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Abstract

The purpose of this study is to follow up on the ‘comply-or-explain’ principle more than
two decades after the Cadbury Report was published. We investigate the rate of compli-
ance and quality of explanations provided in case of non-compliance in the context of
Sweden. This country has been pointed out as a role model for corporate-governance
practices. The empirical study comprises the 241 companies listed on Nasdag OMX
Stockholm in 2014. We analyze the quality of the explanations in the light of the Swedish
Corporate Governance Code.

Our findings confirm that the comply-or-explain principle in Sweden is effective. Around
half of the companies use the possibility to deviate from the code. A clear majority of the
explanations, 71.8%, are informative. This study provides insights for academic scholars
and policy-makers alike how the comply-or-explain principle works in a country that is
viewed as a role model for how corporate governance should be implemented. In addition,
the high-quality explanations provided by listed companies on Nasdaqg OMX Stockholm
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can serve as an inspiration for other listed companies in European countries, thereby out-
lining a contribution to business practice.
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More than two decades after the Cadbury Report — How far has Swe-
den, as role model for corporate-governance practices, come?

Introduction

In 1992, the Cadbury Report from the UK set the starting point for corporate-govern-
ance codes to become a prominent tool for preventing corporate misconduct (Aguilera
and Cuervo-Cazurra, 2009; Cadbury, 1992). Since its inception, similar codes regulat-
ing (listed) companies’ corporate governance and their management have been intro-
duced in many countries (Zattoni and Cuomo, 2008; Seidl et al, 2013). These codes pro-
vide guidelines on how to deal with issues such as composition of boards, directors’ re-
muneration and board independence (Hooghiemstra, 2012), reflecting the interests of in-
ternational capital funds and other institutional investors (Tagesson and Collin, 2016;
Thomsen, 2006): Academic scholars and policy-makers alike assume that investors’
trust in the company’s management is enhanced if relevant information about its corpo-
rate governance is disclosed (cf. von Werder et al., 2005).

The Cadbury Report propagated the voluntary compliance to corporate-govern-
ance codes in a flexible approach, acknowledging that companies are not a homogenous
group (Seidl et al., 2013). The deriving ‘comply-or-explain principle’ (CEP) obliged
that listed companies ‘should state in the report and accounts whether they comply with
the Code and identify and give reasons for any areas of non-compliance’ (Cadbury,
1992, p. 17). This principle became a milestone in the development of a framework for
European corporate governance, guiding listed companies toward adopting what leading
market participants consider good practice (Demirag and Solomon, 2003). Supported by
the High Level Group of Company Law Experts, and promoted by the European Com-

mission (EC) for its member states, the concept ultimately triggered Directive




2006/46/EC. This directive made it mandatory for all listed companies in the European
Union (EU) to include a corporate-governance statement in their annual reports, where
they explain whether they departed from parts of the corporate-governance code and to
provide the reason for each non-compliance (cf. Inwinkl et al., 2014). The CEP is based
on the assumption that shareholders act as a market force that monitors the accuracy of
the compliance statements and, in case of non-compliance, assesses the quality of the
explanations given (Arcot et al., 2010). Non-compliance would be penalized by a de-
clining share price, if not justified by company-specific reasons. Thus, it could be ex-
pected that the market requires informative explanations to be able to evaluate whether
the deviations are justified (MacNeil and Li, 2006). Despite the legal implementation of
the principle across the EU, there are no regulations regarding the content of those ex-
planations (Shrives and Bannon, 2015).

In the years following the introduction of the CEP in different countries, numer-
ous studies were conducted to assess compliance rates as well as the quality of explana-
tions for non-compliance — typically attempting to answer the question whether the CEP
performs as intended (e.g. Arcot et al., 2010; Salterio et al., 2013). To date this research
has delivered inconclusive results concerning compliance rates and quality of explana-
tions for non-compliance (Lou and Salterio, 2014; Shrives and Brennan, 2015). While
some scholars identified increasing levels of compliance over time (MacNeil and Li,
2006; Arcot et al., 2010), most of the — even recent — publications are based on rather
old datasets, typically covering data for the year 2005 and only sometimes reaching up
to the year 2010. Thus, there is a need for a detailed exploration of whether companies’
compliance rates and quality of explanations really continued to increase over the years,

not least to assist policymakers in determining whether the conditions put in place for




such flexible form of regulation are effective. The aim of this paper is to assess how the
comply-or-explain principle is used more than two decades after the Cadbury Report in-
itiated its implementation. For this, we draw on recent data from Sweden, which is a
country that has been presented as role model regarding its corporate-governance code
(e.g. European Commission, 2011), but rarely has been empirically studied.

The remainder of this paper is structured as follows. Next, we will present a lit-
erature review of prior research conducted in relation to the comply-or-explain princi-
ple. We will then provide an overview of corporate governance in Sweden as the con-
text of our research, leading to a method section describing our empirical data and anal-
ysis. Our findings are presented and discussed, before concluding the paper. We aim to
make two contributions: Firstly, we provide an expansion of the main taxonomy of de-
viations from the code established by Seidl et al. (2013). This additional category is rel-
evant as it captures almost one fourth of the deviations. Secondly, we provide an assess-
ment of the rate of compliance and quality of non-compliance explanations in Sweden.
Prior research has focused on either the UK as the country from which the Cadbury Re-
port originated, recent EU member states as well as a range of other countries, while

rarely addressing the specificities of the Swedish context.

Literature Review

In order to gain a comprehensive overview of prior research on the ‘comply-or-explain’
principle, we conducted a thorough literature search. We searched the academic online
database Scopus for the notion “comply or explain” and downloaded all articles where
CEP was in focus (i.e. not just a side notion). We then cross-checked the derived list
with the list of publications appearing in Google Scholar for the same search term.

Through this search, we identified 25 publications about CEP, which are summarized




along a number of relevant dimensions in Table 1 below. This large number of publica-
tions is interesting per se, as it is in contrast to a recent publication by Shrives and Bren-
non (2015), who had only identified six such studies (for a literature review on corpo-

rate-governance codes more generally, see Cuomo et al., 2016).

- Please insert Table 1 about here -

The largest number of studies is based on the UK, from where the Cadbury Report orig-
inates. The other studies spread over nine countries and some studies cover different EU
countries more generally. Different studies find different results regarding compliance
rates. Akkermans et al. (2007) report that overall compliance in the Netherlands 2005
was high, while Lou and Salterio (2014) find that the rate of compliance in Canada was
generally low in 2006. Seidl et al. (2013) find that the majority of the firms in the UK
and in Germany deviated from at least one code provision in 2006. Furthermore, Mac-
Neil and Li (2006) and Arcot et al. (2010) note that compliance rates in the UK in gen-
eral have increased over time.

Several studies indicate that companies tend to provide standardized or general
explanations in case of non-compliance (Akkermans et al., 2007; Arcot et al., 2010;
Hooghiemstra and van Ees, 2011; MacNeil and Li, 2006). Seidl et al. (2013) find 52%
of the explanations in the UK to be justified, i.e. referring to the companies’ specific cir-
cumstances. However, 41% of the explanations lacked explanatory power. For Ger-
many, 56% of the explanations were found not to be justified, and only 24 % of the

firms explained deviations based on company specific circumstances. The differences




between the countries are explained by the fact that German firms had no legal require-
ment to provide explanations when that study was undertaken (Seidl et al., 2013).
Hooghiemstra and van Ees (2011) problematize that the code does not provide
guidance as to when it is considered appropriate to deviate. Their study showed that
Dutch companies were uncertain of how their explanations would be perceived by their
stakeholders and that this uncertainty seduced companies to imitate explanations pro-
vided by other companies in similar situations. Over time, this led to standardized ex-
planations (Hooghiemstra and van Ees, 2011), as companies mimicked other non-com-
plying companies in order to enhance their legitimacy (cf. Lieberman and Asaba, 2006).
Lou and Salterio (2014) find a positive relationship between informative expla-
nations given in case of non-compliance and financial performance and firm value. In
accordance with MacNeil and Li (2006), they argue that market monitors cannot deter-

mine whether deviations are justified when these are insufficiently argued for.

Corporate governance in Sweden

The Swedish corporate-governance framework consists of three key elements. The
Companies Act, as a ‘hard law’ principle, regulates the composition of boards and the
positions of the CEO and chairperson. The board of directors and the CEO form to-
gether with the shareholders’ meeting the three main decision-making bodies within a
company (Swedish Corporate Governance Code, 2010). The Companies Act stipulates
Swedish listed companies to have a one-tier board system, where non-executives domi-
nate (Lekvall, 2009), which is in contrast to other countries (such as Austria or Ger-
many) where a two-tier board system prevails. Listed companies in Sweden are charac-
terized by a relatively concentrated ownership of shares, i.e. one or few major actors

tend to hold the majority of shares (Gabrielsson, 2012). Companies with controlling




shareholders are expected to demonstrate long-term commitment, including to maintain
their ownership even when financial performance is weak (Lekvall, 2009). This is very
different to the case of e.g. the UK and the US, where ownership tends to be more dis-
persed.

The rules of the stock exchange form a second part of the Swedish corporate-
governance framework. While the Swedish Corporate Governance Code itself is super-
vised and managed by the Swedish Corporate Governance Board, all listed companies
within the Swedish market apply the Swedish Code as it is ‘indirectly a part of the rules
of Nasdaq Stockholm’ (Nasdaq, 2016). Thus, the obligation to comply-or-explain is in-
directly included in the listing requirements in accordance with Directive 2006/46/EC
and it is mandatory for all listed companies to include a corporate-governance statement
in their annual reports, which follows the CEP.

As a third part of the corporate-governance framework, the Swedish Code stipu-
lates a form of self-regulation with a focus on internal control, the board’s responsibility
for reporting, organizing and ensuring an independent audit function in the company
(Svernldv, 2005). The Code was first introduced in 2005 and updated four times since
(in 2008, 2010, 2015, and 2016), aiming to achieve international harmonization through
inclusion of EU recommendations, while adhering to Swedish legislation and Swedish
legal and social traditions (SOU, 2004, p. 130; Tagesson and Collin, 2016).

This study draws on data from the reporting year 2014 and thus the Swedish
Code issued in 2010 which contains ten chapters. Each chapter consists of a number of
provisions, amounting to 49 provisions in total. Chapters one to nine state the ‘norms
for good corporate governance’ and the final chapter outlines the rules regarding disclo-

sure of corporate-governance information (Swedish Corporate Governance Code,




2010)". One aspect of the Code as indirect part of the listing rules is particularly inter-
esting in relation to the CEP. The Code explicitly mentions that deviations from Code
provisions are encouraged as long as the company provides informative explanations
(Swedish Corporate Governance Code, 2010). Adequate explanations allow firms to ex-
hibit the benefits of their corporate-governance system, rather than simply complying
with all Code provisions (Lou and Salterio, 2014). This signals that the company has
considered its corporate-governance practices and found a solution suiting its particular
circumstances (cf. Swedish Corporate Governance Code, 2010). The option of deviation
from the Code can be seen both as an advantage and disadvantage. The advantage of
this flexibility is that the Code can be adapted to the specific conditions prevailing in the
industry or market in which the company operates and to the governance demands of its
dominant stakeholders (Tagesson and Collin, 2016). The downside is that it could be
used by CEOs and/or influential shareholders to implement a governance structure di-
rected at maximizing their wealth and utility, rather than the utility of other principals
(Tagesson and Collin, 2016).

The Swedish Code has been suggested as a role model regarding its way of de-
scribing how companies should act in terms of non-compliance (European Commission,
2011). A study of informative explanations within the European Union was conducted

by RiskMetrics Group, finding that companies registered in Sweden provided ‘the high-

! Chapter 1: The shareholders’ meeting, 2: Nomination committee, 3: The tasks of the board of directors,
4: The size and composition of the board, 5: The tasks of the director, 6: The chair of the board, 7: Board
procedures, 8: Evaluation of the board of directors and the chief executive officer, 9: Remuneration of the
board and executive management, 10: Information on corporate governance.




est proportion of informative explanations’ (2009: 170). However, their sample con-
sisted of only 15 Swedish listed companies, calling for a more comprehensive investiga-

tion, which will be introduced in the following section.

Method

This study assesses the rate of compliance and quality of explanations in case of non-
compliance provided with respect to the Swedish Corporate Governance Code. Data
were collected from the annual and/or corporate governance reports of the companies.
The analyzed compliance statements were published in 2015, representing the financial
year of 2014 — based on the Swedish Corporate Governance Code applicable from
2010.

Our initial sample consisted of all companies listed on the large, medium and
small cap on Nasdaqg OMX Stockholm. Out of these, we excluded 17 companies that
were not subject to the rules outlined by the Swedish Corporate Governance Code, and
26 companies that were newly listed in 2015 and thus did not implement the code in
2014. All remaining 241 companies were included into our sample. Out of these, 69
were listed on large cap, 78 were listed on mid-cap and 94 were listed on small-cap.
This distinction is relevant as prior research has found compliance to vary with com-
pany size (Akkermans et al., 2007; Seidl et al., 2013; von Werder et al., 2005).

We use content analysis to examine the explanations given by companies in
terms of non-compliance, following Hooghiemstra and van Ees (2011) and Seidl et al.
(2013). The explanations are evaluated to assess whether there is a justified reason for
non-compliance. Data are analyzed using the established taxonomy developed by Seidl
et al. (2013) as a coding scheme. This taxonomy consists of three main categories, with

several sub-categories. Deficient justifications lack meaningful explanations; companies
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simply state that they have deviated from the code, without providing any justification
for doing so. There are three subcategories: Pure disclosure is a declaration of deviation
without any reason provided. Descriptions of alternative practice are more informative
than pure disclosure as they describe what solution the company has decided to adopt
instead of complying with the code, without however justifying its choice. Empty justifi-
cation means that the provided reason lacks explanatory power (Seidl et al., 2013).

The second category contains context-specific explanations, which are informa-
tive explanations justified with the company’s specific circumstances. The subcatego-
ries are: size of the company or board, company structure, international context of com-
pany, other company-specific reason, industry-specific reason and transitional justifica-
tion. For instance, if the board consists of just a few members, it may affect the organi-
zation’s ability to comply with certain code provisions. International context can be of
relevance if a company has subsidiaries in countries where other codes are applicable.
Transitional justifications might apply if a company recently has been involved in a
merger and therefore has not yet implemented certain provisions (Seidl et al., 2013).

The final category is principled justification, where explanations criticize the
code as such, with three subcategories: effectiveness/efficiency, general implementation
problems and conflicts with laws or societal norms (Seidl et al., 2013).

After a first round of analysis, we added a new category because several expla-
nations referred to decisions made by the annual general meeting (AGM) or instances
where the largest shareholders exerted major influence over the company (see Table 2
below). To help us determine how to categorize and evaluate these explanations, we

contacted the Swedish Corporate Governance Board and followed its recommendation:

11



As the AGM is the highest decision-making body, the company is required to imple-
ment the governance practice favored by the AGM. As the largest shareholders often
hold the majority of the votes, the decisions regarding governance practices favored by
them will be implemented. This new category was labelled shareholder justification and
it contains two sub-categories, ‘decision made by the AGM’ and ‘referring to largest

shareholders’.

- Please insert Table 2 about here -

Data analysis was based on the governance section of the annual reports or the separate
governance reports. For each company, two authors independently evaluated all expla-
nations and documented any instances of non-compliance. Ten companies were ana-
lyzed at a time and then the results were compared. All cases of disagreement were dis-
cussed until agreement regarding the coding was reached.

As the governance statements are published within a company’s annual report,
the information can be regarded as reliable, as management is held accountable for it by
share- and stakeholders (Groenewald, 2005). However, while an external auditor needs
to confirm that the company’s governance statement is provided, the auditor is not re-

quired to verify its content.

Findings and discussion

Our findings reveal that 109 out of 241 companies, or 45.2%, deviated from at least one
code provision. Interestingly, no clear pattern emerged regarding the relationship be-
tween firm size and the number of deviations (see Table 3 below). Previous research in

other countries had found smaller firms to deviate more frequently than larger firms
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(Akkermans et al., 2007; Hooghiemstra and van Ees, 2011; Seidl et al., 2013; von
Werder et al., 2005). In our study, the average number of deviations made by each firm
was lower among smaller companies; companies listed on small cap deviated only on
51 occasions. The total number of deviations for all listed companies corresponds to an
average of 0.65 deviations per company (see Table 3). These results differ from earlier
research: Hooghiemstra and van Ees (2011) reported that firms in the Netherlands devi-
ated from 5 code provisions on average. Seidl et al. found (2013) that in Germany, each
company made an average of 4.46 deviations, while in the UK, the same number was
1.07. Arcot et al. (2010) and MacNeil and Li (2006) suggested that compliance rates
would increase over time, which appears to be confirmed in our study, showing higher

compliance rates than earlier research.

- Please insert Table 3 about here —

Of the 49 provisions of the Swedish Corporate Governance Code, 27 were deviated at
least once, corresponding to 55.1%. Thus, the flexibility provided by the CEP was used
for the slight majority of code provisions, indicating that companies deviate when they

find it appropriate to do so.

Earlier research suggested that actual compliance could be overstated, as there
are no requirements regarding disclosure if the company complies with all provisions
(Akkermans et al., 2007). Instead, we found that almost all Swedish listed companies
provided detailed descriptions about their governance practices even when they were
fully compliant. This practice can be assumed to increase investors’ trust in the infor-

mation also of fully-compliant companies.
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The provisions companies most often deviated from relate to establishing and
staffing of committees (see Table 4 below), especially the composition of the nomina-
tion committee with 41 deviations and its establishment with 12 deviations. This can be
explained with the high level of concentrated ownership in Sweden (Gabrielsson, 2012),
which leads to the desire of majority shareholders to combine their role in the nomina-
tion committee with an active role on the board.

Provision 7.3, outlining that a company should have an audit committee, had the
second largest number of deviations (9% of deviations). However, the Swedish Compa-
nies Act stipulates that the board can jointly perform this duty, if found more suitable.
Provision 9.8, related to share-based incentive programs, recorded 12 deviations. 11
companies deviated from provision 9.2, which outlines the guidelines for the remunera-
tion committee. The board may, as in the case with the audit committee, perform the
duty of the remuneration committee (Swedish Corporate Governance Code, 2010). For

a full list of the recorded deviations from each code provision, see Appendix 1.

- Please insert Table 4 about here -

Our results indicate that Swedish listed companies frequently use the flexibility of the
comply-or-explain principle. Next, we further analyze the explanations provided for

non-compliance along the categories presented in the method section.

Non-compliance explanations in Sweden
Deficient justification
We find that 26.3% of the explanations for non-compliance are deficient justifications,

breaching the rules outlined by the Swedish Corporate Governance Code and making it
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impossible for investors and other stakeholder to evaluate if the deviations are justified
or not (cf. MacNeil and Li, 2006).

Among the explanations for non-compliance, 16 explanations can be regarded as
pure disclosures (see Table 5 below). For instance, Svedberg AB (2015: 26) declared
that ‘Sune Svedberg (board chairman) is the chairman of the nomination committee’
(our translation). This is a deviation from code provision 2.4, since one person is not al-
lowed to chair both the nomination committee and the board (Swedish Corporate Gov-
ernance Code, 2010). Svedberg AB’s statement about the deviation is only a disclosure
of non-compliance, without providing any explanation for it.

A description of alternative practice was identified in five cases. For example,
SKF AB (2015: 187) deviated from code provision 2.6, stating that ‘in relation to the
AGM held in the spring of 2014, information regarding one new candidate was missing
at the time when the notice was published. [...] The nomination committee’s proposal in
the notice was later supplemented with details of the new candidate in a separate press
release’. This type of explanation is more informative than pure disclosure, but it does
not address why the company chose this alternative practice.

Empty justifications represented the most commonly used form of deficient justi-
fications, used by 12.8% of the deviating companies. For example, Arcam AB (2015:
64) deviated from code provision 7.3, stating that ‘Arcam did not have an audit commit-
tee in 2014. The board of directors was of the opinion that there was no need for such a
function’. At first sight, this may seem like a valid deviation as Arcam AB presents an
explanation, but the company does not address why the board of directors found it ap-
propriate not to have an audit committee. Companies listed on the small cap most fre-

quently failed to provide explanations (see Table 5).
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- Please insert Table 5 about here -

Hooghiemstra and van Ees (2011) found that firms in the Netherlands mimicked each
other’s explanations as a tactic to gain legitimacy. Our findings differ in that the expla-
nations categorized as deficient justification were not similar across firms, and thus such
imitation rarely seems to take place in Sweden. Rather, it appears like some companies
fail to provide informative explanations, because they do not know how to interpret the
code provisions. This could be related to the fact that the Swedish Corporate Govern-
ance Code does not specify how to formulate alternative solutions. Hence, companies

might believe that their explanations are informative enough.

Context-specific justification
Context-specific explanations relating to the size of the company or the board recorded
8.3% of the total deviations. For example, Duroc AB (2015: 21) explains its deviation
from code provision 4.5 as follows: ‘The directors Sture Wikman, Thomas Hdakansson
and Carl Ostring are not considered independent in relation to the major shareholders.
This deviation is justified by the company’s current size, performance and development
and therefore, is best handled by a small, active board indicating that the current com-
position is appropriate’ (our translation). Deviations with reference to size were all
made by companies listed on small and mid cap (see Table 5).

Explanations with reference to company structure represented 8.3% of the total
deviations. A common reason provided was concentrated ownership. For instance, ‘Fe-

nix Outdoor International AG intends to deviate from the Code’s provisions regarding
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the Nomination Committee (Code 2.1). The reason for doing so is that the Nordin fam-
ily, along with its related companies, represents 62% of the Company nominal share
value, corresponding to 86% of the votes at the Annual General Meeting, if all their
shares are represented at the Meeting. In light of this concentration of shareholders,
having a Nomination Committee did not appear necessary’ (2015: 25).

Explanations based on the international context of a company were used when a
company performed its business internationally or had offices abroad, requiring them to
adopt other laws or codes. Oriflame AB (2015: 2) deviated from code provision 1.5 as
follows: ‘Oriflame does not host its General Meetings in Swedish language as it is a
Luxembourg Company, the location for Oriflame General Meetings is Luxembourg and
as the majority of voting rights is held by individuals and entities located outside of
Sweden. General Meetings are therefore hosted in English’. Oriflame’s explanation
clarifies that the use of Swedish language at their AGM would be inappropriate consid-
ering the company’s particular circumstances and a deviation from the code is therefore
justified. No companies listed on the small cap provided any explanation with reference
to international context, as due to their small size their international activities tend to be
more limited.

A total of 29 companies used other company specific reasons to explain their de-
viations from the code. Many companies faced unexpected or unique circumstances. An
example is Handelsbanken (2015: 52): ‘In addition, a majority of the members of the
Board are not independent of the Bank and its management (as required by code 4.4),
according to the criteria of the Code. The reason for this deviation is that one Board
member declined re-election such a short time before the 2014 AGM that the nomina-

tion committee did not have time to take the requisite action to recruit a new Board
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member’. Another example is Fabege’s (2015: 91) deviation from code provision 7.5:
‘Fabege deviates from the Code when it comes to the recommendation that all Board
Members have to meet with the company’s auditors without the presence of the CEO or
another member of the management team. After consulting with the auditors, the Board
has not found it necessary to arrange such a meeting, partly because the auditors have,
on several occasions, presented reports to the Audit Committee without the presence of
the CEQO’. Explanations within this category indicate that the companies adequately
have considered their specific circumstances.

Industry-specific circumstances were only used in 1.9% of the cases, indicating
that the industry does not have much impact on compliance with the code. Oasmia Phar-
maceutical AB (2015: 23) explains a deviation from code rule 4.3 with reference to the
need for specific knowledge of board members within their industry: ‘Two members of
the company’s Board who have been elected by the general meeting of shareholders
work in the company’s management team. The reason for this is that the company needs
the company-specific industrial knowledge that Julian Aleksov and Hans Sundin pos-
sess both on the Board and in the management team. This enables the company to make
both the operational and the long-term strategic decisions necessary in the phase that
the company is currently in’.

Transitional justifications were used in 3.8% of the cases. These were applied
when either the code provision was new or when the company was newly listed, mean-
ing that they were unable to implement certain code provisions into their governance
practices due to a transition period. ComHem (2015: 43) explains a deviation from code

provision 4.3 accordingly: ‘In 2014, both the company’s CEO Anders Nilsson and the
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company’s CFO Joachim Jaginder were members of the Board. Anders Nilsson and Jo-
achim Jaginder were members of the Board before the IPO in June 2014 and in view of
their knowledge of the company, the market and the requirements placed on listed com-
panies, it was deemed appropriate that they continued to sit on the Board. Joachim
Jaginder left ComHem in February 2015 and therefore also his position as Board mem-
ber’.

Overall, 48.1% of the explanations of non-compliance were classified as con-
text-specific, making these types of explanations the most commonly used. These expla-
nations are legitimate as they explain a deviation from the code in favor of an alterna-
tive solution based on the company’s specific circumstances. Such explanations are

within the spirit of the comply-or-explain principle. Thus, our results indicate that many

listed companies in Sweden are utilizing the flexibility of the code in the intended way.

Principled justification

Only three deviations were explained by principled justifications (see Table 5), suggest-
ing that Swedish companies do not depart from the code as a consequence of how the

provisions are formulated.

Shareholder justification

Explanations referring to decisions made by the AGM were used in 9% of the devia-
tions (see Table 5). Traction AB (2015: 5) clarifies its deviation from provision 2.1: ‘At
the 2014 Annual General Meeting, it was resolved that Traction should not have a nom-

ination committee, which is a deviation from the Code’. Deviations with reference to
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concentrated ownership typically refer to majority shareholders exercising their control
over the company by maintaining a position on the board, in the management or both.
This type of explanation was used 23 times. Elanders AB (2015: 55) explains its deviat-
ing from code provision 2.4: ‘The Chairman of the Board is also the chairman of the
nomination committee, which is a deviation from the Code. Elanders believes it is rea-
sonable that the shareholder with the largest number of votes be the chairman of the
nomination committee since he ought to have a decisive influence on the composition of
the nomination committee because he has a majority of the votes at the Annual General
Meeting’.

Wallenstam AB (2015: 109) uses a similar explanation for deviating from code
provision 2.3: ‘The Code states that the Chief Executive Officer (CEO) shall not be a
member of the nomination committee. Wallenstam does not follow this rule as the CEO
Hans Wallenstam is a member of the nomination committee. The reason for the devia-
tion is that because the CEO Hans Wallenstam is also the principal shareholder in the
company, he is a member of the nomination committee in that capacity’.

In total, 23.7% of the explanations were in the category of shareholder justifica-
tions, often formulated in rather similar terms. While at first sight this could suggest that
firms mimic each other’s explanations to gain legitimacy (e.g. Hooghiemstra and van
Ees, 2011; Lieberman and Asaba, 2006), the underlying reason here appears to be that
these companies have similar structures of concentrated ownership. Their explanations
can be regarded as justified as the Swedish code explicitly states that governance prac-

tices shall reflect that the company is run on ‘behalf of their shareholders’ (Swedish
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Corporate Governance Code, 2010: 3), which are represented at the AGM. Thus, expla-
nations within this category suggest that the intended flexibility of the comply-or-ex-

plain principle is functioning in the Swedish context.

Conclusions

The aim of this paper was to assess how the comply-or-explain principle is used in Swe-
den more than two decades after the Cadbury Report initiated its implementation. We
found that listed companies in Sweden frequently make use of the explain option and
that the comply-or-explain principle is effective, considering that a clear majority of the
explanations were categorized as informative. Only 26.3% of explanations were catego-
rized as deficient, which in comparison to prior research (e.g. Seidl et al., 2013) is a low
percentage. This result may reflect the effect of time, as our data represents the fiscal
year of 2014, compared to earlier studies being based on older data (see Table 1). The
CEP has become an established part of listed companies’ governance practices in Swe-
den. Especially smaller listed companies in Sweden tend to comply more frequently
compared to the results found in earlier studies (Akkermans et al., 2007; Hooghiemstra
and van Ees, 2011; Seidl et al., 2013; von Werder et al., 2005), which is an indication of
a learning effect over time.

Prior research had criticized that the code would not clarify when deviations are
justified (Hooghiemstra, 2012; Seidl, 2007) and this seems to be an issue even in Swe-
den, considering that some companies fail to provide informative explanations. This
might happen due to the difficulty of companies to interpret the code. Consequently, the
Swedish Corporate Governance Code could be improved in this regard (cf. Inwinkl et

al., 2015). For example, the Swedish Corporate Governance Code could outline that an
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explanation is informative when it is used to describe an alternative practice referring to
the company’s particular circumstances and clarifies why this alternative practice is
considered as better than the Code’s suggestion.

A main contribution of this study is the new category of shareholder justifica-
tions, expanding the taxonomy developed by Seidl et al. (2013) and found to be promi-
nent in our data. This new category accounted for almost one fourth of the explanations
for non-compliance. While situation-specific explanations are to be evaluated by exter-
nal stakeholders, shareholder justifications are based on shareholders’ demands and thus
provide immediate legitimacy. As the shareholders are the highest decision-making
body of a company, their decisions have to be obeyed by the managers, as long as they
are not against the law (Swedish Corporate Governance Code, 2010).

Our findings differ substantially from earlier research conducted within the Eu-
ropean Union (e.g. Akkermans et al., 2007; Arcot et al., 2010; Hooghiemstra and van
Ees, 2011; MacNeil and Li, 2006; Seidl et al., 2013; von Werder et al., 2005), and con-
firm that Sweden could be seen as an inspirational example of functioning governance
practices. The results of this study can thereby be of value for policy makers in coun-
tries aiming to improve their corporate governance, but also to managers of listed com-
panies aiming to enhance the legitimacy of their reporting.

This study has two limitations. While our study is based on high-quality data, it
only covers one year (2014). As a fourth revised version of the Swedish Code was re-
leased in November 2016, this creates the opportunity to investigate whether explana-
tions will improve even further with the new amendments. Also, our findings are lim-
ited to one country. A comparative analysis could help to establish whether there have

been similar improvements within the European Union.
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Appendix 1: Deviations from each provision

Number of | Percentage of total

Code Provision deviations deviations

24 Composition of nomination committee 41 26.3%
73 Audit committee 14 9.0%
2.1 Establishment of a nomination committee 12 7.7%
9.8 Share based incentive programmes 12 7.7%
9.2 Remuneration committee members 11 7.1%
2.3 Nomination committee independence 9 5.8%
7.6 Audit of six- or nine- month report 8 5.1%
2.5 Announcement of nomination committee 7 4.5%
1.5 Language of shareholder meeting 6 3.8%
4.2 Deputy directors 5 3.2%
7.4 Internal control function 5 3.2%
4.4 Director independence towards company 4 2.6%
2.6 Proposal of new board members 3 1.9%
4.3 Combined board and executive membership 3 1.9%
1.1 Time and venue of shareholder meeting 2 1.3%
7.5 Meeting with statutory auditor 2 1.3%
9.1 Establishment of an audit committee 2 1.3%
1.3 Annual general meeting attendance 1 0.6%
1.7 Minutes from annual general meeting 1 0.6%
2.2 Appointments of nomination committee members 1 0.6%
4.1 Board composition 1 0.6%
4.5 Director independence towards shareholders 1 0.6%
6.1 Election of board chairman 1 0.6%
8.2 Evaluation of chief executive officer 1 0.6%
9.4 Predetermined criteria on variable pay 1 0.6%
9.5 Predetermined limits on variable pay 1 0.6%
9.9 Severance pay 1 0.6%
Total 156 100.0%




Appendix 2: Governance information 2014
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B&B Tools AB. (2015). Annual Report 2014/2015. Retrieved 2016-03-08, from:
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Bergs Timber AB. (2015). Arsredovisning 2014/2015. Retrieved 2016-03-08, from:
http://www .bergstimber.se/sv/koncernen/arsredovisning/

Com Hem AB. (2015). Corporate Governance Report 2014. Retrieved 2016-03-14,
from: http://www.comhemgroup.se/sv/wp-content/uploads/sites/3/2015/04/Com-Hem-
Corporate-Governance-Report-2014.pdf

Duroc AB. (2015). Arsredovisning 2014. Retrieved 2016-03-14, from: http://www.du-
roc.com/media/1310734/arsredovisning-2014.pdf

Elanders AB. (2015). Annual Report 2014. Retrieved 2016-03-14, from:
http://www.elanders.com/group/investor-relations/annual-reports-and-quarterly-re-
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Fabege AB. (2015). Corporate Governance Report 2014. Retrieved 2016-03-14, from:
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Fenix Outdoor International AG. (2015). Annual Report 2014. Retrieved 2016-03-14,
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2014.pdf

Oasmia Pharmaceutical AB. (2015). Annual Report 2014/2015. Retrieved 2016-03-16,
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nual%20Report%202015.pdf

Oriflame AB. (2015). Corporate Governance Report 2014. Retrieved 2016-03-16,
from: http://investors.oriflame.com/files/press/oriflame/Oriflame Cosmetics Corpo-
rate_Governance Report_2014.pdf

Svedberg AB. (2015). Arsredovisning 2014. Retrieved 2016-03-18, from:
http://www.svedbergs.se/globalassets/flipbooks/arsred-2014/pdf/sve arsredovis-

ning_2014.pdf

Svenska Handelsbanken AB. (2015). Annual Report 2014. Retrieved 2016-03-18, from:
https://www.handelsbanken.se/shb/inet/icentsv.nsf/vlookuppics/investor rela-
tions_en_hb_14 highlights/$file/hb_14 highlights.pdf

SKF AB. (2015). Annual Report 2014. Retrieved 2016-03-18, from:
http://www.skf.com/group/investors/reports/skf-annual-report-2014-financial-environ-
mental-and-social-performance
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Table 1: Prior research on the comply-or-explain principle

at the moment or should some form of reg-
ulatory body be empowered to determine
whether companies are in fact complying
with code provisions?

Author(s) Country Main research question Empirical basis Theory ap- | Main findings
(year) studied plied
UK-based studies
MacNeil UK What is the nature of explanations given | 522 FTSE All Agency the- | Benefits of the flexibility generally associated with the
and Li by companies with a record of serial non- | Share companies, ory self-regulatory status of the Code are overstated; Code
(2006) compliance and what is the role of the | data from 2004 could be integrated into mainstream corporate law
market in permitting deviations from the
code?
Arcotetal. | UK Is the ‘comply or explain’ approach work- | Database of 245 None The authors find an increasing trend of compliance with
(2010) ing in the UK? non-financial com- the Combined Code, but a frequent use of standard ex-
panies for the pe- planations in case of non-compliance. They show how
riod of 1998-2004 the Combined Code has been interpreted and applied
and discuss the existence of enforcement and monitoring
problems.
Haxhi etal. | UK What is the role of institutional actors and | UK codes from Institutional | Codes have different meanings depending on national
(2013) business elites the development of UK | Cadbury Report on- | theory contexts and political constituencies; the approach of
corporate governance codes? wards different constellations of actors to codes and strategic
interests are suggested to be as important to know as the
content of the codes
Keay UK Should the present approach in voluntary | Conceptual None Two problems in relation to CEP are identified: The first
(2014) codes implementing the CEP stand as it is is that there is a lack of shareholder engagement with the

principle. Second, statements by companies that are de-
signed to explain why the company has not complied are
often very brief and uninformative. Thus, it is suggested
that serious consideration should be given to making
provision for a regulator/monitor to oversee the corpo-
rate government statements of companies.




Shrives and | UK To develop a typology based on seven | UK FTSE 350 Institutional | Although compliance increased over the period exam-
Brannon quality characteristics from the prior liter- | companies; two pe- | theory ined, explanations were found to be of variable quality.
(2015) ature and the International Accounting | riods (2004/5 and
Standards Board's (IASB) Conceptual | 2011/12)
Framework
Elmagrhi et | UK To investigate the level of compliance | 100 UK firms, data | Neo-institu- | The results suggest that there is a substantial variation in
al. (2016) with, and disclosure of, good corporate | for 2008-2013 tional the- | the levels of compliance with, and disclosure of, good
governance (CQG) practices and ascertain ory CG practices among the sampled UK firms. Firms with
whether board characteristics and owner- larger board size, more independent outside directors
ship structure variables can explain ob- and greater director diversity tend to disclose more CG
servable differences in the extent of volun- information voluntarily. Additionally, the results indi-
tary CG compliance and disclosure prac- cate that block ownership and managerial ownership
tices negatively affect voluntary CG compliance and disclo-
sure practices.
Elghar- UK Is there a possible trade-off between ac- | 113 UK-listed com- | Contin- The results suggest no conflict between compliance with
bawy and countability and corporate entrepreneur- | panies for 2010 gency the- | the corporate governance code and corporate entrepre-
Abdel- ship in the context of comply or explain ory neurship in the UK, which can be attributed to the flexi-
Kader governance? bility of the CEP
(2016)
Studies about more recent EU-member states
Campbell Poland What are the reasons for non-compliance | 250 publicly availa- | None Despite a high level of overall compliance, three out of
et al. by Polish listed companies with elements | ble compliance 50 code principles attract high levels of non-compliance.
(2009) of the Polish code of corporate govern- | statements filed by These principles concern the independence of supervi-

ance?

listed companies in
2005

sory board members, the composition of supervisory
board committees and the appointment of auditors. The
most contentious principle concerns the independence
of supervisory board members, due to the presence of
many majority-owned companies on the Warsaw Stock
Exchange.




Cankar et Slovenia How far has the implementation of the | 26 companies listed | None The study finds compliance strategies to be strikingly
al. (2010) Code in Slovenia resulted in ‘reflexive’ | on Slovenian stock uniform across firms in terms of the content of devia-
learning processes which the CEP aims to | market in 2006 tions as well as in types of disclosure and explanations
bring about? for deviations. Moreover, the quality of corporate re-
porting is low, with effective explanations representing
only a small minority of disclosures. Thus there is little
evidence that the Code has stimulated organizational
learning.
Albu and Romania What is the attitude of listed Romanian | 14 listed companies | None Applicable laws and regulations in emerging economies
Girbina” companies towards the CEP? for 2010 and 32 contain confusions and unclear provisions, which deter
(2015) companies for 2011 the application of the CEP. Emerging economies are
characterized by low enforcement mechanisms and less
demanding users of information. These create an envi-
ronment where local companies get away with unsanc-
tioned non-compliance instances, and general type of
explanations. Larger, first-tier companies with larger
boards are found to have better corporate governance
practices.
Studies about non-European countries
Spraggon et | Canada To explore the important role that infor- | Comparison of 403 | NA Study identifies cross-firm variations in the type and for-
al. (2013) mation transparency plays in strengthen- | proxy circulars is- mat of disclosed information on executive compensation
ing the national corporate governance re- | sued after 2007 and corporate boards of directors.
gime
Luo and Canada i T i - 655 Canadian-only | Agency the- o T
Salterio Do firms take advantage of the flexibility | [isted firms, data ory Results support the proposition that the flexibility of the
(2014) of the CEP to adopt governance practices | from 2006 CEP provides tangible financial benefits to shareholders

that are best suited to their needs and
value-added to the firms as predicted by
economic theories of the firm?

in terms of higher firm value and returns on sharehold-
ers’ equity investment

Studies about different long-term EU member states




Andres and | Germany What are the characteristics of the firms | cross-sections of Agency the- | The results indicate that firms that paid higher average
Theisen that complied with the code requirement? | 146 (for 2002 and ory argu- | remunerations to their management board members
(2008) 2003) and 140 (for | ments were less likely to comply.
2005) German
listed firms
Van de Netherlands | To study the relationship between internal | All Dutch firms None The noncompliance rate of providing a statement of ef-
Poel and control reporting and accruals quality inan | listed on the Am- fective internal controls is relatively high, and that com-
Vanstraelen alternative internal control regime sterdam stock ex- panies give generic explanations for noncompliance or
(2011) change (171 firm- no explanation at all
year observations),
data for 2004/5
Nerantzidis | Greece To provide evidence regarding the effi- | 144 Greek listed none The results show that although the degree of compliance
(2015) cacy of the CEP in Greece firms, data for 2011 is low (the average governance rating is 35.27%), the
evaluation of explanations of non-compliance is even
lower (from the 64.73% of the non-compliance, the
40.95% provides no explanation at all)
Nerantzidis | Greece What is the impact of international/supra- | 219 Greek listed none 22 practices were selected to investigate compliance and
et al. national codes on the national ones in | companies a quite low rate was revealed, an average percentage of
(2015) Greece? 30.46%. These findings indicate that while exogenous
forces trigger the development and adoption of a code in
Greece, in line with the UK’s, the endogenous forces
tend to avoid the compliance with that ‘exogenous prac-
tices.
Hooghi- Netherlands | To examine how firms have dealt with the | 126 listed Dutch Institutional | Firms respond by largely complying with the code rec-
emstra and trade-off between flexibility and uncer- | firms; data for 2005 | theory ommendation, possibly out of fear that the firm's repu-
van Ees tainty that is characteristic for the deci- tation may be damaged. Evidence suggests that firms
(2011) sion-making of firms in coping with self- confine themselves to adopting a specific set of code

regulatory initiatives in general and the
comply-or-explain principle in corporate
governance in particular.

recommendations and use similar arguments to explain
non-compliance. The findings indicate uniformity in
adopting the standard of good governance which is not
in line with the logic of corporate-governance codes and
casts doubt on the effectiveness of this form of soft law.




Hooghi- Netherlands | What are the explanations for deviations | Sample of Dutch Agency the- | Study finds that ownership concentration and number of
emstra from a corporate governance code? listed firms for the ory; volun- | analysts following the firm are positively associated
(2012) period 2005-2009, tary disclo- | with informativeness. Furthermore, there is indicative
sure litera- | evidence that board strength and informativeness are
ture positively associated. The study also finds a negative as-
sociation between leverage and informativeness. Institu-
tional investors, however, do not seem to affect this type
of disclosure.
Holm and Denmark To examine how differences in ‘owner- | 100 companies Agency the- | Transparency is a more important corporate-governance
Scheler ship dispersion’ and ‘exposure to the inter- | listed in Denmark; | ory mechanism for companies with exposure to the interna-
(2010) national capital market’ affect the particu- | data from 2004 tional capital market, while differences in ownership
lar use of the corporate governance mech- dispersion do not affect the use of the transparency
anisms ‘transparency’ and ‘board inde- mechanism. In contrast, board independence in the con-
pendence’ in listed companies. text of a two-tier board member system is found to be an
important corporate-governance mechanism for compa-
nies with widely dispersed ownership and not for com-
panies with exposure to the international capital market.
Rose Denmark To investigate the degree of Danish firm | 158 listed compa- none The article’s findings suggest that soft law may be an
(2016) adherence to the Danish Code of Corpo- | nies in Denmark, efficient way of increasing the quality of corporate gov-
rate Governance and analyze if a higher | data for 2010 ernance among listed firms. However, in order to
degree of comply or explain disclosure is strengthen investor confidence, national code authori-
related to firm performance ties/committees should be more active in penalizing
poor explanations as well as cases where firms wrong-
fully state that they comply with a specific recommen-
dation.
Studies across different countries
Seidl etal. | UK and | To explore the ways in which the CEP is | 257 listed compa- Legitimacy | The authors derive a taxonomy of the explanations, ex-
(2013) Germany used nies in the UK and | theory amine the underlying logic and identify various legiti-
Germany macy tactics
Salterio et | Canada and | What is the rate of compliance by Cana- | 742 Canadian pub- | none The study finds a complete compliance rate of 74 per-
al. (2013) Australia dian public firms with corporate govern- | lic companies and cent of Australian companies compared to Canada’s 39

ance recommendations imposed by the
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Canadian Securities Administrators? How
does this compare to Australia?

1334 Australian
companies

percent complete compliance rate. Compliance by adop-
tion of best practice is more common in Canada,
whereas compliance by explanation is more common in
Australia.

Galle Belgium, To analyze the level and quality of the ap- | 237 annual ac- Legitimacy | The results show that company size and the period of
(2014) Germany, plication of the CEP for listed companies | counts for the years | theory; the- | time the CEP has been applicable in a country predict
Italy, the | in Belgium, Germany, Italy, the Nether- | 2005-2007 ory on mar- | the level and quality of compliance. Although the level
Netherlands, | lands and the UK ket failure of code compliance is high, the quality of the explana-
and the UK tions for code provisions not complied with is insuffi-
cient. Further fine-tuning of the CEP is necessary to
achieve the most effective application in order to make
the principle work in practice as intended
Magnier EU  coun- | What are the major advantages and flaws | Conceptual Shareholder | Soft European intervention to harmonize culture of gov-
(2014) tries of the CEP? oriented ernance in Europe called for
corporate
governance
Inwinkl et EU  coun- | To examine to what extent and in what | 244 stakeholder re- | Legitimacy | The analysis across different stakeholder responses and
al. (2015) tries way stakeholders agree that the ‘explain’ | sponses to an EC theory national contexts reveals that the majority of stakehold-

option should be used to provide a detailed
explanation for a departure from the pro-
visions of a code

consultation

ers are clearly in favor of requiring companies to provide
detailed explanations of non-compliance.




Table 2: Categories of explanations

Categories of explanation
1 Deficient justification
1.1 | Pure disclosure
1.2 | Description of alternative practice
1.3 | Empty justification
2 Context-specific justification
2.1 | Size of company or board
2.2 | Company structure
2.3 | International context
2.4 | Other company specific reason
2.5 |Industry specific
2.6 | Transitional justification
3 Principled justification
3.1 |Effectiveness/efficiency
3.2 | General implementation problems
3.3 | Conflicts with laws or social norms
4 Shareholder justification
4.1 |Referring to decision made by the AGM
4.2 | Referring to largest shareholders




Table 3: Average number of deviations made by each company

Market Cap | Number of companies | Deviations | Average number of deviations

Small 94 51 0.54
Mid 78 62 0.79
Large 69 43 0.62

Total 241 156 0.65




Table 4: The five codes with most recorded deviations

Code Provision Number of |Percentage of
deviations | total deviations
2.4 Composition of nomination committee 41 26.3%
7.3 Audit committee 14 9.0%
2.1 Establishment of a nomination committee 12 7.7%
9.8 Share based incentive programmes 12 7.7%
9.2 Remuneration committee members 11 7.1%




Table 5: Frequency of non-compliance explanations across categories and market cap

Categories of explanations Small Mid Large|Total |Total % Small% Mid % Large %
1. Deficient justification 18 13 10 41| 26.3% 43.9% 31.7% 24.4%
11 Pure disclosure 14 2 0 16| 10.3% 87.5% 12.5% 0.0%
1.2 Description of alternative practice 2 2 1 5 3.2% 40,0% 40.0% 20.0%
13 Empty justification 2 9 9 20| 12.8% 10.0% 45.0% 45.0%
2. Context-specific justification 23 29 23 75| 48.1% 30.7% 38.7% 30.7%
2.1 Size of company or board 7 6 0 13 8.3% 53.8% 46.2% 0.0%
2.2 Company structure 4 3 6 13 83% 30.8% 23.1% 46.2%
23 International context 0 9 2 11 7.1% 0.0% 81.8% 18.2%
24 Other company specific reason 8 7 14 29 18.6% 27.6% 24.1% 48.3%
2.5 Industry specific 2 1 0 3 19% 66.7% 33.3% 0.0%
2.6 Transitional justification 2 3 1 6 3.8% 33.3% 50.0% 16.7%
3. Principled justification 1 2 0 3 19% 33.3% 66.7% 0.0%
3.1 Ineffectiveness/inefficiency 1 1 0 2 1.3% 50.0% 50.0% 0.0%
3.2 General implementation problem 0 1 0 1 0.6% 0.0% 100.0% 0.0%
3.3 Conflicts with law or social norms 0 0 0 0 0.0% 0.0% 0.0% 0.0%
4, Shareholder justification 9 18 10 37| 23.7% 24.3% 48.6% 27.0%
4.1 Referring to decision made by the AGM 1 8 5 14 9.0% 7.1% 57.1%  35.7%
4.2 Referring to largest shareholders 8 10 5 23| 14.7% 348% 43.5% 21.7%

Total 51 62 43| 156 100% 32.7% 39.7% 27.6%




