, collective influence “behind the scenes”
in these companies could also diminish the imperaof the actual votd Nonetheless, recent UK
corporate practice suggests enthusiastic reliandeeshareholder remuneration vote.

The impact of shareholder votes on remuneratiorcipsl is not as yet clear, particularly
where the vote is advisory only. Nevertheless, raneotion in principle between shareholders and
corporate remuneration policy is, at least, creatbdre the mechanism exiéfsWhether advisory
or binding, a shareholder vote on the remuneratmicty can have significant influence upon the
board, as long as it is compulsory. For example,UK vote was introduced by law in 2d®2nd
Is advisory, insofar as payments made or promigetiréctors do not have to be repaid in the event
that the ordinary resolution on remuneration (reggia 50 per cent majority of those voting) is not
passed® However, the failure to obtain approval effectivamounts to a vote of ‘no confidence’ in
the remuneration committee, is regarded as a &gnif blow to the board’s authority and is

typically widely reported. Companies facing a negatvote usually have good warning of

profile UK companies including Provident FinancidRG and BP, with some predicting that ‘no’ votedl Wwecome
more common: K. BurgesShareholders to adopt tougher stapnEsmancial Times7 May 2009, p. 23.

43B. Cheffins and R. Thomas (2008hould Shareholders Have a Greater Say Over ExecRty? Learning from the
US ExperienceJournal of Corporate Law Studies 1: 277-315.

“ For an analysis of the ‘say on pay’ effects seadGw, J. (2008)Say-on-Pay: Cautionary Notes on the UK
Experience and the Case for Shareholder OpEBGI - Law Working Paper No. 117/2009, available at
http://papers.ssrn.com/sol3/papers.cfm?abstract 262867

> Companies Act 2006 s. 439.

“ In case of a negative vote, payments made or geahid directors would not have to be repaid.
17



impending problems — for example, via press andrestwdder comment and flagging by
representatives of institutional investors (suchih@sAssociation of British Insurers) and/or proxy
voting. On the other hand, thorough engagement dsguneration committee members with
institutional shareholders once a problem has mden enables a negative vote to be avoided. In
this way remuneration committees, by means of ttergial effects of the ‘say on pay,” have more
power in setting the remuneration of executivesiarfdcing down hostile boards and remuneration
governance is strengthened. Where the committeealso assisted by external advice, they have
greater ability to negotiate with influential shiaoéders, as long as remuneration consultants d@re no
already captured by the firm.

But the picture is blurred. Shareholder votes macome a hostage to populism.
Shareholders in every Member State are entitlacbte on share schemes such as stock options or
free grants of sharé4.But this has not improved remuneration design:eganopinion turned
against equity and option-based compensation #feercorporate accounting scandals came into
light and, more recently, after the financial @iblegan in 2007. This is not surprising given that
executive compensation has a history of being tadyéy populist attacks following market
declines and scandals. But it may obstruct thatglofF boards to adopt effective remuneration
structures where shareholders are sensitive teatyaries of public opinioff

The dynamics of shareholder voice in practiceadse more complex than a voting right
might suggest. Some companies have gone beyondrézgarements in seeking shareholder input

on their pay practice§. Institutional shareholders are also privilegedttirir access to boards’

" The origin of this rule was in the protection ofigkholders against dilution of capital. Now thepszof the rule is
broader and its rationale different, including arat limited to issues of design, to increase shadehs’ return on
investment.

“8 3. Bhagat and R. RomarReforming Executive Compensation: Focusing and Cdammiio the Long-Term2009;
Michael C. Jensen and Kevin J. MurplBerformance Pay and Top Management Incentidesirnal of Political
Economy (April, 1990), pp. 225-265; reprinted in kbel C. Jensen, “Foundations of Organizational t&igé,
(Harvard University Press, 1998).

9 See Wall Street Journal, “Companies Seek Sharehisipet on Pay Practices”, 6 April 2009. In its Mar26 proxy,
Amgen Inc. (US) directed shareholders to a 10-iuestinline survey. Queries included whether then idabased on
performance and whether the performance goals eleagly disclosed and understandable.
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policies. But the core issue remains: from theidett is difficult to assess whether remunerat®n

‘fair’.

2.3 Reforms

After the initial round of post-Enron reforms in@B2006 (the relevant European reforms
are discussed in section 3 below), internationéitpanakers engaged in a new round of executive
remuneration reforms in response to the finanaigiscand to the rescue of financial institutions;
these reforms stand in stark contrast to the eadierm movement in that, rather than focusing on
the remuneration/shareholder interests link, tleflect a concern to address excessive risk-taking
by systemically significant institutions and togaliremuneration with ‘sustainable’ or ‘long-term’
performance, as well as political pressure to icdeevels of remuneration in failing institutiomns
receipt of tax-payer funds. They also focus ondésign of remuneration, particularly the deferral
of bonuses, to a much greater extent than eadferms.

The US financial rescue legislation contains sdvpravisions directed at restricting the
compensation of executives in institutions in rptef government fund¥.In the UK, the FSA has
included remuneration in financial institutionsita proposed reforms to the financial system. In
October 2008, it issued a 'Dear CEOQO’ letter (towth?0 of the largest UK banks and investment
firms) which asked CEOs to review their remunerafiolicies against a set of high-level criteria
for good and bad remuneration policies for direstaemuneration’ This was followed in
February 2009 by a draft Code of Practice on rematime policied? and in March 2009 by a
Consultation Paper on “Reforming Remuneration Rrestin Financial Services”, which set out a

revised Code of Practice (applying to large bankd mvestment firms) and in which the FSA

0 “The American Recovery and Reinvestment Act of 20818 (February, 2009) aims to significantly reveithe
original executive compensation and corporate gavere provisions of Section 111 of the Emergency &oin
Stabilization Act of 2008 (12 U.S.C. 5221, "EESA"danill apply to all institutions that have receivedwill receive
financial assistance under the Troubled Asset RBlieffram (“TARP”).

L FSA,Dear CEOLetter, October 2008: Remuneration Policies.

52 ESA, Draft Code on Remuneration Practices, Mafif92
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consulted on its proposal to incorporate the Codieits Handbook, thereby giving it rule statfis.
The wide-ranging Turner Review also highlighted #8A’s reforms to remuneration within
financial institutions as part of it efforts to abe more effective risk management. In October
2008 the German government approved strict comditimr banks that made use of its rescue
package, including limits on managers' salariesubes and severance. At the beginning of 2009,
the Frenclgovernment toughened its approach to remuneratitamks in receipt of public money.
In return for a €10.5bn tranche of state capitd@cember 2008, it required them to curb severance
payments and to offer share options to managenmyifdhey were available to all employees; the
banks have complied with these requirements. IncM2009 the Committee of European Banking
Supervisors (CEBS) published its principles on reemation policy, which address the key aspects
of a well functioning remuneration policy and seeksupport the sound operation of banking
institutions. In its Communication to the Springr&uean Council (“Driving European Recovery”),
the Commission announced new regulatory reformghénfinancial services sector designed to
improve risk management and align pay incentiveth gustainable performanéé;two new
Recommendations on executive remuneration follo(@extussed further in section 3 below). One
strengthens the 2004 and 2005 Recommendationgectalis’ remuneration and on the role of the
non-executive directorS;the other addresses remuneration policies in iiahimstitutions-® Both

Recommendations are accompanied by a CommissionmDaioation on remuneratici. Earlier

3 FSA, Consultation Paper 09/IReforming Remuneration Practices in Financial Servi@@99). In the first instance,
the FSA proposes to apply the code to large bankdisaathorised investment firms (the Code will tfiere apply to
about 45 institutions) but it may extend the Canlalt other FSA-authorised firms. The Consultati@p@& suggested
that ‘although it is hard to prove a direct caus#t, there is widespread consensus that remuioergtiactices may
have been a contributory factor to the market €risn that they provided incentives for undulyksispractices (p. 3)
The Code (which includes rules, evidential provisiand guidance) includes the rule that a firm nastablish,
implement and maintain remuneration policies, pdoces and practices that are consistent with aoch@ie effective
risk management.

> COM(2009) 114.

5 The 2004 and 2005 Recommendations: EC Recommendasitating an appropriate regime for the remunenaif
directors of listed companies (2004/913/EC); EC Reunendation on the role of non-executive or superyisiirectors
of listed companies and on the committees of thpgvisory) board (2005/162/EC); the 2009 Recommigmtta
Commission Recommendation complementing Recommiemda2004/913/EC and 2005/162/EC as regards the eegim
for the remuneration of directors of listed comea(C(2009) 3177).

°® Commission Recommendation on remuneration polini¢ise financial services sector (C(2009) 3159).

> COM (2009) 211.
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the Financial Services Forum (FSF) agreed on arnational code of practice on remuneration
policies for financial institution3>

Whether or not this increased intensity of inteti@mwill impact on remuneration policies
remains questionable, particularly given the arohiof the current proposals, and, as discussed in
section 3, the only limited success of the 2004526€forms. Empirical research on US firms’
behaviour indicates that companies often find a waglude limitations on compensation through
adjustments to pre-regulation optimal compensatiamntracts. The result can be higher and more
opaque compensatioh.There is little evidence of the impact of regwation European pay
practices as yet, as the detailed restrictions gogitaced on financial institutions are being
implemented at the time of writing. The initial veawf legislation was aimed at prohibiting
incentive compensation for executives of finanaratitutions in financial difficulty and which
were the main recipients of governments’ funds. guen public sentiment concerning the high
levels of compensation received by market partitigarestrictions on executive compensation may
extend beyond the financial sector.

Shareholders and boards of directors have a comnterest in addressing the current
policy and regulatory concerns as to remuneratiorparticular through compliance with the
current provisions, as any new legislative inteti@nis likely to reduce their scope for manoeuvre.
Nonetheless, compliance with current remuneratiequirements and best practices remains
variable across the Member StatddDespite current tensions, the UK market has gégera
responded well to the essentially self-regulatiasdal requirements which govern executive

remuneration (primarily through the Combined Code @orporate Governance), with active

8 FSF principlessupranote 25.

%9 Following US Congress’ restrictions on income tieductibility of cash compensation to $1 millionS Uirms
altered their mix of compensation to reduce ca$driea and increase incentive compensation:; T. RerdyM. Zenner
(2001) Pay for Performance? Government Regulation and thactire of Compensation Contractdournal of
Financial Economics, vol. 62, issue 3, p. 453-48&il&rly, after the Sarbanes-Oxley Act of 2002 riegd clawbacks
of incentive-based compensation, US firms incredbestl compensation and decreased incentive conagiens D.
Cohen et al. (2007 he Sarbanes-Oxley Act of 2002: Implications for @ensation Structure and Managerial Risk-
Taking available at http://papers.ssrn.com/sol3/papfen@abstract id=1027448.

%0 See Section 4 of this paper.
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discussions between companies and investors on neration®® Communications between
companies and investors have also been enhancekebytroduction of a binding disclosure
obligation concerning remuneration disclosure am# tmandatory, if advisory, vote on
remuneration policy (section 3 below), althoughatiehs between investors and companies are
currently somewhat uneasy. By comparison, the @ental European approach has often been
criticised for poor compliance with best practiceddow levels of enforcement of legislative
requirements. Nevertheless, there is concern atnedsoard regarding remuneration at present and
reforms are likely to be widespread. The differenceapproach between the UK and Continental
Europe will probably become less visible once neles are in place. Practical evidence also shows
that differences in compliance with the Commissd®ecommendations in the Member States are
related to the ownership structures of the comganidispersed and blockholding ownership — and
to the board models.

But it is difficult to design effective remuneratioules and the scale of the current reform
project poses some risks, particularly given thé&dence that earlier reforms have not been
effective. On the other hand, it appears that laakens and remuneration consultants have
previously focused too much on linking pay to cagte performance and on aligning remuneration
with shareholder interests, characterised in teomsorporate profits and growth. It has been
argued that the performance-oriented elementsrotineration, designed to align shareholder and
management interests, distorted incentives as neasidgcused on achieving specific performance
targets, rather than on shareholder value genéfalBerverse incentives also amplified the
excessive risk-taking that threatened the globatketa. This may, paradoxically, have been
exacerbated by the long-term performance indicatdgrieh have become a feature of the current
debate; long-term performance, without an acknogreeht of the relevant risks may, in practice,

have turned directors’ focus towards achieving stesm performance. Downside risks that might

1 For analysis of the UK corporate governance systeee A. Cadbury (2002), “Corporate Governance and
Chairmanship”, Oxford University Press.
®2 B, Cheffins (2009)Did Corporate Governance “Fail” During the 2008 $fo Market Meltdown? The Case of the

S&P 500 ECGI Law Working Paper, available at: http://papens.com/sol3/papers.cfm?abstract_id=1396126.
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have been realised later were not as relevantréatdise® Nor were the exogenous factors driving
firms’ performance. Remuneration policy also faitedpenalise directors for failures; firms’ losses
were borne entirely by the firms, its shareholderd society, and not by the directors. Some firms
have since introduced bespoke compensation cosffaéthile these aim to reduce incentives for
taking short-term risks, they represent “crisis’amgres and do not seem to set the trend for more
accountable, forward-looking remuneration policiesdividual institutions cannot change their
systems of remuneration on their own, as they féme risk of losing talented staff to the
competition. So regulators may have to step in, thedrisks of the reform project may be worth
taking, given the weaknesses of the current approac

Certainly, intervention may be much more aggressivéer the current reform movement.
The post-crisis debate on remuneration has not as$gssed the link between remuneration and
performance, it has also suggested that remuoerdsign must seek to achieve an appropriate
balance between risk appetite and risk controld,l@ween individual or local business unit goals
and firm-wide objective&> A variety of reforms are being canvassed. The B@senmittee, for
example, has suggested that risk-adjusted remumeraduld be addressed by the capital regime.
The Basel Il capital accord already contains meisihas in Pillar 11 which enable regulators to
impose additional capital charges for incentivaitires that encourage risky behaviour. These
provisions were consequently endorsed by the Earo@mmission in the Larosiére ReprBut
reform options differ. Some policy makers prefanumeration caps, while others choose to allow
pay structures which reflect the economic positbbimdividual firms. In the UK, for example, the
FSA’s approach is based on assessing remunerafiaeférence to the overall risk posed by a

financial institution, and on assessing the linkne®n remuneration and excessive risk-taking; it is

%3 See various articles providing analysis in thigare in: Viral and Richardsosupranote 24.
% Banking firms were the first to introduce bespgiay contracts. For example UBS (3¢BS adopts new executive
pay model Reuters, November 2008) Citibank (Sei set to reward cooperation with overhaul of lbignsystem
Financial Times, 30 June 2008), Merrill Lynch (Séerrill vows to reform bonus systefinancial Times, 19 January
2008), Deutsche Bank (SBeutsche Bank eyes ‘multi-year’ bonus systeimancial Times, 29 May, 2008).
® Financial Stability ForunReport of the Financial Stability Forum on Enhancingrkéa and Institutional Resilience
Basel, 2008.
% See De LarosiérReport, supranote 22.
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not based on dictating pay levéisThe FSF recommendations on compensation, based ame
size does not fit all’ principle, are intended &mluce incentives towards excessive risk taking that
may arise from the structure of remuneration scisemvhilst seeking to avoid prescribing particular
designs or levels of individual compensatidihe Commission’s Recommendations are similarly
designed to avoid excessive risk-taking but whifteyt only have the status of voluntary
Recommendations, they appear to be consideraldgmpéve with respect to remuneration design.
The reform debate has therefore changed and sothavnstruments for intervention, with
intervention ‘hardening’, particularly in the EU @main objectives pursued by the Commission’s
Company Law Action Plan in 2003, which set the fdaitons for the first wave of remuneration
reforms, were to strengthen shareholders’ rightsl am foster the global efficiency and
competitiveness of EU businesses as part of thervatfort to integrate the EU’s capital market.
These objectives have been achieved, at leastrinBuat the financial crisis has exposed the need
for a new set of objectives and the link betweefeative corporate governance, executive
remuneration, and risk management. In order toezehihe objectives of the 2003 Action Plan, the
Commission initially preferred not to impose mamagtrules on Member States, but instead
proceeded by way of encouraging the convergencpradtices and regulations across the EU
through non-binding recommendations. As a resuktider State implementation of the related
reforms varied; studies also show that soft law \pasferred to legislation, as a means of
implementation, for most of the provisiolfsThis approach may not necessarily point to poor
compliance. Firms that voluntarily adopt a moreoraus corporate governance structure are
rewarded with a positive effect on their firm valdeBut poor levels of compliance in practice by

market participants has made the current approb&umpean policy makers more stringent. The

" H. SantsRecent market events and the FSA’s respd@seech, FSA, 20 May 2008.

®8 ESF principlessupranote 25.

% See Member State Questionnaires on Directors’ Renation in Listed Companies, available at ECGI:
http://www.ecgi.org/remuneration/questionnaire/md2008.htm. Answers to questionnaires were providigihg the
period 2007-2009, before the latest European refammsrporate governance and legislation were atbipt response
to the financial crisis.

0 Study by Chhaochharia and Laevenpranote 26) shows that market rewards companiesatiegprepared to adopt
governance attributes beyond those required by lamd common corporate practices in the home couloyry

distinguishing between firm-level and country-legetporate governance.
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latest wave of reforms, certainly at Member Stateel, envisage more binding rules rather than
flexible ‘comply or explain’ guidelines. The Commisn has also warned that the two 2009
Recommendations represent the ‘first stage’ in @eseof proposals to realign remuneration
incentives with ‘sustainable long term performanaat has suggested that it will be presenting
proposals which will empower national supervisarscompel financial institutions to implement
policies consistent with effective risk manageménAlthough the current wave of reforms is
focusing on the financial sector, momentum dynanaind public hostility are such that wider

application, through binding legislation, cannotrblked out.

3. THE EUROPEAN REGULATORY FRAMEWORK

3.1 Overview

3.1.1 The EU Remuneration Regime and Recent Reforms

The first wave of reforms on executive remuneratighich are considered in this section,
relate to the 2003 Company Law Action Plan. TheoBrera sequence of scandals and efforts to
make European industry more competitive, to stiteemgtshareholder rights and to reinforce
protection for companies’ stakeholders led the C@sion to issue its Company Law Action Plan
in May 2003. This has set the European agendaercdinporate governance field. As part of the
Action Plan’s corporate governance agenda the Eptad two important Recommendations: the
2004 Recommendation fostering an appropriate redan¢he remuneration of directors of listed
companie¥ and the 2005 Recommendation on the role of nonteixe or supervisory directors of
listed companies and on the committees of the (sigmey) board® A number of Directives
adopted under the EU’s Financial Services ActioanP{(FSAP) also form part of the EU’s

remuneration matrix by improving corporate transpay generally and with respect to

L COM(2009) 211 p. 5.
22004/913/EC.

3 2005/162/EC.
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remuneration and by addressing insider dealingfiskn March 2009 the Committee of European
Banking Supervisors (CEBS) also published its ppiles on remuneration policy, which address
the key aspects of a well functioning remunerapoficy and is designed to support the sound
operation of credit institution institutiod3.

But the 2004 and 2005 Recommendations are the bed#me EU’'s remuneration regime.
The Recommendation fostering an appropriate refpmtehe remuneration of directors provides for
high standards of disclosure on directors' payraocdmmends greater involvement of shareholders
in decisions relating to remuneration. The Recondagan adopts four mechanisms in support of
efficient remuneration: i) disclosure of information companies’ remuneration policy, its structure
and performance criterfa;ii) a shareholders’ vote on the remuneration golehich can be either
binding or advisory? iii) disclosure of individual directors’ remunei@i packag€e® iv) prior
approval of share option schenfés.

The 2004 Recommendation on directors’ remuneratiost be considered in conjunction
with the 2005 Recommendation on the role of norcetiee directors and board committees, given

the role that non-executive directors and remur@ratommittees play in remuneration matters.

* The Transparency Directive enhances the transpargnagporting including the remuneration policidetal
remuneration paid, any contingent or deferred corsgéon and benefits in kind granted to each mendser
administrative, management or supervisory body. Atmounts Modernisation Directive encourages coesgs/ across
Member States in the level of narrative reportingspnted in the annual report. The Market Abusediivte makes
provisions for senior executives to notify any ghaansactions and refrain from any insider dealifidhe Prospectus
Directive makes provisions related to employeesspéans and grants of options.

'S Draft high-level principles of Remuneration Paigi(2009), available at www.c-ebs.org.

® The remuneration statement should include thevatig information: i) explanation of the relative prtance of the
variable and non-variable components of directasiuneration; ii) sufficient information on the f@mance criteria
on which shares or variable compensation is baggdyfficient information on the linkage betweesmuneration and
performance; iv) the main parameters and ratiofaleny annual bonus scheme and non-cash bengfitiescription
of the main characteristics of supplementary pensip early retirement schemes; vi) summary on treng and
duration of contracts, provisions for terminatiomyments; decision-making process used for detengirthe
remuneration policy.

" The agenda of the annual meeting should contaimrivgtion related to the role of the relevant bodésponsible for
setting directors’ remuneration, the remuneratiolicyg and any significant change to the remunenagiolicy.

"8 Individual disclosure of: i) total amount of salaraid, including attendance fees fixed by the AGiMtemuneration
paid in the form of profit-sharing and/or bonus peynts and the reason for granting; iii) compengaitioconnection
with the termination of contract; iv) total estiradtvalue of non-cash benefits considered as reratioey v) number of
share options offered or granted; vi) number ofrehaxercised, exercise price or value of intenggt;number of
shares unexercised, exercise price, exercise whaie, conditions for exercise of rights; viii) loarslvance payments
and guarantees, including the amount outstandidgrderest rate.

" Approval of: i) grant of share-based schemes,uitioy share options to directors; ii) determinatioi their
maximum number and the main conditions for grantiiijgterm within which options can be exerciség; conditions

for any subsequent change in the exercise pritieeodptions.
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This Recommendation aims to improve shareholdesstral over executive management by
reinforcing the presence of independent directors mards and board committees. The
Recommendation includes two principles which aosely related to remuneration governance: it
recommends that board committees be created faessparticularly vulnerable to conflict of
interest (i.e. nomination, remuneration and audimittees) where these tasks are not the direct
responsibility of shareholders; it also recommetitdg there be a strong presence of independent
directors in board committees and suggests thae the a clear delineation of the role of such
bodies. In particular it recommends that the remasien committee should be comprised
exclusively of non-executive or supervisory direst@ majority of whom should be independent.

Since differing approaches to corporate governamealeeply rooted in national traditions,
the Recommendations provide for a certain degfeféexibility in the ways in which Member
States can apply the relevant principles. A sajtilatory, market-based approach, based on non-
binding recommendations, and thereby avoiding a-sire-fits-all’ solution, has been adopted This
approach reflects Member States’ different viewsiceoning the role of firms, the bodies
responsible for determining the remuneration pohay directors and the structure and level of
remuneration of each director.

Member States are free to adopt the Recommendatiaisall, either through legislation or
through soft law, based on the ‘comply or explaminciple®® Our research reveals that the
Recommendations have been mainly transposed bysheéaoft law and on a ‘comply or explain’
basis®® Given the flexibility of this principle, investofsave a paramount role to play in carefully
evaluating a firm’s corporate governance; they &h@xamine the reasons provided by the firm

whenever it departs from the Recommendations ds tai comply with the same, making a

8 On 6 March 2006, the European Corporate GovernBnnem issued a statement clarifying the ‘complyexplain’
principle: see Statement from the European Corpdgateernance Forum on the principle of "comply-oplain”,
available at http://ec.europa.eu/internal_marketfsany/ecgforum/index_en.htm. To ensure that thecipi| is
effective, there must be a real obligation to conglexplain.

81 Except for Greece, where the ‘comply or explainhgiples is not available. See Answers to Questinenon
Directors’ Remuneration in Listed Companies: Greecby E.E. Perakis, available at ECGI:

http://www.ecgi.org/remuneration/questionnaire/md2008.htm.
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reasoned judgment in each case. The effectivenessomply or explain’ and of investor
monitoring is, however, doubtful, given low levelef conformity with the relevant
Recommendations, considered in Section 4 of thiep¥

The two Recommendations have as their main obgdhe achievement of appropriate
governance controls through enhanced transparemtyaatrengthening of shareholder rights. As
discussed in section 2 above, the global finanmi@is has, however, extended these objectives
further. As part of the EU’s response to theriial crisis, and given that the implementation of
the existing Recommendations was not satisfactdhe EU supplemented the existing
Recommendations with two new Recommendations i92bThe scale of the Commission’s
ambition is considerable. By contrast with the iear004-2005 reforms which sought to align
shareholder and management interests, with thésen®the EU is seeking, more ambitiously, to
redress imbalances in directors’ pay in all listechpanies, to deliver specific reforms to the desig
of pay packages and to reform remuneration poliadise financial sector.

The general 2009 remuneration Recommendation fsdaesa much greater extent than the
2004/2005 Recommendations on the design of remumerdt makes specific recommendations
concerning the design of employ&&st also recommends more extensive discldSward seeks to
strengthen the remuneration committé&@he parallel financial services Recommendationses
in particular on risk-taking in ‘financial underialgs’ (including credit institutions, investment
firms and insurance companies) and by those peetomhose professional activities have a
material impact on the risk profile of the finarlciendertaking. It recommends that remuneration

policies in these institutions should be consistenith sound risk management and the

8 In July 2007 the EC published two reports on Menfite application of the two EU recommendationsiMCO
SEC(2007) 1022Report on the application by EU Member States of BE@ Recommendation on directors’
remuneration July 2007; COM SEC(2007) 102Report on the application by the Member States effhb of the
Commission Recommendation on the role of non-execat supervisory directors of listed companiesl am the
committees of the (supervisory) boaddily 2007. Both reports conclude that the apfiticaof corporate governance
standards regarding remuneration has improvedsdime weaknesses remain.

8 Both Recommendations require Member State traitapoby 31 December 2009.

84 C(2009) 3177, Rec. 9.

8 particularly with respect to performance critgi£2009) 3177, Rec. 5).

8 For example, by recommending that at least one beerhave knowledge of and experience in the fidld o

remuneration policy (C(2009) 3177, Rec.7).
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undertaking’s long-term interestsmakes specific recommendations with respect tadésign of
pay®® seeks to strengthen governdficend disclosure (to stakeholders generafyand calls for
supervision of remuneration by the relevant sugeryi authoritieS* When advocating increased
disclosure under the new regime, the Commissionrhpked that the level of the information to be
disclosed should take into account the nature, sizé scope of the financial institutidh.
Accordingly some degree of competition betweenrioia undertakings’ might be expected with
respect to disclosure; industry peer groups mayetbee play a greater role in the remuneration
process. As noted above, it also appears that gmen@ission intends to issue further legislative
proposals for financial institutions. The main altjee of the new legislation would be to subject
remuneration policy to prudential oversidftn other words, financial institutions will be @skto
put more money aside if they want to reward the&adors in a way that could encourage excessive
risk taking. Specifically, the Capital Requiremeridérective will include certain provisions
regarding remuneration in the financial sector.

The Commission is, accordingly, aiming, albeit tigh soft law, to embed a managerial
culture which seeks the long-term sustainabilitycompanies, rather than quick but risky short-
term results, as often pursued in previous yearseach this goal, it has also made some ambitious
design recommendations. The general 2009 Recomriemdacommends vesting periods of at
least three years for director share awards anck stytions and also requires directors to hold a
substantial number of shares in their firms uti@ €nd of their employment. This recommendation

iIs designed to increase directors’ long-term commerit to the firm. Several other related

87.C(2009) 3159, Rec. 3.

8 Including that a maximum limit is placed on vat@lemuneration, that a major part of significannbises be
deferred, that bonuses be repaid where they haeedad on the basis of data which subsequently pravde mis-
stated, that performance assessment be placednimtayear framework and reflect non-financial erif, including
compliance (C(2009) 3159, Recs. 3-5).

89C(2009) 3159, Rec. 6.

% C(2009) 3159, Rec. 7-9.

1 C(2009) 3159, Recs. 10-12.

92 COM 2009/3159, art 9 (lII).

% See EC Communication, IP/09/674, 29 April 2009.

% At the time of writing, the European Parliamenopigid the new rules on capital requirements (6 RR9), to be

implemented by banks by 2010.
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provisions are common to both Recommendations emtharefore applicable to issuers across all
sectors’”

While ambitious, most of the new recommendationfdban provisions already adopted in
some Member State regulations, principally in coap® governance guidelines. Accordingly, and
in addition to the substantive objectives menttbabove, the Commission also aims to achieve
greater harmonisation in this area. Whether thi @ achieved is uncertain. Given the cross-
border nature of financial institutions which tyglily adopt group structures, some degree of
convergence with respect to the recommendationfinfancial institutions might be expect&But
on the other hand, only limited harmonisation ha®rb achieved with respect to the earlier
Recommendations and it will be interesting to assekether the financial sector will behave
differently from other sectors. Convergence presssilikely to be increased, however, given that
the Recommendations reflect and are based on amattonal reform movement and given the

international market within which financial instilons operaté’

3.1.2 Reviewing the Remuneration Regime

The remainder of section 3 reviews remuneration &l best practice, following the
adoption of the first wave of Recommendations 0422005, in specific areas (the remuneration
committee, ‘say on pay, disclosure, non-executivectbr pay, pay design, and recent financial
crisis reforms). A large part of our analysis iséx@ on the answers to a questionnaire sent to
specialists from 17 European Member St&te3ur findings emphasise the persistent differefices
regulation across the EU with respect to remunanatiisclosure, policy and certain elements of

remuneration design. While most Member States hmwended their laws and best practice

% The main common provisions are: i) an approprialarze between fixed and variable pay; ii) clawbaakvisions;
iii) deferral of bonus with a minimum defermentipel; iv) termination payments linked to performance
% “Principles on sound remuneration policy shouldlgpat group level to the parent undertaking anditso
subsidiaries”, COM 2009/3159, art. 1.4 (I).
97 See FSF principlesupranote 25.
% Austria, Belgium, Denmark, Finland, France, GermaGreece, Hungary, Ireland, ltaly, Luxembourg, The
Netherlands, Poland, Portugal, Spain, Sweden, Ukes@onnaires were sent in 2007-2008. They are ablailat
ECGI's website: http://www.ecgi.org/remunerationfecgsearch.htm.
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guidelines, adherence to the 2004 and 2005 Recodatiens has, however, been partial. Our
findings show that the framework for directors’ rameration has been implemented by policy
makers mainly through soft law and only to a lesseient through regulation. This situation
changed in 2008, however, with governments intangem an attempt to enhance public rules for
remuneration.

The main recent national reforms include the foltgyv In 2006 a number of changes were
made to the UK Combined Code on Corporate Govemanbich already contained important
guidelines on executive remuneration, complemerttiegearlier 2002 company law reforms (now
in the 2006 Companies Act) which introduced theisaly ‘say on pay’ and required more detailed
disclosure through a remuneration report requiremé&he Code is also complemented by the
industry ABI guidelines on policies and practices éxecutive remuneration and the ABI/NAPF
Joint Statement on Executive Contracts and Severamiich recommend a closer link between
incentives and the achievement of tardétfhey focus on the importance of rewarding
performance and place responsibility on the rematieer committee in the remuneration-setting
process.

A law regulating the transparency of executive payne into force in Germany in 2006,
under which companies are obliged to publish thewrhand structure of the remuneration of
individual directors>° Further amendments were made to the German CoepBmvernance Code
in 2008 which strengthen the responsibility of tha@pervisory board for management board
compensation® In Italy the new Corporate Governance Code wadighéd in March 2006. This
Code contains many changes to its predecessor,tlgegdefinition of the remuneration structure
and terms distinguishes between executive and recuéive directors; the duties of the

remuneration committee are also specified. In Sghmnew Unified Corporate Governance Code

9 Association of British Insurers (ABI)Executive Remuneration — ABI Guidelines on Policies Brattices 3
December 2007; ABI/NAPBoint Statement on Executive Contracts and Severa8deebruary, 2008.

19 pisclosure of Board Compensation Act (“Vorstandgiungsoffenlegungsgesetz”) (2005).

191 See Answers to Questionnaire on Directors’ Rematimr in Listed Companies: Germany, by P.O. Miilbert,

available at ECGI: http://www.ecgi.org/remuneratqréstionnaire/index_2008.htm.
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was published in May 20087 It provides that the remuneration report shouldsilemitted to the
AGM for an advisory vote and that the remuneratbmdividual directors should be disclosed in
the remuneration report. France’s MEDEF/AFEP isstied recommendations concerning the
compensation of executive directors in 2008, aimatdenhancing disclosure and introducing
guidelines on a clear link between remuneration@ertormance in the area of incentive-based pay
and severance paymenfd The Dutch Corporate Governance Code, as amend2@0, aims to
align remuneration closely with the company’s sggt and related risks and encourages a
remuneration policy that creates long-term vafi&lhe new 2009 Belgian Corporate Governance
Code pays most attention to the recommendationsecoimg executive remuneration, advocating
complete transparency about remuneration and seetawards shareholdéefs.

Several other European corporate governance codes been amended in the period
following the 2004-2005 Recommendations; the rewisi generally emphasise increased
transparency, new guidelines on remuneration aedtgr shareholder power over the remuneration
process® Other reform proposals, particularly by financapervisory authorities, are mentioned
later in this Section.

International reforms have also taken place ovisrghkriod, with the European governance
reforms developing in parallel with related US iatives. Notable US reforms include the 2006

SEC rules concerning the transparency of executarauneration, related party transactions,

192 see Answers to Questionnaire on Directors’ Rematiwar in Listed Companies: Spain, by |. Farrandajlable at
ECGI: http://www.ecgi.org/remuneration/questionnéimex_2008.htm.
193 AFEP/MEDEFRemuneration of Executive Corporate Officers of FreBohiétés Anonymes: Legal and Tax Rules
June, 2008Recommendations Concerning the Compensation of Bxeddirectors of Companies whose Shares are
Admitted on a Regulated Mark€ctober, 2008.
104 See Answers to Questionnaire on Directors’ Renatiwer in Listed Companies: The Netherlands, by C. Wen
Elst and A. Gulsum, available at ECGI: http://www iemg/remuneration/questionnaire/index_2008.htm.
195 5ee Answers to Questionnaire on Directors’ Rematiter in Listed Companies: Belgium, by L. Van dene@tand
C. Van der Elst, available at ECGI: http://www.ecgi/oeemuneration/questionnaire/index_2008.htm.
1% |ncluding, among others: Austria: Code of Corper@bvernance, revised (2007); Luxembourg: The Temciptes
of Corporate Governance of the Luxembourg Stock Exgh42006); Denmark: Committee on Corporate Goverea
Recommendations for Corporate Governance of Audiist 2005, revised (2008); Finland: Finnish Corperat
Governance Code (2008); Hungary: Corporate Govem&ecommendations (2008); Poland: Code of BegtiPea
for WSE Listed Companies (2007). All codes, previoad amended versions, are available at
http://www.ecgi.org/codes/all_codes.php; PortugeMVM Regulation n.1/2007, CMVM Code on Corporate
Governance (Recommendations on Corporate Govern§p@@7), Sweden; Code of Corporate Governancesaev
(2008).
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director independence and directors’ ownershiphairss. The reforms aim to make proxy and
information statements, annual reports and registratatements more user-friendly and to ensure
that shareholders are better informed about theumenmation of directors. Most international

organisations that are active in corporate goveradrave also amended their guidelines, including

provisions related to remuneratit.

3.2 Remuneration Committee

In the ongoing debate on executive remuneratiortaiody prior to the financial crisis,
guestions as to the resilience of the link betwesmuneration and corporate performance have
often been raised. The transformation, in some, adspay-for-performance’ into a ‘rewards-for-
failure’ mechanism has been linked to poor goverraduring the remuneration process and, in
particular, on ineffective remuneration committeesich can exert significant influence on the
setting of remuneration.

The 2005 Recommendation on the role of non-exeeuwtivectors as well as international
corporate governance guidelines require that acdesti board remuneration committee be
established. This committee is designed, in partintrease the efficiency of the (supervisory)
board in that it should reduce conflicts of intéresth respect to directors’ remuneration. To
achieve this purpose, the committee should, acegrth the Recommendation, be composed of
exclusively non-executive directors, who are in thajority independent. The Recommendation
allows for some flexibility in how the committee eenstituted by allowing the responsibilities of
the nomination, audit and remuneration committedset combined. Firms must, however, explain
both the reasons why they have chosen an alteenapproach and how the combined committee

meets the objectives which are identified for thee¢ separate committees. The Commission’s

197 See International Corporate Governance NetworkGNE Remuneration Guidelines, 2006, available at
www.icgn.org; United Nations (UN), Guidance on Gderéctices in Corporate Governance Disclosure, 28@dlable
at www.unctad.org; Organization for Economic Co-agtien and Development (OECD), Principles of Corporat
Governance, 2004 and OECD Corporate Governance hedsom the Financial Crisis, 2009, both availabte

www.oecd.org; FSF principlesupranote 25.
33



2009 Recommendation on directors’ remuneration setsadditional principles on the role and
operation of the remuneration committee in ordeintvease its responsibility in the remuneration
process and to avoid conflicts of interest in tkereise of its function&®

Most Member State corporate governance codes eetjuat a remuneration committee be
established and apply this requirement on a ‘coroplgxplain’ basis. We found, however, that the
wording of different corporate governance codegaés/ differences in the importance attached to,
and composition of, the remuneration committeesne@dly the Codes accommodate ‘joined
committees’ (which usually combine the nominatiomd alemuneration committee functions),
although the ability of committee members to foaiffectively on the different tasks of these
functions is questionable. On the other hand, tbmination and remuneration processes are
interlinkedand efficiencies may follow.

The composition of the remuneration committee actbe Member States is influenced by
the different definitions that the different Codadopt with respect to the independence of
directors. Each country’s best practice guideliadspts its own definition of independence.
Boards are also typically charged with determinmigat constitutes independence according to
their own judgment®® We also found variations in the best practice fooate governance code)
requirements for the composition of the remuneratommittee; the independence requirements
ranged from, i.e., “exclusively” independent mensber a “majority”, to a “sufficient” number of
independent members. This variation is signifi@sit may have an impact on the activity of the

committees established by firms in various coustaed, implicitly, on their remuneration process.

198 COM 2009/3177, art. 7, 8, 9 (l1).

199 perhaps one of the most complete approachesdasedfby the UK Combined Code that encourages asfionn
judgment as to the most appropriate behaviour tdsvairectors’ independence: the Code refers to€fpetident in
character and judgment” and involves a considera®to “whether there are relationships or cirdames which are
likely to affect, or could appear to affect, theeditor’s judgment” (A.3.1).
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The UK Combined Code on Corporate Governance -icaiié to the UK and Irelantf —
and the Dutch Tabaksblat Code recommend the creafia separate remuneration committee,
composed entirely of non-executive, independengctiirs. Additionally, in the Netherlands no
more than one member of the remuneration commmti@e be a member of the management board
of another Dutch listed company. The Austrian Codie Corporate Governanté and
Luxembourgish principles of corporate governanceomemend a “sufficient” number of
independent members? Polish best practice guidelines provide for a reemation committee to
be established within the supervisory board; howeWey do not address the composition of the
committee, nor lay down its tasks or proceddfd$n most other countries, corporate governance
best practices/codes recommend the creation omareration committee composed of all non-
executive, but in the majority independent direstor

The chairmanship of this committee also exposdsrédiices between the Member States.
Best practice guidelines in the UK, Ireland and Netherlands stipulate that the chairperson of the
board may not chair the remuneration committeengalgh the UK Combined Code permits the
chairman to sit on the committee as long the charmet the Code’s independence requirements
on initial appointment). Other best practice guited allow for the common chairmanship of the
board and the remuneration committee, but ofteemecend that only a non-executive director
(including the board chairperson) should chairabemittee. According to the Austrian guidelines,

the chairperson of the remuneration committee shalways be the chairperson of the supervisory

10 |reland follows the same regulations as UK, inisigdthe Companies’ Act and the Combined Code ofpGuite
Governance, with the exception of the Listing Ruldstil October 2007, the Irish Stock Exchange apptiee listing
Rules set by the FSA in the UK, with a supplemeatapiing the Listing Rules to Irish conditions and thish legal
context. However, it now produces its own set oftihgs Rules, which tend to track FSA’s Rules closdipr an
analysis of the Irish corporate governance systémemuneration, see Answers to Questionnaire oredivrs’
Remuneration in Listed Companies: Ireland, by B. rkada available at ECGI:
http://www.ecgi.org/remuneration/questionnaire/d2008.htm.
H11'See Answers to Questionnaire on Directors’ Rematiwer in Listed Companies: Austria, by S. Kalss,ilabée at
ECGI: http://www.ecgi.org/remuneration/questionnéimex_2008.htm.
12 See Answers to Questionnaire on Directors’ Rematiter in Listed Companies: Luxembourg, by P.H. Conac,
available at ECGI: http://www.ecgi.org/remuneratgréstionnaire/index_2008.htm.
13 See Answers to Questionnaire on Directors’ Rematiwer in Listed Companies: Poland, by M. Majcheaitable at
ECGI: http://www.ecgi.org/remuneration/questionnéirdex_2008.htm.
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board*** German recommendations and practices in this\amasignificantly from the position in
other Member States. The Cromme Code indicatesittimgood practice for many companies to
have special committees for specific tasks, butsdoet give a clear indication concerning the
remuneration process and does not include stries toncerning independence. It does, however,
provide that such committees should be compriseat tdast three members, including at least one
worker representative. But the German supervisoardis scope for discretion was substantially
curtailed in 2005 following the ruling by the Genm&ederal Court of Justice (criminal division) in
what has become known as the ‘Mannesmann-Case’cdifgequestion at issue was the legality of
appreciation awards granted in the context ofakedver of Mannesmann by Vodafone in 2680.
The remuneration committee is not always centraétouneration-setting. In some Member
States, shareholders have wide decision-making owe remuneration issu&$. The general
meeting has, by law, the sole competence to desidbe remuneration of directors in a number of
countries. This may involve decisions on the rematien packages of individual members or the
approval of the total amount of remuneration. lnurdoes where companies have dual boards,

shareholders are generally responsible for detémgithe remuneration of supervisory board

members, according to the articles of incorporatibthe company:’ Remuneration fixed by the

14 Austrian Code of Corporate Governance (2007),tpt8n

15 The German court stated that, as a general rujengrats of that particular kind (golden parachutesy only be
made if the employment contract between the compary the executive director ex ante provides farhsan
obligation stipulated ex ante. In the absence efstid clause the company may make such gratyiayreent only if
the company will benefit from it. Relevant benefitsbe taken into account are only those that simultaneous’ and
‘adequate’. A payment that does not fulfill thegguirements qualifies as a waste of the comparggsts, and the
members of the supervisory board can be held lidbtethe criminal offence of a fraudulent breach tofist.
Consequently, some uncertainty has arisen regarsitvgrance awards. See brief on the ‘Mannesmane’ @Gas
Answers to Questionnaire by P. O. Mllbedipranote 101. Additional literature on the Case: ®ibhaupt and K.
Pistor (2008),The Mannesmann Executive Compensation Trial in Geynia “Law and Capitalism, What Corporate
Crises Reveal About Legal Systems and Economic Dpredat around the World”, The University of Chicdgess;
P. Kolla (2004),The Mannesmann Trial and the Role of the Col&rtSerman Law JournaNo 7 — Private Law; M.P.
Rolshoven (2004)The Last Word? — The July 22, 2004 Acquittals & NMannesmann Trial5 German Law Review
No 8.

116 COM SEC(2007) 1022.

17 There are deviations from the norm, due to govereaystems. For example, a Swedish company’s iwasially
made up exclusively of non-executive directors,eptdor the CEO. Board’'s remuneration is decidedhgygeneral
meeting with single majority, usually after a prepbfrom the largest shareholder or a nominatiomradtee. The
Board decides upon the remuneration to the CEOtten€EO decides upon remuneration to other manageifies
AGM shall decide upon remuneration principles fog CEO and the top management of the company. Theiglgs
are binding upon the board when they set remumerdtir the CEO and on the CEO when he or she deciges

remuneration to management (Swedish Corporate Gamee Code (2008), Swedish Companies Act.
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articles can be modified by the general meetingugh a simple majority*® The remuneration of
the members of the executive or management bodiged by the supervisory board, following
proposals made by the remuneration committee, wheexists. In some Member States, the
remuneration policy is submitted for approval te general meeting of shareholders.

Corporate governance codes across the Member §etesally adopt guidelines regarding
the role and particular functions of the remuneratcommittee. However, as with all the
remuneration guidelines, differences are common. &ample, the 2009 Belgium Code of
Corporate Governance also makes provision forgapansibility of the remuneration committee to
make proposals to the board on the remuneratioitypdbr non-executive directors? But
typically, the role of the remuneration committeemost Member States includes the following: it
makes proposals on general remuneration policyek@cutive or managing directors; it makes
proposals on individual remuneration packages;anitors compliance by the company with its
remuneration disclosure obligations; it debates dbmpany’s general policy on the granting of
share-based incentive schemes and makes relatqubspie to the board; it reviews the
remuneration information provided in the annualorépit consults with the chairman / CEO on
remuneration issues; it appoints, and consults, eiternal advisors on remuneration. As already
emphasised, the independence of the remuneratimmittee and of any external consultants in
relation to the management / executive board iessential element of best practice. In this regard,
and in order to minimise potential conflicts ofargst between board remuneration and that of the
rest of the company, it is generally desirable twhtisers are appointed by the committee and do

not advise the company or the executive directothe same tim&?

18| Greece, any other remuneration, the amounthiéiwis not provided by the articles, has to beraygd by special
resolution of the general meeting (but, if excessig subject to reduction by a court decisionhat tequest of a
minority of 1/10 of the capital).
19 For corporate governance developments in Belgieen/nswers to Questionnaire on Belgium by L. Van Sten
and C. Van der Elstsupra note 105, Van der Elst, C. (2008)he Belgian Struggle for Corporate Governance
Improvements ECGI Law Working Paper, N°.114/2008, available at:
http://papers.ssrn.com/sol3/papers.cfm?abstract 2i6t448.
120E g. this is a recommendation of the new Recomniamd&(2009) 3177.
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3.3 Say on Pay

The role of the general meeting of shareholderszsmuneration-setting varies across the
EU. In order to increase board accountability, tA@04 Recommendation on directors’
remuneration recommends that remuneration policgrbexplicit item on the agenda of the annual
general meeting. Member States may, however, peabhidt a vote will be held only if requested by
shareholders representing at least 25% of the notaber of votes held by shareholders present or
represented at the general meeting. Shareholderovadpis also recommended by the
Recommendation for all share schemes, share optioary other right to acquire shares, by way
of resolution at the general meeting prior to tlaeioption; the approval relates to the schemd,itsel
and not to the grant of particular share benefiiden the scheméé' The 2009 Recommendations
reinforce the importance of shareholder engagenmettie remuneration process, recommending
that shareholders and, in particular, institutioshhreholders, should be encouraged to attend
general meetings where appropriate and make ‘ceresid use’ of their votes. But the
Recommendation is merely exhortatory and doesutmdtantively strengthen the ‘say on pay’.

Although shareholders usually have a say in detengi the remuneration of the
(supervisory) board, only a few Member States len@uraged companies to involve shareholders
to a greater extent in the determination of remaitn@n policy for the management board/executive
management, even if only on an advisory b¥3isn most jurisdictions the vote on the
remuneration report or remuneration policy is naegarate item on the general meeting agenda;
approval of the annual accounts, for example, omhplicitly constitutes approval of the
remuneration policy?® This approach may reflect the role of controllisbareholders in the
respective jurisdiction or in the individual firmas discussed in Section 2 above, and the more
limited role of the general meeting. In a notabteeption, but reflecting a different shareholder

voice model, the 2006 Companies Act (reflectingliearreforms in 2002) requires quoted

1212004/913/EC, Art. 6.
122 5ee COM SEC(2007) 1022.

1232004/913/EC, Art. 4.1, 4.2.
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companies to prepare a directors’ remunerationrtegral to put the report to a shareholder vote.
The vote is advisory and requires a 50% majoritihose voting. Recently, however, other Member
States have introduced a vote on the company’s meration policy. In the Netherlands and
Sweden, the remuneration policy must, by law, i®stied for approval at the general meeting ex-
ante.

According to the Spanish corporate governance ¢neke boards should submit a
consultative report on the directors’ remuneratpmiicy to the vote of the general meeting of
shareholders as a separate item on the agendaeiGelyw other Member State regulations do not
specifically require shareholder approval of thenweeration policy, despite providing that the
general meeting has a function in this respect.éxample the Danish and Portuguese guidelines
simply state that a declaration on the policy ®munerating members of a company’s corporate
bodies should be submitted to the attention of edi@ders at the AGM, but does not provide
further explanation or suggest that approval beiobd*?® In Italy, approval of remuneration
policy is required only for bank$® In Germany, the general meeting plays only a lierited role
in determining the remuneration of the members i management board. The law neither
mandates shareholder approval of directors’ renatiogr nor approval of the remuneration policy
or a remuneration report. The general meeting &éédarred from adopting a pertinent resolution
on a voluntary basis, since the general meeting oy decide on matters concerning the
management of the company if requested by the neameigt board?’

Most Member States, however, have recommended posed shareholder approval of

share-based incentive schemes as a matter of cgntgan although divergences also exist here.

124 Companies Act 2006, ss. 420-421 and s. 439.

125 Danish Committee on Corporate Governance’s Recomdati®ns for corporate governance, of August 19520
section VI revised by February 6, 2008. See AnswergQuestionnaire on Directors’ Remuneration in edst
Companies: Sweden, by H. Birkmose, available at ECGI
http://www.ecgi.org/remuneration/questionnaire/imd2008.htm. For Portugal: CMVM Recommendations twe t
Governance of Listed Companies, 2007. See also émsst@ Questionnaire on Directors’ Remuneratiorigted
Companies: Portugal, by J.E. Antunes, available at GIEC
http://www.ecgi.org/remuneration/questionnaire/d2008.htm.

126 Bank of Italy,Supervisory Provisions Concerning Banks’ Organizatind Corporate Governancklarch, 2008.

127 German Stock Corporation Act, Section 119 (2).
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Some States limit approval requirements to cetiges of share-based remuneration. Whilst they
have little say in the setting of remuneration, i&@n shareholders do, however, have a vote with
respect to some forms of performance-based remumerdhis holds true for stock options funded
by contingent capital, as well as for stock optiinsded by own shares, if the company first has to
acquire the shares. In Austria, in case of a cgetih capital increase to be distributed among
members of the management board (as well as membéhe supervisory board, employees or
senior management), the par value of the sharéatapnnot be more than 20%. On the other hand,
if the options are assigned to the management beargloyees or senior management, the general
meeting will then be allowed to fix a total amoutitown shares are used for the stock option
program, the general assembly will not be competeiokecide upon the stock-option program. In
Luxembourg and Sweden, only share-based remuneratrolving new share issues, share options
and any other new share acquisition rights arestagproved by the general meetifigMost other
regulations are generic, requiring approval of shethemes by shareholders. But in all cases, for
share schemes to be approved, the policy for thasemes should be clearly explained in the report
and to the general meeting when shareholders &s#l ds authorise the award of share options or
shares.

It remains to be seen whether the vote on remuparpblicy will be adopted in practice in

all European jurisdictions, although the initiapexience does not augur well.

3.4 Disclosure

The EC’s 2007 evaluation of the implementationted 2004 Recommendation shows that
the recommendation on remuneration policy disclessrfollowed by about 60% of the Member
States, although half of these Member States avllpw the Recommendation in part and in a

number of the Member States the specific disclosegairements are not specified.

128 5ee COM SEC(2007) 1022.
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Most Member States do not specifically require cam@s to produce a separate
remuneration report (although the UK requires thaeparate Directors’ Remuneration Report is
produced®. Most local regulations provide that the informatirelated to remuneration of
directors, including remuneration policy and leyelsn be included anywhere in the annual report,
i.e. in the corporate governance regdttin the management report and/or in the notes ¢o th
financial statements. In this case, the remunergbolicy gets shareholder approval indirectly,
through a vote on the annual report. In many casase or all information is duplicated in the
notes. Exceptions exist on both extremes: legalirements to produce a distinct remuneration
report (e.g. UK} or no specific requirements whatsoever (e.g. Gfe&c The requirement for
disclosure of the remuneration policy varies antl alb Member States require that information
which reflects the details outlined in the 2004-2@C Recommendation be present&dlthough
there is some convergence with respect to disaoand non-disclosuré? our research found that

Member State regulations differ, particularly widspect to areas outlined below.

Individual directors’ pay
Under the 2004 Recommendation, remuneration repshsuld contain clear and
comprehensible information about the remuneratibnindividual directors, which is easy to

understand and enables the shareholder to motgtoompliance with the company’s remuneration

129 Companies Act 2006 ss. 421-421.

130 According to Spanish and Portuguese regulatiasted companies are required to publish a reportarporate
governance to be presented either as a chaptbee @nnual report or in the form of an appendixh taid report and
one of the chapters of this report shall includ&itie of the remuneration framework. Spanish reportcorporate
governance has a standardised Q&A format that,rgipeonly addresses the questions of complianitle @orporate
governance aspects including remuneration, memtipiiit without actually describing the remuneragpoticy.

131 Companies Act 2006 ss. 420-421.

132 Greek Codified Law 2190/1920 does not specify nesménts for a remuneration policy, instead onljates that
the notes on the accounts must disclose informatiotine total amounts paid to directors.

133 For example provisions in regulations of the Ut€Jdnd, France, the Netherlands, Luxembourg, Deknivaungary,
Italy (particularly banks’ remuneration policy). &tcordance with the Commission Recommendatiostditement of
remuneration policy must include the reasons aitériar on which remuneration is based and give idetd the
relative importance of the fixed and variable comguts (including performance-linked bonuses andtegased
remuneration) and of the compensation paid in ccotiore with the termination of service. It must alspecify the
conditions applied to the contracts of executiveators, among them the terms of contracts, ngéréds and any
termination payments; the process for setting ¢éineuneration of directors must also be disclosed.

134 For example the forward-looking approach and feelasure of external consultants are two conditistipulated in

the EC Recommendation that are implemented in \ewnfational regulations.
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policy and with the general guidelines adoptedifigentive pay. In 2007, the Commission found
that a large majority of Member States had intredukbigh disclosure standards with regard to the
remuneration of individual executivéS.In most Member States disclosure is required byda a
mandatory basis. Disclosure is also usually require an individual basis, although a few countries
still recommend only aggregate disclosure.

The variations are revealing. In Austria, there @moespecific requirements to indicate the
individual details of the remuneration paid to thembers of the board of directors; the disclosure
requirement applies only to the remuneration of thenagement board. In Germany, which
traditionally has a dual-tier governance systemeanagl of a supervisory board and a management
board, individual disclosure for both tiers is reqd, however these requirements are omitted if the
general meeting so resolves. Such a resolutiorghwiniay be adopted for a maximum of five years,
requires a majority of at least three quartershefshare capital represented when the resolution is
adopted. Whereas German law requires disclosurbetanade in the notes on the financial
statements, the Cromme Code recommends, somevsBgirkecisely, that disclosure with respect to
management board members should be made in a remionereport which, as part of the
corporate governance report, describes the remiimeigystem for management board members in
a generally understandable way and that disclositherespect to supervisory board members shall
be made in the corporate governance repdrt.

In Belgium, individual disclosure of remuneratio required for non-executive directors
and for the CEO, whilst remuneration of all oth@nisr executives should be presented in
aggregate form. If an executive manager is als@miper of the board, information on the amount
of remuneration he receives in this capacity mustdisclosed in the remuneration repdft.
However, details on share-incentive schemes mustlifdosed on an individual basis for all

directors. Greek law provides only for aggregaszidisure of remuneration of executive and non-

135 COM SEC(2007) 1022.
13¢ Commercial Code, Section 285 sentence 1 no. 9.

137 Belgian Code of Corporate Governance, Principle 10).
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executive director§®® The Dutch and French recommendations emphasisdnthertance of
disclosure for helping investors obtain a cleanw®t only of individual remuneration, but also the
total cost of directors and of the remunerationgycpplied.

Differences also emerge with respect to the speelé@ments of remuneration that must be
disclosed on an individual basis. Most regulatioraking provisions for individual disclosure refer
to fixed and variable remuneration, but are lessised on the details of share-based remuneration
schemes. Individual disclosure of remuneration iveck by directors during preceding years is
recommended by only a few national guideliff€sAlthough this may change with the current
reform movement, generally we find that the infotioa required on performance targets for share
incentive schemes is much more detailed than s$&adiure required concerning bonuses. This can
be explained by the fact that bonuses are “visiloehponents and can be judged accordingly,
while share incentive schemes can often be opagdehale the real value being transferred to

directors.

Share-based incentive schemes

Disclosure requirements for share-based incentiierees generally refer to the number of
options granted and related shares, the termsabf sthemes, in particular the exercise price and
how the price is determined, the respective eséchalues of the instruments at the time they are
issued, the periods during which the options cagraated and exercised and the related lock-up
period, and the number of exercised options duhegoeriod under review.

Additional requirements are stipulated by a numifelember States. German regulation,
for example, requires that stock option plans idelduhe value of the stock options. Similarly,
French and Dutch rules require disclosure of th&ateons of the shares/options granted.

Disclosure concerning vesting periods, lock-upqukr and the valuation methods applied (in order

138 Codified Law 2190/1920, Art. 43a.
139 For example in France, AFEP/MEDEF (June).
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to determine whether performance criteria have Walilied) is required in only some Member
States:*

UK disclosure requirements for share incentive sk are particularly stringent. In
addition to disclosure on performance conditioissetl companies must also give an explanation of
why such performance conditions were chosen, a suynrof the methods used to assess
performance and an explanation as to why such rdetivere chosen. If a director’s entitlement to
share options or long-term incentive awards is Bobject to performance conditions, an
explanation as to why this is the case must alsproeided*! The remuneration report must also
contain a performance graph illustrating the tetadreholder return for each class of the company’s
listed securities over a period of five years anthparing that return with the TSR for a broad
equity market index, even if the company does rsat TSR as a measure of performance for its
share schemes. The performance graph is desigmadke it easier to assess whether a company’s
remuneration arrangements have aligned executimésiests with shareholders’ interests. The
reports must also show the name of the index szleantd outline the reason for selecting it.

Spanish corporate governance guidelines requitetllearemuneration policy statement be
accompanied by an estimate of the total remunerattbich is paid following the meeting of
performance benchmarks. Remuneration policies dhalgb include technical safeguards to ensure
that performance-related awards reflect the prajaas performance of the beneficiaries and not
simply reflect general market or industry perforiwean

Legislation and best practice guidelines rarely enpftovision for the ex-post evaluation of
performance targets (ex-post evaluation providesieans for remedying faulty variable pay

structures). But ex-post valuation is addressethenFrench and Dutch recommendations. These

stipulate that the disclosure of the criteria amItlasis of which variable remuneration is deterchine

140 For example in France and the Netherlands.

141 The detailed disclosure requirements for the DinsttRemuneration Report are set out in the LargeMeadium-
Sized Companies and Groups (Accounts and Repatg)lations 2008/410. However, it is now rare foplan to
permit new grants which are not subject to perforceatargets (a limited exception being deferreduben that are
satisfied in shares). Where a director’s histoptian grants — e.g. unexercised options from the 1890s — were not

subject to performance targets, this does not teebd explained as the policy statement is forwaotting.
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should also include how those criteria were appéisccompared to what was forecast during the
financial year and an indication as to whether abgectives have been reachétiThe Spanish
guidelines also recommend that firms disclose médron on the relation between the remuneration
obtained by executive directors and the compangaditp, or other measure of enterprise results,
for the year in review?*

Greater transparency with respect to all remurmraitems could be supported by
requirements for standardised tabular reportingt @&ly UK law*** and French best practice
recommendatiort®® address the format of remuneration disclosur&oalih, we suggest, greater
standardisation would enhance the clarity of rematien disclosuré® The Commission, however,
intends to explore greater standardisatiriThe standardisation of key definitions would also
eliminate confusion and enhance current transpgréseels'*® Furthermore, placing increased
responsibility on (supervisory) boards in respdcteonuneration matters might decrease the need

for additional statutory provisions governing désire**®

3.5 Remuneration of non-executive directors

The remuneration of non-executive directors desespecific attention, particularly with
respect to performance-related, share-based pasn giossible conflicts of interest and the risk of
undermining independence. Member States adopt n@rgpproaches to non-executive director
remuneration. The general rule applied by most Man8iates is that that these directors should

not receive share-based remuneration. The Commis$sie also followed this principle in its 2009

142 «“An ex-ante and ex-post account of the relationshétween the chosen performance criteria and ttlagegic
objectives applied, and of the relationship betweemuneration and performance”, Dutch Code of Ceaeo
Governance (2008), 11.2.13.

143 gpanish Unified Code on Corporate Governance (2@J6c.

144 UK Companies Act 2006 ss. 420-241 and Large andilvie-Sized Companies and Groups (Accounts and R&por
Regulations 2008/410.

145 See French AFEP/MEDEF (October 2008).

148 While UK regulations do not provide an actual h@sictice format, the French recommendations do.

4T COM 2009/3177, 13.

148 E.g.: remuneration policy, relative importance, esamce payments, year's salary, relevant detailfficient
information, independence.

149 See statement of Gerhard Cromme, Chairman of tve@ment Commission of the German Corporate Gaver

Code, Press release, 6 June 2008.
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Recommendatiofr® This approach mitigates conflict of interests sisparticularly where non-
executive directors are called on to evaluate atog practices or to take other decisions with a
possible bearing on the company’s reported earngigen that such earnings or evaluations could
have an impact on their income. Conflicts may aails® in situations where non-executives sit on
several boards, sometimes within a peer group, srae incentives are linked to the share
performance of these companies. High remuneratmn non-executive directors may also
jeopardise their independence.

But Member State regulation varies. Some MembeteStallow performance-based
compensation to non-executives. In Germany andrfauiie chairman of the board is generally
granted double the amount paid to the other membefferences in remuneration between board
members are also allowed, according to the taskstdrs carry out. Both countries allow for share-
based payment to non-executives, including stotlog granted on a contingent capital increase
or based on companies’ own shares. The German @udenmends that compensation of the
members of the supervisory board should includéopeance-related compensation based on the
long-term performance of the enterprise, but as clear that this is allowed under company law.
The admissibility of so-called phantom stocks (¢opaid in cash) as a means of stock price-related
remuneration for members of the supervisory boar@lso questionable. However, failing any
pertinent decisions by German courts, most comnanstaare willing to accept this type of
remuneration for members of the supervisory board.

Spanish law stipulates that directors’ remunerasibould be equal for all directors, unless
the opposite is expressly stated in the companyalwg: While it recommends that variable
remuneration be confined to executive directorsyestbased remuneration is excluded from this
limitation, as long as directors are obliged t@irethe shares until the end of their tentifdanish

corporate governance recommends that members afupervisory board do not receive share

150 COM 2009/3177, art. 4.4 (Il).

151 gpanish Unified Code on Corporate Governance (R@@ént 52.
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options, but allows for bonus schemes and for rearation in the form of shares (at their market
price). In Hungary, non-executive directors maydvearded share-based remuneration, but they
cannot be awarded stock optidisBut several countries do not address the remuneraf non-
executive directors.

Some Member State regulations set limitations deréint types of remuneration for board
members, especially where remuneration is relateddertain percentage of the company’s profits.
For example, under Spanish company law, if dirstti@muneration is based on a profit sharing
scheme, payments can only be made where thergaie profits and the reserves (by law or in the
company by-laws) are fully covered and the shaudrsl are given a dividend of 4% or higher,
where this is fixed in the by-laws. The Portugu€senmercial Companies’ Code requires that the
global percentage of the profits allocated for clives’ variable remuneration, which is set in the
articles of association, must exclude the amouifdsated to company reserves as well as any part
of the profit that cannot be distributed to shateas™® Similarly, Greek rules provide that
payments to board members made out of net profitst ime limited to the amount remaining after
all reserves have been retained and the “firstinfmalsory) dividend amounting of 35% of the net
profits has been paid?

The granting of loans to members of the supervidmard, which can generate conflicts of
interest, is generally (where such statementsaned in regulations) not permitted by regulations,
unless on terms applicable to employees as a wdraleafter approval by the supervisory board.
Some Member States, however, permit such loans @egmany, Luxembourg, Spain and

Poland§>>.

132 5ee Answers to Questionnaire on Directors’ Reratiwer in Listed Companies: Hungary, by H. Andrasailable
at ECGI: http://www.ecgi.org/remuneration/questianedex_2008.htm.

153 portuguese Commercial Companies’ Code, Art. 3992 429.

1%4 Codified Law 2190/1920, Art. 24.

155 | uxembourgish company law provides that this situais to be dealt with in the following way: thérettor
involved must abstain from taking part in the bdardeliberation on the subject matter, and its kenfand
corresponding abstention must be reported spediltiie next following shareholders’ meeting (A&7 LSC 1915).
The same rule applies to members of the supervismayd and members of the management board (Aris-@@hH LSC
1915). The annual accounts submitted for approvaheoshareholders must contain an item (generatipta to the

financial statements) which specifies the amouribahs granted to the directors, including thergge the principal
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3.6 Design

Regulation across the Member States includes variguidelines for the design of
remuneration packages. Because of their importemttee remuneration process and the significant
differences in approach by Member State regulatiins section outlines the provisions related to

the terms of contracts of executive directors dedguidelines for incentive pay.

Terms of contracts

The setting of term limits for contracts for exeeetand non-executive directors is
important for linking reward with performance arwt tontrolling rewards for failure. But only
some Member States have adopted limits for exeeudivectors’ service contracts and limits on
termination payments are rare.

UK best practice recommendations (under the CoedbiG@ode) provide that notice or
contract periods should be set at one year oy ll@sger periods are unusual. Austrian and German
corporate law states that members of the managemeantl are to be appointed by the supervisory
board for a period not exceeding five years. Thgimam period of the contract is also five years.

In single-tier continental companies, requiremexagering terms of contracts for directors
theoretically apply to both executive and non-exigeudirectors. At Italian firms, board directors
cannot be appointed for a period exceeding threesy¢he appointment may be renewed where
permitted in the articles of association and doecimay be removed at any time by the general
meeting (as they can be under UK company law), withoss of entitlement to damages in case of
unfair dismissal®® French law requires that board directors’ sergioetracts must not exceed six
years™’ The second Viénot report, however, recommendsthigatiuration of theirectors' term of

office should not exceed a maximum of four yearsyrder to enable thehareholders to rule upon

provisions and the amounts which were paid bacles&hnformation have to be provided globally (fonsolidated
accounts, Art. 337 13°, LSC 1915; for annual accguAtt. 65 (1) 13° of the Law of December 19, 2002the
Commercial registrar and the accounting and anmc@iunts of businesses). There is not a speciiailgition in Spain
about this subject. The general one is related thii¢gHoans directed to acquire the shares of thepaagn

%8 Italian Civil Code, art. 2383

BT ErenchCode de Commergart. L225-18.
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their appointment with sufficient frequenty. Directors of Spanish listed companies have a
maximum term limit of six years, but they can beekected without limit>® The Spanish Unified
Code establishes that independent directors shmilégtay on as such for a continuous period of
more than twelve year§’

In Denmark and Portugal members of the board cdctlirs are elected by the general
meeting for a period stipulated in the companyteckes of association and for a period no longer
than four years. In Poland, members of the managebward, by law, may serve for a maximum
period of five years; there are no specific rulesaerning disclosure of contracts. In Member States
where directors have an employment contract godebyelabour law, termination of the work
contract can only be made as provided in the con@mad as permitted by laf?* Most other
Member States do not stipulate any specific requargs concerning directors’ service contracts
with respect to the duration and disclostffe.

In the UK, disclosure concerning termination paytaepolicy, notice periods and the
duration of directors’ service contracts must bedenan the Directors’ Remuneration Report
together with disclosure concerning payments mad#rectors (for breach of service contracts) in
the relevant financial year; termination paymenit be related to the director’s service contract.
Remuneration committees are recommended (unde€dmebined Code) to ‘carefully consider’
the impact of early termination in terms of compim pay-outs and to avoid rewarding poor
performance; they are recommended to ‘take a rdimeston reducing compensation to reflect the
departing director’s duty to mitigate losses. Dubelst practice guidelines provide for termination
payments that do not exceed one year’s fixed satawyever, if this is considered unreasonable for
a management board member who is dismissed durnfirét term of office, the severance pay

should not exceed twice the annual salary.

%8 vienot Il Report (1999), available at: http://wveegi.org/codes/code.php?code_id=41.
159 gpanish Companies Act, art. 126.2.

180 spanish Unified Code on Corporate Governance (2@@ént 40.

181 For example in Luxemboug and to some extent Italy.

182 E g. Greece, Hungary, Sweden.
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In Germany, payments to management board memberpr@mature termination of
contracts without serious cause must not exceedvéhee of two years’ compensation (the
‘severance payment cap’) and, in the event of agdan control, payment must not exceed 150%
of the severance payment cap. French regulatioteimnination payments introduces an element
that is not found in any other regime. French leyases total transparency and makes termination
payments conditional on performance requireméfitgurthermore, it does not allow rewards to be
made to failing executive directors. A terminatipayment cap of two years of compensation,
including fixed and variable components, also aspli

According to the Belgian guidelines, severancenpayts should not exceed one year’s basic
and variable remuneration. The board may considgheh severance pay but further to a
recommendation by the remuneration committee, act pay should be limited to a maximum of
eighteen months remuneration. The contract shopétify that the severance package should
neither take account of variable remuneration xaeed twelve months’ basic remuneration if the
departing CEO or executive manager did not meetpérormance criteria referred to in the
contract.

Some states do not have any specific rules regatdimmination payments. For example, in
Austria, contracts signed by the management boamsnbers are so called ‘free services
contracts’ Freie Dienstverstrageand generally neither labour law nor collectiggesements are
applicable to them. Management board members golcitly excluded by law from the scope of
general agreements. Disclosure of severance pagnemot always enforced by regulations. In
Germany, the substantive content of severance awardnanagement board members is disclosed
only if, in legal terms, the awards differ signditly from the awards granted to employees.

Capping severance pay to a certain number of yefaemnual remuneration may create
some room within which companies can manoeuvrerameve underperforming directors without

excessive cost. Currently, there are significarmiatians between companies that set limits on

183 The “TEPA” Act: Act of 21 August 2007 for labour, elopment and purchasing power.
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severance pay limit. In particular, we suggest thatity is necessary in Community and Member
State regulation as to what annual remuneratioaifggwhich termination payments are assessed)
refers to, whether: i) fixed annual pay; or ii)dtk + annual bonus; or iii) fixed + bonus + share-
based payment. At EU level, the 2009 Recommendafoavide for termination payments to be
based on maximum two years of the non-variable cor@pt of remuneration or the equivalent
thereof. Additionally, the Recommendations statg termination payments should be linked with

performancé®

Incentive pay

An important area of the remuneration frameworlated to guidelines for incentive pay.
Different approaches have been adopted across @bkl States in this area. Share-based
remuneration schemes, in particular, tend to dthast practice recommendations.

Schedule A of the UK Combined Code states thamoimal circumstances, shares granted
or other forms of deferred remuneration shouldvest, and options should not be exercisable, in
less than three years. Directors should be encedramhold their shares for a further period after
vesting or exercise, subject to the need to finaaeg costs of acquisition and associated tax
liabilities. Grants under executive share optiod ather long-term incentive schemes should be
phased rather than awarded in one large block. toted rewards potentially available under
incentive schemes should not be “excessive”. Thenliiloed Code further recommends that
performance criteria for incentive scheme paymshtild be “challenging”; and that consideration
should be given to the use of performance critefdach measure the company’s performance
relative to comparator companies in some key vlglincluding Total Shareholder Return (TSR).
Share-based schemes have also been addressedlibg liestitutional investor organisations. The

ABI Guidelines state that remuneration committeresutd have regard to dilution effecfs.The

164 COM 2009/3177, art. 3.5 (Il).

185 ABI Guidelines supranote 99para 2.3.
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NAPF Guidelines state that the board’'s assessnifi¢hé @otal value of rewards granted to directors
should be made available and that directors shaddlly only participate in one share based
incentive scheme at a tim&.

In Germany, where extraordinary, unforeseen dewedoyis occur it is possible to limit
long-term incentives, upon the agreement of thesugory board. Other requirements include that
the grant of new shares to members of the managdmard is dependent on the nominal value of
the contingent capital not being greater than &ntent of the registered share capital available at
the time of the relevant resolution. The waitingi@e prior to the initial exercise of the subscopt
rights / options is two years.

In France, with respect to share option schemeadisoof directors or management boards
should prohibit the immediate resale of all or gdraany shares granted for a particular period (the
‘custody period’), which period may not exceed éhyears from the date of exercise of the option.
For bonus shares, the minimum term of the vestergd (or period at the end of which the vesting
of the shares is final) may not be less than twargewhile the minimum term of the custody period
may not be less than two years from the final awgatk. However, the custody period may be
reduced or removed by the general meeting if thetimg has also approved a vesting period at
least equal to four years for all or part of theaeded shares. The total number of shares awarded
free of charge may not exceed 10% of the shardatags of the date of the award made by the
board of directors or the management board. Adualig, no bonus share award may be made to
employees or officers individually holding more thE0% of the share capital.

In Belgium and Luxembourg the specific rules inéutthat shares should not vest and
options should not be exercisable within less thage years. In the Netherlands options should not

be exercised in the first three years after the détgranting, and shares granted without financial

% The National Association of Pension Funds (NAPFblished their Corporate Governance Policy and \¢ptin
Guidelines in November 2007. They can be accessetie NAPF website www.napf.co.uk. The Guidelires
supportive of the Combined Code and the ABI Guidedi They contain Global Remuneration Principlesdhaworth
setting out for consideration. NAPF published adaip to their November 2007 Guidelines in Febriz®9. There
are no changes as such to Remuneration Policiethéutpdates give an indication of how RemuneraReports in

2009 will be viewed.
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consideration must be retained for a period ofeast five years, or until at least the end of the

employment, if this period is shorter.

3.7 New regulatory issues

The financial crisis has led to particular rulesngeadopted across the Member States for
remuneration within banks and has led to regulaatssupervisors becoming more involved in the
banking remuneration system. As described abot@srSection, the Commission has adopted new
general principles applicable to remuneration poiic the financial services sector which are
designed to ensure that financial institutions h@meuneration policies in place for risk-takingfsta
that are consistent with and promote effective nglhagement.

Even before the financial crisis deepened in |&@82 however, several banking-specific
provisions were already in place in some MemberteSta For example, according to
Luxembourgish company law, the banking supervisarghority could recommend a reduction of
the remuneration of the board of a listed bank,aawhole, if it deemed such remuneration
disproportionate to the bank’s size, activitiexfig and to the time directors spent on performing
their duties. The Bank of Italy issued specificpmate governance guidelines for banks in March
2008!%" including with respect to remuneration policy, lempenting the EU Recommendations.
This is the first such document addressed to th&ibg sector immediately after the financial crisis
hit the markets and as concerns about the heattiedfhancial system were raised.

As the crisis deepened and as remuneration becak®d] in the policy debate, to the
financial crisis, a series of reforms and revievesevadopted across the Member States and by the
EU in an attempt to design a better regulatory &awork for director remuneration. Such reforms
have been initiated by regulators and politiciaits warticular regard to financial firms, to preten

a recurrence of the ‘credit cruncfi® Overall, these reforms seem to impose more resiipitity on

187 See Bank of Italgupranote 126.
18 For example, efforts for reforming pay in finaridiems by the UK Financial Services Authority (FBAhe Institute

of International Finance (lIF), the Basel Committé Financial Stability Forum (FSF).
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the (supervisory) board for directors’ remuneratioWwhilst measures designed to align
remuneration with effective risk management havenbeequired for financial institutions in

particular, provisions for an increased role foe thoard"®® clawbacks, golden parachutes and
compensation’s adjustment to risks, all with broagdevance for remuneration policy, have also

emerged. All these areas are, for example, covardek two 2009 EC Recommendations.

Board responsibility

The amendments to the Dutch Code of Corporate Gawee in 2008 well illustrate the
increased responsibility being placed on the supery board. Supervisory boards are given
instruments for improving the quality of decisiorakmg on remuneration and the transparency of
the remuneration structure. The basic conceptatsrttanagement board members should earn their
remuneration on the basis of performance, but ithest ultimately for the supervisory board to
determine how much it would be reasonable for aagament board member to earn, taking
account of all the circumstances. The active inelent of the shareholders is also essential in this
respect. Before determining the remuneration of agament board members, the supervisory
board should analyse the possible outcomes of #mable components of remuneration. The
supervisory board then determines the level angctstre of the remuneration by reference to
scenario analyses, taking account not only of tesaihd share price but also of non-financial
indicators:’® The Government Commission on the German Corp@aternance Code also made
a number of substantive amendments to the Cromrmde ©02008. One of the main reforms was to
strengthen the competence and responsibility of file supervisory board in respect of

remuneratiort’*

189 «Non-executive directors hold particular respoiliijbfor ensuring that executive incentive compeaiisn
arrangements are sound. For financial institutigitls dual boards, the Supervisory Board must take
responsibility for all compensation arrangementsf just senior executive compensation arrangemeriESF
Principles,supranote 25.

170 see Dutch Code of Corporate Governance (2008), II.

"1 Government Commission, German Corporate Govern@nde, Press release, 6 June 2008.
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It has also been advocated that non-executivetdneshould have the discretion to change
actual remuneration, ex-post, to ensure that thed fmay executive directors receive is ‘fair’ in
relation to the company's results and the perspeaormance of manageméfit any related
adjustment to the operation of established remtioarachemes would be fully disclosed. But only
the Dutch corporate governance guidelines empoWwer supervisory board to adjust variable
remuneration downwards or upwards. In support oartde discretion to change executive
remuneration, the role of the remuneration commitbeeds, however, to extend from making
proposals for the remuneration policy, to ‘perfonta reviewing’, i.e. carrying out an assessment
of the remuneration levels against performanceertaitand assessing the appropriateness of the

remuneration policy.

Risks of variable remuneration

Variable remuneration may expose the enterpriseatmus risks. Regulators, as well as
banking institutions, are now focusing on the riskich remuneration poses to overall firm
financial stability and risk management, and taesysc stability, and are exploring ways to make
variable pay better reflect risk and long-term pearfance. For example, the FSA is concerned with
the risks created by the structure, and not wighahsolute amount, of remuneration; it regards the
latter as a matter for firms’ remuneration comneiteBut its general principle is that a firm should
establish, implement and maintain remuneration cpgdj procedures and practices that are
consistent with and promote effective risk managerié The FSA stance reflects a growing
consensus in the industry that pay for bankers Idhbe adjusted for the risks they take when
betting their companies’ capital.

As yet, EU Member State regulations have not implet@d specific measures on the

relationship between remuneration and risk-takifige better alignment of remuneration with a

172 statement of the European Corporate Governance Fomlirector Remuneratior23 March, 2009.
13 ESA, Draft Code on Remuneration Policj@Sebruary 2009, revised March 2009 (F&%&forming Remuneration
Practices in Financial ServiceMarch, 2009).

55



firm’s risk profile had, however, been raised bg Hupervisory provisions drawn-up by the Bank of
ltaly specifically for the Italian banking system2008’“ before the deepening crisis woke policy
makers up to the issue. The Italian provisions iregihhat remuneration schemes must not conflict
with banks’ prudent risk management policies oirth@ng-term strategy. In particular, equity-
based incentives (e.g. stock options) or perforredimked pay must take account of the risk borne
by banks and be structured so as to avoid gengrateentives that conflict with their long-term
interests.

Across the Atlantic, the Emergency Economic Stahilon Act (2008, so-called “TARP
bill") and the American Recovery and Reinvestment £009, so-called “stimulus bill”) require
firms receiving TARP funds to ban incentives thaltet “unnecessary and excessive risks”. The
effectiveness of these measures have been atfued.

Remuneration practices can encourage excessiveaeskss all industries, however, and the
reform movement should focus more widely on engutivat incentives do not induce risk-taking

which is in excess of a firm’s risk appetite oretaince.

Clawback provisions

The financial crisis has also seen attention tarolawing back remuneratid® Clawback
provisions are rarely found in current Member Statulations. But clawbacks have, nonetheless,
become associated with the financial crisis remetiwr reform movemenrt.” Typically, under a

clawback clause, and to the extent possible undplicable employment laws and companies’

174 See Bank of Italysupranote 126.

17> Bebchuk and Spamann argue that regulating execirtoentives alone is not sufficient to ensuresbendness of
financial institutions, while combining traditionadgulation approach with the regulation on exeeugiay could better
improve effectiveness of bank regulation. See L. dBek and H. Spamann (2009Regulating Bankers’ Pay
Georgetown Law Journal, Forthcoming, Harvard Law Badnomics School Discussion Paper No. 641, availabl

http://papers.ssrn.com/sol3/papers.cfm?abstract4it8072.

176 One way to align time horizons is to place a portiand in some cases up to the entirety, of amgngyear’s bonus
grant, both cash and equity, into the equivalergroéscrow account. All or part of the grant isereed if the firm as a
whole performs poorly or if the exposures the eppdocaused the firm to assume in the year for wihietbonus was
granted perform poorly (a “clawback”). Departuretttd employee from the firm should not trigger gadyout (hence,
for example, many past “golden parachute” arrangesndid not conform to this principle); FS8ypranote 25.

7 For example, see Committee of European BankingiSigors (CEBS)High Principles of Remuneration Policy

March, 2009
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legislation, the company should reserve the rightthe discretion of non-executive directors, to
reclaim performance-linked remuneration elementg&hvivere paid to directors on the basis of
results that afterwards were found to have beemifgigntly misstated because of wrongdoing or
malpractice’’® This requirement currently exists only in the ageshDutch Code, probably thanks
to its adoption in the middle of the financial eisThe Dutch clawback provisions suggests that the
supervisory board be able to recover from managebmerd members any variable remuneration

which was awarded on the basis of incorrect fir@rmi other data’®

4. RESEARCH ON COMPANIES

4.1. Explanation of data

Our dataset consists of Europe’s largest 300 lifitets by market capitalisatiofi® 295
firms have been examined; the remaining 5 did motigde the necessary material for the analysis.
The firms are situated in 16 European countriesylmth 14 are EU countries and 2 are non-EU
countries:®! Table 1 shows the distribution of firm observasi@ctross the 16 countries included in
our sample.

The analysis was conducted on the annual finarstatements or corporate governance
reports — where separate from annual reports th®rfinancial year ending December 2007 or
March 2008. The data accordingly reflects firmghumeration policies for the period just before
the crisis occurred.

Our disclosure analysis covers 23 criteria related the disclosure of directors’

remuneration. These criteria are further classiiie8 categories, namely: remuneration committee,

8 COM 2009/3177.

19 Dutch Code of Corporate Governance (2008), 11.2.11

180 ETSEurofirst 300 as November 2008.

181 EU: UK, France, ltaly, Germany, Netherlands, BelgiuSpain, Sweden, Ireland, Austria, Denmark, Paitug
Greece, Finland; non-EU: Switzerland, Norway. Comtsi@mthe paper relative to the application of @@nmission’s
Recommendations in practice refer to firms baseBUh nevertheless Swiss and Norwich firms competeadevel

playing field with the EU firms, therefore investaquirements are similar.
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remuneration statement, terms of contracts, prémgrand decision-making process, remuneration
policy information, individual disclosure, emolunterand share-incentive schemes. The criteria
were chosen as they provide an insight into theawelr of firms relating to the disclosure of
directors’ remuneration across three areas: gomemaremuneration policy and individual
remuneration disclosure. In setting the criteria foowed the specific provisions stated in the
2004-2005 EC Recommendations and covered in m@shational best practice guidelines. Annex
1 provides explanations for the evaluation of atecia. For each criterion we assess whethema fir
attains a minimum level of implementation.

The 23 criteria use Begree of Conformity (DoQheasuring the extent to which companies
follow international guidelines for the presentatiand disclosure of directors’ remuneration. We
assign a value of “1” to each criterion that a fcomplies with and “0” otherwise. All criteria were
given the same weight. If the firm does not provitfermation on a criterion we do not exclude it
from the computation but give each missing criterdoscore of 0, effectively treating it as if the
firm does not conform with the respective disclescriteria. The DoC can be assessed :

I) at a general level, comprising all firms from owataket: expressed in percentages, or in

number of points (max DoC = 295);

i) at country level: expressed in percentages or mhbau of points (max DoC = number of
observations (firms));
i) at firm level: expressed in values assigned (O focriteria).

In this section we present an overview of Eurodeams’ behaviour in practice with respect
to remuneration governance and disclosure. Bedhesesults show homogeneity within countries
and variations between firms in different countridtge comments refer to country-specific firm
behaviour. Overall, we observe that firms’ applmatof the different disclosure criteria depends on
the level of transposition of the Commission’s 2@l 2005 Recommendations in the different
Member States and, moreover, on the way these reeodmations are applied: through mandatory

legislative provisions or through best practicedglines. Law accordingly ‘matters’.
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Table 2 provides an overview of the 23 criteridegaries and areas showing firms’ overall
DoC for each of these. The results show that samieria are followed by the majority of firms.
For example, four of the criteria are fulfilled loyer 80 percent of our sample: one of the two
criteria in the area of governance, two of thetélein criteria in the area of remuneration policg an
one out of the eight criteria in the area of indual disclosure. The criteria meeting the highest
scores are related to general disclosure requiresmee. disclosure on the presence of a
remuneration committee, the existence of a poliayement and the individual disclosure of non-
executive directors. The criteria that receive ldweest percentage of conformity relate to detailed
disclosure requirements, such as the adoption fofveard-looking approach in the remuneration
statement, disclosure of terms of contracts, dssok of the names of external consultants,
information on the link between remuneration andgremance and details of the share-incentive
schemes.

The empirical distribution of criteria is displayedtable 3. We observe that firms tend to
place the highest importance on basic disclosuyaimrements, represented by criteria such as the
existence of the remuneration committee, the exigteof a remuneration policy and individual
disclosure of emoluments; while requirements forendetailed information relating to directors’
terms of contracts and qualitative information relgeg the performance-linked compensation
generate lower interest. Figures 1 and 2 also laheasubstantial differences in disclosure on

remuneration between firms in our sample.

4.2 Remuneration Committee

As part of the analysis of the governance of theurgeration process, we checked for the

presence of a dedicated remuneration committeeirwitloards, composed of non-executive,

59



directors, in the majority independent, as requibgdhe 2005 Recommendation on the role of non-
executive director®?

Our assessment shows that almost 83% of the fiemgewed have established either
separate or joined committees. But only 60% ofiatls have remuneration committees composed
of non-executive, in the majority independent, clioes. Reflecting the pan-EU governance divide,
variations occur mostly between jurisdictions, whdonformity with criteria within each country is
guite homogenous. Remuneration committees (eitparate or joined) are to be found at all firms
from the UK, the Netherlands, Ireland and Portuddle countries where the lowest number of
firms have remuneration committees are Germany,niaek and Austria. Firms from Belgium,
Spain, Sweden, Greece and Norway have the lowespl@nce with the requirement regarding
committee’s composition. Nearly all UK firms revied set up dedicated remuneration committees.
Several Dutch firms also have separate remuner@oommittees; some have established joined
nomination and remuneration committees. UK and Bditens also comply with the composition
requirements. In France, most firms have joint m@tion and remuneration committees, whilst the
majority of Italian firms have dedicated remuneyatcommittees. Greek and Norwegian firms have
set up remuneration committees but they do naiilftiie independence criteria. German firms do
not have separate remuneration committees; in cests, other committees (most often human
resources committee) have been delegated the m@bpity: for senior management remuneration
and information regarding the independency of theembers is not given.

Firms’ approach to governance generally followsirtheational corporate governance
requirements. As revealed by our research on regntaand by the Commission’s report on
implementation of the 2005 Recommendatittthe majority of Member States require the creation

of remuneration committees; however, not all Membtates have implemented the requirements

182 2005/162/EC.
183 COM SEC(2007) 1021.
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of the Recommendation on the presence and numbedependent directors in the committee and
this is reflected in firm practice.

Whether a totally dedicated committee, addresserguneration alone, ensures optimal
remuneration governance is questionable. Commitdeesupposed to devote full attention to their
tasks, whether it is auditing, directors’ nominatmr remuneration. On the other hand, merging the
remuneration and nomination functions may provideperation and information efficiencies and
provide important inputs to the evaluation and nelivey process. In the end, the corporate
governance framework of each firm should be decldedach firm, taking into account its overall
responsibility, structure and strategy. The indeleeice requirement, however, is more sensitive,
because the remuneration itself is a sensitiveraegti, prone to conflicts of interest. As the main
tasks of the remuneration committee concern themgsdoon of proposals on individual
remuneration and on suitable contracts for exeeutivectors and top management, the presence of
executive representatives in such committees waanliermine its activity. The determination of
the independence criteria varies, however, acrosstdes’ best practices cod¥$.But whatever
the standard adopted, compliance with the indepereeriterion in practice then becomes

essential.

4.3 Remuneration policy

The precise coverage of a company’s remuneratidiocyps not well defined by national
regulations. This is also clear from the disclospractices adopted by firms, which apply local
requirements in different ways. The remuneratiolcgaould be understood as a detailed account
of individual remuneration, company remuneratiomg@ples and the remuneration process. In
practice, most regulations and codes that transptise 2004 Recommendation on directors’

remuneration require a clear and comprehensivevewerof the remuneration policy, which

184 See analysis of the composition of remunerationmiitees in Section 3 of this paper.
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enables shareholders to evaluate the company'®agpito remuneration and to debate the policy
where necessary.

Our analysis assesses the remuneration policy \aitarespect to four categories: the
remuneration statement, contracts terms for exexufirectors, the preparatory and decision-

making process and the information contained irréineuneration statement.

Remuneration statement

Under the 2004 Recommendation, the remuneratiocypoiust firstly contain a statement
which provides an overview of the principles govegnremuneration for the year in reviet.
Where firms provide an independent remuneratiomntephe statement is, of course, part of this
report. If, as is most often the case, firms dohmote a separate remuneration report, the statement
can be included in the annual accounts or the oispenotes. The statement must provide an
overview of the manner in which the remuneratioficgohas been implemented in the year in
review, explaining any changes that have occurteihg the yeaf®® More than 90% of the firms
have a remuneration statement in their report. Hewewe find great differences in the
presentation of the remuneration statement. Atdhvest level of disclosure, firms present a rather
boilerplate statement, with insufficient bespokearage. At the upper level, firms provide clear
principles and guidelines on their remunerationgyolincluding details of any recent changes or
future changes. If we were to evaluate the qualitgl clarity of the statement, we would allocate
low scores to the majority of firms from ContindriEaurope; however this is not an assessment we
undertake in the present study.

In addition, the statement should also focus on t¢benpany’s policy on directors’
remuneration for the following year and subsequerars®’. Although this must be approached

with caution because policy evolves over time, thequirement is essential for board

1852004/913/EC, Art. 3.1.
1861d., Art. 3.2.
187 Id
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accountability. Nonetheless, few national regulagidhave transposed this requirement and even
fewer firms have applied it. This failure is likely become the focus of future reforms, considering
the risk associated with the remuneration levelgrofs’ top management. Our research reveals that
only UK and Dutch firms achieve a higher than 508tiformity with this criterion. Most other
firms do not conform with this criteria at all.

Overall, the remuneration statement category fdléd by 70% of the firms.

Terms of contract

The terms of contracts for executive directors,judimg the duration of contracts, the
applicable notice period and details of provisidos termination payments, form part of the
remuneration policy and must be disclosed in tagestent. Shareholders can take account of these
contracts and the way in which they are implememazbnsidering their vote on the remuneration
policy. Best practice guidelines typically proviteat when contracts are being negotiated, boards
should consider and avoid the reputational risksb@ihg obliged to make large payments to
executives who have failed to perform. Contracteulh also be reviewed periodically and
remuneration committees should consider, and sté#ters assess, whether the contract provisions
are in line with their policy and the disclosedstaent:®®

Overall, and despite its importance to effectiveeeggonance and shareholder voice and the
extent of the ‘rewards for failure’ which the cadias exposed, this category meets the lowest DoC,
approximately 45%. In several cases where onlyigdartformation is disclosed, it is provided in
sections of the annual report that are not linketthé remuneration statement, and is rather unclear
Nearly all UK firms and most Dutch and Swedish Binthowever, consolidate all information
relating to the terms of contracts in the remunenastatement. In other cases, the terms of
directors’ contract are often understood by comgmmis related to general corporate governance

issues and hence are disclosed with board pracgieasrally. However, we argue that service

188 Best practice guidelines recommended also by ABFR; supranote 99.
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contracts disclosure should be linked to remunemagolicy and disclosed in the remuneration
statement. Accordingly, we assessed all firms oacural playing field, without penalising the ones
that might have this information.

Disclosure of firm policy on termination paymengsprovided by 61% of all firms and it is
often disclosed separately from the duration ofti@mts. More than 70% firms from Sweden, the
UK, the Netherlands and Portugal provide some dstcke on policy on termination payments,
while less than 30% of firms from Switzerland, ytalAustria and Norway provide such
information. Because one needs to have an ovemwidhe general policy on termination payments,
we penalise firms that only give information on tBEO termination contract instead of a general

policy applied to all executive directors.

Preparatory and decision-making process

Information regarding the preparatory and decistaking process used for determining the
company’s remuneration policy for directors showl$o be disclosed in the remuneration
statement® In line with the Commission’s Recommendations, agsess the disclosure of
information concerning the mandate and compositibthe remuneration committee, disclosure
concerning external remuneration consultants asdlaiure concerning the role of the general
meeting of shareholders in the process. As witltlalssire concerning the terms of contracts,
disclosure on the process for setting-up remurmradissists shareholders in understanding the
company’s remuneration policy and in gauging thprapriateness of the levels of compensation.
This category is best followed by UK firms and, hdignificantly lower levels of conformity, by
Dutch, Swedish, Irish and Portuguese firms.

With the exception of UK firms, most European firm®vide the remuneration statement
and the information related to the remuneration rotttee separately, with the latter often found in

the general corporate governance report / secflds reflects national reporting requirements. We

18914, Art. 3.4.
64



find, however, that process disclosure is an ingmirelement of remuneration governance which
should be disclosed as part of the remuneratioteraent, together with the other information
which describes the process for setting remuneratibis reform should be made through Member
State regulation, even if it requires a duplicatadrdisclosures already required for the corporate
governance report. Our research in this area peatitwo results: the first analysis did not penalise
firms that disclosed the information elsewhereha annual accounts; the second only considered
disclosures made in the remuneration statemerthdrfirst situation, 75% of firms disclosed the
information, with most countries achieving ovesibres higher than 808% Austrian and Danish
firms have the lowest conformity levels. In the et situations, where we penalised firms if the
information was dissociated from the remuneratitatesnent; only 30% of all firms (mainly UK
firms) conformed.

The names of external remuneration consultantsliaobosed by only 33% of firms, mostly
UK firms. Several Spanish firms state that theyndd use a remuneration consultant. Where the
information was missing, we assumed that firms made of consultants, but do not disclose this
information. The role of the general meeting of rehalders in the remuneration process is
disclosed by almost 70% of the firms. But less rnnfation is provided by German, Austrian,
Norwegian and Finnish firms, where the role of shatders in the remuneration process is weaker.
Generally (as noted in section 3 above), the rblaegeneral meeting in the remuneration process
consists in setting the remuneration levels forsihygervisory board and approving the remuneration
policy and the share-based remuneration schemegli®ilosure on shareholders’ role is generally

unclear across the firms reviewed.

19 German firms do not have such information becaheg do not have remuneration committees, but aastbey
allocate responsibilities for directors’ remunesatito human resources or personnel committees tak@erthe
responsibility for the directors’ remuneration pees.
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Alignment of remuneration with performance

As outlined earlier, the degree of alignment of wesration with performance is regarded as
an essential measure for evaluating the appropeate of a company’s remuneration policy.
Disclosure plays a major role in assisting shamdrsl (and other stakeholders) in assessing the
‘relative importance’ of the variable and non-vatea components of directors’ remuneration.
Shareholders and policy makers can use disclosurevaluate the appropriateness of firms’
remuneration policy, linking it to the remuneratiprocess and compensation levels. However, the
concept of ‘relative importance’, frequently usedriegulators, is rather vague. Companies often
express ‘relative importance’ as a comparison efréfative values of ‘fixed’ remuneration (e.g.
salary) and variable remuneration (such as bomigmrs and LTIS awards). Corporate governance
guidelines often recommend a ‘proper balance’ betwbase pay and variable pdyor that
remuneration be linked to performance by means afrelatively low base pay and a higher
proportion of variable pa}’? Approximately 55% of firms provide an explanat@sto the balance
between the different elements of remuneratiohpalgh the depth of disclosure varies.

Most UK firms provide details on the breakdown betw fixed remuneration and annual
incentives and between fixed remuneration and ddmey-term incentives, often also disclosing the
minimum as well as the maximum levels for theseemives payments. Several UK firms also
present these proportionate disclosures, in agtgdgan, as part of the total estimated annual pay
This type of disclosure facilitates a clear assesgraf the estimated value of incentive payments as
a proportion of total annual pay. Most other Euanpérms that disclose the relative importance of
fixed and incentive pay usually only refer to tleéationship between base pay and annual bonuses.
This more limited approach may be linked to th& latdisclosure on the value of share-incentive
schemes, which we consider further below. Given tha Commission Recommendation (2004)

does not specifically require disclosure of theahak between fixed and the different elements of

11 see for example, AFEP/MEDEF (October 2008).
192 See for example UK Combined Code (2006); ItaliaorpBrate Governance Code (2006); Belgian Corporate

Governance Code (2009).
66



the variable remuneration, our assessment awaedddl to firms which disclose only the relative
importance of fixed remuneration and annual ine@stibonus). UK, Dutch, Swedish, Austrian and
Portuguese companies rate highest in this criteutisle Spanish, Belgian, Italian, Irish and Danish
firms have low conformity.

Understanding the financial state of a firm andfai®casted performance, its strategy and
its objectives is essential when evaluating a fiAn.accurate assessment of the effectiveness of
remuneration policy for directors accordingly mbst linked with the financial and non-financial
state of a firm. The remuneration statement shthddefore set out sufficient information on the
linkage between remuneration and performance, giralisclosure of the performance criteria on
which bonus and share schemes are based, althdwgmeed to protect the disclosure of
commercially sensitive information must be acknalgled. This, however, should not be an excuse
for not disclosing the parameters for the incenteenponent of remuneration. The low levels of
disclosure which are clear from our analysis mayekglained by firms considering performance
targets to constitute commercially sensitive infation. Firms that we assessed as in conformity in
this area, by contrast, provided details on peréomoe targets for both annual and long-term
incentive schemes; if no information whatsoeverpisvided on long term-incentive schemes
without making it clear whether such schemes awptad, we assumed that the firm does not
disclose this information. The level of disclosofahe link between remuneration and performance
cannot be fully objective but, given market consemuhat is important is that an ex-post review of
performance against targets is possible.

Disclosure of the performance parameters for baulemes is provided by 64% of the
firms in our data, while performance targets faarghbased incentive schemes is provided by only
56% of the firms. These disclosures are complendehteinformation (or the lack of it) on the
achievement of targets, such that in the end 80% of firms provide sufficient information on the

link between remuneration and performance. Thedsglevels of disclosure are provided by UK,

67



Dutch and to some extent German firms, while Befgi$panish, Italian and Swiss firms are the
lowest performers.

Overall, these generally moderate levels of firrchlisure concerning the remuneration
policy reflect local transposition of the 2004 Rewxopendation in the Member States. The EC’s
assessment showed that implementation was gen&gaaigble and that the Recommendation was
most often only implemented in palf. The Recommendation’s detailed requirements have

typically been implemented on a ‘comply or expldasis.

4.4 Individual disclosure

Adequate transparency depends on individualisedodigre of executive and non-executive
remuneration, including a breakdown of salary/faed short-term and long-term incentives. This
way, shareholders and wider stakeholders can hodlividual directors accountable for the
remuneration they have earned; but this assessimestcurate only if all the components of
remuneration are disclosed individually, relatigetie year in review and the preceding years. Our
assessment indicates that 58% of all firms confr@ll criteria in this area.

We assess the level of disclosure of emolumemrtsthe total amount of salary or board fees
paid to the director under the year in review,rgr@uneration paid in the form of annual bonus and
any additional benefits* We observe that 74% of firms provide both exe@utind non-executive
individual disclosure of emoluments and bonuse® fBmuneration of non-executives is disclosed
by a greater number of firms; however some comgadigclose only with respect to non-executive
or executive directors. Generalising firms’ behaviwithin a country and observing the differences
in behaviour between countries, we notice that dirtend to follow domestic regulation. For
example, most Swedish and Finnish firms disclosdividual remuneration of non-executive

directors and do not individually disclose the remation of executives. Conversely, Austrian

193 COM SEC(2007) 1022.
19 Since pension compensation are often includechéntotal emoluments, we did not take this criterioto our

assessment, assuming that firms that disclosehal components, also include information on persio
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firms provide individual disclosure of executivermeneration and aggregate figures for non-
executive remuneration. In most other countriesydithat only provide aggregate disclosure adopt
this practice for both types of directorship.

Disclosure of the remuneration of individual dias of the company, executive and non-
executive, in the preceding years can help invesippreciate remuneration in light of the overall
performance of the firf> Nearly all UK and Irish firms, and about 71% afitth firms, disclose
individual remuneration for the previous year. ABhbalf of French and Italian firms provide this
information as well; many French firms also provioiormation on executive remuneration
received in the previous two or even three yeaissthMften following national regulations, several
firms provide this disclosure only for executiveretditors and are therefore penalised by our
assessmerit? In line with the Commission Recommendation aness national guidelines, we
consider that the evolution of non-executive rematien year-on-year is also important in
evaluating board performance, as frequently theaxatutive directors receive variable pay based
on meeting attendance and, in several cases, basgeérformance’’

We also evaluated the conformity of individual thstire with respect to share schemes
awards, including: share options granted, exercigedxercised, exercise price, and exercise date.
Details on share-incentive schemes are fully degrloon an individual basis by 46% of firms. The
majority of UK, Irish and Dutch firms, and aroun@% of firms from Italy and France, provide
disclosure on all required information. Companiesoiher Member States provide low levels of
disclosure. Firms that report numerical detail® @snerally provide explanations on the conditions

of application of shares granted and exercisedgidgbisclosure has, however, expanded following

1952004/913/EC, preamble (9).

1% For example MEDEF recommends only executive discéoar the previous years, provision followed byesal

French companies.

197 Several German firms pay variable bonus remurgerdtised on performance to members of the SupeyJisard:

dividend-related or based on net profit /share.n&baboard directors receive a certain percentage (%, 2%) of
company’s net profit. Swiss members of the boanive a base salary in cash dependent on eacherisriunction,

an allotment of registered shares (usually 50%,&8% shares) and sometimes share options undera LTI
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the mandated expensing of stock optibfisjonetheless clarity has not improved. This is tgain
because certain details of long-term incentive s&seare not being disclos&d.

As with the area of remuneration governance anttydisclosure, individual disclosure of
remuneration is a criterion fulfilled by the Eurapefirms only in part, reflecting the requirements
set by Member State regulation. More stringent ireguents have been put in place in this area
since the 2004 Recommendation was adopted andysh $tates, disclosure is required by law on a
mandatory basis. However, where the option for ‘glynor explain’ applies, many firms still
deviate from the rule, providing explanations foeit approach (e.g. firms from Spain, Belgium,
Austria, Portugal).

In addition to the 23 criteria considered above,also assessed two criteria which, in our
view, could strengthen the regulatory provisionsa icriterion allowing us to observe the way in
which the information related to remuneration issmlidated in the statement; ii) a criterion which

analyses the use of benchmarks in the remuneratooess.

4.5 Consolidation

Although our results indicate that the majorityfions have a remuneration statement in the
annual report, the consolidation criterion was godprly complied with by European firms; most
companies do not provide a consolidated remurmeraéiport. Most Continental European firms do
not engage in exhaustive reporting. Elements ofréimeuneration policy are scattered throughout
the annual report. “A clear and comprehensive deerof the company’s remuneratidfi® has not
been achieved by the majority of firms; this obstsuremuneration governance and assessment of
the remuneration system adopted by the firm. UKdiproduce remuneration reports; therefore the

degree of consolidation is high, with a 94% of Broonforming to this additional criterion. Almost

19 The introduction of the accounting standards IFR$ danuary 1, 2005 significantly changed the auttog rules
for share-based payments. For listed companiegwa“expected value” charge must be taken to théitpaod loss
account for all forms of share incentives.

19 For example, in the case of stock option scheindsjidual disclosure of the value realized frone #xercising of
options is not required, nor disclosed voluntaboiyfirms.

20 2004/913/EC, preamble (5).
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80% of the German firms in our data-set producersalidated remuneration statement, while all
other firms scatter the remuneration informatiomtghout their annual reports. These fragmented
remuneration reports may be interpreted as progidpaque and incomplete disclosure. Figure 9 in

annex illustrates the degree of consolidation agudy firms.

4.6 Benchmark peer group

Using a benchmark peer group (related to a busises®r and/or the European or global
market) to assess remuneration policy and levatsnsidered best practice, yet it is recommended
or required by only a few national reginf8s.

In practice, benchmarking the level of pay is decion found mostly in UK and Dutch
remuneration reports; it is not common in othamér Approximately 78% of UK and Dutch firms
disclose a remuneration benchmark in the remumeratiatement. An employment market peer
group — not limited to national markets — can beadditional element in the process for setting the
remuneration for both executive and non-executivectbrs. It can act as reference for the
remuneration levels of the (supervisory) board anpport adequate alignment with the relevant
market and ensure that remuneration is competiwth that in firms of similar size and
complexity. The composition of the comparator grainould be reviewed on a periodic basis to
assure that its constituents reflect the compasirategic orientation. Most commonly, the peer
group used for measuring the TSR is different fitn employment market peer group which is
used to determine remuneration levels. The TSRopednce assessment measure, against a
comparator group, is a performance benchmark andtisised to benchmark overall remuneration
policy/level of remuneration. Benchmark disclosposes risks however, in that, aligning directors’

remuneration with a peer group, combined with thectice of aiming to reward directors at the

“Remuneration benchmarks are, for example, recometebgt the French AFEP/MEDEF (October 2008); by the
Italian Corporate Governance Code, 2006; by theclu@@orporate Governance Code, 2008, which alsoireju
disclosure of such benchmarks; and by the ABI Qiride on Policies and Practices, 3 December 20&j.(The old

EC Recommendation did not incorporate the requirésrfen disclosure of the peer group, while the doent adopted

in 2009 does so: COM 2009/3177, art. 5.2, (g), (II)
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median or upper quartile of such peer group, mayghbupward pressure (“ratchet effect”) to bear
on the remuneration market and lead to negledieofé¢lationship between remuneration and firms’
underlying performance. Recent reform proposalgssigthat boards should not only benchmark
the remuneration of executive directors externblly also internally against the remuneration of
other employees within the company, in order taiems consistent and ‘fair’ remuneration policy

throughout the compafi¥f, however controversial a requirement this may be.

4.7 Overall analysis

The EC Recommendations allow Member States to adiffptent local approaches. This
has led to diverse interpretations due to a widerdity of national transpositions which reflect
local traditions, legislation and practic®3.0ur results in the three analysed areas suppart ou
observation that firms tend to apply only the baeguirements of national regulations, hence the
significant differences in the application of dmslire provisions. Furthermore, they generally
conform mainly to legally-binding rules and do nsually go beyond what is required by these
rules. Where requirements apply a ‘comply or expléiasis, firms tend to follow them only
partially.

A further explanation of variations in the applioat of the governance and disclosure
principles reflects the persistent differences arporate ownership across Europe. Ownership
structures have clear effects on corporate govemangeneral;, one of the most striking features of
executive remuneration is its reflection of theemttion between remuneration and corporate
governance or ownership structufés.In the case of concentrated ownership companies,
controlling shareholders can monitor managemergécty without the need for an incentive

contract; therefore remuneration controls can bge $®phisticated. In dispersed ownership systems,

292 5ee for example European Corporate Governance Fsupranote 172.

293 0n similar trends of EC financial regulation in geal, see De Larosiére Report, supra note 22.

204 For an analysis of the executive pay as a funaifarorporate governance, see Ferrarini esapranote 7; Ferrarini
and Moloney, supra note 4; F. Barca and M. Beclls.Je(2001), “The Control of Corporate Europe”, Oxgfor

University Press.
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on the other hand, shareholders are less able mtononanagement and have more demanding
disclosure requirements. Legal controls on payheseé systems tend to be more sophisticated and
the responsibility of non-executive directors beesmmore acute. In theory, this stimulates better
disclosure practices by firms with dispersed ownigrstructures. Controlling shareholders will,
however, continue to play a dominant role in Eurogespite the increase in the number of
European firms listing on stock mark@&s this is reflected in our findings. We note thak,U
Ireland, and the Netherlands — traditionally coestmwith dispersed ownership firms — meet higher
levels of disclosure practices, while firms fromIdgdem, Spain and, to some extent, Italy
(traditionally block-holding systems) — achieve &vilevels of disclosure.

Table 4 displays individual countries’ overall D@@d provides a breakdown of the three
areas considered in our analysis. We observe that oountries achieve the highest scores in the
governance area, which is represented by the estai@nt of the remuneration committee. German
firms perform better in the individual disclosunea Firms from the UK, Netherlands, Denmark,
Norway and Finland behave similarly within all tarareas. Rather surprising is the fact that the
lowest levels of conformity occur with respect talividual disclosure. While we find a certain
level of homogeneity in disclosure behaviour, thare still some variations in the criteria
concerned.

We also calculated the empirical distribution ofuctrsies’ results. Tables 5-9 provide
summary statistics. As the number of observatioms dach country in our dataset is not
proportionate, we considered two alternatives:fits¢ one has values that are independent of the
number of observations in each country; the seatetnative considers weighted values. The
distribution is essentially influenced by the Uksuéts. We also calculate the empirical distribution

of results for overall firms from all countriesssthibution was also calculated for overall firmarfr

2% Thomassupr note 11.
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all countries excluding the UK, as this may be abered an atypical case. In the last case the
distribution is close to normal. Results are giiretables 10-13.

Many of the Recommendations’ provisions have demmsposed, although not in full, by
national corporate governance codes; implementatothe form of legal requirements is less
common. In practice, the basic recommendationgiftehby our study, within the three areas, are
followed; levels of compliance are lower with respé the more detailed requirements. Some
firms, however, still do not comply with even thaskx requirements. For example, individual
disclosure of directors’ remuneration is a fundarakeelement of adequate disclosure that, in some
countries, is only required by soft |&¥.Several firms from Austria, Spain, Belgium and tRgal
still provide only aggregate disclosure, giving kexyations for non-compliance that seem somewhat
unjustifiable. The requirement for a vote on thenuweeration policy has also been poorly
implemented®” This may be explained by the fact that most MemBetes were late in
transposing the Recommendations into national etiguis.

Remuneration disclosure, central to effective reenation governance, should be simple
and transparent. But our analysis of the disclosateaviour of firms from Continental Europe,
where there is no legal requirement for a separateuneration report, in comparison to the
disclosure provided by UK companies and by the ksmaimber of European companies that
produce a separate remuneration report, leadsetaedhclusion that only a separate remuneration
report, providing a bottom line evaluation of téerent compensation elements, can provide a
consolidated, clear and comprehensive overviewefémuneration polic§’® It is also essential if
shareholders are to receive reasonably full inféionaon which to base their voting decisidfis.
Reform in this area is necessary. The 2004 EC Rewmodation on directors’ remuneration

preserves companies’ right to decide internallyremuneration matters; its primary focus is on

2% See analysis in Section 3 of this paper.

297 Provision included in the 2004 EC Recommendatiordivectors remuneration; see analysis of ‘say oyi pa
Section 3 of this paper.

2% See Gordonsupra note 14; Gordon had similar recommendations for ¢#®npanies to adopt a separate
remuneration report, named “Compensation Discus&idmalysis”.

299|n the UK; some companies reproduce the full resnaiion report in the notice of the AGM.
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disclosure and transparency and on the approvaémiineration by the appropriate competent
bodies. But it does not make sufficient recommendatregarding the content of remuneration
policy. Reforms are necessary if clear and compr&kie disclosure on the remuneration policy is
to be provided and if a level playing field is txist between firms. In particular, greater claigy
needed on the meaning and content of the remuaerpblicy; this was raised repeatedly in the
series of debates we attended on the regulatiormiéineration in Europe. The current degree of
confusion impacts negatively on the effectivenesslieclosure. It would be desirable for all
companies to adopt remuneration policies which egklthe issue of executive remuneration, non-
executive remuneration and share schemes. Howthisrneeds to be clarified at the regulatory
level, to facilitate the reporting and assessménmemuneration. The Commission strengthens its
disclosure requirements in its 2009 Recommendabanjt leaves disclosure levels essentially to
the discretion of the firm, relying on a “sufficignformation” formula2*®

Ultimately, stronger public regulation could lea Higher levels of disclosure given the
poor compliance associated with soft law. Thisasto argue that harmonisation should be an end

in itself and that rules should be identical to iagb consistency. However, minimum core

standards could be adopted and enforced at EU. level

5. CONCLUSIONS

The executive remuneration debate has evolvedisndecade, under the influence of two
major crises. When the technology bubble blew upaorporate scandals emerged at the beginning
of this century, stock options and market manipotabecame a major cause of concern, while
short-termism was seen as one of the main culpfFite. recent financial crisis has revealed that
perverse incentives leading to excessive risk-takind pay for failure are major flaws in executive

remuneration. In this study we explored the gowveceaarrangements, the regulatory trends

210 COM 2009/3177, art. 5.2 (Il).
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(including best practices) and the policy debateceoning executive remuneration in Europe, with
reference to the period leading up to the 2007-206@39s. Our main objective was to analyse how
remuneration governance and structures emerged themtechnology bubble, reacted to the
financial crisis and stimulated the remuneratiolicgadebate. Whilst the lessons from the corporate
scandals have not been easily applied, the receandial turmoil will no doubt lead to more
incisive reforms.

The current debate on directors’ pay is focusedimancial institutions, which are at the
core of the financial crisis, and on how executemuneration can deliver better risk management
and support systemic stability. The new remunenatiedels being proposed under the current
reform movement include the performance incentleag associated with executive remuneration
but they also are designed to penalise failure. ddeer, the proposed models align incentives with
corporate strategies but also with risk policeEmaphasising the role of enterprise risk management
in setting executive remuneration. They suggestovdrd-looking approach for sustainable
financial performance and recommend periodic resi@# remuneration policies by the board.
Attention is increasingly being paid to stakeholdatue and the fairness of pay, mainly with
respect to financial institutions and, in particulto those receiving public money. Yet not all
considerations valid for financial institutions agplicable to non-financial firms; for instancleet
link between incentive pay and risk is more proldémin financial institutions, as their risk
structure is subject to rapid change. Thereforeatiadysis of directors’ pay at financial institute
should not be automatically transposed to otherpammes.

But our study underlines, nonetheless, the impogasf sound remuneration governance,
including disclosure, board monitoring and shardéol engagement for all companies. If
appropriate requirements were foreseen by eithdliguegulation or best practices, detailed
mandatory rules with respect to remuneration strectand levels would not be necessary for
companies generally. The safety and soundnesmarfdal institutions, however, suggests that

prudential regulation and supervision incorporatecetive remuneration. Moreover, state-owned
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enterprises could see governments set their remuoerpolicies, if not individual directors’ pay
levels. As for non-financial firms, pay design slibbe recommended by best practices under a
‘comply or explain’ regime, for example with respao vesting periods of stock options and
awards, termination payments and the choice ofpeifermance options.

Despite the importance for non-financial firms afslz governance disciplines with respect
to executive remuneration, significant difficultiesmain which should not be overlooked amidst
the current policy focus on risk management andc@tike remuneration. As shown by our
empirical research, significant differences persistoss Europe with respect to remuneration
practices, despite the Commission’s Recommendatidiasiations are generally linked with
differences in corporate governance. For instarc®porate ownership may determine the
composition of the remuneration committee, whicltamcentrated ownership firms often includes
controlling shareholders, even if the majority ofranittee members should consist of independent
directors. Disclosure varies from country to coynbreing strongly dependent on national laws and
best practice guidelines. Firms tend to focus osidcbeequirements, such as the existence of the
remuneration committee, the adoption of a remurgrgiolicy and the individual disclosure of
emoluments. Requirements for detailed disclosure egécutives’ terms of contracts and
performance-based remuneration have lower take-up.

On the policy level, we suggest increased harmtais®f remuneration disclosure, which
would reduce information costs to investors andvaltomparison of remuneration practices across
Europe. Moreover, mandatory disclosure has an itnpacemuneration structures and may lead to
closer board focus on terms of contracts and saeeerpayments, which currently appear to be
overlooked in a number of countries. Disclosural$® indispensable for holding the board and the
remuneration committee accountable towards shatelohnd other stakeholders. As suggested in
this paper, a remuneration report consolidatingemncal data and information on the structures and

policies of directors’ remuneration should be addpty listed companies across Europe.
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Disclosure is also essential for equipping the ahmgeneral meeting with the tools
necessary to exercise an annual check on remunenaaiicies, particularly in countries where an
advisory or a binding vote is foreseen on thosec@s. The impact of shareholders’ votes on
remuneration policy is not yet clear, particulantpere the vote is advisory only. Poor disclosure
has contributed to this situation. Increased sluden engagement and market discipline would
also be better achieved by adopting, under a flexdomply or explain’ regime, a binding rather
than just advisory vote. Moreover, where a voteas foreseen, the general meeting can always
hold the board accountable by exerting a vote ©gléction.

As shown by this study, the Commission’s effortsniprove standards for the setting and
disclosure of directors’ remuneration have had tkohitake-up at national level. Critics of the
measures accuse the Commission of lacking amidityoopting to issue Recommendations, which
are not legally binding, instead of pursuing didegfislation. The Commission has relied instead on
the ethical behaviour of market participants and klember State enthusiasm for its
Recommendations. The 2009 Recommendations mayédter given the current political climate,
but their ambition and the timeframe for impleménta may well leave some Member States and
market participants behind. Whether they will havgositive impact on remuneration policies
remains questionable, given the ambition of therexur proposals and the limited success of
previous reforms. Moreover, history has taught hiat tcompanies often find ways to elude
limitations on compensation through adjustment®mimal compensation contracts. Ultimately,
significant difficulties still remain with basic gernance disciplines for all companies, concerning
the remuneration committee, disclosure, and thésady vote, which should not be overlooked as

the European economy strives to recover.
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Annex 1. Criteria evaluation

I. Area 1. Governance
Category 1: Remuneration Committee

-Criterion 1: Existence

The existence of a remuneration committee set tipmihe (supervisory) board, either separate or
joined with nomination committee or as appropri#tt@t has as (among) its main tasks, the process
for setting remuneration of directors.

-Criterion 2: Composition

The composition of the remuneration committee magbe of all non-executive, majority
independent directors.

[I. Area 2: Remuneration policy
Category 2: Remuneration policy statement

-Criterion 3: Statement: existent

The disclosure of the remuneration statement @sopan independent remuneration report / annual
accounts / notes to the annual accounts.

-Criterion 4: Overview of the policy

Description of the manner in which the remunerapoticy was implemented in the financial year
in review; policy must be described, apart from pugal information.

-Criterion 5: Forward-looking

Remuneration statement having a focus on the reratioe policy for the following financial year /
subsequent years.

Category 3: Terms of contracts of executive dinecto

-Criterion 6: Duration of contracts

Duration of terms of contracts of executive direstm the remuneration statement / in the tabular
format of remuneration details. (If elsewhere ia #mnual report, we do not consider it as conform,
as the details could be missed because of thetyarfeways information is presented; hence it

would not provide consistency in evaluation.)

-Criterion 7: Notice periods

Disclosure of the applicable notice period in ttmuneration statement.

-Criterion 8: Termination payments

Details of provisions for termination payments undentracts for executive directors. The actual

amount without description of the policy is not smered as conforming.

Category 4: Preparatory and decision-making process

-Criterion 9: Mandate and composition of the Remmatien Committee

Details presented either in the remuneration stat¢ror in the corporate governance section of the
annual report. (Although the EC Recommendation ireguhis information to be disclosed under
the statement, our research shows that most finn@ontinental Europe provide this information
under a separate section, due to specific couhtapserting requirements.)
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-Criterion 10: External consultants
Disclosure of the names of external consultantssets®zrvices have been used in determination of
the remuneration policy; or statement of not usingexternal consultant, if such the case.

-Criterion 11: Role of the general meeting

Explanation of the general meeting’s role in thecpss for setting the remuneration. Conformity is
considered also in the situation where no detaitédrmation is provided, but the role of the
general meeting in approving the remuneration gdlieport can be inferred.

Category 5: Information in the remuneration stateime

-Criterion 12: Relative importance fixed-variable

Explanation of the relative importance of the namiable and variable remuneration understood as
the ration between the two components.

-Criterion 13: Main parameters for annual bonus

Disclosure of financial / non-financial performanm#eria applied as targets for the annual bonus
scheme.

-Criterion 14: Performance criteria share-basedureemation

Disclosure of financial / non-financial performanceteria applied as targets for the share-based
remuneration.

-Criterion 15: Information link remuneration — pamhance

Providing sufficient information on the linkage Wween remuneration and performance:
performance criteria for annual incentives and dbare plans evaluation and achievement of
performance criteria.

[ll. Area 3: Individual disclosure
Category 6: Individual disclosure

-Criterion 16: Individual disclosure executives

Disclosure of numerical information for each exe@i director, in the remuneration report /
annual accounts / notes to the annual accounts.

-Criterion 17: Individual disclosure non-executives

Disclosure of numerical information for each nomeutive director, in the remuneration report /
annual accounts / notes to the annual accounts.

Category 7: Emoluments

-Criterion 18: Salary / fees

Individual disclosure of basic salary paid to exa®u directors / fees paid to non-executive
directors.

-Criterion 19: Bonus & benefits

Individual disclosure of bonuses paid to each eteewr non-executive director.

-Criterion 20: Remuneration preceding year

Individual disclosure of the remuneration paid it@ctors in the preceding financial year.

Category 8: Share-incentive schemes

-Criterion 21: Share / options granted
Individual disclosure of number of share optiorasnged / offered during the relevant financial year,
or of the value at grant date.
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-Criterion 22: Share / options exercised

Individual disclosure of number of shares exercidedng the relevant financial year and the
exercise price for each plan.

-Criterion 23: Share / options unexercised

Individual disclosure of number of shares unexextiat the end of the financial year, exercise
price, exercise date.

Annex 2. Tables and figures

Table 1. Overview of countries included in the skemp

Country Observations (no. of firms)
Austria 7
Belgium 11
Denmark 5
Finland 5
France 55
Germany 34
Greece 7
Italy 20
Ireland 5
Netherlands 14
Norway 8
Portugal 5
Spain 21
Sweden 14
Switzerland 20
UK 64
Total 295
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Table 2. Overview of criteria

Analysis % of firms meeting
criteria

Area: GOVERNANCE 71.1%

Catgory: Remuneration Committee 71.1%

1. RC: existence 82.7%

2. RC: composition 59.7%
Area: REMUNERATION POLICY 56.3%
Category: Remuneration policy statement 70.4%

3. Statement: existent 92.8%

4. Overview of the policy 91.8%

5. Forward-looking 26.4%
Category: Terms of contracts 45.9%

6. Duration of contracts 39.6%

7. Notice periods 36.6%

8. Termination payments 61.3%
Category: Preparatory and decision-making process 59.4%

9. Mandate and composition RC 75.9%

10. External consultants 32.8%

11. Role of the general meeting 69.5%
Category: Policy information 51.3%

12. Relative importance fixed-variable 55.6%

13. Main parameters annual bonus 64.0%

14. Performance criteria share-based remuneration 56.0%

15. Information link remuneration-performance 29.9%
Area: INDIVIDUAL DISCLOSURE EXEC. & NON-EXEC. 58.1%
Category: Individual disclosure 73.6%

16. Individual disclosure executives 66.8%

17. Individual disclosure non-executives 80.3%
Category: Emoluments 59.3%

18. Ssalary/fee 67.1%

19. Bonus & other benefits 66.8%

20. Preceding year 44.0%
Category: Share-incentive schemes 46.7%

21. SO granted 59.0%

22. SO exercised 42.0%

23. SO unexercised 39.0%
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Table 3. Distribution of criteria: summary statsti

Country No. Average DoC (M) | Variance Std. Deviation )
Firms

Overall (per total) 295 171.87 3121.33 55.87

M-2¢ M-o M-o M M M+o M+o M+26

60 116 116 172 172 228 228 284

-Forward looking
-Notice periods
-External consultants
-Sufficient info linkage
remuneration-
performance

-Share options
unexercised

-Duration of contracts
-Relative importance fixed
variable

-Performance criteria shar

based remuneration
-Information preceding
year

-Share options exercised

- RC: composition
- Termination payments
-Mandate and composition R
e—Role of the AGM
-Parameters annual bonus
-Individual disclosure
executives
-Individual salary/fee
-Individual bonus & other
benefits
- Shares/Share options
offered/granted

-RC: existence
-Statement: existent
C-Overview of the policy
-Individual disclosure

non-exec

Low interest criteria

Interested criteria
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Figure 3.

Firm compliance with criteria in the 3imareas
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Figure 4.

Firm compliance with criteria in the 3imareas (breakdown on countries)
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Figure 5. Firm compliance with criteria in the 8agories
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Figure 6. Firm compliance with criteria in the Gaovance area
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Figure 7.

Firm compliance with criteria in the Rematation Policy area
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Figure 8.
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Figure 9. Firm compliance with the Consolidatioitesia

Consolidation of Remuneration Policy Statement
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Figure 10. Firm compliance with the Benchmark Dosalre criteria
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Table 4. Degree of conformity per countries

Remuneration Individual
Country  |Overall Governance | policy disclosure
Austria 32.3% 50.0% 39.2% 21.4%
Belgium 39.1% 59.1% 39.9% 33.0%
Denmark | 33.0% 30.0% 35.4% 30.0%
Finland 36.5% 40.0% 40.0% 30.0%
France 55.6% 82.7% 48.3% 60.7%
Germany | 43.2% 4.4% 39.4% 59.2%
Greece 16.2% 50.0% 17.6% 5.4%
Ireland 70.4% 90.0% 49.2% 100.0%
ltaly 49.8% 77.5% 41.5% 56.3%
Netherland$85.4% 92.9% 81.9% 89.3%
Norway 57.6% 50.0% 55.8% 62.5%
Portugal 34.8% 90.0% 47.7% 0.0%
Spain 32.1% 66.7% 34.4% 19.6%
Sweden 48.1% 71.4% 62.1% 19.6%
Switzerland 45.7% 85.0% 47.7% 32.5%
UK 95.4% 99.2% 93.5% 97.5%
Table 5. Distributions of criteria per countriegseeages
Maximum Actual DoC Firms’ Avg | Weighted
Country Observations| DoC DoC (%) DoC Avg
Austria 7 161 52 32.3%| 7.429 52.000
Belgium 11 253 99 39.1%| 9.000 99.000
Denmark 5 115 38 33.0%| 7.600 38.000
Finland 5 115 42 36.5%| 8.400 42.000
France 55 1265 703 55.6% 12.782 702.999
Germany 34 782 338 43.2% 9.941 337.997
Greece 7 161 26 16.1% 3.714 25.999
Ireland 5 115 81 70.4%| 16.200 81.000
Italy 20 460 229 49.8%| 11.450 229.000
Netherlands 14 322 275 85.4% 19.643 274.999
Norway 8 184 106 57.6%| 13.250 106.000
Portugal 5 115 40 34.8% 8.000 40.000
Spain 21 483 155 32.0% 7.381 154.999
Sweden 14 322 155 48.1% 11.545 161.636
Switzerland 20 460 210 45.7% 10.500 210.000
UK 64 1472 1404 95.4%| 21.938 1404.00(
295 6785 3953 178.772 3959.629
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Table 6. Distributions of criteria per countriegvaitions

Country |Avg Deviations

i UK 21.938 -10.764
ii Netherlands19.643 -8.470
ili Ireland 16.200 -5.027
v Norway 13.250 -2.077
Y, France 12.782 -1.609
Vi Sweden 11.545 -0.372
Vil Italy 11.450 -0.277
Viii Switzerland| 10.500 0.673
IX Germany | 9.941 1.232
X Belgium 9.000 2.173
Xi Finland 8.400 2.773
Xii Portugal 8.000 3.173
Xili Denmark | 7.600 3.573
Xiv Austria 7.429 3.745
XV Spain 7.381 3.792
XVi Greece 3.714 7.459

Table 7. Distributions of criteria per countriegnsmary statistics

Avg (M) 11.17
Weighted Avg W) 13.42
Variance 21.33
Std deviation 4.62
Weighted Variance 28.10
Weighted Std deviation 5.30

Table 8. Distribution of results for all countrigsalues independent from the number of
observations within each country)

M™-2c M -c M M+ o M +2c M +3c
0.00 1.93 6.55 11.17 15.79 20.41 25.03
0 xvi (1) iy (8) iv-vii (4) ii-iii (2) i (1)

Table 9. Distribution of results for all countri@galues considering the number of observations
within each country)

M -2c M -c M M +oc M +2c

2.82 8.12 13.42 18.72 24.02

xixvi (5)  iv-xi (8) i (1) i-ii (2)
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Table 10. Distribution of criteria per overall coames in all countries: summary statistics

Avg (M) 13.41
Variance 33.89
Std deviation 5.82

Table 11. Distribution of results per overall comigs in all countries

M-2c M-c M M+ o M+2c
1.77 7.59 13.4 19.23 25.05
48 118 61 68

Table 12. Distribution of criteria per overall coampes in all countries, except for UK:
summary statistics

Avg (M) 11.03
Variance 21.45
Std deviation 4.63

Table 13. Distribution of results per overall comigs in all countries, except for UK

M-2c M-c M M+ o M+2c M+3c
0 |1.77 6.40 11.03 15.66 20.29 24.92
5 40 78 73 29 6
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