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OECD Principles of Corporate Governance

[. ENSURING THE BASIS FOR AN EFFECTIVE
CORPORATE GOVERNANCE FRAMEWORK

The corporate governance framework should promote transparent and
efficient markets, be consistent with the rule of law and clearly articulate the
division of responsibilities among different supervisory, regulatory and
enforcement authorities.

To ensure an effective corporate governance framework, it is necessary that an appropriate and
effective legal, regulatory and institutional foundation is established upon which all market
participants can rely in establishing their private contractual relations. This corporate governance
framework typically comprises elements of legislation, regulation, self-regulatory arrangements,
voluntary commitments and business practices that are the result of a country’ s specific
circumstances, history and tradition. The desirable mix between legislation, regulation, self-
regulation, voluntary standards, etc. in this area will therefore vary from country to country. As new
experiences accrue and business circumstances change, the content and structure of this framework
might need to be adjusted.

Countries seeking to implement the Principles should monitor their corporate governance
framework, including regulatory and listing requirements and business practices, with the objective
of maintaining and strengthening its contribution to market integrity and economic performance. As
part of this, it is important to take into account the interactions and complementarity between
different elements of the corporate governance framework and its overall ability to promote ethical,
responsible and transparent corporate governance practices. Such analysis should be viewed as an
important tool in the process of developing an effective corporate governance framework. To this
end, effective and continuous consultation with the public is an essential element that is widely
regarded as good practice. Moreover, in developing a corporate governance framework in each
jurisdiction, national legislators and regulators should duly consider the need for, and the results
from, effective international dialogue and cooperation. If these conditions are met, the governance
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Part 2. Annotations to the OECD Principles of Corporate Governance

system is more likely to avoid over-regulation, support the exercise of entrepreneurship and limit

the risks of damaging conflicts of interest in both the private sector and in public institutions.

A. The corporate governance framework should be developed with a view to its impact on
overall economic performance, market integrity and the incentives it creates for market
participants and the promotion of transparent and efficient markets.

The corporate form of organisation of economic activity is a powerful force for growth. The
regulatory and legal environment within which corporations operate is therefore of key
importance to overall economic outcomes. Policy makers have a responsibility to put in place a
framework that is flexible enough to meet the needs of corporations operating in widely
different circumstances, facilitating their development of new opportunities to create value and
to determine the most efficient deployment of resources. To achieve this goal, policy makers
should remain focussed on ultimate economic outcomes and when considering policy options,
they will need to undertake an analysis of the impact on key variables that affect the functioning
of markets, such as incentive structures, the efficiency of self-regulatory systems and dealing
with systemic conflicts of interest. Transparent and efficient markets serve to discipline market

participants and to promote accountability.

B. The legal and regulatory requirements that affect corporate governance practices in a
jurisdiction should be consistent with the rule of law, transparent and enforceable.

If new laws and regulations are needed, such as to deal with clear cases of market imperfections,
they should be designed in a way that makes them possible to implement and enforce in an
efficient and even handed manner covering all parties. Consultation by government and other
regulatory authorities with corporations, their representative organisations and other
stakeholders, is an effective way of doing this. Mechanisms should also be established for
parties to protect their rights. In order to avoid over-regulation, unenforceable laws, and
unintended consequences that may impede or distort business dynamics, policy measures should
be designed with a view to their overall costs and benefits. Such assessments should take into
account the need for effective enforcement, including the ability of authorities to deter dishonest
behaviour and to impose effective sanctions for violations.

Corporate governance objectives are also formulated in voluntary codes and standards that do
not have the status of law or regulation. While such codes play an important role in improving
corporate governance arrangements, they might leave shareholders and other stakeholders with
uncertainty concerning their status and implementation. When codes and principles are used as a
national standard or as an explicit substitute for legal or regulatory provisions, market credibility

requires that their status in terms of coverage, implementation, compliance and sanctions is
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clearly specified.

C. The division of responsibilities among different authorities in a jurisdiction should be
clearly articulated and ensure that the public interest is served.

Corporate governance requirements and practices are typically influenced by an array of legal
domains, such as company law, securities regulation, accounting and auditing standards,
insolvency law, contract law, labour law and tax law. Under these circumstances, there is a risk
that the variety of legal influences may cause unintentional overlaps and even conflicts, which
may frustrate the ability to pursue key corporate governance objectives. It is important that
policy-makers are aware of this risk and take measures to limit it. Effective enforcement also
requires that the allocation of responsibilities for supervision, implementation and enforcement
among different authorities is clearly defined so that the competencies of complementary bodies
and agencies are respected and used most effectively. Overlapping and perhaps contradictory
regulations between national jurisdictions is also an issue that should be monitored so that no
regulatory vacuum is allowed to develop (i.e. issues slipping through in which no authority has
explicit responsibility) and to minimise the cost of compliance with multiple systems by

corporations.

When regulatory responsibilities or oversight are delegated to non-public bodies, it is desirable
to explicitly assess why, and under what circumstances, such delegation is desirable. It is also
essential that the governance structure of any such delegated institution be transparent and

encompass the public interest.

D. Supervisory, regulatory and enforcement authorities should have the authority, integrity
and resources to fulfil their duties in a professional and objective manner. Moreover, their
rulings should be timely, transparent and fully explained.

Regulatory responsibilities should be vested with bodies that can pursue their functions without
conflicts of interest and that are subject to judicial review. As the number of public companies,
corporate events and the volume of disclosures increase, the resources of supervisory, regulatory
and enforcement authorities may come under strain. As a result, in order to follow
developments, they will have a significant demand for fully qualified staff to provide effective
oversight and investigative capacity which will need to be appropriately funded. The ability to
attract staff on competitive terms will enhance the quality and independence of supervision and
enforcement.
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Part 2. Annotations to the OECD Principles of Corporate Governance

[I. THE RIGHTS OF SHAREHOLDERS AND KEY
OWNERSHIP FUNCTIONS

The corporate governance framework should protect and facilitate the
exercise of shareholders’ rights.

Equity investors have certain property rights. For example, an equity share in a publicly traded
company can be bought, sold, or transferred. An equity share also entitles the investor to participate
in the profits of the corporation, with liability limited to the amount of the investment. In addition,
ownership of an equity share provides a right to information about the corporation and a right to
influence the corporation, primarily by participation in general shareholder meetings and by voting.

As a practical matter, however, the corporation cannot be managed by shareholder referendum.
The shareholding body is made up of individuals and institutions whose interests, goals, investment
horizons and capabilities vary. Moreover, the corporation’ s management must be able to take
business decisions rapidly. In light of these realities and the complexity of managing the
corporation’ s affairs in fast moving and ever changing markets, shareholders are not expected to
assume responsibility for managing corporate activities. The responsibility for corporate strategy
and operations is typically placed in the hands of the board and a management team that is selected,
motivated and, when necessary, replaced by the board.

Shareholders’ rights to influence the corporation centre on certain fundamental issues, such as
the election of board members, or other means of influencing the composition of the board,
amendments to the company’ s organic documents, approval of extraordinary transactions, and
other basic issues as specified in company law and internal company statutes. This Section can be
seen as a statement of the most basic rights of shareholders, which are recognised by law in
virtually all OECD countries. Additional rights such as the approval or election of auditors, direct
nomination of board members, the ability to pledge shares, the approval of distributions of profits,
etc., can be found in various jurisdictions.

A. Basic shareholder rights should include the right to: 1) secure methods of ownership
registration; 2) convey or transfer shares; 3) obtain relevant and material information on
the corporation on a timely and regular basis; 4) participate and vote in general
shareholder meetings; 5) elect and remove members of the board; and 6) share in the
profits of the corporation.

B. Shareholders should have the right to participate in, and to be sufficiently informed on,
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decisions concerning fundamental corporate changes such as: 1) amendments to the
statutes, or articles of incorporation or similar governing documents of the company; 2)
the authorisation of additional shares; and 3) extraordinary transactions, including the
transfer of all or substantially all assets, that in effect result in the sale of the company.

The ability of companies to form partnerships and related companies and to transfer operational
assets, cash flow rights and other rights and obligations to them is important for business
flexibility and for delegating accountability in complex organisations. It also allows a company
to divest itself of operational assets and to become only a holding company. However, without
appropriate checks and balances such possibilities may also be abused.

C. Shareholders should have the opportunity to participate effectively and vote in general
shareholder meetings and should be informed of the rules, including voting procedures,
that govern general shareholder meetings:

1. Shareholders should be furnished with sufficient and timely information concerning the
date, location and agenda of general meetings, as well as full and timely information
regarding the issues to be decided at the meeting.

2. Shareholders should have the opportunity to ask questions to the board, including
questions relating to the annual external audit, to place items on the agenda of general
meetings, and to propose resolutions, subject to reasonable limitations.

In order to encourage shareholder participation in general meetings, some companies have
improved the ability of shareholders to place items on the agenda by simplifying the process
of filing amendments and resolutions. Improvements have also been made in order to make it
easier for shareholders to submit questions in advance of the general meeting and to obtain
replies from management and board members. Shareholders should also be able to ask
questions relating to the external audit report. Companies are justified in assuring that abuses
of such opportunities do not occur. It is reasonable, for example, to require that in order for
shareholder resolutions to be placed on the agenda, they need to be supported by shareholders
holding a specified market value or percentage of shares or voting rights. This threshold
should be determined taking into account the degree of ownership concentration, in order to
ensure that minority shareholders are not effectively prevented from putting any items on the
agenda. Shareholder resolutions that are approved and fall within the competence of the
shareholders’ meeting should be addressed by the board.

3. Effective shareholder participation in key corporate governance decisions, such as the
nomination and election of board members, should be facilitated. Shareholders should
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be able to make their views known on the remuneration policy for board members and
key executives. The equity component of compensation schemes for board members
and employees should be subject to shareholder approval.

To elect the members of the board is a basic shareholder right. For the election process to be
effective, shareholders should be able to participate in the nomination of board members and
vote on individual nominees or on different lists of them. To this end, shareholders have
access in a number of countries to the company’ s proxy materials which are sent to
shareholders, although sometimes subject to conditions to prevent abuse. With respect to
nomination of candidates, boards in many companies have established nomination
committees to ensure proper compliance with established nomination procedures and to
facilitate and coordinate the search for a balanced and qualified board. It is increasingly
regarded as good practice in many countries for independent board members to have a key
role on this committee. To further improve the selection process, the Principles also call for
full disclosure of the experience and background of candidates for the board and the
nomination process, which will allow an informed assessment of the abilities and suitability
of each candidate.

The Principles call for the disclosure of remuneration policy by the board. In particular, it is
important for shareholders to know the specific link between remuneration and company
performance when they assess the capability of the board and the qualities they should seek in
nominees for the board. Although board and executive contracts are not an appropriate
subject for approval by the general meeting of shareholders, there should be a means by
which they can express their views. Several countries have introduced an advisory vote which
conveys the strength and tone of shareholder sentiment to the board without endangering
employment contracts. In the case of equity-based schemes, their potential to dilute
shareholders’ capital and to powerfully determine managerial incentives means that they
should be approved by shareholders, either for individuals or for the policy of the scheme as a
whole. In an increasing number of jurisdictions, any material changes to existing schemes
must also be approved.

4. Shareholders should be able to vote in person or in absentia, and equal effect should be
given to votes whether cast in person or in absentia.

The Principles recommend that voting by proxy be generally accepted. Indeed, it is important
to the promotion and protection of shareholder rights that investors can place reliance upon
directed proxy voting. The corporate governance framework should ensure that proxies are
voted in accordance with the direction of the proxy holder and that disclosure is provided in

relation to how undirected proxies will be voted. In those jurisdictions where companies are

OECD FOCUS 2004 11245 (191



OECD Principles of Corporate Governance

allowed to obtain proxies, it is important to disclose how the Chairperson of the meeting (as
the usual recipient of shareholder proxies obtained by the company) will exercise the voting
rights attaching to undirected proxies. Where proxies are held by the board or management
for company pension funds and for employee stock ownership plans, the directions for voting
should be disclosed.

The objective of facilitating shareholder participation suggests that companies consider
favourably the enlarged use of information technology in voting, including secure electronic

voting in absentia.

D. Capital structures and arrangements that enable certain shareholders to obtain a degree of
control disproportionate to their equity ownership should be disclosed.

Some capital structures allow a shareholder to exercise a degree of control over the corporation
disproportionate to the shareholders’ equity ownership in the company. Pyramid structures,
cross shareholdings and shares with limited or multiple voting rights can be used to diminish the

capability of non-controlling shareholders to influence corporate policy.

In addition to ownership relations, other devices can affect control over the corporation.
Shareholder agreements are a common means for groups of shareholders, who individually may
hold relatively small shares of total equity, to act in concert so as to constitute an effective
majority, or at least the largest single block of shareholders. Shareholder agreements usually
give those participating in the agreements preferential rights to purchase shares if other parties to
the agreement wish to sell. These agreements can also contain provisions that require those
accepting the agreement not to sell their shares for a specified time. Shareholder agreements can
cover issues such as how the board or the Chairman will be selected. The agreements can also
oblige those in the agreement to vote as a block. Some countries have found it necessary to
closely monitor such agreements and to limit their duration.

Voting caps limit the number of votes that a shareholder may cast, regardless of the number of
shares the shareholder may actually possess. Voting caps therefore redistribute control and may
affect the incentives for shareholder participation in shareholder meetings.

Given the capacity of these mechanisms to redistribute the influence of shareholders on
company policy, shareholders can reasonably expect that all such capital structures and
arrangements be disclosed.

E. Markets for corporate control should be allowed to function in an efficient and transparent
manner.

1. The rules and procedures governing the acquisition of corporate control in the capital

192 OECD FOCUS 20044 1125



Part 2. Annotations to the OECD Principles of Corporate Governance

markets, and extraordinary transactions such as mergers, and sales of substantial
portions of corporate assets, should be clearly articulated and disclosed so that investors
understand their rights and recourse. Transactions should occur at transparent prices
and under fair conditions that protect the rights of all shareholders according to their
class.

2. Anti-take-over devices should not be used to shield management and the board from
accountability.

In some countries, companies employ anti-take-over devices. However, both investors and
stock exchanges have expressed concern over the possibility that widespread use of anti-take-
over devices may be a serious impediment to the functioning of the market for corporate
control. In some instances, take-over defences can simply be devices to shield the
management or the board from shareholder monitoring. In implementing any anti-takeover
devices and in dealing with take-over proposals, the fiduciary duty of the board to
shareholders and the company must remain paramount.

F. The exercise of ownership rights by all shareholders, including institutional investors,
should be facilitated.

As investors may pursue different investment objectives, the Principles do not advocate any
particular investment strategy and do not seek to prescribe the optimal degree of investor
activism. Nevertheless, in considering the costs and benefits of exercising their ownership rights,
many investors are likely to conclude that positive financial returns and growth can be obtained
by undertaking a reasonable amount of analysis and by using their rights.

1. Institutional investors acting in a fiduciary capacity should disclose their overall
corporate governance and voting policies with respect to their investments, including
the procedures that they have in place for deciding on the use of their voting rights.

It is increasingly common for shares to be held by institutional investors. The effectiveness
and credibility of the entire corporate governance system and company oversight will,
therefore, to a large extent depend on institutional investors that can make informed use of
their shareholder rights and effectively exercise their ownership functions in companies in
which they invest. While this principle does not require institutional investors to vote their
shares, it calls for disclosure of how they exercise their ownership rights with due
consideration to cost effectiveness. For institutions acting in a fiduciary capacity, such as
pension funds, collective investment schemes and some activities of insurance companies, the
right to vote can be considered part of the value of the investment being undertaken on behalf

of their clients. Failure to exercise the ownership rights could result in a loss to the investor
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L

who should therefore be made aware of the policy to be followed by the institutional
investors.

In some countries, the demand for disclosure of corporate governance policies to the market
is quite detailed and includes requirements for explicit strategies regarding the circumstances
in which the institution will intervene in a company; the approach they will use for such
intervention; and how they will assess the effectiveness of the strategy. In several countries
institutional investors are either required to disclose their actual voting records or it is
regarded as good practice and implemented on ar’ apply or explain” basis. Disclosure is
either to their clients (only with respect to the securities of each client) or, in the case of
investment advisors to registered investment companies, to the market, which is a less costly
procedure. A complementary approach to participation in shareholders’ meetings is to
establish a continuing dialogue with portfolio companies. Such a dialogue between
institutional investors and companies should be encouraged, especially by lifting unnecessary
regulatory barriers, although it is incumbent on the company to treat all investors equally and
not to divulge information to the institutional investors which is not at the same time made
available to the market. The additional information provided by a company would normally
therefore include general background information about the markets in which the company is
operating and further elaboration of information already available to the market.

When fiduciary institutional investors have developed and disclosed a corporate governance
policy, effective implementation requires that they also set aside the appropriate human and
financial resources to pursue this policy in a way that their beneficiaries and portfolio

companies can expect.

Institutional investors acting in a fiduciary capacity should disclose how they manage
material conflicts of interest that may affect the exercise of key ownership rights
regarding their investments.

The incentives for intermediary owners to vote their shares and exercise key ownership
functions may, under certain circumstances, differ from those of direct owners. Such
differences may sometimes be commercially sound but may also arise from conflicts of
interest which are particularly acute when the fiduciary institution is a subsidiary or an
affiliate of another financial institution, and especially an integrated financial group. When
such conflicts arise from material business relationships, for example, through an agreement
to manage the portfolio company’ s funds, such conflicts should be identified and disclosed.

At the same time, institutions should disclose what actions they are taking to minimise the
potentially negative impact on their ability to exercise key ownership rights. Such actions
may include the separation of bonuses for fund management from those related to the
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acquisition of new business elsewhere in the organisation.

G. Shareholders, including institutional shareholders, should be allowed to consult with each
other on issues concerning their basic shareholder rights as defined in the Principles,
subject to exceptions to prevent abuse.

It has long been recognised that in companies with dispersed ownership, individual shareholders
might have too small a stake in the company to warrant the cost of taking action or for making
an investment in monitoring performance. Moreover, if small shareholders did invest resources
in such activities, others would also gain without having contributed (i.e. they ar¢' free riders”).
This effect, which serves to lower incentives for monitoring, is probably less of a problem for
institutions, particularly financial institutions acting in a fiduciary capacity, in deciding whether
to increase their ownership to a significant stake in individual companies, or to rather simply
diversify. However, other costs with regard to holding a significant stake might still be high. In
many instances institutional investors are prevented from doing this because it is beyond their
capacity or would require investing more of their assets in one company than may be prudent.
To overcome this asymmetry which favours diversification, they should be allowed, and even
encouraged, to co-operate and co-ordinate their actions in nominating and electing board
members, placing proposals on the agenda and holding discussions directly with a company in
order to improve its corporate governance. More generally, shareholders should be allowed to
communicate with each other without having to comply with the formalities of proxy
solicitation.

It must be recognised, however, that co-operation among investors could also be used to
manipulate markets and to obtain control over a company without being subject to any takeover
regulations. Moreover, co-operation might also be for the purposes of circumventing
competition law. For this reason, in some countries, the ability of institutional investors to co-
operate on their voting strategy is either limited or prohibited. Shareholder agreements may also
be closely monitored. However, if co-operation does not involve issues of corporate control, or
conflict with concerns about market efficiency and fairness, the benefits of more effective
ownership may still be obtained. Necessary disclosure of co-operation among investors,
institutional or otherwise, may have to be accompanied by provisions which prevent trading for
a period so as to avoid the possibility of market manipulation.
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