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Abstract

THIS THESISIs structured around four empirical chapters examiningteel issues in cor-
porate governance. The sample of FTSE 350 companies 19¥5H2( unique properties
which are exploited to advance our understanding of thewixecpay-setting process;
the turnover of Chief Executives (CEOs); the market’s rieacto shareholder activism
and voting behaviour; and the distribution of pay within beardroom.

Chapter two assesses whether remuneration committeétafacbptimal contracting or
whether CEOs are able to capture the pay-setting processfated their own remunera-
tion. The findings of prior research, which have been mixeglshown to be sensitive to
the econometric specification employed. A comprehensigesasnent of non-executive
directors’ independence is undertaken. Little evidendeusd to support a rents capture
model.

Chapter three applies duration analysis within a competsks framework to model the
tenure and mode of exit of CEOs. The likelihood of forced diepa is found to decrease
sharply from the fifth year of a CEQO’s tenure. Some evidenéaund to suggest that this
is because CEOs who survive beyond year four entrench ttessse their position.

Chapter four considers the impact of shareholder activifting dissent appears incon-
sequential in terms of increasing shareholder returnsiciad CEO pay or increasing the
likelihood of CEO dismissal. However, firing the CEO of a gggrerforming company
improves shareholder returns soon after the CEO'’s disiissa

Chapter five examines the structure and distribution of pagragst board members. As
a test of tournament theory, the impact of a rival’'s sucogstd CEO on the incumbent
directors’ compensation and likelihood of exit is examinédrival’s succession has a
greater impact on the existing directors’ likelihood ofteakian it does on compensation.
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CHAPTER1

Introduction

‘Your company is bankrupt, you keep $480m. Is that fair?’

Californian representative Henry Waxman to Lehman Bratl@&hief Executive Richard
Fuld.

1.1 Background and Rationale for Research

The popularity of research in corporate governance anduéixecremuneration is self
evident. It satisfies many of the criteria that generatesianadd public interest, not
least a curiosity about the pay packets of some of the coaritighest earnefs It also
provokes those who take umbrage at the very large rewardsite their discontent
Likewise, public interest in corporate governance nalyiratreases with the occurrence
of high profile corporate failures, especially when suctufas are thought to be caused
by something systemic within the existing regulatory framk.

Less self evident is the worth of research in executive reeration and corporate gov-
ernance from a dispassionate and objective perspectivisfy@ag a popular curiosity is
not sufficient grounds to base a research agenda, nor isgbieof this research. Rather
this research seeks to contribute to the body of microecanknowledge in the field of
governance and remuneration. In addition, this reseamihgtempirical throughout, has
direct implications for policy makers and practitionerdie governance and remunera-
tion industries.

1See Guardian 7th October 2008.

2See the coverage given to the publication of The Times’ anRigh List'.

3Consider the widespread discontent regarding the remtime bankers in the context of the present
financial crisis. For example in the quote above.




It is not fully understood what determines the levels of pageived by top directors.
Nor is it understood why, over the last twenty years, exeeysay has risen quicker than
inflation, average employee wages and equity markets. Hoduten of these questions
is particularly interesting, given accusations from a wiglege of disciplines, that current
levels of pay for top managers are too high and continued ase unjustified. Often,
such claims have been made on the grounds of fairness and gtbre| 2003. However,
more revelent to an economic research programme, is theatoon that high executive
pay reveals inefficiency in the pay-setting process resyilth pay arrangements that do
not provide appropriate incentives and do not enhance {Blelechuk and Fried2004).

The economics of executive remuneration contracts are altyrmnderstood in the con-
text of a principal-agent relationship whereby the manay@eriences different incen-
tives to the ownerJensen and Mecklind976. As some actions of the manager are hid-
den from the principal (the moral hazard problem), the managght pursue an agenda
at the owner’s expense without incurring punishment froendivner Holmstrom 1979.
Further, the managerial agenda is unlikely to be in the pubterest, whereas the opti-
misation of shareholder value is the basis upon which ressuare allocated efficiently
within a market economy. The remuneration contract migewelte these problems by
realigning the incentives of the agent with those of the @pal Jensen and Murphy
1990. For example, a manager may receive a bonus for good pafarenor be granted
share options. These incentive instruments are desigrfadititate congruence between
the goals of the manager and their owner. However, if hiddéors extend to the manip-
ulation of the pay-setting process, executives could aesigystem that provides rewards
regardless of performance or pursuing shareholder intef@srtrand and Mullainathan
2007). Within this framework, the yardstick for testing the eiffiecy of remuneration
arrangements is the extent to which managers are rewardeddoessNiurphy, 1999.

Pay-for-performance may also help to solve the problem edrge information asym-
metry (the lemons problem) in the hiring proce€yér and Schaefe2005. Full in-
formation regarding the agent’s suitability for the job idden from the principal (e.g.
the manager will try to hide their shortcomings in the jolemtew) and therefore the
principal risks hiring a bad manager that generates a logtarnm than the good manager.
This problem might be compounded if the principal offers atcact equal to the expected
return of the two, as this will be insufficient to attract theod manager but sufficient to
secure the services of a bad manager. However, the prosipeay-dor-performance is
more attractive to good managers and hence good managésehvgelect into compa-



nies that offer pay-for-performance.

However, the pay-performance relation might be a mislegattidicator of the efficiency
of remuneration arrangementréy and Osterlof2005 Froud, Leaver, McAndrew, and
Shammai 2008. First, as pay-for-performance is risky, pay-for-pemi@nce is more
costly to satisfy a risk-averse agehtall and Murphy 2002. Second, there are practical
issues as to how to implement pay-for-performance. Agetsons will tend towards
the aspect of performance that is being measured, to thenaetr of non-rewardable
aspects of performanc®iendergastl999. For example, concern has been raised that
practice of uncapped annual bonuses in the financial sargeetor contributed to the
neglect of sustainable growth over the longer terindeed, principal and agent are likely
to differ in the period over which they would like performa&nto be assesse®ikolli,
2007J). A residual claimant of a pension fund would like good stpekformance over the
period of their working life, whereas the majority of ‘lorigrm’ equity incentives vest
after only three years. Finally, in attempting to securedéevices of a highly valued
manager, who perhaps has unique knowledge of the compasiisdss operations, the
principal may offer lock-in incentives. The retention othua manager would likely be
welfare enhancing, as efficient resource allocation reguinat managers are positioned
where their skills will have the highest impact. For examples principal may offer
a long-term contract with specified liquidated damages &otyetermination. Such a
contract might elicit more risky behaviour from the agentisImight be desirable, if
the principal (being risk-neutral due to their diversifiedrgiolio of shares) wants the
agent to undertake projects that are riskier than natusaligcted by a risk averse agent.
However, commitment from the principal to the agent is omdble if it is costly for the
principal to withdraw their commitment. Therefore, theentives provided by the threat
of dismissal are reduced and, in extreme cases, can geperaerse reward-for-failure
incentives which are the polar opposite of pay-for-perfance Trade and Industry Select
Committee 2003.

Therefore, rather than simply investigate the pay-perésree relation (which has been
examined extensively in the literaturéosi, Werner, Katz, and Gomez-Mgji2a000), it
might be more interesting to examine the pay-setting psodesctly. In response to ac-
cusations of capture, UK reform efforts have been directétcaeasing independence in
the pay-setting proces€6mbined Code2006. Hence, institutional shareholders expect

4Another example is the suspicion that executives may fasioare buy-backs over dividend repayments
as a means of returning cash to shareholders if the exesw@igeremunerated under an incentive scheme
that pays out against growth in earnings per share.



the establishment of a remuneration committee that cansfshon-executive directors
who are independent from the executive management. Of €potlre extent to which

such directors are truly independent is central to the is§udether the pay-setting pro-
cess reflects the interests of shareholders or the exesuligenselves. This is the topic
of chapter2.

Implicit in the remuneration literature is the assumptibattagency problems require
resolution through the creation of appropriate financiakmtives. However, it is inter-
esting to consider whether the agency problems that anse fiidden actions have been
overstated. If the process of hiring and firing CEOs is efficthen complex remunera-
tion arrangements are less necessary. Any CEO who does edtneaximum effort in
pursuit of shareholder value would be replaced by the nextager eager to take their
plac€. Thus, the threat of dismissal might diminish the need fatlgdncentive based
remuneration.

However, concerns have been raised that substantial tdstaevent the efficient re-
moval of CEOs. Firm performance might not adequately regpre€EO competence,
diligence and effort. Even after the firm performance haslmsserved and the actions
of the CEO have been scrutinised (perhaps at a shareholassng) it might not be
clear how the actions of the CEO have contributed to firm vakerthermore, in light
of the most egregious abuses of power, CEO’s have been alltweesign’ rather than
face the sack Similar to the capture of the pay-setting process, if th€©G&able to fill
their board with friendly directors they might be able toisepressure to step down from
shareholders following poor performand&disbach 1988 Adams and Ferreit2007).
Yet this process of entrenchment may take tilerfnalin and Weisbac¢2003 and there-
fore a framework is required that allows exploration of theyng likelihood of dismissal
over the duration of the CEOs tenure. Duration analysisach suframework and chapter
3 applies this method to gain insights into the processesdri@EO tenure and mode of
exit.

An indication of the extent to which firing the CEO is importaran be measured by
analysing the stock market’s reaction to such an event. Hagament is entrenched,
extracting rents from shareholders and resisting predsueit, then a successful dis-
missal should be viewed favourably by the market. Despiteeswoices to the contrary
(Monks and Minow 2004, extant US research has found little evidence to suggast th

5In fact, even if maximum effort is exerted the executive nhiggt fired if somebody of greater talent is
available.
6See, for instance, Jeffrey Skilling of Enron Corp (Businé&sk 15 August 2001).
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activism by shareholders improve shareholder retufasoff, 2001). However, institu-
tional reforms in the UK have invested considerable effoihicreasing the participation
of shareholdersHampe] 1998 Myners 2001, 2004). As a starting point, shareholders
have been encouraged to make considered use of their vighitg at company meetings,
rather than rubber stamp management proposals. The extehi¢h increased levels of
voting have influenced returns, governance arrangememtemarneration arrangements
is currently unknown and will be explored in chapder

As discussed above, hidden action and hidden informationerms may be one mecha-
nism driving large levels of performance-related CEO reeration. However, an alterna-
tive justification could be the incentives that CEO remutiengprovides to those involved

in a competition for promotionLi@azear and Roseri98]). If subordinates are prepared
to sacrifice current pay for the prospect of winning CEO leeehuneration, then large

differentials between CEO pay and subordinate pay are tapeceed. Investigating tour-

nament theory requires subtle tests to distinguish betva#iemative hypothesises. For
instance, to maintain tournament incentives, the prizeilshioe increasing in the number
of participants but the ability of the board to recruit fromtside the firm complicates

the measurement of the number of players. An alternativeasalyse the compensation
to the losers of the tournament, together with how theitilic®d of exit changes when

a rival is promoted to CEO. By exploring these phenomenagaret picture should de-

velop as to the extent to which firms use promotion tournas@sna device for motivating

directors.

Several data and measurement issues have arisen in presgxkamining related is-
sues of corporate governance and executive remuneratibibe éémpany disclosures on
remuneration are more complete in recent years, the comptremuneration arrange-
ments remains a challenge for researchers. In addition tasi Isalary, directors can
receive annual bonus payments, deferred bonus entitlegmaatching shares on deferred
bonuses, recruitment incentives, stock options, long tegoity incentives, transaction
bonuses or pension benefits. There is considerable hetaibge application of the dif-
ferent elements amongst companies. For example, the camslior vesting on option
and long term equity incentives vary and of particular conég the extent to which they
vest with respect to performance.

This research has used data provided by Manifest Inform&arvices Ltd. The dataset
has several desirable characteristics which allows ba@lexploration into new areas of
research unavailable to prior researchers as well as mareae investigation of hy-



potheses undertaken in prior studies. Indeed, to a ceriaénte the research project
has been structured to maximise the potential of the dat&setthis reason, the thesis
comprises four separate empirical investigations, atireihe related theme of corporate
governance. It also appropriate that some summary statiate presented within this
introductory chapter to establish the key features anddgerssociated with executive
remuneration and corporate governance in the UK. A brie€meson of the sample is
provided in sectiorl.3and further issues associated with the sample are desdnilbed
relevant chapters.

Contributions to the literature have been received fronesaWdisciplines including labour
economics, finance, strategy, industrial organisatiosinass ethics and other social sci-
ences. There is a danger that this research could muddidgergemix of these different
strands of the literature without making a significant cimiion to any of them. This
thesis uses agency theory as a lens to analyse large pubigacoes in the UK. Agency
theory presupposes that the optimisation of shareholdaeva the mark of good gov-
ernance and desirable pay setting arrangements. Whilassismption is contestable,
it is not the place of this thesis to debate an agency vs stédkehparadigm of corpo-
rate governance. Nor does this thesis consider the critioptea market based pursuit
of shareholder value is myopic; overly focused on the stewrhtat the expense of long
term value. Rather, this thesis seeks to determine whethastaovernance and remu-
neration arrangements are assisting the mitigation of@geroblems or whether agency
problems are unresolved and the institutional arrangesweabbserve contribute to man-
agerial power, entrenchment and extraction of rents.

This introduction seeks to establish the importance ofaiesein executive remuneration
and corporate governance and will set the context for theamger of the thesis. The
following sections in this chapter will provide an overvi@iremuneration and gover-
nance arrangements in the UK. A summary of the research i8da explaining how
the exploration of these topics will contribute to the bofikmowledge in field of applied
microeconomics. Academic research in remuneration andrgance also has direct im-
plications for the development of best practice. Therefthis research may also serve
as a useful resource for both policy makers and practitoimethe remuneration and
corporate governance industries.



1.2 UK Remuneration and Governance

The central trait that most UK and US public companies slsaalivorce between owner-
ship and controleasey, Thompson, and Wrigh©97, Hart, 1995, with control concen-
trated in the CEO or a small number of executive directorscakership spread amongst
a large number of diverse shareholdeBerle and Means1932. Anglo-American di-
rectors bear a fiduciary duty to the shareholders above stageholder groups. This
description of an Anglo-American corporation lends itsed#fll to analysis under agency
theory Jensen and Mecklind976 which presupposes the overriding objective of the
firm is the maximisation of shareholder valdérfle, 2001 and that the challenge of cor-
porate governance is how best to ensure this objective isindéred by the guile and self
interest of managemerhleifer and Vishny1997).

While similarities certainly do exists between UK and US-&isis governance arrange-
ments in other territoriéthe bundled term ‘Anglo-American’ is somewhat misleadiag a
subtle differences exist between practice in the US and UHs thesis solely examines
large UK public companies. It is appropriate therefore totlse context of this research
by briefly outlining the corporate governance and executweuneration arrangements
specific to the UK. Indeed, UK directors are not paid like Udiors Conyon and Mur-
phy, 2000, UK shareholders act differently and enjoy different tigto US shareholders
(Black and Coffeg1994 Short and Keaseyp005 and the UK government takes a differ-
ent approach to the regulation of UK companies than the US tioiés firms®.

The governance and executive remuneration arrangemenfedture within public com-
panies in the UK have been framed by a complex mixture of mangand voluntary reg-
ulatory initiatives. Companies incorporated within the dke subject to the Companies
Act (1985 and its subsequent amendments including, for instaned)itkectors’ Remu-
neration Report Regulation2@02. Non-compliance with the act is a criminal offence
and the directors of the company, including the non-exeeutirectors, are liable. Com-
panies that are publicly traded on the official list of the Hon Stock Exchange (LSE)
are also subject to the UK Listing Authority’sisting Rules 20081, Prospectus Rules

’Governance models in other countries give more recognttioa wider collection of stakeholder
groups. Germany companies, for instance, appoint empl@mesentatives to serve on their boards. See
Keasey, Thompson, and Wrig(2005 for a review of the literature on non ‘Anglo-American’ canate
governance.

8For instance, compare the voluntary @ombined Codé1999 to the mandatory US Sarbanes-Oxley
(2002 act.

9The current UK Listing Authority is the Financial Servicesthority (FSA).



(20089and Disclosure and Transparency Rul&3083. Appended to the Listing Rules is
the Combined Codé€1999 2003 2006 with which companies who are UK incorporated
are obliged to comply or explain their non-compliatfce

In addition to this regulatory regime, there has been a s@fidest practice documents
issued by lobby groups who provided guidance to institiighareholders and make rec-
ommendations to companies themselves. The two most inidlidéotbby groups are the
Association of British Insurers (ABI) and National Assdaa of Pension Funds (NAPF).
Companies that ignore or deviate from this institutionablgace risk censure from the
business press and disgruntled shareholders. The extehidh, the threat of such cen-
sure acts as a discipline upon managerial behavior is, asepthe subject of much debate
(Karpoff, 2001, Selvaggi and Uptor2008. This will be a continuing theme throughout
this thesis in particular in chaptémwhere details of how lobby groups endeavour to exer-
cise their influence are reviewed.

1.2.1 Governance

UK public companies are governed by a single board of dirscibhis unitary board will
typically comprise a team of executive directors respdaditr the day to day operation
of the company and a number of non-executive directors whimacsupervisory capac-
ity. The distribution of the composition of boards in our gaenis shown inl.1!. The
management team is typically headed by a Chief ExecutiveD)CGihd board meetings
are led by a Chairman. Executive directors, other than th® €&nmonly reflect impor-
tant divisional or geographical heads and a Finance Dir€Eid) will also serve on the
board. A Company Secretary usually attends the board ngsebiat is not considered a
director unless the role is combined with another execubtieas is sometimes the case
in smaller companies. One of the non-executive directolido&@inominated as the senior
independent director (SID). The SID is obliged to make Héesailable to sharehold-
ers who wish to raise issues but whatever reason do not wanatanel their concerns
through the Chairman.

101t is possible to incorporate in certain territories outside UK and still trade on the LSE (see section
1.3.

1The large number of boards with no executive directors is touiae inclusion of investment trust
companies which are later excluded from our analysis.



Figure 1.1: Distribution of Directors Within Boards
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1.2.2 Ownership

Directors typically own some of their company’s stock altgh these holdings are nor-
mally small in percentage terms, consistent with the ppalcagent framework. Execu-
tive directors are also encouraged to retain shares fromebing of options and long
term equity incentives. Institutional guidance (ABR0Q6) recommends that executive
directors build a meaningful shareholding and this is tgjjcinterpreted by companies
to equal at least the director’'s annual salary. Howevendmng directors still serving on
the board often retain a significant shareholding after then@any’s Initial Public Offer
(IPO).

Figurel.2 shows the mean and median equity holdings for the compam@srisample.

In our sample median board holdings are less than 1% of th@aoys equity (see fig-
ure1.2). Mean ownership is higher but declined significantly faling the end of the

technology bubble in 2000. This reflects the fact that tetdgyostocks are commonly
managed by the company’s founders. It also reflects a movedstdrs to diversify their

positions alongside a general market downturn.

The Financial Services Authority (FSA) requires underDgstlosure and Transparency
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Rules’ that major holders of the company’s stock are idexatifiAny toehold stake above
3% of the Company’s equity or 3% of the voting rights must belaled in the annual
report and accounts (DTR%) 88% of companies in our sample had at least one disclosed
shareholder and figurk 3 shows the average size of the toehold for those companies. If
a director’s shareholding (either as individuals or as aedrparty) increases to between
30% and 50% of the Company’s equity then they are obligatedake an offer for the
company under Rule 9 of the City Cod#006. Waivers of Rule 9 are possible if approved
by the remaining shareholders and the takeover panel.

The number of toeholds in our sample is difficult to reconuilth the benefits to diver-
sifying as far as possible within a portfolio in order to nmmige firm-specific risk. There
is a large literature that discusses the possible meritoditside shareholders owning
a sizeable position in a single compaidmMmati, Pfleiderer, and Zechner994 Burkart,
Gromb, and Panunz1997). Shleifer and Vishny1986 present toeholds as a possible so-
lution to the free rider problem in takeovers as articuldig@Grossman and Ha(i.980.

Of particular relevance to this thesis is the concept of #ative investor’ who takes a
large position in a poorly governed company and uses itsanfla to make changes to
operations and management in the hope of making a reBeaht, Franks, Mayer, and
Rossj 2008. This literature is discussed further in chapter

1.2.3 Executive Remuneration

The components of a typical FTSE 350 executive directonsumeration package consist
of salary, bonuses, benefits and long term equity incentescriptive statistics of these
components are given in tablel Within the FTSE 350, the largest 30 companies pay
significantly above the average, with the biggest diffeeeresulting from the grants of
share options and long term incentives (approximately 4githe average).

One notable omission from tablel is information on pensions. Currently, Manifest
does not record the details of pension schemes in its daaakisough information can
be found within their Meeting Business reports. Executiveaors typically have either
a defined contribution arrangement based on a percentagéaoy ¢or receive additional
salary in lieu of contributions), or belong to the compardedined benefit scheme. De-
fined benefit schemes typically provide for two-thirds finalasy per annum on retire-

2prior to 20th January 2007, the Companies AQ89 required notification of holdings when they
exceed 3% of the ordinary issued share capital i.e. it wasilplesto hold in excess of 3% of the voting
rights and not disclose the holding.
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Table 1.1: Remuneration Arrangements

Remuneration  Typical Policy Median Levels (£)
Component FTSE350 FTSE100 FTSE30
Salary Determined by reference to benchmarks such 310,00(3,0d0 500,000

as size, industry and location.

Annual Bonus Subject to financial and non-financial objestiv 258,750 420,000 617,405
Some or all may be deferred into shares.

Bonus is capped as percentage of salary. 100% 133% 150%
Transaction, sign-on or retention bonuses are rare.

Benefits Expenses occurred in normal course of business. 5019, 26,129 33,000
Exceptional payments include relocation allowances.
Compensation for loss of office limited to 12
months’ salary and benefits.

Share Options  Granted annually as a percentage of salagg bas 379,055 786,240 1,547,776
and LTIPs on face value. Vest after three years subject to
performance conditions.

Nominal prices, policy and composition of Index as at May 200
Bonuses are typically uncapped in the investment bankicipse

ment, subject to a certain number years service (normatiyden 20 and 40).

Executive remuneration is determined by a sub-committeth@fboard known as the
remuneration committee. ThHeéombined Cod€2006 recommends that remuneration
committees comprise solely of independent non-executreetrs. The Chairman may
be a member of the committee provided that they do not seregexsitive chairmalt.

The remuneration committee is licensed to appoint its ovtaraal specialist remuner-
ation advisers who give guidance on the appropriate streictevels and disclosure of
executive remuneration. Remuneration advisers have eised of contributing to the
excesses of executive pay, facilitating the capture ofsreégtpowerful and entrenched
managersBebchuk and Fried2004). Remuneration advisers are thought to be particu-
larly vulnerable to capture if they provide additional tavanidit services to the company.
The revenue stream that the supply of such services ges@@iéd compromise the im-
partiality of the advice supplied to executives. Since 2008 companies subject to the
Directors’ Remuneration Report Regulations have beenimedjto disclose the name of
the Remuneration Committee’s advisers and any other ssnpoovided by the remu-
neration advisersConyon (2008 provides evidence that, in both the US and the UK,
companies that retain specialist remuneration advisgrshye@r directors more. However,

3The extent to which remuneration committees are truly iedelent from the executives whose pay
they determine is the subject of chap2er
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Table 1.2: FTSE 350 Remuneration Advisers

Adviser FTSE350 FTSE100 FTSE30
New Bridge Street Consultants 112 32% 31 31% 8 27%
Towers Perrin 55 16% 38 38% 11 37%
Kepler Associates 36 10% 17 17% 9 30%
Deloitte & Touche 38 11% 16 16% 9 30%
Watson Wyatt 28 8% 6 6% 3 10%
Hewitt Associates 14 4% 5 5% 2 %
Internal Advice 193 55% 73 73% 22 73%

One company may employ more than one remuneration adviser.

Internal Advice identifies cases whether the remunerattonmoittee draws upon the services of em-
ployees of the company.

Hewitt Associates acquired New Bridge Street Consultankdarch 2008.

no evidence is found to suggest that this phenomenon is congaol when advisers sup-
ply additional services to the company. Moreover, a stropgg-performance sensitivity

is reported companies who retain consultants. These semd@tconsistent witGadman,
Carter, and Hillegeis2008 who arrive at the same conclusions using a sample of US
firms.

Table 1.2 shows the number of companies to which the five largest reratior advis-
ers provide services. Internal advice typically includes of, or a combination of, the
company’s Human Resources department, the CEO, the Chreon@ompany Secretary.

1.2.4 Reform since 1992

A defining feature of the period that is studied here is thapéns a decade of progres-
sive corporate governance reform. A very different govecearegime existed in 1995
compared to 2005. Table3sets out the key differences in disclosure, practice, and ex
pectations facing companies at the start and end of thegheAsizeable literature has
emerged documenting the history of the reform process3stmmon(2007) for a full re-
view). Provided here, is a brief overview in order estabdislappreciation of the differing
governance environment facing companies at various pmirtsr sample.

In response to some high profile corporate scandals in th6sl@g. Maxwell Com-
munications) and economic recession UK in the early nisgpeblic scrutiny fell upon
the accountability and transparency of board decisi@®omon 2007). As a result,
the government established the Cadbury Committ&823 in an attempt to document a
consensus of best corporate governance practaees and Pollitt2004) credit the Cad-
bury Report with a range of sensible and practical recommgos which were widely
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Table 1.3: Governance Environment 1995 and 2005

Standard Practice 1995 Standard Practice 2005
Best Practice  Cadbury Report (General); Hampel & Mynerar@older activism); Higgs & Tyson (Board);
Greenbury Report (Remuneration); Smith (Audit) Turnblrdtérnal Control); Combined
Institutional Shareholders Committee; Code (Generalim&eeration Report Regulations;
Pre-emption guidelines Voluminous Institutional Guidai@8BI, NAPF, ITC)
Board Separate Chairman and Chief Executive
At least two NEDs on Board At least half independent NEDs l{ediag the Chair)
Nomination Committee established Nomination Committeajamity of independent NEDs
No limit on directorships Annual performance evaluation

Maximum of 1 FTSE 100 directorship

Remuneration 3 Year service contracts 12 months servideamin
Remuneration Committee established Wholly independemtuReration Committee
Voluntary disclosure of remuneration Mandatory disclesoffremuneration and advisors
No vote on remuneration report Mandatory but non-bindintgwm remuneration report
Parachute clauses Options vest subject to performancénaegbto rated
Audit Audit Committee established Wholly independent Au@ibmmittee

Financial expertise on the Audit Committee
Whistle-blowing procedures

Shareholders  Non-voting shares not rare Typically onecsluane vote
Institutions cast votes with management Expectation toenirafiormed voting decisions
Proposals passed on a show of hands Electronic proxy patigrot
Poll turnout approximately 50% Poll turnout approximat@0#6
Active investment funds rare Some active investment funds

Parachute clauses provide compensation for directorgievwbnt of dismissal following a change of ownership.



adopted and have been used as the basis of best practicemmeodations outside the
UK. The Cadbury Report founded the principle of ‘comply opkn’ on which much
subsequent reform was based. As such, companies are fréz gurhply provided they
justify their non-compliance to sharehold€rs Shareholders then choose to accept the
explanation for non-compliance or to take a range of actibasmight include demand-
ing compliance in the form of a shareholder resolution, psapg to dismiss the board or,
ultimately, selling their shares.

The Greenbury Reporii995 focused explicitly on executive remuneration. Amidstpub
lic discontent at the earnings of ‘fat cats’ and academieassh suggesting a lack of trans-
parency in the pay-setting proceddain and Johnstaril992 and a disconnect between
executive pay and company performanCerflyon and Leect1994 Conyon, Gregg, and
Machin, 1995, Greenbury established the remuneration committee aslatd practice
and encouraged the use of ‘long-term incentive plans’ (KEJ.IETIPs are grants of shares
which vest against explicit performance conditions suclinflation-adjusted earnings
per share (EPS) targets or total shareholder return (TSR)ng against an appropriate
benchmark. Share options were also encouraged, providethty too contained perfor-
mance conditions.

A series of best practice documents also emerged covetiveg ateas of corporate gover-
nance as noted in table3. The majority of the recommendations from the Higgs review
(2002), which examined the role of chairmen and non-exeeuwlirectors, were adopted
in the revised version of the Combined Code (2003). Of paldicrelevance to chap-
ter 2 was the formalisation of the criteria by which non-execgithrectors were deemed
independent.

Backed by the full weight of company law, the Directors’ Reraration Report Reg-
ulations (2002) both clarified disclosure rules and gave mbinding vote on pay to
shareholders. The implications and merits of this act aseusised in chaptdras are the
Hampel(1998 and Myners (2001, 2004 proposals which were designed to encourage
shareholder participation in governance.

Ypractically, this will take place at the AGM, or in consuikat with major shareholders throughout the
year.
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Figure 1.4: Proportion of Chairman with Executive Responsibility
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Role of chairmen and non-executive directors

Chairmen have a unique role in the governance of UK compaiiies Combined Code
(2003 does not classify chairmen as non-executive directoradititer are they necessar-
ily executive directors. Rather, chairmen are thought dfeasg guardians of shareholder
interests and an important contributor to the strategy géuoisation, as well as being a fa-
cilitator between the executive and non-executive pariiesnomic research undertaken
from an agency perspective has emphasised the importartbe ofionitoring function
of chairmen and non-executive directodeisen1993. Indeed, an important aspect of
the investigation undertaken in chapgeis the effectiveness of such monitoring. Yet, if
chairmen facilitate discussions between board membenstbgeCompany’s strategy, it
might be argued that there is nobody more qualified than th@ (Eaily, Johnson, Ell-
strand, and Daltoril998. Of course, the concerns that this might lead to dominande a
managerial rent seeking at the expense of shareholdersalrelacumentedReel and
O’Donnell, 1999. The decision to combine or separate the roles of ChairmdrCEO

is typical of the tension between information and accouhtgplbhat characterises much
of the debate regarding the composition and effectiveniessards.

The separation of the roles of Chairman and Chief Executise has significance in
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Figure 1.5: Board Composition
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the history of the UK reform process. Figutet shows the decline in the proportion of
chairmen with executive responsibility and the declinehiose chairmen also serving as
CEO. This is consistent with the re-emphasis on the monigomle of chairmen during
the reforming period, the need for accountability in therdo@om and the explicit call to
separate the roles of Chairman and Chief Executiigds, 2003 Combined Codeg2003.

A combined Chairman-Chief Executive role is now a contreiaarrangement for large
UK public companies. Sir Stuart Rose’s recent move to tryotolgine the roles at Marks
& Spencer, (even on a temporary basis) provoked the Compamgjor shareholders to
draft a protest resolution at the Company’s 2008 Annual Geméeeting (AGM).

The same tension between information and accountabildisis an important feature of
the debate surrounding the independence of non-executeetats. During the reform
process, the call for more independent non-executivetdirebas been reiterated. Figure
1.5 shows an increase in the proportion of non-executive dirscand the fall in the
number of insiders during our sample. For simplicity, amdashere is considered to be an
executive director or a non-executive director not corgidendependent by the company.
Chapter2 explicitly examines the characteristics of non-execudivector independence
and the extent to which independence matters is exploreaie depth.
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1.3 FTSE 350 Companies

The sample used throughout this thesis is the FTSE 350 Indexhe largest 350 compa-
nies traded on the LSE by market capitalisation. The sanggenb with those companies
who were members of the FTSE 350 and had their financial yehoeror after 1st Jan-
uary 1995. The sample follows those companies even if thépdid of the index until
they are wound up or taken private and also includes all atberpanies who enter the
FTSE 350 until their last financial year in 2005. Institutaexpectations of corporate
governance of FTSE 350 companies are more stringent thdtesfisted companies. For
instance, th€ombined Cod€2006 recommends that the boards of FTSE 350 companies
comprise at least 50% non-executive directors whereas aoi@p outside the FTSE 350
are only expected to have at least two non-executive dirgcto

There are a small number of FTSE 350 companies who are in@igaboutside the UK.
These companies are not subject to the same governancesragidK companies. While
such companies are under institutional pressure to comitiytihe Combined Code (and
an inspection of these companies’ reports and accountslegl/¢hat these companies
do generally make disclosures consistent withGoebined Codé€2009) it is useful to
identify these in our sample (see talild).

There are also a small number of FTSE 350 companies who asgpmrated in the UK
but maintain a dual listing on a foreign exchange. A duattistompany (DLC) is differ-
ent from a ‘cross listing’ where the shares of a company anplsi traded on a foreign
exchangeKarolyi, 1998. Indeed, approximately 25% of the FTSE 100 allow theirshar
to be traded on the New York Stock Exchange through AmericgpoBitary Receipts.
DLCs are best understood as a merger between two compartves different territories
who combine their operations and cash flows, but retain agpadentities and share-
holder registriesBedi, Richards, and Tennarg003. DLCs may share a single board,
pay a single dividend or give shareholders of the two estiigual voting rights. Careful
attention must be paid to DLCs to ensure that measures of@ayrgize and performance
are accurate.

DLCs are potentially interesting as evidence has been mesesuggesting that despite
holding identical cash flow rights there can exist subssdudifferences in the prices of
the two equities Rosenthal and Youndl990. Also they contradict market efficiency

15See http:/iwww.nyse.com/about/listed/listed.html. Aniner of UK companies (Cable & Wireless, ICI,
BG Group) have de-listed from the NYSE as the regulatoryéouaf maintaining a US listing has increased
post Sarbanes-Oxley (2002).
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Table 1.4: FTSE 350 Non-UK and Dual Listed Companies

Company Country  Dual Listing
888 Holdings plc Gibraltar

Alea Group Holdings Ltd Bermuda

Allied Zurich plc UK  Switzerland
Aquarius Platinum Ltd Bermuda

BATM Advanced Communications Ltd Israel

BHP Billiton plc UK Australia
Benfield Group Ltd Bermuda

Berkeley Technology Ltd Jersey

Brambles Industries plc UK Australia
Carnival plc UK us
Catlin Group Ltd Bermuda

Colt Telecom Group SA Luxembourg

Dexion Absolute Ltd Guernsey

Emblaze Ltd Israel

Eurotunnel plc UK France*
F&C Commercial Property Trust Ltd Guernsey

Insight Foundation Property Trust Ltd Guernsey

Investec plc UK South Africa
Mapeley Ltd Guernsey

Partygaming plc Gibraltar

Petrofac Ltd Jersey

Randgold Resources Ltd Jersey

Reed Elsevier plc UK  Netherlands
Rio Tinto plc UK Australia
Shell Transport & Trading Company plc UK  Netherlands
SmithKline Beecham plc UK us
Unilever plc UK  Netherlands

* Unlike the other dual listed companies, Eurotunnel plc &uwlotunnel SA shares were not traded
separately but combined through a twinning agreement.
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(Froot and Dabord 999; and when a DLC becomes a single entity the company’s market
exposure increases in the country where it lists and dessdasm the country where it
has delistedBedi, Richards, and Tenna2003. However, for the purposes of this thesis

it will suffice to have DLCs identified in our data and hence \aa take account of them

in our econometric analysis.

1.4 Summary of Research

The remainder of this thesis is structured as four empinmastigations. A review of the
related literature is contained within each empirical ¢dekapChapter2 tests two major
theories of executive directors’ pay-determination usdiatp on FTSE 350 companies.
The chapter seeks to determine whether remuneration coeasifacilitate optimal con-
tracting or whether CEOs are able to capture the pay-saqitingess and inflate their own
remuneration. During the period of our sample, companifesmeed the composition of
their boards in line with institutional guidance. This riked in an increase in the propor-
tion of independent non-executive directors availablestwes on the remuneration com-
mittee. Under a rents capture model, independent non-gxeclirectors might be more
resilient to capture by the CEO and thus we would expect Egsurable remuneration
packages for the CEQ@egteris paribus

Prior studies have arrived at different conclusions reiggrthe importance of indepen-
dence in the pay-setting process. Chatexamines the econometric specifications of
these studies in order to determine the extent to which findings are sensitive to the
chosen methodology, before building towards a final preteestimator. The sample used
in this chapter contains several important features whigtbke thorough examination of
the issues. These details were often lacking in prior studie particular, we have ac-
cess to a more comprehensive assessment of non-execuégtods’ independence than
previously available in the literature.

Chapter3 explores the tenure and mode of exit of Chief Executives fFAGiI8E 350 com-
panies from 1996-2005. Prior studies have applied logitefsotd predict CEO turnover.
However, this chapter uses duration analysis within a caimpesks framework to eval-
uate the threat of dismissal faced by CEOs. This framewaqpk@tty allows for multiple
exit states and thus, unlike a logit model, recognises tfierdnt risks from all causes
(retirement, headhunted, dismissal, etc) until exit to destination occurs, or the CEO is
censored by the end of the sample period. Explanatory yasasuch as total shareholder
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return and measures of the CEOs entrenchment are found &xirap the different exit
states in different ways. Some evidence is found to sughas@EOs are able to entrench
themselves in their position. Evidence is also presentediwther or not the reform of
UK corporate governance that occurred over the duratioh@sample has made CEO
turnover more likely.

Chapterd investigates the extent to which shareholders play a ptigeamle in the gov-
ernance of their companies. Under thensen and Mecklinfl976 model, governance
devices will be employed up to the point where their margbeefit equates with the
marginal cost of such measures. However, given typicalipelised shareholders with
low individual incentives to monitor managers it might bewased that active participa-
tion in the decision making process is unlikely. Yet overltds 15 years, institutions have
been encouraged to play a more active role and companie®baugut under pressure to
offer more opportunities for shareholder participatforThe premise of these reforms is
that more engagement with shareholders will reduce dewbndviour by management,
improve the governance of companies and result in greatemiefor shareholders. In
particular, theHampel(1998 and Myners (2001 2004 reports have called for greater
levels of shareholder voting. Voting is cheap for sharebiddnd therefore perhaps the
first form of activism that might be undertaken. The work impter4 represents the first
formal analysis of shareholder votes with panel data. Thangoesults at shareholder
meetings are analysed in order to determine whether theg aay bearing on future
governance arrangements or shareholder returns.

In addition, in order to provide a comparison between voang undertaking more di-
rect engagements, chapteconducts an event study concerning the market’s reaction to
a forced CEO departuteé Shareholders of an under-performing company might wish to
remove the CEO by placing pressure on the board to take aclio®average abnormal
returns around the time of such an event provide an indicatiavhether this is a worth-
while activity or not. We also repeat the exercise for the GEdo retired and for those
who were headhunted.

Chapters examines the distribution of pay between executive dirsctdhe distribution
of boardroom pay has the potential to provide insights intortament theory. In partic-
ular, we seek to understand the impact of a CEO succession #wen the perspective
of the existing executive directors. Executive directof®ovare passed over for promo-

16see Schedule D of theombined Cod¢2006.
Thereby, making further use of the different categoriesBO@xit identified in chaptes.
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tion may suffer a loss in promotion incentives if they ardeittoo old or unsuited to
participate in the next succession competition. A loss omnotion incentives might be
associated with an increase in remuneration if the direets previously sacrificing a
proportion of their marginal product for the prospect of mirg the promotion. If there
IS no compensation when a defeat occurs, then the directbfaag a strong incentive
to earn their marginal product elsewhere. This introdukegbssibility of an interesting
paradox whereby the differential between the first and sgquizes might be reduced,
partially negating the original promotion incentive.

Alternatively, being passed over for promotion may reduderaal promotion opportu-
nities, which may moderate these effects. These factorsaisayhave interesting inter-
action effects with the age of the directors, as youngercthre may participate in future
promotion competitions. We explore these hypothesiseqhiysing the impact on ex-
ecutive remuneration and the likelihood of exit when a CEQ@ceasion event occurs.
Conclusions, policy implications, suggestions for futuesearch and final thoughts are
brought together in chaptér
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CHAPTER 2

Chief Executive Pay and Non-executive
Director Independence

‘All of the Company’s directors are independent, and thei\idbminating
and Corporate Governance, Finance and Risk, and Compemsatid Bene-
fits Committees are composed exclusively of independertalis.

Lehman Brothers Annual Report 2007.

2.1 Introduction

The debate concerning the nature of the pay-setting pratelss highest level in organi-
sations has received renewed interest in recent times. Tiwoipal lines of thought from
the US are being advanced: Optimal contracting theory sigdleat executive directors’
remuneration contracts are determined in a way that opgrskareholders’ desire to re-
cruit, retain and motivate executives of the appropriatéEagainst the cost of such
contracts. In contrast, some have argued that due to maakgat seeking, remuner-
ation contracts are sub-optimal and inflated in favour oftekee directors. This is an
unresolved agency problem which stems from the fact thaepolvmanagers might be
able to capture the pay-setting process

The research programme in the UK has been undertaken inematiffcontext. UK ex-
ecutive directors earn a fraction of their US counterpatisnfyon and Murphy2000.

Typical of this debate i€ore, Guay, and Thom&8004'’s defence of optimal contracting following
Bebchuk and Frie@004)'s critique of remuneration practices in the US.
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UK executives have not been accused of widespread optidedatieg Bebchuk, Grin-
stein, and Peye2006. The archetypical governance scandals in the US (Enrocg Ty
and WorldCom) are relatively fresh in the mind whereas the ddkndals of the 1980s
(Maxwell Communications, Polly Peck) belong to a differerd and have been followed
by a reforming agenda throughout the 1990s. These reforme designed to drive
greater corporate accountabilit€gddbury 1992 improve the pay-performance relation
particularly avoiding reward for failuregreenbury 1995 improve transparencyCom-
bined Code1999 2003, increase institutional shareholder participatidyfers 2001,
2009 and strengthen the role of the non-executive directotjqdarly independent non-
executive directorsHiggs, 2003. SeeSolomon(2007) for a review.

However, UK executive remuneration arrangements have oree gncriticised. The dis-
parity between executive directors’ pay rises year on ygainast general rises in earnings
has been highlighted by Trade Unions, generating medidibp&Thompson2005; aca-
demics have found the pay-performance relation to be vabieiwhen the market turns
down Gregg, Jewell, and Tonk2005; a positive impact of mergers to Chief Executive
remuneration has been found even when those mergers didmmee shareholder value
(Girma, Thompson, and Wrigh2002); and there is evidence of the ‘ratcheting’ of pay
where executives get at least the going rate and that dengatibove that rate will in-
fluence subsequent pagdzamel and Watsgi2002. Following the onset of the present
financial crisis, uncapped annual bonuses in the finananalcsesector have been heavily
criticised. Therefore, a natural line of inquiry is to intigate whether the pay-setting
process has been captured by insiders.

This chapter contributes to the evidence on whether UK CE@a@ rents by capturing
the pay-setting process by using data on FTSE 350 compa@@s2005. This sample
has a number of important details including the identifmabf each board member, their
precise service dates and each element of their remunegdckage. Prior research has
arrived at different conclusions regarding the importaoicéirector independence in re-
lation to CEO remuneration. Our sample will allow a thoroeglaamination of the issues
associated with econometric specification and will seeleterminine which methodologi-
cal choices are important in the estimation of CEO remur@ratn addition, this research
addresses issues associated with the assessment of routhexdirector independence.
The chapter will build towards a preferred estimator to pdevobust tests of the optimal
contracting and rent extraction hypothesises. The foligwsection briefly reviews the
literature and sets up the propositions to be investigalée. methods, with a particular
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focus on independence assessment, are addressed in 28tidndescriptive overview
of the data and the results are provided in secttbhdsaand 2.5 respectively. Sectio.6
concludes.
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2.2 Literature Review

The board should include a balance of executive and nonutixedirectors (and in par-
ticular independent non-executive directors) such thaintbvidual or small group of
individuals can dominate the board’s decision taking.e Board should establish a re-
muneration committee of at least three, or in the case oflemadmpanies two, members,
who should all be independent non-executive directors.

Combined Code2003 A.3 Main Principle and Provision B.2.1.

Principle A.3 of the Combined Cod@@03 indicates that, left unchecked, executive di-
rectors could potentially redirect company resources tsysiobjectives at the expense
of shareholdersJensen and Mecklind976. This accusation has recently been restated
by Bebchuk and Fried2004 who focus on executive remuneration, which is one of the
more visible areas in which a conflict of interest may occuve@ this conflict, Provision
B.2.1 reflects shareholder expectations that the compo%fithe remuneration commit-
tee, the sub-committee of the board that is responsiblestting executive directors’ pay,
should be sufficiently independent to withstand capture.

However, the presence of a remuneration committee may metssarily solve the prob-
lem. Theoretically, we would model the presence of a remati@r committee by a sim-
ple extension of the familiar two-tier principal-agent t@ct, in which the pay-setting
process is delegated to another supervisor. Under sucleetier model, the supervisor
faces the decision of whether to act on behalf of the prin@paollude with the agent
(Kofman and Lawarreel 993 Conyon and He2004) and the outcome will depend on the
incentives that the supervisor faces.

Optimal contracting theory predicts that shareholdergig@ite agents’ incentives to pur-
sue objectives without reference to shareholder inteeggtsherefore take actions ex-ante
to ensure optimal outcomeMrrlees 1976 Holmstrom 1979 Murphy, 1999 Gugler,
2007). Optimal contracting assumes shareholders retain damtes the composition of
the board. Consequently, the observed board structure igptimal arrangement for the
Company, as being part of the optimal contract negotiatéad®n principals and agents
which also specifies the optimal level of p&yare, Holthausen, and Larckéi999. Note
that since the introduction of the Directors’ RemuneratiReport Regulations2002),
the board has been obligated to propose its remuneratiamtrepfore shareholders at
the company’s annual general meeting. Even prior to thisshetreholders voted on the
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appointment and re-election of the directors, as well agxeeutive directors’ equity in-
centive schemes. These votes could be interpreted as dppatval from the principals
for the agents’ contracts.

Under a three-tier agency model, shareholders also aatéctpat remuneration commit-
tees face a decision to serve managers or shareholders kiigengfore take actions to
ensure remuneration committees have sufficient incentovegthstand the attempts by
management to capture the pay-setting process and instead behalf of shareholders.
The structure of the remuneration committee is then preditd be the product of op-
timal contracting and consequently remuneration comestteill set pay at a value that
optimises on behalf of shareholders. Therefore, optimadrecting predicts that only the
factors affecting the demand for executive directors ofagguality should be significant
in the determination of payJore, Holthausen, and Larckér999. Structural variables

such as the proportion of independent non-executive direcerving on the board and
remuneration committee should be insignificant, providhregestimating equation is cor-
rectly specified. This leads to the testable hypothesis:

Proposition 1: If remuneration contracts are determined optimally, thenposition of
the supervisor will have no bearing on the level of remurieradf the CEO.

In the context of the pay setting process, the supervisorbeayewed either as the remu-
neration committee, or the entire board. Under a rents capype model, the observed
board structure is inefficient due to unresolved agencylpro$, leading to sub-optimal
outcomes Bebchuk and Fried2003. Similarly, if the incentives of the remuneration
committee are not sufficient to withstand the rational aftesof executives to capture the
pay-setting process the outcome will be that there are aierfii remuneration contracts
which are inflated in favour of executive directors and, irtipalar, the CEOBebchuk
and Fried2004) in the context of US companies, pronounce

‘Flawed compensation arrangements have been wide-sppeadistent and
systemic, and they have stemmed from defects in the undedgivernance
structure that enable executives to exert considerableenfie over their
boards. Given executives’ power, directors could not hayeeted to engage
in arm’s-length bargaining with executives over their cangation (preface,
iX)’.

The severity of unresolved agency problems may be prediotedry as the composition
of boards and remuneration committees vary between compand over time. Although

27



Bonet and Conyoii2005 concede the potential for economic benefits (e.g. infoiomat
advantages) to arise through the presence of an executdatation a remuneration com-
mittee they regard the potential costs of executive presasaominant. Intuitively, one
would expect that a remuneration committee comprisingusketly independent non-
executive directors be more resilient to capture than a atwerfull of insiders. From
accepting such a theoretical perspective, the alternayigethesis follows:

Proposition 2: Ceteris paribus, fewer independent non-executive dirsatall lead to
sub-optimal contracts

A full empirical review of executive remuneration is noteatipted here. Comprehensive
reviews of the literature are provided Bjurphy (1999, Gomez-Mejia and Wiseman
(1997, Jensen, Murphy, and Wruq2004), and Prendergasf1999, while Bruce and
Buck (2005 provide a brief review for the UKTosi, Werner, Katz, and Gomez-Mejia
(2000 perform a meta-analysis with 137 papers on CEO pay and edechat firm size
accounts for more than 40% of the variance in total CEO payewfirm performance
accounts for less than 5% of the variance. However, out aftéuey works that investigate
executive remuneration, only a handful have given serioogght to the role of the board
and the remuneration committee in pay determindtidfhese are summarized in table
2.1

Table2.1 shows that four of the nine studies suggest some supporéareints capture
model. It is clear, however that there is considerable dezmgent within the empirical
literature as to the importance of the composition of theesuipor in pay determination.
Given the lack of consensus, we are particularly mindfuhefitnportance of econometric
rigour in our study. Moreover, it is possible that a publicas bias exists, whereby it
is more difficult to publish support for the null hypothesisnm relationship between
independence and executive remuneration.

Table2.1 also shows the extent to which the studies have adoptedahtfeconometric
specifications. It remains possible that the diversity sutes can be attributed to the dif-
ferent estimating strategies employed. The studies vapsadhe following dimensions:

1. The econometric specification of the model;

2. The criteria for independence;

2This chapter believes that inefficient contracts are rexthy unexplained higher pay levels for Chief
Executives.

3Bonet and Conyo(2005 identify over 300 studies since 1990 on executive remuimeraut only find
10 with the main focus being the pay-setting committee.
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Table 2.1: Empirical Literature

Study Sample Economic specification Results Comment
Dependent Variable(s) Explanatory Variables(s)
Bonet & 504 Ln (director a) No. insiders a) 0.163** ‘Tentagiv
Conyon UK plcs emoluments) on rem com (-2.54) and qualified’
(2005) 1999- 2002 Random Effects b) Any insider b) 0.241* peurpfor
Estimator on rem com (-1.88) rents capture.
Conyon 455 IPO Ln (CEO total a) Optimal ai) -0.03 (-0.24) Ol
& He US Firms remuneration) contracting aii) -0.15* (-1.83) Contracting
(2004) 1998-2001 OLS Regression variables aiii) 0.01*323. model
b) Rents bi) 0.38 (1.51) preferred.
capture bii) 0.05 (0.29)
variables biii) -0.01 (-0.07)
Anderson 110 Ln (sal + On remuneration a) 0.131 (0.47) Naersi
& Bizjak US Firms bonus + incentives) committee b) -1.1643*38) effect
(2003) 1985-1998 Within a) % Insiders Combined Ch/CEO
Estimator b) Combined Ch/CEO lowers remuneration.
Core 205 Total CEO a) Combined Ch/CEO a) 152,577+ (2.86)  &omriables
Holthausen US Firms Remuneration b) Board size b) 30,60351() determine pay
& Larcker 1982-1984 oLS c) Board insiders c) -5,639** (-3.22 Support for
(1999) Regression d) Gray directors d) 7,356** (3.19) reafsture
Newman 161 1. Ln(CEO a) =1 if rem com 1a) 0.135(1.35) CEO palddd .
& Mozes US Firms total pay) ‘insider influenced’ firm from pgoerformance.
(1999) 1991-1993 2. Change total pay b) Insider influence & ) -QlH007 Some support
OLS regression falling market value (-3.561)** for rentptae.
Benito 211 Ln (emoulments) a) Adoption of rem com a) 0.00633P No evidence of
& Conyon UK companies  Within b) Adoption of Nom com b) 0.011935) governance variables
(1999) 1985-1994 Estimator c) Separate Ch&CEO c) 0.04BR)1. impacting cash
compensation.
Daily, Johnson 194 Ln (total pay) Onrem com... a) -0.05 Stach@rrors
Ellstrand & large US Firms a) % gray directors b) 0.05 not regzh
Dalton 1992-1994 MLE b) % cross directorships 0.05 Poweatites
(1998) Regression ¢) % CEO members statistically insigamific
Conyon 94 Ln (HPD a) Board outsiders a) -0.499 (-0.74) Ogtsdlidectors
& Peck large UK plcs salary + bonus) b) Rem Com Outsiders 923.62.91) increase not decrease
(1998) 1991-1994 Within c) Adopted Rem Com ¢) 0.061 (0.77) mueeration.
Estimator d) Combined Chair/CEO d) -0.035 (0.67)
Conyon (1997) 213 Ln (HPD a) Adopted a rem com a) -0.026*@R.1  Support for
UK plcs emoluments) rents capture
1988-1993 GMM b) Separated b) -0.007 (0.46) Adoption of rem c

Chairman/CEO

leads to lower pay.

T-statistics in the parentheses (coefficient divided bgpddied errors if original paper reports standard errors).
** Significant at 5%; * Significant at 10%
Rem Com = Remuneration Committee; Nom Com = Nomination CdtemiCh=Chairman



3. The dependent variable;
4. The variable of interest (board or remuneration comm)itend

5. Composition of the sample (in terms of time and firm type).

We seek to examine the relative importance of these varibages. In this study, we
use a unique dataset from Manifest Information Serviceswhdh offers a number of
advantages over and above those used previously. No existrk has attempted to
reconcile the conflicting results. Therefore, at the encefdxercise, we should be able
to state with greater confidence which methodological ageare important and whether
the rents capture model or the model of optimal contractirggents the most accurate
model of executive directors’ pay determination.

2.3 Method

2.3.1 Economic specification

We seek to explain executive remuneration using a modeleofiafowing form:
(Remuneration); = ~; + oy + B(Supervisor)y + A(Controls)y + pu (2.3.1)

wherey is an unidentified firm specific effect for firm i which does natyover timegy; is

a time trend, supervisor is a vector of variables associatttdthe board or remuneration
committee (e.g. % insiders), Controls is a vector of costsoich as performance and firm
size, and’ and\ are the corresponding coefficients. Under propositigh=D.

Firm Fixed Effects

Datasets used in the existing literature are either cras®ss or short panels. Panels have
a number advantages over cross-sections: First they tiypamatain more observations;
second and more importantly, they have potential to moa@adliyimamics of the pay-setting
process; and third are able to control for firm fixed effectemFixed effects could include

a risk premium associated with a particularly company. (loss-section, these fixed
effects are often ignored which is akin to omitting dummyiahles for each company
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in the sampleConyon, Peck, and Sadl€2000. Therefore, researchers, in particular,
Murphy (1985 have questioned the validity of prior cross sectional Ey&ssions).

To obtain consistent estimates®in the presence of the unobserved time-invariant het-
erogeneity correlated with a regressor, first differencéixed effect’ (within estimator)
estimation techniques may be employed.

For an equation of the form:
Yir = a; + X3, 0 + pit (2.3.2)

Whereq; is the fixed effect,
Yit — Yi(t—1) = (Xt — Xz‘(t—l))/ﬁ + (it — fhit—1) (2.3.3)

first differencing eliminates the fixed effect.

The ‘within’ estimator measures the association betwe€livitual-specific deviations
of regressors from their time-averaged values and indatidpecific deviations of the
dependent variable from its time-averaged val@arfteron and TrivedR005. By ex-
ploiting the individual variation over time, the fixed eftes eliminated.

Yie — Ui = (Xit — E)/ﬁ + (e — 17) (2.3.4)

Both the within estimator and the first differences estimagdy on variation over time
to eliminate the fixed effect. Therefore, a limitation of bh@&stimators is their inability
to identify time-invariant regressors. For instance, esgors such as firm sector are not
identified since ify;; = x; theny; = x; sox;: — X; = 0. Similarly x;; — xi¢-1) = 0.

The first difference and within estimate will produce ideatiestimates if” = 2. When
T > 2, the choice between first differencing and the within estonadepends on as-
sumptions made qi;; (Wooldridge 2002. If the p;; are serially uncorrelated the within
estimator is more efficient, while the first difference estiar is more efficient when
i follows a random walk. If the within estimator and first difaces estimator differ
in ways that cannot be attributed to sampling error, thenshmaild be suspicious that
the regressors aren't strictly exogenous, possibly duegasurement error, time-varying
omitted variables or simultaneity.

Alternatively, it is sometimes proposed that the individefects are random variables
distributed independently of;; (Mundlak 1978. If such a restriction holds, then a ran-
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dom effects model can be employeBlofiet and Conyon2005. In a random effects
model some omitted variables may vary between individuals lfe constant over time)
or vary over time (but be constant between individuals).ikérfixed effects models, ran-
dom effects allows the identification of the marginal efsaat time-invariant independent
variables. Unfortunately, the strong assumption of theloam effects model that the ex-
pectation ofa; given y;; is constant is unlikely to hold in practic&ickell, 1987). A
Hausman test can be used to discern between random and fizets$ efiodels.

Individual Director Fixed Effects

In addition to firm fixed effects, it is possible that there anebserved fixed effects associ-
ated with the individual directors in the sample. Indivitiieed effects could include the
director’'s human capital, status or their access to vatuabtworks. Therefore, equation
2.3.1can be re-written as:

(Remuneration);;; = v; + 9; + oy + B(Supervisor); + A(Controls)j; + pije (2.3.5)

where), is a time-invariant unobserved effect specific to directditje majority of prior
panel studies have not identified the individuals and so haveontrolled fow,. The only
previous study that controls for individual effectsBenet and Conyoii2005 who use
a random effects estimator. However, Manifest's data sféesignificant advantage over
Bonet & Conyon’s data in that, Manifest has identified thevittial from the inception
of its database and one is able to track individual movemeitden firms. It is therefore
possible to control for both firm and individual fixed effects

Lagged Dependent Variable

Empirical evidence suggests that directors’ pay does rjosainmediately ain, Bruce,
and Buck 1996 Conyon 1997 Daily, Johnson, Ellstrand, and Daltoh998 Conyon,
Peck, and SadleR000. To control for this dynamic feature of CEO pay determioati
we might wish to include lagged pay as a further explanatarjable. However, with a
lagged dependent variable on the right hand side of the pagtieaq, the use of the within
estimator will result in inconsistent estimates as the éagdependent variable will be
correlated with the error ternNfckell, 1981 Wooldridge 2002 Cameron and Trivedi
2009H. The Generalised Method of Moments (GMM) provides a fraomvior estimat-
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ing equations with such endogenous variables. Instrurheatiables that are related to
the explanatory variable but not the error can be used tatisthe variation that is not
correlated with the error. Such instruments are easy tdrobta panel context because
deeper lags of the dependent variable (beyond t-1) can loe Asgdlano and Bond1991)
provide a first-difference estimator that uses lags of thgéd dependent variable as an
instrument for prior period pay. Arellano-Bond requiressegond-order serial correlation
in the first differenced errors and T must be greater or equal t

Arellano and BoveK1995 andBlundell and Bond1998 have enhanced the Arellano-
Bond estimator to provide additional instruments. Laggaetls might be weak instru-
ments for first differences, particularly for variablessgao a random walkRoodman
2006. Arellano and Bove(1995 show that, if the original equation in levels is added
to the system, additional moment conditions can be usedctease efficiency. For in-
stance, prior period pay can be instrumented with lags odwis first difference. The
resulting estimator developed Bjundell and Bond1998) is known as ‘system GMM’
(as opposed to the original ‘differenced GMM’). The twogsteersion of the estimator

Is used, together witivindmeijer(2009 corrected standard errors. This is desirable as
improvements in efficiency can be made with the two-stepregtr Arellano and Bong
1991). Monte Carlo studies have shown that the estimated asyimgtandard errors in
finite samples are biased downwards and consequently Aoedlad Bond do not recom-
mend inference on the coefficients when the two-step estinstised Roodman2006.
However, Windmeijer (2005 has developed a correction so that inference using these
corrected standard errors is appropriate.

Performance Measure

An important specification issue is the performance measuirResearchers generally
choose between an accounting (e.g. Earnings Per Share)(BP®)grket based (e.g.
Total Shareholder Return (TSR)) performance measure lithtenés theoretically domi-
nant. A market based measure might be preferred becausedtancurately reflects the
objective function of shareholders and is not subject t@anting conventions or other
vagaries of accounting measuré&dofiyon, Peck, and Sad|e2000. Alternatively, an
accounting measure is not as vulnerable to market fluctustio

In addition, itis theoretically unclear whether it is thedéof performance or performance
growth which is more appropriate in a remuneration equatidath formulations have

33



appeared in the literatur€6nyon, Peck, and Sad|&000.

Moreover, the literature has included both pre-dated perdmce measure&(egg, Machin,
and Szymanskil993 and contemporaneous performance measitewian and Mozes
1999. Pre-dated performance measures have the advantagegfless ambiguous with
respect to the direction of causality but are less powenfebiplaining current remunera-
tion levels, particularly given that company accounts repo an annual basis in arrears.
They also tend to reduce the sample size considerably atsaerayenerally unbalanced.

There is also an issue of the actual timing of when executivesewarded. In general,
salaries are reviewed towards the start of the financialwbde bonus payments are paid
at the end of the financial year or subsequent to the year epitibr@ and shares awards
are granted within 42 days of the announcement of resulterefbre, care is needed
when made making inferences about the coefficient of thepeence variable.

Functional Form

The functional form of the estimating equation is also poé&dly significant. All the stud-
ies in table2.1, other tharCore, Holthausen, and Larckér999, express the dependent
variable and performance variable in logarithms. When tigefbrm is used, the perfor-
mance co-efficient will represent pay-performance elagtiotherwise the performance
co-efficient will represent pay-performance sensitivitgufphy, 1999. The literature
generally regards the choice of functional forms of seconshaportance and is normally
motivated by the economic interpretation sought by the@utdoweverDaily, Johnson,
Ellstrand, and Daltorf1998 cite Tabachnik and Fidel 1996 who suggest that skewed
pay distributions can weaken statistical relationshipgslaad to heteroscedasticitylur-
phy (1999 also notes that models in logarithms generally providettebét.

2.3.2 Independence

Mis-specification might also result from omitted indepemideariables or measurement
error. Of particular concern is that past work has relied lomtodistinctions of indepen-
dence such as an insider/outsider classification. For ebearagremuneration commit-
tee might have been deemed wholly independent notwithstgrnide fact that members
shared cross directorships with the CEO, enjoyed certasimbas relationships with the
company or served on the board for over nine years. With thécgpion of the Manifest
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data to the problem, one should be able to provide the faiessipossible of the rent’s
capture model.

Table2.2shows that there is considerable variation in the litemagto the classification
of an insider. In the UK, directors are classified as ‘indejgm’ or ‘not independent’ fol-
lowing the guidance of Combined Cod2003. In the US literature three categories for
directors appear: ‘insider’; ‘affiliated/grey’; and ‘oudsr’. Insiders are those employed
by the firm, retired from the firm or immediate family membefdfiliated directors are
those with a material business relationship with the fi@ore, Holthausen, and Larcker
(1999 andNewman and Mozegl999 also consider directors affiliated by a cross direc-
torship not to be outsiders. For comparative purposesiaadfil directors in US studies
are considered not independent/insiders in the table below

The Combined Code2003 gives a non-exhaustive list of potential factors that rhigh
compromise the independence of a non-executive directhigsacter and judgement.
Such factors include: familial or material business asgas with members of the man-
agement and length of service. The Code expects the boatdtéotse independence of
each director and to explain situations where they considigrector independent in light
of such factors. There is an obvious incentive for boardsetate their directors inde-
pendent even when such a claim might be considered dubiauthéef, as boards enjoy
superior information over shareholders, one suspectbtatls are capable of establish-
ing and maintaining an illusion of independence. Studies dmly take the Company’s
statement on independence as the measurement of board umeetion committee in-
dependence are therefore likely to be limited. In additmrecording the Company’s as-
sessment of non-executive director independence, Mamibeslucts its own assessment.
Manifest’s independence assessment is based around ttengaiof the Combined Code
(2003 but includes an element of flexibility. While a board miglim that they are
in a better position to assess the character and judgemesicbfdirector, one suspects
that the conflict of interest they face outweighs the supénformation they possess over
Manifest.

Table2.3 provides a comparison of the Company’s and Manifest’s irddpnce assess-
ments. An ‘insider’ is an executive director or a non-exaeutleemed not to be inde-
pendent. Over the whole sample period, more than 50% of coepassert that all their
non-executive directors are independent whereas Manggsirds only 25% of compa-
nies as having entirely independent directors. This dmecg is due to the more rigourous
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Table 2.2: Independence Characteristics

Study Considered an Insider in Study?

% Insiders % Insiders Executive Former Material  Family Majo Cross Tenure

onBoard onRem Com Director Employee  Business Tie Shareholdirectorship

Relationship

Bonet 49.40% 4.40% Yes No No No No No No
& Conyon
(2005)
Conyon 32.70% 5.64% Yes Yes No No No No No
& He
(2004)
Anderson Not 40.7% (85-93) Yes Yes Yes Yes No No No
& Bizjak Reported  24.1% (94-98)
(2003)
Core Holthausen 42.90% Not Yes Yes Yes Yes No Yes No
& Larcker Investigated
(1999)
Newman Not 16.90% Yes Yes Yes No No Yes No
& Mozes Reported
(1999)
Daily, Johnson Not Not Yes Yes Yes Yes No Yes No
Ellstrand & Dalton  Reported Reported
(1998)
Conyon 52.70% 11.00% Yes Yes No No No No No
& Peck
(1998)
Company Own 48.10% 6.70% Varies Varies Varies Varies Varies  Varies Varies
Assessments
Manifest's 60.80% 27.20% Yes Yes Yes Yes Yes Yes Yes

Assessments




Table 2.3: Independence by Company vs Independence by Manifest: 2005-

Variable N Mean StDev Median
Board size 5258 8.33 2.9 8
Number of non-executive directors 5258 4.7 2.1 4
Insiders (Company) 5258 48.10% 19.80% 50%
Insiders (Manifest) 5258 60.80% 19.40% 62.50%

application of the provisions of the Combined Chde

Table 2.2 shows that Manifest’s assessment of independence is thedewsanding as-
sessment. This reflects the fact that Manifest’s indepetelansessment is based on UK
institutional guidance and the Combined Code which prav@enore stringent assess-
ment of independence than previously used in the literattinerefore if prior research
has failed to support the rent’s capture model of pay deteatidn from a lack of variation
between companies, Manifest's assessment of indepengeoieles a more rigourous
test.

2.3.3 Dependent Variable

In terms of the dependent variable there are two main isJuesfirst concerns the unit of
analysis, and whether it is possible to identify individuahd, therefore, director changes.
The second issue concerns what elements of remuneratiamcrded.

The UK studies in tabl@.1that were unable to identify individuals were forced to mea-
sure only the remuneration of highest paid director (HPD)e HPD does not identify
an individual, nor even the same position, as the HPD may grnoabe the CEO. The
result is that these studies can not control for individuadieffects (see secti¢h3.1).

An examination of HPDs’ emoluments will systematically enestimate the true level
of pay as the emoluments disclosed are amounts receiveadine financial period. If
the CEO (who is likely to be the HPD on a pro-rata basis) ontyes part of the year,
then he will not be recorded as the HPD. Rather, the next bighad director who has
served the whole year (perhaps the Finance Director) willalzen instead. If the en-
tire board changes during the financial year then a very lowrdigor the HPD will be
recorded. Therefore, director movement will artificiallgpiess the dependent variable
and the marginal estimates of the regressors will be instersti if director appointments
and resignations are correlated with the regressors. ®mgividuals are identified can

“4Prior to the establishment of the Combined Code, Maniféstispendence assessment was based on
institutional guidance and best practice which was not nahgdifferent guidelines in the Code.
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Table 2.4: Full Remuneration Data - One Company

Individual Year Position Salary Salary Golden Golden
(Pro-rata) (Disclosed) Handshake Goodbye

Bob 1997 CEO 200 74

Bob 1998 CEO 250 250

Bob 1999 CEO 350 25 600

Henry 1997 FD 150 150

Henry 1998 FD 200 80 500

Henry 1999 FD

Hamid 1997 CEO 300 275 500

Hamid 1998 CEO
Hamid 1999 CEO

Kate 1997 FD
Kate 1998 FD 250 180 50
Kate 1999 FD 280 280

one control for director changes.

In measuring remuneration, prior studies in the UK have bmmrstrained by the dis-
closure regime prevailing over the period of analy8suce and Buck2005. Since
the Companies Actl@67), information has been publicly available on the emolursent
of the HPD in the company. Emoluments comprise salary plmsida@nd a cash valu-
ation of perquisites. The measurement of the value of long &quity incentives has
only recently become easily available since adoption of3heenbury disclosure recom-
mendations1995. The majority of prior studies in the UK have therefore lied their
investigation to the emoluments of the HPD.

The situation is further complicated by the practice of pgydirectors recruitment incen-
tives and providing compensation for loss of office. These off payments are likely to

increase the remuneration of the director in the years adjiyimintment and resignation,
the very years in which it is unlikely that the director sehaefull 12 months.

For illustrative purposes, tab®4 considers a simple company with two executive posi-
tions (CEO and FD), no equity based incentives or pensiom. jBios half way through
year 1, hence his disclosed amount is less than his proatteysin year two, Henry is
replaced by Kate and so both these directors serve less tharofiths in this financial
year. Henry receives a golden parachute and Kate a goldén helyear three Bob is
replaced by Hamid.

A typical HPD study would reduce the data in taBld to the data shown in tab2.5.
Only in year three does the HPD correspond to the CEO of thepgaagnand at no point
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Table 2.5: Highest Paid Director Data - One Company
Position Year Salary Emoluments

HPD 1997 150 150
HPD 1998 80 580
HPD 1999 275 725

does the HPD director pick up the highest salary on a probasés. In contrast, Manifest
identifies an individual, his position and records the appoént and resignation dates
and hence the richness of the data in table one is retained.

The emoluments of the HPD remained the standard disclosud@ectors’ pay until the
early 1990s when shareholder institutions began to puspreson public companies to
improve the quality of their disclosure with respect to remration, consistent with the
overall movement towards greater corporate accountalBituce and Buck2005. The
Greenbury Reportl®95 formally recommended that companies disclose the remuner
ation of each director an@onyon (1997 demonstrates that the adoption of these rec-
ommendations was quick and widespread. By 1995, it had be@mtepted practice to
disclose the emoluments of each director together withildetaexecutive share options
(ESOs) and long term incentive plans (LTIPs) in the annyabeand accounts. The first
year of Manifest’s data collection occurred in 1995 anddfae from its inception Man-
ifest was able to take advantage of the Greenbury Recomrtiengland collect data for
all directors, and each aspect of pay

Lewellen and Huntsma(1970 were first to suggest that the examination of the whole
board is the most appropriate basis for analysis. Howeuerta limits on the availability
of data most studies have followkdwellen and Huntsmaf1970’s example and adopted
the pay of the CEO as a suitable surrogate for pay of the whadedoMain, Bruce, and
Buck (1996 justify their extension from CEO pay to whole board pay ia tontext of
company law and agency theory. In law, directors have equiasland responsibility
and therefore the whole board are ‘agents’ serving shadehal The term ‘CEO’ de-
scribes a specific administrative role but it should be ndlbed the term ‘CEQ’ is not
applied universally across companies. For example, thedgag Director’ of one firm
may perform the role of the CEO, but in another firm there mag I@EO and separate
Managing Director. For this reason, Manifest records bbéhjob title described by the
company and has a dummy variable stating whether or not thieidual is the Chief

SStudies using data prior to 1995, required an exceptionalatof effort to collect data beyond the
emoluments of the HPD. Indeeldain, Bruce, and Buck1996 mention, as an aside, the frustrations they
experienced in acquiring information on share option grant
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Executive.

The pay-performance literature discusses the shortcanuihgarly research which failed
to include a measure the value of equity based paymdetssén and Murphyl99Q
Main, Bruce, and Buck1996. While options are a much less important component of
remuneration in the UK compared with the USohyon and Murphy2000 and are more
mechanically tied to the salary levelsifma, Thompson, and Wrigh2004) they remain

a very real and important pecuniary element in a direct@auneration package. By
including equity based incentives in the calculation ocdkoémuneration, one will reveal
the impact, if any, of captured boards on the most inclusieasare of pay. Studies
that only investigate short term elements are, nevertbelateresting as there may be
reasons to suggest that certain aspects of the remunepatoitage may be more easily
manipulated by a captured remuneration committee thansthe

2.3.4 Composition of the Supervisor Variable

The studies cited in tabl2.1, focus attention on either the remuneration committee or
the board as the third party in the pay-setting process. Tieertbury Report1(995
recommended that boards established a sub committee abaneé ocomprising solely of
non-executive directors to determine executive remurogral he Combined Cod2003
has reinforced this recommendation suggesting that reratioe committees comprise
exclusively independent non-executive directors. Thele/board remains the ultimate
authority for the functioning of the company and continuelsear the main responsibility
for the pay arrangements of the executive directors. Howdvis the members of the
remuneration committee who undertake the actual task thggtay, albeit being free
to consult other board members providing no director giyesgic advice in relation to
their own remuneration. Therefore, it is natural for UK sasdpost Greenbury to focus
attention on the composition of the remuneration commiee its ability to withstand
capture.

However, it remains theoretically conceivable that thet pexy for a company’s re-
silience to capture might be the composition of the boarttheremuneration committee.
For instance, a captured board may satisfy investor expp@aesato fill the remuneration
committee with token outside directors to legitimize behpay arrangements. Therefore,

6Although Conyon and H¢2004 have another variable to indicate the presence of a signifishare-
holder on the remuneration committee.
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to provide the best test between optimal contracting ant$ i@apture both the composi-
tion of the board and remuneration committee will be exawhit@ne final practical issue

is whether to model the composition of the board/committeeims of percentage inde-
pendence, the number of independent directors or as a durariaple between having

purely independent committee or a dominated committeeenttains possible that the
results might be sensitive to this choice. For instance exeeutive on the remuneration
committee might enjoy superior information over his partdicolleagues on the commit-
tee to the extent that he is able to capture the pay settirgppso Whether or not another
insider joins the committee, might, or might not be relevant

2.3.5 Sample Composition

After attempting to consolidate the empirical results asrthe dimensions identified
above, divergences may remain due to real differences ipdipelations from which
the samples have been drawn. The samples vary in terms ofrtegeriod under obser-
vation, the sample sizes, and types of firms under considerat

The longest time horizon in tab&1is Anderson and Bizjak2003 which spans 13 years
whereas five of the studies include only three years of dat&. number of firms in the
studies ranges from 94 to 504. In addition, it is reasonablexpect to differences in
findings between studies that draw upon firms in the early 4986re, Holthausen, and
Larcker, 1999 to those who draw upon more recent firrBofiet and Conyor2005.

Firm Type

It is possible that significant differences occur in the vétar of different types of com-
panies. It is reasonable to expect samples that cover @iffegeographical locations,
companies with different sizes, markets, ownership stinest corporate cultures and gov-
ernance environments to return different results. Howallstudies in tabl.1, with the
exception ofConyon and Hg2004), look at large US or UK public companies whose
behaviour one would expect to be reasonably simi@onyon and H&2004 examine
US companies that went public between 1998 and 2001. Thetifgéhat remuneration
committees with venture capitalists and other large sluddelns give CEO’s lower pay
and greater equity incentives but find no support for manalgeaipture of the board.
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2.4 Data

2.4.1 Sample

The dataset used in this study comprises all companies tibetteel the FTSE 350 Index
with any financial year end between 31st December 1995 artd&tember 2005. To
avoid survivorship bias, companies that drop out of thexruter to 2006 are included in
our coverage until the company is wound up or taken private. @eriod chosen is signif-
icant. As well as providing the most recent investigatiothia literature, the data covers
a full economic cycle, with market growth until 2001, subsewt decline and recovery.
Moreover, the period under analysis is particularly inéérg given the steady flow of
corporate governance reforms designed to improve thepasescy and accountability
of boards and produce more efficient remuneration contrémigstment trusts that con-
tained no executive directors were excluded from the samafiteough self-managed in-
vestment trusts were retainedanifest’s data was supplemented in the return index and
other control variables from Thomson Datastream. Somenmdtion was missing data
with respect to Datastream’s dead stock list. In additi@me corporate entities were
recorded differently particularly if mergers or other corate actions occurréd This
also lead to the loss of some entities in Manifests sampleandnual inspection of com-
pany names was undertaken to ensure Manifest and Data&treampany id variables
matched companies correctly.

After losing 99 companies on merging Manifests and Datastig datd, an unbalanced
panel of 523 companies was left producing 4123 firm-yearewfuneration data. 290
of the 523 companies had information for all financial yea€96:2005. To determine
a unique time-period for the purposes of constructing theepahe year of the end of
the reporting period was used. However, if a company chattge@porting year-end
it is possible to have two reporting period ends in one caleyéar. In these cases, an
adjustment was made based on the reporting month to ensuyeén variable uniquely
identified different time periods.

"Other than those boards without executive directors suatvastment trusts.

8For instance when Glaxo Wellcome and SmithKline Beechangatein 2000, Manifest assigned a
new company id to the new entity GlaxoSmithKline, whereataBtaeam placed SmithKline Beecham into
its Dead list and renamed Glaxo Wellcome as GlaxoSmithKjige no new company id).

9The vast majority of the missing data was with respect to fiegam’s dead stocks.
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2.4.2 Descriptive Statistics

Table2.6, summaries the key variables under analysis. All monetahyes are adjusted
for inflation and expressed in May 2006 prices. Note thatesthe panel is unbalanced,
the growth figures do not compare exactly the same set of colepa 1996 and 2005.
Salary was annualised where an individual did not servelalfuimonths (e.g. due to
appointment or resignation during the year). Emolumengstiae total cash amounts
received by the director (i.e. salary, bonus, benefitspdasdeferred bonuses, vested LTIPs
or exercised options). Total remuneration is the expecagbvof remuneration related to
the year under review and includes an estimate of the faileval equity based incentives
at grant date.

The accurate measurement of the value of executive equgntives is an important is-
sue. Studies such &4ain, Bruce, and Buck1996 have applied a sophisticated option
evaluation methodology such 8$ack and Schole§1973 or a binominal metho€ox,
Ross, and Rubinsteil979. These models generate a theoretical price for an option
grant based on: the company’s share price at grant dates phae volatility, and divi-
dend yield; the exercise period and price; and the risk faée rUnder new international
accounting regulations (IFRS-2 Share Based Payments} theshods are used in the
pricing of options in company financial statements.

However, both the Black-Scholes and binominal approacteelnited. They assume the
underlying asset returns follow the normal distributioe.(ithe underlying asset prices
are distributed lognormally) which may or may not be reabtaand historical measures
of price volatility must used to estimate future volatilityret even more problematic
is the absence of individual risk parameters in these stdngduation methodologies.
Murphy (1999 shows how option valuations are sensitive to even smaitians in the
executive’s aversion to risk. Furthétall and Murphy(2000 describe how the standard
methods evaluate the cost of the option to the firm, the vdlud@h may be significantly
different from the value to which an undiversified executiveuld place on his non-
tradable option. A potential solution is givenkall and Murphy(2002 where a certainty
equivalence approach is developed to derive for what pnaxacutive would swap their
incentives. However, this method requires assumptiongtaach executive’s preference
for risk and their non firm-related wealth. We do not have asde such information.

In addition, none of the standard models consider the impigoerformance conditions.
Performance conditions reduce the probability of vestind therefore the present ex-
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Table 2.6: Descriptive Statistics

Key Variables 1996-2005 1996 2005 % Growth
(Pooled) 1996-2005
N (firm years) 4123 350 342
Total board Mean 2,850,902 1,981,284 3,892,381 96.46
board St Dev 2,970,435 1,732,762 3,581,674
remuneration (£) Median 1,972,352 1395651 2733443 95.85
Executive Mean 575,689 359,167 907,778 152.75
director total St Dev 586,496 257,042 760,074
remuneration (£) Median 420,406 303,868 675,768 122.39
Executive Mean 274,219 223,504 346,148 54.87
director St Dev 134,895 111,946 148,591
salary (£) Median 246127 204802 318572 55.55
Mean 8.80 8.86 9.12 2.93
Board Size St Dev 2.80 2.96 2.56
Median 8 9 9 0
Mean 4.70 4.33 5.52 27.48
No NEDs St Dev 2.06 2.16 2.01
Median 4 4 5 25
% Insiders Mean 522 571 454 -20.49
on board St Dev .145 .148 124
(Company) Median 0.5 0.509 0.444 -12.77
% Insiders Mean .634 .675 .540 -20
on board St Dev .159 .155 144
(Manifest) Median 0.629 0.667 0.5 -25.04
% Insiders on Mean .064 .103 .029 -71.84
remuneration St Dev .165 .230 121
committee (Company) Median 0 0 0
% Insiders on Mean .267 .319 .165 -48.28
remuneration St Dev .284 .296 .233
committee (Manifest)  Median 0.25 0.273 0 -100
No NEDs where 660 432 2
independence
is not known

1. Data ordered on firm-years. Please refer to tabidor details of CEO remuneration.
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pected value of the incentive but to what extent is unclearfdPmance conditions vary
dramatically such that ideally, the vesting conditions anlegrant would be considered
separately.Bruce, Udueni, Buck, and Mai(2003 demonstrate how producing a truly
objective estimate of the impact of performance conditiomgresent expected value is
an almost impossible task, particularly when vesting ddpem the performance of com-
pany peers. To complicate matters furtigebchuk, Grinstein, and Pey@&006 provide
evidence for the opportunistic timing of option grants &stbchuk and Frie{2004) iden-
tify the potential for opportunistic timing on exercise. @ptunistic timing would bias
the value of any equity incentive calculated using the af@netioned pricing methods. In
light of such uncertaintyConyon and Murphy2000’s arbitrary discount of 20% when
a performance condition is present, does not seem unrdalsor@ur approach follows
standard practice in the remuneration consultancy ingd(stM & K Ltd , 2007 and cal-
culates equity incentives as one third of their face VRIUEhis is justified on the grounds
that the cost of labour involved in employing a more sopb##ad option methodology
would be substantial to the point where it would outweigh gain in accuracy.

Figure2.1 shows the growth in salary, salary plus bonus and total remation respec-
tively at median levels for executive directors (Figdrgfor CEOSs) in the FTSE 350. The
acceleration of UK Executive Directors’ remuneration owes period is clearly seen, un-
like in the US where the increase in pay is almost entirelylarpd by the explosion
of stock options grantdMurphy, 1999, the mean growth in UK directors’ remuneration
is attributable to a 55% real increase in salary and a 150%&ase in real total remu-
neration. It should be noted that median total remuneratioral terms did not decline
following the market downturn post 2000, indeed its growppears largely unaffected.
These trends are consistent with those found in recentestf@regg, Jewell, and Tonks
2005.

Figure2.3illustrates the changes in board composition over the geki¢hile there is lit-
tle movement in total board size, boards have comprisednéis@ntly greater proportion
of non-executive directors after 1999. This reflects thedasing pressure for companies
to meet shareholder expectations of governance structoichvare guided by the provi-
sions contained within the Combined Code. Specificallyrt#®avere recommended to
comprise at least one-third non-executive directors anewaision of the Code in 2003 at
least half non-executive directors (excluding the Chairmna

Figure2.4shows that the UK companies replaced insiders on the Bodhdndependent

1°The final results were not sensitive to reasonable chandkeisivalue. See appendix for further details.
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Figure 2.1: FTSE 350 Executive Remuneration 1996-2005
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Figure 2.2: FTSE 350 CEO Remuneration 1996-2005
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Figure 2.3: Board Composition 1995-2005
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non-executive directors between 1995-2005. This refléets/bluntary adoption of the
recommendations of Combined Code and increase adhereimstitotional and investor
guidelines. The trend is the same for both Manifest’s assests and the companies’ own
assessments. Considering the persistent above inflatogeises in executive remunera-
tion that occurred over the same period, we might expectahancrease independence
will have, at best, a limited impact at reducing remunerati®f course it remains pos-
sible that remuneration levels might been even higher hadnitrease in independence
not occurred. Therefore, we will attempt to control for aswnéactors as possible in our
analysis in order to isolate the effect of independence upotuneration.

The quality of disclosure by companies on the independehis directors is not even
over the period. The percentage of individuals for whichejpehdence is unknown was
11.7%in 1996. This steadily reduced over the period to lems 5% by 2000 and less than
1% by 2003. The improving quality of disclosure over the peiis itself an indication of
the adoption of best practice and the Combined Code.

Figures2.5and2.6illustrate the difference between Manifest’'s and compsiroen as-
sessments of independence in terms of the number of ingdransg on the remuneration
committees. Manifest’s assessment is stricter, with apprately 50% of companies hav-
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Figure 2.4: Fall in the Proportion of Board Insiders 1995-2005
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ing at least one insider serving on the remuneration coramitivhile less than 20% of
companies admit to having an insider on the committee. Thphg also show that the
majority of remuneration committees have no insiders.

Figure 2.5: Number of Insiders on Remuneration Committee (Manifest)
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Section2.3argued that datasets that were unable to identify the iddaliwould system-
atically underestimated CEO remuneration. Tahléshows the extent of this problem
by comparing CEO remuneration to the measure of HPD remtioeraJsing HPD pay
as opposed to CEO pay captures 89% of the individuals and 92#ary. However, the
problem is not so severe when a total remuneration figurdentarhis study will report
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Figure 2.6: Number of Insiders on Remuneration Committee (Company)
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Table 2.7: Impact of Identifying the CEO on Remuneration

HPD CEO HPD as % of CEO
N (Position years) 3979 4463 89.16%
Mean 354,837 383,179 92.60%
Salary St. Dev (204,181) (217,818)
Median 317,869 338,365 93.94%
Mean 824,596 852,624 96.71%
Total Remuneration  St.Dev  (113,582,6) (1,143,999)
Median 557,689 581,649 95.88%

Data ordered by Position.

results using a measure that accounts for the identificafitime individual.

Having the individual identified allows one to track the manent of directors within
the sample. 8434 individuals shared 13,979 director mrstin the dataset. Of these
13,979 positions, 7,755 commenced at some point during @hgedr period. 76% of
CEO appointments were filled by individuals with a direchgpsat another FTSE 350
company, with the majority being existing board membermfthe appointing firm. 41%
of all executive appointments were filled by individualstwé directorship, again with
the majority of these being existing board members.

The UK literature has found unanimously that company siamisnportant determinant
of executive pay. The studies in tal2el measure company size as market capitalisa-
tion (Bonet and Conyor2005 Conyon and He2004) sales Core, Holthausen, and Lar-
cker, 1999, total assetsAnderson and Bizjak2003 and number of employee€¢nyon
1997. Table2.9 summarises these variables.

Figure2.7 shows the mean movement in company size of the FTSE 350 aveathple
period. The divergence of turnover and market capitabsétiin the late 1990s reflects

1The closing price on ordinary shares multiplied by the nundfeordinary shares in issue as at the
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Table 2.8: Director Appointments

CEO Appointments  Executive appointments (inc CEO) NED agpments

Number Percentage Number Percentage Number Percentage
External 72 0.1099 333 0.1024 706 0.1567
Internal 427 0.6519 984 0.3026 458 0.1017
Within Dataset 499 0.7618 1317 0.4051 1146 0.2544
Total 655 3251 4504

External: Where a vacant position was filled by a directonfienother company in the sample

Internal: Where a position was filled by an existing board rnem
Total: The total number of appointments; i.e. the sum of 3 thiede directors appointed that are not

found elsewhere in the sample.

Table 2.9: Size Variables

Size Variables 1996-2005 1996 2005 % Growth
(Pooled) 1996-2005
Market Cap (£ m) Mean 3,300 2,170 3,906 80
St Dev 10,400 4,230 1,190
Median 670 625 917 46.72
Sales (£) Mean 2,690 2,570 3,380 31.52
St Dev 8,280 6,810 1,020
Median 592 568 805 41.73
Total Assets (E000) Mean 13,100 8,075 18,200 125.38
St Dev 54,000 29,000 78,100
Median 1026 859 1251 45.63
Total Employees Mean 21,460 22,413 22,122 -1.3
St Dev 40,333 41,727 43,769
Median 6360 7338 6810 -7.2
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Figure 2.7: FTSE 350 1996-2005
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the “*.com boom’ and the prevalence of high tech stocks in th8E 350 during this
period. The subsequent collapse in value of these stockvesto other sectors is also
reflected in the convergence of turnover and market cagettadin post 2001.

Performance is measured in terms of either accounting e&ioce or market perfor-
mance. The performance measure used most frequently inkhigddature is the market
return index from Datastream and the change in the log olkicorresponds to Total
Shareholder Return (TSR) Earnings per share (EPS) is the underlying figure as reghorte
in the financial statements. Return on assets is anothemumgeaksprofitability and is de-
fined as net income divided by total assets. Return on egslitiefined as net income
divided by shareholder equity and is recorded as a percentag

In order to replicate the specifications of prior studiefofwing variables were also col-
lected. The market to book ratio is obtained from Datastreach is considered as a
measure of the future growth opportunities in the firm. Itadcalated as net tangible
assets divided by the market value. The number of other CE@®sents the number

company’s financial year end.

2Following Murphy (1985 andConyon and Pecki998, TSR equals the year change in log of annual
return index supplied by Datastrea@qnyon, Peck, and Sad|&000. TSR represents the growth in share
value including paid dividends. Growth 1996-2005 aggregdiSR between 1996-2005.
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Table 2.10: Performance Variables

Performance Variables 1996-2005 1996 2005
(Pooled)
Market Mean 11,493 9,762 15,965
Return St Dev 27,803 19,760 37,932
Median 1073 2203 1139
Total Mean .055 192 .156
Shareholder St Dev 0.49 0.354 0.278
Return Median 0.102 0.195 0.171
Earnings Mean 260.1 43.3 34.2
Per Share St Dev 12,473 99 57.7
Median 17.43 16.57 18.8
Return on Mean .105 113 .153
Assets St Dev 3.16 2.09 3.38
Median 0.143 0.152 0.154
Return on Mean 18.4 24.2 20.7
Equity St Dev 215.2 55.6 97.4
Median 15.4 18.2 14
Table 2.11: Control Variables
Control Variables 1996-2005 1996 2005
(Pooled)
Market Mean 2.46 2.42 1.91
to St Dev (44.9) (40.6) (25.0)
Book Median 2.21 2.51 2.40
No. Mean 132 179 .079
Other St Dev (.393) (.474) (.278)
CEOs Median 0 0 0
Equity Mean 419 - .242
Holdings of St Dev (3.25) - (2.64)
the CEO Median 0 - 0
St Dev Mean .103 .067 .065
of Monthly St Dev (.074) (.042) (.037)
Returns Median .085 .058 .057
Blockholder Mean .102 - .075
Dummy St Dev (.304) - (.264)
Median 0 - 0
Combined Mean .026 .024 .021
Chairman St Dev (.160) (.144)
CEO Dummy Median 0 152 0
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of non-executive directors serving on the remunerationmdtaes who are also CEOs
elsewhere within Manifest’'s sample. Authors have suggesiat this variable could pos-
itively influence CEO pay via a tacit collusion arrangeme2aifyon and He2004). The
percentage of equity holdings of the CEO could potentiadlyeheither a positive or neg-
ative effect on total remuneration. A large equity holdimgild off-set the need for large
performance-related incentive packages, or perhaps panyydfind as the CEO’s wealth
would vary dramatically with the fortunes of the Companyametiess of remuneration.
However, a large equity holding is might also facilitate CR@ver and hence a positive
relationship between equity holdings and executive rematima is conceivable. In this
matter, our findings are consistent wAlmderson and Bizjak2003 who find a negative
relationship between CEO equity holdings and CEO pay.

The standard deviation of monthly returns is included as asme of risk. Riskier busi-
nesses might need to pay more to attract the same quality €E@igiduals are normally
assumed to be risk averse. Length of service is includedatusaexperience.

Finally, a number of dummy variables are created. A blocteodummy, is included

to identify firms where there is a outside shareholder ownnage than 5% of the Com-
pany. Controversial pay arrangements might be broughtrupeater scrutiny in firms

where there is one party that has a significant interest indhgany. A combined Chair-
man/CEO dummy is included to identify those firm-years whbeerole of Chairman and
CEO was exercised by the same individual. Resignation apdiainent dummies are
included to identify those individuals who served less tadull 12 months. For reasons
explained in section 3.3 even after annualising the pay ede¢hndividuals who served
less than a full 12 months we might expect inflated pay in tipeseds due to receipt of
recruitment incentives and compensation payments.

Time and Sector Dummy variables

Time specfic effects are controlled with a full set of yeantgeg dummies. Manifest base
their sector definitions on the FTSE classifications whighsglit into 33 groups. Sector
dummies are unable to be identified in fixed effects methafefoas all time-invariant
effects specific to firms are eliminated.
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2.5 Results

The results are presented as follows. Firstly, the estimgatirategy of the original studies
are applied to manifest’s data. Then in each subsequerd,stag aspect of the method
is altered along the dimensions discussed above, in ord&tde to which choices the

results are sensitive. This will then inform the selectiba preferred estimator.

2.5.1 Replication of Existing Studies on Manifest Data

Table2.12 summarises the results of replicating six of the studierad in table2.1
using the Manifest data relating to remuneration comméteecturé®. Full output is pro-
vided in the appendix. As far as possible, all significantic@variables were included as
in the original regressions and the original estimatiommégues were followed. There-
fore any differences between the original results and Maitig results should only reflect
genuine differences in the sample data.

Table2.12shows that the replication of the original studies’ methposduced broadly
similar results when applied to Manifest’s data. The ontamce where an original result
was overturned was with respect@onyon and H€2004). This is not surprising as there
are important differences between our sample and Conyon'&ddenple. Conyon & He
use young IPO firms from the US whilst Manifest’s data coveesRTSE 350 Indéet.

Studies in the literature that have applied different ecosinic techniques and measuring
the variables in different ways have come to different cosicns regarding the signifi-
cance of independence in the pay setting committee. Applyia strategies to the same
dataset does not the reconcile the different conclusiomsher table2.12 suggests that
methodological choices are important in the acceptancejection of proposition 1.

2.5.2 Econometric Specification

As detailed in sectio@.2, there are a number of issues to consider regarding ecoriomet
specification. These include the importance of controlfimgfirm fixed effects, iden-
tifying the individual in the sample and controlling for pasalisations of pay in the

3Conyon(1997) andBenito and Conyori1999 were not replicated as their variable was the adoption
of a remuneration committee which is almost universal wittiianifest’s sample.
14See appendix for further details.
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Table 2.12: Replication of Prior Studies

Study Variable Original Finding Manifest Data Qualitative
Different?
Bonet No. insiders on rem com .163**  (2.55) .041*  (2.15) No
& Conyon Rem com insider dummy 241 (1.88) 047+ (2.04) No
Conyon & He % insiders on rem com .380 (1.51) .626***  (3.52) sYe
Anderson & Bizjak % outsiders on rem com 131 (0.47) -.102 .9BD No
Core Holthausen % EDs on board -5,639***  (-3.22) -15,246**{-8.76) No
& Larcker No. affiliated NEDs on board 7,356**  (3.19) 56,008* (1.99) No
No. cross directorships 4,358 (0.99) 90,855 (0.69) No
Newman & Mozes  1styear insider rem com dummy .061 (0.57) .02D.17) No
2nd year insider rem com dummy 135 (1.35) -0.34 (-0.06) No
Conyon & Peck % outsiders on board -.319 (-0.42) .009 (0.11) o N
% outsiders on rem com .692***  (2.90) -.127 (-1.55) No




determination of current pa¥ After controlling for these factors, there is still scope f
divergence in the results owing to the construct of the déeenvariable, independence
criteria and whether it is the composition of the board orusaration committee that is
being investigated.

Firm Fixed Effects

Murphy (1985 argues for pay regressions to control for firm fixed effe@ertain com-
panies might offer particular remuneration contracts &asons that are either unknown
or unobservable. Correlations between these hidden eféext the composition of the
pay-setting committee will bias the results in studies tis# a cross section. However,
if these firm specific effects are time-invariant, they canebminated with panel data
by employing a fixed effects methodology. The table belovicafes the method of the
authors that use an OLS estimator but applies the withimestir to Manifest’s data.

Eliminating firm fixed effects leads all three specificatidadail to reject the model of
optimal contracting. This suggests that there could be seved firm-specific charac-
teristics that influence pay levels which are also corrdlatgh remuneration committee
independence. Therefore, the OLS estimates reported i 288 might be overstating
the relationship between remuneration committee indegreceland executive pay as the
relationship appears to be sensitive to the eliminatiote$é unobserved firm-fixed ef-
fects. However, several more econometric improvementeeggred before we arrive at
a conclusion.

Individual Fixed Effects

In addition to firm fixed effects, it is likely that certain iivitluals achieve specific pay
increments or are paid in particular ways for reasons theaspecific to that individual
but are unobservable. Such factors could include individsk preferences or certain
human-capital related attributes. By repeatedly obsgrthe individual over a period of
time our estimates can control for these individual fixee&f.

Table2.14compares estimates controlling for firm and individual fiegfibcts. Column
‘Firm FE’ eliminates the firm fixed effect and column ‘Individl FE’ eliminates the in-

5The performance variable is not of explicit interest in timgestigation. We assume an underlying
relationship between log of current market return and tlgedbremuneration throughout (i.e. a levels
specification). In addition, from here on, all inferencedl W& made using standard errors robust to het-
eroscedasticity.
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Table 2.13: Eliminating Firm Fixed Effects

Study Variable oLS FE Comment
Conyon % insiders .626***  (3.52) 245  (1.46) Within estimabverturns
& He on rem com result. Now consistent
with original study
Core % EDs on board -15,246** (-8.76) -4003 (-1.58) Withitirastor
Holthausen No. affiliated NEDs on board 56,008** (1.99) 22,7 (0.58) overturns result.
& Larcker  No. cross directorships 90,855 (0.69) 188,934 84p.
Newman 1st year insider rem com dummy .022 (0.17) Changedfiicents
& Mozes 2nd year insider rem com dummy -0.34 (-0.06) but sbibstgnificance

All years rem com dummy 105 (1.59) at the 10% level.




dividual fixed effect. Column ‘Firm*Individual FE’ in tabl2.14shows the results when
a new variable is created uniquely identifying the firm andividual for each year end,
and the data ordered around this new variable. Applying titleinvestimator with the

data ordered around this variable eliminates the firm fixéecefand individual effect

simultaneouslyCameron and TrivedR005. Full output is provided in the appendix.

Table2.14finds no evidence that the independence on the remuneratiomittee has
a statistically significant impact on director pay levelshisTresult is not sensitive to
grouping around individuals or firms or the variable thanidfées individual and firm.

Prior Period Pay

Section2.3 suggests that there was significant evidence that priooggray is an im-
portant determinant of pay in the UK. As the individual wasdemntified in prior studies,
‘prior period’ would have referred to the HPD prior period/pachich may or may not be
the same individual. Therefore with Manifest’s data, glioghe data on the variable that
uniquely identifies firm and individual one might expect thgbrtance of prior period
pay to be reinforced.

Table2.15compares the results of the regressions using the ArelBamal ‘differenced’
estimator grouped around firms against those of taldld The third column represents
the Arellano-Bond estimator with the data grouped arouedrériable that identifies firm
and individual. Full output is provided in the appendix.

As discussed in sectio?.3, there are reasons to suspect that the Arellano-Bond rdiffe
enced’ estimator might not provide good instruments of éabjgvels for prior pay. There-
fore table2.16compares the results using the ‘system’ Arellano-Bondrestir, referred
to here as Arellano-Bond 2. Where appropriate, the two-sstimator is used, together
with the Windmeijer(2005 corrected standard errors. This is desirable as impromesme
in efficiency can be made with the two-step estimaRoddman 200§. Monte Carlo
studies have shown that the estimated asymptotic standarg e finite samples are bi-
ased downwarddNindmeijer, 2005 and consequentlrellano and Bond1991) do not
recommend inference on the coefficients when the two-stapa&wr is used$tataCorp
2005. However,Windmeijer(2005 has developed an appropriate correction so that in-
ference using these corrected standard errors is posaidpen, full output is provided in
the appendix.

Prior period pay is significant in all regressions using kmeb-Bond 2. Only one of the
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Table 2.14: Eliminating Firm and Individual Fixed Effects

Study Variable Firm FE Individual FE Firm*Individual FE
Bonet No. insiders on rem com -0.23 (-0.89) 0.10 (0.45) 0.241.09)
& Conyon Rem com insider dummy -.011 (-0.48) .000 (0.00) .016(0.63)
Conyon & He % insiders on rem com 245 (1.46) 201 (1.09) .2101.07)
Anderson & Bizjak % outsiders on rem com -.102 (-0.90) 111 .01) .091 (0.78)
Core % EDs on board -4003 (-1.58) -229,646 (-1.05) -184,25%0.84)
Holthausen No. affiliated NEDs on board 29,704  (0.58) -4,726).09) -14,302  (-0.28)
& Larcker No. cross directorships 188,934 (0.84) 242,269 96D 224,781 (0.91)
Newman & Mozes  Insider rem com dummy 105 (1.59) .061 (0.80) 063. (0.78)
Conyon % insiders on board .009 (0.11) .009 (1.02) .006 (.069
& Peck % outsiders on rem com -.127 (-1.55) 012 (1.16) 012 .25)1

Within estimator
Robust t-stats in parentheses
Dependent variable identifies the individual



09

Table 2.15: Controlling for Prior Period Pay with Differenced GMM

Study Variable FE FirmAB Firm*Individual AB
Bonet No. insiders on rem com -0.23 (-0.89) .024  (0.50) .004 0.09)
& Conyon  Rem com insider dummy -.011 (-0.48) .026 (0.52) .013 (0.26)
pay t-1 A79%  (7.11) AT79** (7.33)
pay t-2 .039**  (2.30) .040** (2.30)
Conyon % insiders on rem com 245  (1.46) .082 (0.33) .054  0j0.2
& He pay t-1 .306**  (3.33) 237** (2.05)
pay t-2 .095**  (2.14) 0.46 (1.18)
Anderson % outsiders on rem com -.102 (-0.90) -.007 (-0.04) 108. (0.57)
& Bizjak pay t-1 311 (3.50) .299** (2.49)
pay t-2 091 (2.17) 0.69* (1.79)
Core a) % EDs on board -4003 (-1.58) 1536 (0.59) 6539 (0.33)
Holthausen No. affiliated neds on board 29,704 (0.58) 12710.18] -56595 (-1.07)
& Larcker  No. cross directorships 188,934 (0.84) 667,560*(3.22) 267631* (1.72)
pay t-1 -.096 (-0.15) -.257 (1.52)
pay t-2 -.016 (-0.19) -.152 (-0.89)
Newman Insider rem com insider dummy 105 (1.59) .059 (0.54) .024 (0.19)
& Mozes pay t-1 237 (2.50) .294** (2.39)
pay t-2 0.60 (1.43) .053 (2.30)
Conyon % insider on board .009 (0.11) -.044 (-0.30) -.064 .50D
& Peck % outsiders on rem com -.127 (-1.55) -.158 (-0.71) 6.10 (-0.38)
pay t-1 A79%*  (2.89) .010 (0.96)
pay t-2 .034 (1.02) -.032 (-0.92)

agxcept forBonet and Conyo(2005 where the data is grouped around individuals.



Table 2.16: Controlling for Prior Period Pay with System GMM

Study Variable Firm*Individual AB AB 2

Bonet No. insiders on rem com .004 (0.09) .002 (0.12)

& Conyon  Rem com insider dummy .013 (0.26) .003 (0.12)
pay t-1 AT79** (7.33) .391**  (7.59)
pay t-2 .040** (2.30) -.054** (-2.59)

Conyon % insiders on rem com .054 (0.20) 251 (1.32)

& He pay t-1 237** (2.05) .289**  (2.67)
pay t-2 0.46 (1.18) .042  (0.65)

Anderson % outsiders on rem com .108 (0.57) -.255*  (-2.08)

& Bizjak pay t-1 .299** (2.49) 469**  (6.33)
pay t-2 0.69* (1.79) A22%  (2.22)

Core % EDs on board 6539 (0.33) -762357** (-4.34)

Holthausen No. affiliated neds on board -56595 (-1.07) 1074®.22)

& Larcker  No. cross directorships 267631* (1.72) 309,173 .11
pay t-1 -.257 (1.52) .301**  (3.19)
pay t-2 -.152 (-0.89) A74  (1.62)

Newman Rem com insider dummy .024 (0.19) -.045 (-0.51)

& Mozes pay t-1 .294** (2.39) .486**  (5.50)
pay t-2 .053 (2.30) .101*  (1.86)

Conyon % insider on board -.064 (-0.50) 101 (0.83)

& Peck % outsiders on Rem Com -.106 (-0.38) -.092 (-0.73)
pay t-1 .010 (0.96) .349**  (2.98)
pay t-2 -.032 (-0.92) -.021 (-0.31)
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models finds evidence that the proportion of outsiders omg¢hmineration committee is
significant in the determination of CEO pay.

2.5.3 Independence

The regressions above have used the various constructdegfendence employed in the
original studies. We suggested in sect®B that Manifest’s data might allow a more
detailed examination of director independence. Some enlggnce characteristics might
be more important than others. In addition, concerns haga besed regarding the reli-
ability of the company’s own independence assessmentsifédéa data will allow us to
explore these issues.

Table2.17compares the original authors’ constructs of independaga@st the compa-
nies’ own assessments and Manifest’s. Each equation usesdast sophisticated estima-
tor available (system GMM, including prior period pay, witte individual identified and
data grouped around the variable that uniquely identifiesdind individual). Full output
is provided in the appendix.

Table 2.17: Manifest vs Company Independence Assessments

Study Variable Original Company Manifest
Bonet No. insiders on rem com .002 (0.12) .030** (2.11) .0081.58)
& Conyon Rem com insider dummy .003 (0.12) .030* (1.75) .0111.16)
pay t-1 391**  (7.59) .388** (7.52) .388** (7.51)
Conyon % insiders on rem com 251 (1.32) .343** (2.63) .026 .48D
& He pay t-1 .289**  (2.67) .314** (2.65) .319** (2.66)
Anderson % outsiders onremcom  -.258*  (2.16) -.258** (2.16 -.064 (-0.75)
& Bizjak  payt-1 A77** (5.23) 477+ (5.23) .476* (4.84)
Newman Rem com insider dummy -.045 (-0.51) .068 (1.38) .019.76)
& Mozes  payt-1 .486**  (5.50) .464** (5.69) .471** (5.80)
Conyon % insider on board 101 (0.83) 101  (0.83) .076  (0.83)
& Peck % outsiders on Rem Com -.092 (-0.73) -.092 (-0.73) 7*.03(.079)
pay t-1 349*%  (2.98) .349** (2.98) .332** (2.98)

Anderson & Bizjak and Conyon & Peck’s assessments are altiret@ompany’s own assessment. Core
et al is not repeated as they break down insiders into differategories like Manifest. Therefore, there
is no available measure for company independence and thiealris similar to Manifest's assessment.

Table2.17 provides some evidence for the rejection of proposition thuour of a rents
capture model when the company’s own assessment is appl@dever, contrary to ex-
pectations, the effect of taking Manifest’'s impartial asseent ahead of the less strict
company assessments is to find no support for a rents cagpeertodel. It appears that

62



the directors most susceptible to capture are the samdatisdbat the company has al-
ready identified. The extra independence failures that fdanidentifies do not increase
executive remuneration. This does not imply that the Compgawn assessment of in-
dependence dominates Manifest’s. However, in terms of #lyesptting process, it is the
violations of independence that are too flagrant for a compangnore that have the
greatest statistical impact on pay. Manifest’s data sl the advantage of being able
to identify the detailed reasons for independence failé@. instance, perhaps the most
contentious suggestion of the Combined Code is that an erdgmce issue can arise just
because a director has served on the board for nine or more y@ampanies frequently
disagree with Manifest that tenure is an independence &sdighe Association of Invest-
ment Trust Companies’ Code of Corporate GovernaB083 does not recognise tenure
as an independence issue. Therefore, with Manifest’s tagapiossible to experiment
with the construct of independence.

Table 2.18: Independence Failures for Length of Service Alone

Is tenure the Failed by Failed by Difference % Disagreement
only issue? Manifest company

YES 2,761 from 2,778 190 from 2,778 2,571 from 2,778 0.9254

NO 4,603 from 21,959 1,646 from 21,959 2,957 from 21,959 Q0713

Table2.18compares the company assessments of independence againifgdis assess-
ment when length of service is the only independence issumifisbt fail for indepen-
dence in all but 17 cases whereas the Company only faile@¥ 6f the time. Therefore,
if one suspects tenure as a genuine independence issues, alole to re-calibrate Mani-
fest's assessment to exclude those who have failed indepeador tenure alone.

Table2.19show that the results move closer towards finding an effebbafd indepen-
dence on pay, but remain short of significance even afteridensg those who’s only
issue is length of service as independent. Hence, someatbastics of independence
could be more important than others. Therefore it is wortdmaxing further the reasons
behind independence failure.

Given that some of the reasons for failure have only smallbemof failures it is sen-
sible to group some of the categories above. In additiors desirable to disentangle
outside major shareholders from shareholders with a mamagieassociation. Contrary
to directors related to management, outside major shatetsothould be more resilient
to capture. Therefore, an increase in these directors wWmilassociated with lower not
higher levels of pay under the rents capture model. The fateagories in tabl@.21are
substituted in for the independence variables used theestu®nly the model akin to
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Table 2.19: Manifest vs Manifest less length of service only failures

Study Variable Manifest Less Tenure
Bonet No. insiders on rem com .008 (1.58) .014* (1.83)
& Conyon Rem com insider dummy .011 (1.16) .006 (0.58)
pay t-1 .388*  (7.51) .390** (7.52)
Conyon % insiders on rem com .026 (0.48) 126 (1.25)
& He pay t-1 319**  (2.66) .256**  (2.07)
Anderson % outsiders on rem com -.064 (-0.75) -.065 (-0.89)
& Bizjak  payt-1 A76*  (4.84) .360**  (3.96)
Newman Rem com insider dummy .019 (0.76) .012 (0.39)
& Mozes  payt-1 A71**  (5.80) .455** (5.17)
Conyon % insider on board .076  (0.83) 116 (1.15)
& Peck % outsiders on Rem Com -.037 (.079) -.022 (-0.24)
pay t-1 332*  (2.98) .401** (3.22)

Bonet and Conyo1i2005 finds evidence for the rejection of proposition 1. This mode
suggests that remuneration committees with more non-éxecdirectors who have a
material business relationship with the Company, ceteargops, increase levels of pay
for executive directors. None of the studies link an exeeupresence (or closely related
executive presence) to greater levels of executive (or GE@yneration. In addition, the
presence of an outside shareholder, or a non-executivetaireho has failed indepen-
dence for tenure only, appear to have no significant effeceoruneration.

2.5.4 Other Methodological Issues

There are three remaining dimensions which have been iithpkovered in the analysis
above but deserve further attention: first, the differeretevben analysing CEO remuner-
ation or the remuneration of all executive directors; seg¢dne construct and functional
form of the dependent variable (i.e. which parts of the reenation package are mea-
sured and how); and finally, there may be a difference betwaatysing the composition
of the board and the composition of the remuneration coremitt

Bonet and Conyo1i2005’s study, together with the results of tal#€l9and table2.22

find greater evidence for the capture of all executive dinettpay than just the CEO
alone. An interpretation for these results could be that@iO pay is the focus of scrutiny
by shareholders and hence the setting of CEO pay is hardexptare than pay setting
process for other directors. However, this is not consistéth the traditional predictions
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Table 2.20: Reasons for Independence Failures

1996-2005 1996 2005

Total NEDs (director years) 31011 2263 3018
Failed by Company 2376 87 313
Failed by Manifest 9316 584 855
i) Executive Director (within last five years) 968 38 107
if). Family connection to an executive director or Company 229 20 19
iii). Material Business Relationship (within last threeays) 1190 109 20
iv) Cross Directorship (ned of firm x is ed of firm y where ed offfik is a ned of firm y) 71 3 6
v) Professional/Consultancy Services (within last threarg) 422 24 54
vi) Received bonuses or other significant remuneration aeex of normal fees for service as non-executive director 1 6623 126
vii) Significant Shareholder (holding in excess of 3% isssledre capital) 1273 84 146
viii) Tenure (=> nine years) 5104 336 563
ix) Tenure only 3732 243 401
No NEDs where independence is not known 660 432 2

Directors were assessed by Manifest’s analysts (of whielatlihor was one) on an annual basis. Some of the directoesagsessed retrospectively by the author
in order to complete missing records. In each year, a directy fail for any number of reasons.



Table 2.21: Grouping of Independence Failures

1996-2005 1996 2005

1. Failed for association to management (either i; ii; or iv) 1229 59 129
2. Failed for connection to company’s business (eithevijigr vi) 2197 154 261
3. Independent shareholder (failed for vii; and independan, ii or iv) 1071 69 125
3732 243 401

4. Tenure only

Table 2.22: System GMM with Independence Failure Groups

Study Variable AB2
Bonet Association to management  -.013  (0.52)
& Conyon  Association to business .038*  (3.47)
Outside Shareholder .012 (0.49)
Tenure only .002 (0.27)
Conyon Association to management .023  (0.90)
& He Association to business .089 (0.62)
Outside Shareholder -.146 (-0.77)
Tenure only -0.18 (-0.27)
Anderson Association to management .069 (0.33)
& Bizjak Association to business -.001 (0.00)
Outside Shareholder .085 (0.59)
Tenure only -.082 (-1.09)
Core Association to management 26541  (0.37)
Holthausen Association to business 32095 (0.63)
& Larcker  Outside Shareholder 26403 (0.46)
Tenure only 14205 (0.47)
Newman Association to management .062 (0.91)
& Mozes Association to business -.044 (-1.32)
Outside Shareholder .092 (1.55)
Tenure only -.014 (-0.58)
Conyon Association to management  -.317 (-1.18)
& Peck Association to business 0.25 (0.26)
Outside Shareholder .000 (0.00)
Tenure only .012 (0.18)
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Table 2.23: Different Elements of the Remuneration Package

Study Rem Measure Variable AB2
Bonet Ln Director Salary No. insiders on rem com -.005 (-9.35
& Conyon Ln Director Emoluments 021 (1.29)
Ln Director Total Rem .018 (1.23)
Conyon Ln CEO Salary % insiders on rem com .045 (0.35)
& He Ln CEO Emoluments 256 (1.42)
Ln CEO Total Rem .255*  (1.81)
Anderson  Ln CEO Salary % outsiders on rem com -.278**  (2.01)
& Bizjak  Ln CEO Emoluments -.194  (1.38)
Ln CEO Total Rem -.258*  (2.16)
Newman Ln CEO Salary =1ifinsideron Rem Com  .086** (2.26)
& Mozes  Ln CEO Emoluments .068 (1.43)
Ln CEO Total Rem .068 (1.38)
Conyon Ln CEO Salary % insider on board 149 (1.54)
& Peck Ln CEO Emoluments .068 (0.39)
Ln CEO Total Rem .005 (0.04)
Ln CEO Salary % outsiders on Rem Com -151 (1.45)
Ln CEO Emoluments .032 (0.22)
Ln CEO Total Rem -.002 (0.02)

of rents capture models which argue that it is the CEO who $$ pesitioned to capture
pay. An alternative econometric interpretation is simpigttexamining the pay of all the
executive directors in the company, rather than just the CH#lOws more observations
from a fixed set of companies. Given how subtle the relatignisatween independence
and pay could be, one might expect more observations toaeerie likelihood of finding
some evidence for the rejection of optimal contracting.

It is possible that it is easier to capture some aspects ofetimeineration package than
others. For instance the most recent concerns voiced bglsblder institutions are related
to the suspected ratcheting of salary, more than the desigmg term incentivesNIM

& K Ltd, 2007. With this in mind, Table2.23repeats the regression models using salary,
emoluments, and total remuneration in logs as the dependeiatble. Full output is
provided in the appendix, including the non-log model.

Evidence is found for the capture of salary in one instancecapture of total remuner-
ation in two instances. However, no evidence is found fordieture of emoluments,
which include the gains from exercise of long-term incemtiwards (which can be sev-
eral multiples of salary). This might be expected as the arhand terms of the long-term
incentive are set up to ten years prior to exercise i.e. timeineration committee can have
little, if any, influence on exercise of awards post granedais the composition of the re-
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muneration committee at exercise date could bear littkiaed to the composition of the
committee at grant date (if such a committee even existadiyé to find a relationship
between the committee and exercise levels is not surprising

2.5.5 Preferred Estimator

The results in the previous sections have shown that howritapiindependence appears
to be in the pay-setting process is dependent upon the cleessmometric strategy. We
now construct a preferred estimating equation.

The methodological choices investigated above can be lyragdcribed by two cate-
gories. There are those which are dominant in terms of ecetrantheory as they pro-
duce more accurate estimates. Other choices are subjedtiyet remain important in
an arriving at a conclusion regarding the role of independen the pay setting process.
The dominant aspects include the use of panel data, thefidatibn of individuals, an
accurate measurement of pay, controlling for individual &irm effects, controlling for
prior period pay and a detailed assessment of non-exedlitetor independence. Any
estimator that claims to be preferred should include thepeds as a minimum. The
main subjective decision appears to be how the variable umegsndependence is con-
structed. A sensible strategy is to apply the preferrednedgtr with an independence
measure that we expect to give the most robust test of the capture hypothesis and
another measure that provides the most robust test of tiaptontracting model. The
results relating to Chief Executives are shown in tabR6.

When the independence variable is broken down, talféreports no evidence for rents
capture by CEO’s. When the boarder measure of independensed (using companies’
own assessments) replacing a wholly independent remumei@mmittee entirely with
insiders is associated with a 16% increase in remuneratiothe CEO. However, the
estimated coefficient is only statistically significanttz tL0% level.

Our control variables largely behave as expected. Passaéiahs of pay explain a large
proportion of current pay. Age is positively correlatediwiemuneration, but the square
of age is negative suggesting that remuneration does n@ase with age beyond a par-
ticular agé’. Chief Executives close to retirement are unlikely to reegjrants of equity

6The analysis is repeated for all executive in the appendigo A the appendix, we experiment with
valuations for the equity based incentives in the calcoifedif total remuneration.

The turning point in the predicted values with respect toiad®. Perhaps this is slightly earlier than
might be expected but reflects some very large declines inmenation for the very old CEOs.
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Table 2.24: Preferred Estimator: Chief Executives

CEO Robust Test Robust Test
Ln Total Rem Rents Capture Optimal Contracting
Dependent Variable

t—1 0.393**  (4.29) 0.388*** (4.05)

t—2 0.071* (1.81) 0.067* (1.68)
Remuneration Committee Variables

No. Associated to Management -0.025 (-0.46)

No. Business Relationship -0.006 (-0.23)

No. Major Shareholders 0.035 (0.88)

No. Long Tenure -0.002 (-0.13)

% Insiders (Company) 0.155* (1.80)

Committee Size 0.008 (0.67) 0.007 (0.59)
Age 0.056* (1.71) 0.058* 2.77)
Age? -0.001* (-1.86) -0.001* (-1.92)
Ceo Holdings -0.001 (-0.51) -0.001  (-0.52)
Board Size 0.020***  (3.24) 0.020*** (3.14)
Sales 0.113**  (4.31) 0.117*** (4.22)
TSR 0.091*  (2.35)  0.088** (2.28)
EPS -0.001 (-0.08) -0.001  (-0.02)
Dummy Variables
Resigned in Year 0.000 (0.00) 0.002 (0.04)
Appointed in Year -0.070 (-0.94) -0.066  (-0.90)
Combined Chairman & CEO 0.036 (0.66) 0.038 (0.68)
Female 0.130 (1.42) 0.135 (1.47)
Blockholder -0.026 (-0.94) -0.031  (-1.13)
Constant 3.112*%*  (3.37) 3.114%*** (3.29)
1998 0.195 (1.17) 0.172 (0.93)
1999 0.269 (1.56) 0.250 (1.35)
2000 0.360**  (2.17) 0.343* (2.91)
2001 0.342* (1.87) 0.329* (1.66)
2002 0.433*  (2.34) 0.423* (2.10)
2003 0.480** (2.57) 0.470** (2.33)
2004 0.516** (2.58) 0.509** (2.35)
2005 0.530** (2.38) 0.523** (2.19)
N 2141 2141
Groups 681 681
Instruments 73 73
F-stat(27, 680) 55.65 57.67
Hansen J2 57.18 57.31
Prob > x? (0.257) (0.253)
No Second Order 0.220 0.260
autocorrelation in first differences (0.828) (0.795)
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incentives. Consistent with other UK studies, larger conngmas measured by board size
and logged sales are associated with greater levels of CE@Ppa&ormance as measured
by total shareholder return (TSR) is also positively assed with pay, albeit the account-
ing measure, earnings per share (EPS), is not. Performengpté of Chairman as well as
being the CEO is not associated with higher levels of rematiaer for the CEO.

As the calculation of remuneration was annualised for ttmscserving less than 12
months of a year, it is not surprising that dummy variablentdying CEOs in the first

or last year of their tenure are statistically insignifidpulifferent from zero. Our female

dummy is also insignificant. This is not surprising as theezenonly 14 female Chief

Executives in our sample. However, it is perhaps, slightiypgsing that the coefficient
Is positive, given the general perception that women siifiten wage discrimination and
that this discrimination is thought to be particularly prant at the highest level. One
explanation might be that, given 98% of our sample is malg; exceptionally talented

women are able to break through the glass ceiling and reacpdkition of CEO. We

might expect these women to be paid more than the average @&Dleast paid enough
to counter the wage discrimination effect.

The blockholder dummy equals one when an outside major isblaer holds more than
5% of the company’s equity. The coefficient on the blockholiiemmy is negative but
statistically insignificant. The relationship betweenrsghalder monitoring and executive
pay is explored in more detail in chaptetaind5. The year dummies describe the well
documented unexplained growth in CEO pay over the duratidimeosample.

To produce unbiased estimates, the variables used tonmstriuprior period pay must be
uncorrelated with the error (exogenous). This is testedhieyHansen J statistic. Bias
might also be caused by second order autocorrelation inrgtedffferences. Both these
diagnostic tests are satisfied.

2.6 Conclusion

Prior empirical research has produced mixed findings andehimis study sought to be as
rigourous as possible regarding its econometric strafBgg.use of panel data, the identi-
fication of individuals, an accurate measurement of paytrotimg for individual and firm
effects, controlling for past realisations of the depend@miable and a rich assessment
of non-executive director independence were all imporfané thorough exploration of
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the issues surrounding the relationship between remuoerabmmittee independence
and CEO pay. The results, taken together, do not favour thts capture model. Only
in the most favourable specification was a relationship betwthe independence of the
pay-setting committee and CEO remuneration levels fourtds flelationship was only
significant at the 10% level, with the control variables cimiting far more to the de-
termination of pay levels. Furthermore, in the majority pesifications there was no
evidence to reject the null model of optimal contracting.

Yet the findings of our study are not sufficient to state thaOGEmuneration contracts
are being determined optimally. Our findings are consistettt optimal contracting but
other interpretations are possible. For example, onefdragation could be that no matter
how independent you make your board the CEO will still capthe pay-setting process
and inflate their own remuneration beyond the optimal lewelshareholders. Indeed,
the very fact that CEO pay continued to rise above generairggs year on year during
the same period when the presence of insiders on remunecatomittees was reducing
steadily, is suggestive of this phenomenon.

While significant, the magnitude of the estimated coeffic@nthe performance variable
(TSR) is relatively small in our preferred specification.id;logether with the continued
acceleration of CEO pay during a market decline (post 200d)sappointing if the pay-

performance relationship is a good estimate of how well rzmt$ are being designed
to solve agency problems. Moreover, the persistence of peiels of pay to current

arrangements may also be a concern for shareholders. Klstiders are seeking an
optimal contract with the CEO in each time period, then tb&ocal reasons why past
period pay should be positively correlated with current geg/not entirely clear.

Future work might wish to concentrate on more sophisticatemces of the dependent
variable as a measure of the efficiency of remuneration aotstr Although the measure
of long term equity incentives used in this study was robogitferent specifications it

was technically simplistic. We were unable to measure CE@ItWwen this study (other

than equity holdings) which might influences the extent taclwtchanges in remuner-
ation actually matter to the CEO. Nor did our study includg data on CEO pension
arrangements. We were unable to model the complexity aredsity of equity incentive

schemes, patrticularly with respect to performance comiti Performance conditions
are an issue in which executives have been suspected ofiglitapturing the pay-setting
proces&. Therefore, further research into the severity of perforogeconditions and the

BFor instance by ‘earnings smoothing’ by which CEOs may chouxt to maximise earnings in early
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relationship with non-executive director independenameisainly an interesting area for
future research. One possibility, is the application of aateaarlo probability simulation
in pricing incentives at grant date. Such a model is able tsicier the impact of perfor-
mance conditions on the valuation of incentive grants. Timegproduced by the monte
carlo model, could be compared with a black-scholes modedueal the impact of per-
formance conditions on incentive pricing. The differehtiauld then be regressed against
director independence to assess whether tougher perfoen@mditions are correlated
with director independence.

Future work might also be focus on the extent to which remaitiar arrangements have
changed over the last 15 years. As indicated in this chaibtere have been many sig-
nificant developments in best practice. New disclosuresrated an increased emphasis
on the role of the non-executive director have been desi¢gmaedake boards less vul-
nerable to capture than in previous years. At the same tiameice contracts have been
reduced, providing fewer severance provisions and egestiivg conditions have become
more demanding in order to strengthen the link between pedoce and reward. It is
also possible that increased disclosure has enabled atiatglof pay, a phenomenon to
which captured boards might be more vulnerable. Thus, #rerenany avenues for future
related work to explore and given that the increased disotoBas placed the necessary
data in the public domain, further interesting insightgitite pay-setting process should
be achievable.

periods to make performance growth targets easier to aeindater periods.
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Appendix

2.A Replication of Studies

Section2.5.1attempts to reproduce the results from studies in the egjsiterature that

tested whether the independence of the supervisor in thegtting process was signif-
icant in the determination of pay. The studies were re@tas far as possible in terms
of the econometric specification of the estimating equatidns included the regression
model (including the standard errors employed), the comadables used, the defini-
tion of independence, the unit of analysis and supervisoabi and also the ordering
of panel data where applicable. One should note that therapihaunsophisticated ap-
proaches of some of the studies can be justified in light ofdbethat their main focus

lay elsewhere than discerning between the optimal comtigaend rents capture models.

Unfortunately, some data items for the control variablesdua the original studies were
unable to be collected and others were incomplete for thdendample and merged into
Manifest's database. However, in all cases, care was takemgure that at least the
main significant variables of the original studies were uideld such that the attempt of
replication was a fair one.

Two of the studies in tabl2.1, Benito and Conyo1i1999 andConyon(1997) investigate
the difference between those companies who have adoptetbmegation committee and
those that have not. A replication of these studies is nagiptiesas almost all companies
in Manifest’s database adopted a remuneration commitieetor1996.Daily, Johnson,
Ellstrand, and Daltorf1998 was not replicated as specific software (LISREL 8.03) was
required to replicate their regression techni§ue

Applying Conyon & He’s (2004) method to Manifest’'s data duens one of the original
results. The coefficient on the proportion of insiders onrdrauneration committee is

9paily, Johnson, Ellstrand, and Dalt¢h998 apply maximum likelihood to estimate structural equation
models.
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Table 2.25: Bonet and Conyo2005 p148, table 7.4

Original Data Manifest Data
No. of insiders onrem com 0.163** (0.064) .041*  (0.019)
Any insider on rem com 0.241* (0.128) .047*  (.023)
CEO 0.527** (0.056) 0.526** (0.057) .516** (.016) .516** (.016)
Board Size 0.007 (0.010) 0.004 (0.010)024**  (.002) .024** (.002)
Rem Com Size -0.030 (0.022) -0.023 (0.021).010* (.005) .010* (.005)
Ln market cap 0.234** (0.025) 0.232** (0.028).179**  (.005) .179** (.005)
No. of groups 623 4731
Observations 1536 20399

Executive director compensation defined as ‘salary, bond®ther type of compensation but excluding
the value of exercised stock options’.

Random effects estimator with asymptotic standard errors.

Year and industry dummies included.

*** Significant at 1%. ** Significant at 5%. * Significant at 10%

Table 2.26: Conyon and H€2004) p29; table 2

Original Data Manifest Data
Insiders on Rem Com 0.38 (1.51) .626**  (3.52)
Sig shareholders -0.15 (-1.83)-.112** (-2.58)
CEO directors 0.05 (0.29 203 (1.23)
CEO age -0.00 (-0.16) .005**  (2.32)
CEO Tenure -0.01 (-1.54) -.004* (-1.93)
CEO Founder? -0.41 (-4.63)
Rem Com? -0.17  (-1.20
Combined Ch/CEO? 0.01 (0.10) .056 (1.27)
Board size 0.08** (3.88) .017** (3.05)
Insiders on the board -0.46 (-1.76)-.806** (-7.96)
Firm age 0.00 (0.43
Firm size 0.15**  (6.98)| .316** (26.47)
Firm growth potential -0.15** (-3.22]) -.0001 (-0.36)
Firm volatility 0.11* (2.20) 337 (1.32)
Firm performance 0.04* (2.11) .002* (1.97)
Observations 1563 2188
Adjusted R-squared 0.2637 0.6269

CEO compensation defined as ‘salary, bonus, benefits andpleeted value of equity based grants’.

OLS estimator with robust t-stats.
Year and industry dummies included.

N is less than in the replication of Bonet & Conyon (2005) asiyam & He (2004) only investigate
CEO, not the pay of each executive director.

It was not possible to identify CEO Founders or firm age in théhe data. However, unlike Conyon
& He’s sample of venture capitalists there are a very smathloer of Company founders in the FTSE
350 who serve as CEOQ's. Also, the remuneration committeenalgii® not included as all companies in
Manifest's sample had established a compensation conanitte
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Table 2.27: Anderson and Bizjak2003 p1333; table 2

Original Data Manifest Data
Fraction of outsiders on rem com 0.131 (0.47) -.102 (-0.90)
CEO on remuneration committee -0.562 (1.85) .121 (1.36)
CEO Turnover -0.079  (0.51) -.086** (-2.21)
CEO equity holdings -6.289**  (-2.93) -.602** (-1.99)
CEO tenure 0.002 (0.19) .001 (0.33)
CEO Founder 0.497**  (2.20
Ln total assets 0.486**  (7.83) .1247** (4.31)
Risk 3.918 (1.14) -.116 (-0.43)
Investment opportunity set -0.036 (1.44) .001 (0.79)
Return on assets 7.675 (1.6p) -.004 (-1.11)
Market return(t-1) 0.233 (0.51 .034 (1.34)
Firm Groups 110 304
N 1003 2187
R squared 58.16 44.15
F-stat 17.07 69.38

CEO compensation defined as 'salary, bonus, benefits andpleeted value of equity based grants’.
Firm Fixed effects estimator estimator with robust staddarors.

positive and significant. Unlike Conyon & He’s (2004) resulthis is suggestive of a

rents capture type model. However, the coefficient shouldthtexpreted carefully as

the regression also controls for the percentage of insmetie board. In addition, like

Conyon & He (2004) supportis also found for agency theorjnaptesence of significant

shareholders on the remuneration committee also appelesnoportant. Moreover, it is

not unreasonable to suspect some market differences betwsmmple of US IPO firms

and the FTSE 350 Index.
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Table 2.28: Core, Holthausen, and Larck@r999 p386; table 2

Original Data Manifest Data
Sales in millions US$ and GBP respectively (t-1) 12.598** .0(H 52.7%* (14.94)
Investment Opportunities (market to book ratio) 101,391*42.43) -283  (-0.77)
Return on Assets(t-1) (% earnings/assets) 4,108 (0.986571.939 (0.92)
Stock Return (t-1) 1,454*  (2.34) 54,680** (5.43)
S.d of ROA -41,857** (-3.75)| -682,010* (-1.69)
S.d of RET -967 (-0.83)
Combined Chair/CEO 152,577* (2.86) 126,852* (1.74)
Board size 30,601*  (3.51)| 49,907**  (5.39)
Inside directors -5,639**  (-3.22) -15,246** (-8.76)
Directors appointed by CEO 4,137  (4.14)
Gray outside directors 7,356**  (3.19) 56,008**  (1.99)
Interlocked outside directors 4,358 (0.99) 90,855 (0.69)
Outside directors over age 69 4,136** (2.4R)
Busy outside directors 2,016 (1.80)
CEO % ownership -8,027 (-2.21) 214,092 (0.42)
Non-CEO insider owns 5% -142,389** (-2.18) -130,865 (-1.32)
Percentage stock ownership -21,183 (-0.81)
Outside blockholder owns 5% -86,100** (-1.98)-139,597* (-1.87)
Adjusted r-squared 37.2% 38.48%
F stat 9.85 26.06

Core et al (1999) is the only study not to take logs of the ddpatariable.
CEO compensation defined as 'salary, bonus, benefits andpleeted value of equity based grants’.
OLS estimator with t-statistic in parentheses (not adfljste

Table 2.29: Newman and Moze€l999 p47, table 3

Original Data Manifest Data
1991 1992 1997 2005
Major Shareholder Dummy -.002 (-0.58) -.005 (1.73) .091 (0.55) -.037 (-0.33)
Ln Sales 372*  (6.56) .286** (4.92) .209** (10.21) .291** (15.32)
CEO Tenure .005 (0.56) .020** (2.16) -.003 (-0.57) .006 (1.07)
Stock Returns .003*  (2.12) .006** (3.88) .235 (0.85) .264  (0.98)
Return on Equity .005**  (2.79) .001 (0.33) .003 (0.45) .003 (1.11)
Insider 135 (1.35) .061 (0.579) .022 (0.17) -.034 (-0.06)
Observations 161 161 258 321
F-Stat 9.79 7.96 22.35 49.11
Adjusted R-squared 25.3% 23.5% 29.35% 42.91
Newman & Mozes regress on two years of cross sectional data.

CEO compensation defined as 'salary, bonus, benefits andpleeted value of equity based grants’.
OLS estimator with t-statistic in parentheses (not adfljste
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Table 2.30: Conyon and Peckl998 p153, table 3

Original Data Manifest Data
Fraction outsiders on board -0.319 (0.43) .009 (0.11)
Fraction outsiders on rem com 0.692** (2.911) -.126 (-1.55)
Shareholder Return 22+ (1.28).152**  (9.13)
Total Employment -.031 (0.34) .041** (2.41)
Combined Chair/CEO .017 (0.31) .080* (1.88)
Nominating committee -.084 (1.61)
Blockholder dummy (=1 if >.049) .001 (0.28) -.036 (-1.47)
Inside directors -.017 (-0.58) .003 (0.37)
Outside directors -.016 (-0.58)0.28** (3.42)
Observations 342 2491
Groups (firms) 93 307

HPD Emoluments includes salary, bonus and benefits but a@xhected value of equity based grants.

Year dummies included.

OLS estimator with robust t-statistic in parentheses.

2.B Econometric Specification

The following section aims to identify the importance of eometric specification in

arriving at a conclusion as to the evidence for capture ofexactutive directors in the

context of executive pay determination. Three issues gr®eed. Firstly, the importance

of time invariant heterogeneity between groups in the paretamined. Secondly, the is-

sue of what constitutes a group in the panel is explored aathfiane attempts to control
for past realisations of the dependent variable on the Hght side of the equation.

2.B.1 Fixed Effects

The following section compares the results of the studias tised an OLS estimator
against the within estimator, which, unlike the OLS estionatontrols for fixed effects.
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Table 2.31: Fixed effects:Conyon and H¢2004

OLS Estimator

Within Estimator

Inside Directors .626**  (3.52 245  (1.46)
Significant shareholders  -.112** (-2.58) -.027 (-0.67)
CEO directors 203 (1.23) -.043 (-0.29)
CEO age .005**  (2.32) .001 (0.26)
CEO Tenure -.004* (-1.93 .001 (0.13)
Combined Ch/CEO? .056 (1.27) .006 (0.13)
Board size 017*  (3.05) .018** (2.96)
Insiders on the board -.806**  (-7.96)-.385** (-3.36)
Firm size 316**  (26.47)| .262** (17.59)
Firm growth opportunity ~ -.0001  (-0.36) -.0001 (-0.31)
Firm volatility 337 (1.32) -.028 (-0.12)
Firm performance .002*  (1.97 .001 (1.48)
Observations 2188 2188

Groups 307

Adjusted R-squared 0.6269 0.5583

CEO compensation defined as ‘salary, bonus, benefits andpleeted value of equity based grants’.
Robust t-stats.

Year and sector dummies included. Sector dummies elindresdixed effects

After applying the within estimator one is unable to rejdw thypothesis that the coefficient on the
insider variable is significantly different from zero. Thuke application of the within estimator is
important in this instance.

Table 2.32: Fixed effects:Core, Holthausen, and Larckgr999
OLS Estimator Within Estimator

Sales in millions US$ and GPB respectively (t-1) 52.7* @4 48.8**  (3.94)

Investment Opportunities (market to book ratio) -283  (M.Y -203  (0.48)
Return on Assets(t-1) (% earnings/assets) 5,672 (0.92) 3,429 (1.38)
Stock Return (t-1) 54,680*  (5.43) 144,234**  (2.55)
S.d of ROA -682,010* (-1.69 527,198 (-1.60)
Combined Chair/CEO 126,852*  (1.74) -4,064 (-0.06)
board size 49,907**  (5.39) 15,088 (0.98)
Inside directors -15,246*  (-8.76 -4003 (-1.58)
Gray outside directors 56,008**  (1.99) 29,704 (0.58)
Interlocked outside directors 90,855 (0.69) 188,934 (0.84)
CEO % ownership 214,092 (0.42) -374,604 (-1.30)
Non-CEO insider owns 5% -130,865 (-1.3R) 110,453 (1.34)
Outside blockholder owns 5% -139,597*  (-1.87}130,054** (-2.40)
Adjusted r-squared 38.48% 23.74

F 26.06 18.11

Remuneration includes salary, bonus, benefits and the edgealue of equity based grants.
Robust t-statistic in parentheses
The application of the within estimator overturns the iefeze on the board composition variables.
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Table 2.33: Fixed effects:Newman and Mozegl 999

OLS Estimator

Within Estimator

1997 2005 1996-2005
Major Shareholder Dummy .091 (0.55) -.037 (-0.33).062** (-2.18)
Ln Sales .209**  (10.21) .291** (15.32) .181** (6.24)
CEO Tenure -.003 (-0.57) .006  (1.0f) -.0003 (-0.01)
Stock Returns 235 (0.85) 264  (0.98) .083 (1.38)
Return on Equity .003 (0.45) .003 (1.11) .000 (1.57)
Insider .022  (0.17) -.034 (-0.06) .105 (1.59)
Observations 258 321 2311
Groups 303
F-Stat 22.35 49.11 101.72
Adjusted R-squared 29.35% 42.91% 46.89%

CEO compensation defined as 'salary, bonus, benefits andpleeted value of equity based grants’.
T-statistic in parentheses (not adjusted)

Table 2.34: Individual Identified:Bonet and Conyo2005

Firms Individuals Firm and Individual
No. of insiders on Rem Com -.023 .010 .024
(-0.89) (0.45) (1.09)
Any insider on Rem Com -.011 .000 0.16
(-0.48) (0.00) (0.63)
CEO 263**  .264** | [ 279*%* 279%*
(14.85) (14.84)| (15.93) (15.92)
Board Size -.014 -.014* .006** .007** | .007** .007**
(-3.96) (-3.95)| (2.41) (2.39)| (2.45) (2.43)
Size of Rem Com .016** .016*% -.004 -.004| -.005 -.005
(2.76) (2.74)| (-0.80) (-0.72)| (-1.12) (-1.05)
Ln (market cap) 47 146%* .096** .097** | .089** .089**
(14.83) (14.77)| (13.36) (13.36)| (11.77) (22.77)
Groups 523 4,731 5,094
Observations 4109 20,399 20,718

Year dummies included.
2.B.2 Individual Identified

The following output compares the results of grouping byitims (i.e. individual and
firm are uniquely identified), against grouping by firm andwndlual. All regressions use
Manifest’s data with the individual identified (i.e. allavg for salary adjustments in the
years of appointment and resignation). Grouping the d#f&xent certain variables forces
one to drop some time-invariant variables. For instancth Bonet & Conyon, grouping
around individuals, allows the identification of the magjieffect of the CEO dummy
as the same individual can vary between being CEO and nog leeii© throughout the
sample. However, grouping around position forces one tp the CEO dummy as this
characteristic will be time invariant for each group thrbagt the sample.
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Table 2.35: Individual Identified:Conyon and H2004)

Firms Individuals Firm and Individual
Inside Directors 245  (1.46) .201 (1.09) 210 (2.07)
Significant shareholders -.027 (-0.67) -.020 (-0.50)| -.027 (-0.67)
CEO directors -.043 (-0.29
CEO age .001 (0.26) .027 (0.32) 011 (.104)
Combined Ch/CEO? .006 (0.13) -.081 (-0.73)| -.110 (-0.92)
board size .018**  (2.96) .018**  (2.42) | .015** (2.02)
Insiders on the board -.385*  (-3.36) -.202 (-1.46)| -.202 (-1.49)
Firm size .262*  (17.59) .191**  (7.64) | .202** (7.87)
Firm growth opportunity ~ -.0001  (-0.31)) -.0001 (-1.08)| .0001 (-1.03)
Firm volatility -.028 (-0.12)| -.204 (-0.82)| -.247 (-0.99)
Firm performance .001 (1.49)
Observations 2188 2,654 2,686
Groups 307 611 625
Adjusted R-squared .5583 4390 .5009

Year dummies included.

Table 2.36: Individual Identified:Anderson and Bizjak2003

Firms Individuals Firm and Individual

Fraction outside directors on Rem Com -102 (-0.90) .111 (1.01) .091 (0.78)
CEO on Rem Com 121 (1.36) -.226* (-1.67)| -.237* (-1.69)
CEOQO Turnover -.086** (-2.21) -.122** (-2.89)| -.077* (-1.92)
CEO equity holdings -.602** (-1.99) -.003 (-1.31)| -.003 (-1.39)
CEO tenure .001 (0.33

Ln (total assets) 1247+ (4.31) .072**  (2.35) | .068** (2.02)
Risk -116 (-0.43)| -.218 (-0.91)| -.246 (-1.10)
Investment opportunity set .001 (0.79) .000 (0.01) .000 (0.04)
Return on assets -.004 (-1.11) -.003 (-0.70)| -.002 (-0.53)
Market return .034 (1.34) .108** (4.34) | .157** (5.61)
Groups 304 609 623

N 2187 2618 2650

R squared 44.15 3111 .2675

F-statistic 69.38 40.04 40.54
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Table 2.37: Individual Identified:Core, Holthausen, and Larckgr999

Firms Individuals Firm and Individual
Sales in millions (t-1) 48.8** (3.94 57.1*  (5.30) 57.7* (5.37)
Market to book ratio -203  (0.48 -1,906 (-1.03)| -1,921 (-1.05)
Return on Assets(t-1) 3,429 (1.38) 23,663 (1.01)] 24,038 (1.04)
Stock Return (t-1) 144,234*  (2.55) 92,676** (2.64)| 148,936 (4.54)
S.d of ROA -527,198 (-1.60) -51,595 (-0.20)| -127,607 (-0.50)
Combined Chair/CEO -4,064  (-0.06)
Board size 15,088 (0.98) 34,857* (1.89)| 30,684* (1.70)
Inside directors -4003 (-1.58) -229,646 (-1.05)| -184,251 (-0.84)
Gray outside directors 29,704 (0.58) -4,726 (-0.09)| -14,302 (-0.28)
Interlocked outside directors 188,934 (0.84)242,269 (0.96)| 224,781 (0.92)
CEO % ownership -374,604  (-1.30)
Non-CEO insider owns 5% 110,453 (1.34)
Outside blockholder owns 5%  -130,054**  (-2.40)
Adjusted r-squared 23.74 23.21 21.06
F 18.11 14.32 15.19

Table 2.38: Individual Identified:Newman and Moze&l999

Firms Individuals Firm and Individual

Major Shareholder Dummy -.062** (-2.18)

Ln Sales A81**  (6.24) .141** (4.07) | .145** (4.05)
CEO Tenure -.0003 (-0.01)

Stock Returns .083 (1.3§).148** (2.57) | .169** (2.86)
Return on Equity .000 (1.57) .000 (1.08) .000 (1.13)
Insider 105 (1.59) .061 (0.80) .063 (0.78)
Observations 2311 2470 2503

Groups 303 596 609

F 101.72 49.42 42.19

Table 2.39: Individual Identified:Conyon and Peckl998

Firms Individuals Firm and Individual

Proportion of outsiders on board .009 (0.11) .084 (0.81) .067 (0.69)
Proportion of outsiders on rem com -.126 (-1.85) .035 (0.31)| -.003 (-0.03)
Shareholder Return A52*%  (9.13).099**  (5.20) | .121** (5.41)
Total Employment .041*  (2.41) .085** (3.25)| .079** (2.90)
Combined Chair/CEO .080* (1.88)

Off-board holding (=1 if >.049) -.036 (-1.47) -.027 (-1.13)| -0.18 (-0.76)
Inside directors .003 (0.37) .009 (1.02) .006 (0.69)
Outside directors 0.28** (3.42) .012 (1.16) .012 (1.25)
Observations 2491 2630 2662

Groups 307 612 627

Year dummies included.
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Table 2.40: Prior Period PayBonet and Conyo2005

xtabond xtabond xtabond?2
individuals individuals*firms  individuals*firms
Y(t-1) AT9% 479%* | 496%*  497** | .391**  .391**
(7.11) (7.11)| (7.32) (7.33)| (7.59) (7.59)
Y(t-2) .039** .039* | .039** .040** | -.054** -.054**
(2.30) (2.30)| (2.29) (2.30)| (-2.59) (-2.59)
No. of insiders on Rem Com .024 .004 .002
(0.51) (0.09) (0.12)
Any insider on Rem Com .026 .013 .003
(0.52) (0.26) (0.12)
CEO A77 177+ 138**  139** | .325** 325**
(5.29) (5.29)| (4.66) (4.66)| (10.51) (10.51)
Board Size .002 .002 .002 .003| .012** .012**
(0.49) (0.49)| (0.59) (0.59)| (3.52) (3.52)
Size of Rem Com -.002 -.002 -.002 -.003 .001 .001
(-0.21) (-0.21)| (-0.39) (-0.42)| (0.30) (0.30)
Ln (market cap) .061 .061 .067 .067 143 143
(4.60) (4.60)| (4.82) (4.80)| (9.83) (9.73)
Groups 2519 2557 3417
Observations 8154 8003 11646

Year dummies included.
2.B.3 Prior Period Pay

The following output shows the results of including prioripd pay on the right hand
side of the equation. The first column applies the Arellarmmd‘differenced’ estimator
grouped around firms and second column grouped around tiabdleathat uniquely iden-
tifies firm and individual. The third column applies the exted Arellano-Bond estimator
designed to compute a levels equation and hence uses a Sgstdiframework. The
two-step version of the estimator witNindmeijer (2005 corrected standard errors was
used.
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Table 2.41: Prior Period PayConyon and H€20049

xtabond xtabond xtabond2

firm individuals*firms  individuals*firms
Y(t-1) .306**  (3.33) | .237**  (2.05) | .289** (2.67)
Y(t-2) .095*  (2.14) .046  (1.18) .042  (0.65)
Inside Directors .082 (0.33) .054 (0.20) 251 (1.32)
Significant shareholders -.014 (-0.2p) .023 (0.41) -.022 (-0.50)
CEO directors -.268 (-0.82) -.217 (-0.40) -.331 (-0.96)
CEO age -.012 (-1.24) .025 (0.11) -.002 (-0.69)
CEO Tenure -.268 (-0.82
Combined Ch/CEO? -112  (-0.59) .041  (0.20) .023  (0.34)
Board size .016 (1.30) .013 (1.16)| .015* (1.77)
Insiders on the board .098 (0.49) .219 (1.07)| -.391** (-2.33)
Firm size .091*  (2.08)| .112**  (2.15)| .191** (3.80)
Firm growth opportunity -.00002 (-0.14) -.0001 (-0.79)| .00001 (0.18)
Firm volatility 498 (1.28)] -.118 (-0.35) -.265 (-0.86)
Firm performance .003 (1.51)
Observations 1440 1094 1557
Groups 285 334 436

Year dummies included.

Table 2.42: Prior Period PayAnderson and Bizjak2003

xtabond xtabond xtabond2

firm individuals*firms  individuals*firms
Y(t-1) 311**  (3.50) | .299** (2.49)| .469** (6.33)
Y(t-2) .091*  (2.17) .069* (1.79)| .122** (2.22)
Fraction outside directors on Rem Com -.007 (-0.p4) .108 (0.57)| -.255** (-2.08)
CEO on remuneration committee -.049 (-0.21) -.265 (-1.31)
CEO Turnover -.094 (-1.49) -119 (-1.39)| -.114 (-1.52)
CEO equity holdings -.002 (-0.73) -.002 (-0.95)
CEO tenure .004 (0.62
Ln (total assets) -.021 (-0.37)-1.43** (-2.02) | .095** (3.28)
Risk 522 (1.32)] -.107 (-0.30)| -.420* (-1.84)
Investment opportunity set -.0002 (-0.3R) -.0001 (-0.66)| .00001 (0.10)
Return on assets .002 (0.18) .010 (0.58) -.001 (-0.14)
Market return(t-1) -.032 (-0.64 .091 (1.69)] .014* (1.91)
Firm Groups 284 331 435
N 1432 1079 1542
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Table 2.43: Prior Period PayCore, Holthausen, and Larckgr999

xtabond xtabond xtabond?2
firm individuals*firms individuals*firms
Y(t-1) -.096 (0.15) -.257 (-1.52) .301**  (3.19)
Y(t-2) -.016 (0.19) -.152 (-0.89) 174 (1.62)
Sales in millions (t-1) 23.8 (1.06 69.6 (2.75) 23.8**  (2.78)
Market to book ratio -235 (-0.43 -4820 (-1.04) -3821 (-0.93)
Return on Assets(t-1) 6435 (1.62) 78883 (1.00) 60526 (0.92)
Stock Return (t-1) 132,611 (1.26) 78854 (1.14)] 37014** (2.48)
S.d of ROA 599,357 (1.10) 399591 (1.08)] -269602 (-0.96)
Combined Chair/CEO -24291 (-0.31)
Board size 12413 (0.59 6539 (0.33)| 46387** (3.37)
Inside directors 1536 (0.59) 102322 (0.36) -762357** (-4.34)
Gray outside directors 12710 (0.18) -56595 (-1.07) 10746 (0.22)
Interlocked outside directors 667,560 (3.22267631* (1.71) 309,173 (1.11)
CEO % ownership -75314 (-0.30)
Non-CEO insider owns 5% 13863 (0.22)
Outside blockholderowns 5%  -77993 (-1.36)
N 1450 1100 1568
Groups 287 336 ‘ 441
Table 2.44: Prior Period PayNewman and Moze€ 999
xtabond xtabond xtabond2
firm individuals*firms  individuals*firms
Y(t-1) 237 (2.50) | .294**  (2.39) | .486**  (5.50)
Y(t-2) .060 (1.43) .053  (1.30)| .101* (1.86)
Major Shareholder Dummy -.046 (-1.28)
Ln Sales .040 (0.72) -.037 (-O.53)| .104*  (2.87)
CEO Tenure .004 (0.81
TSR .055 (0.51) .189 (2.92)| .233**  (3.40)
Return on Equity .00001 (0.85) -.0000 (-0.99)| -.0000 (-1.36)
Insider .059 (0.54) .024 (0.19)] -.045 (-0.51)
Observations 1359 1025 1479
Groups 276 319 424

Table 2.45: Prior Period PayConyon and Peckl999

xtabond xtabond xtabond2

firm individuals*firms  individuals*firms
Y(t-1) 179 (2.89) .010 (0.96)| .349**  (2.98)
Y(t-2) .034 (1.02)|] -.032 (-0.92)| -.021 (-0.31)
Proportion of insiders on board -.044 (-0.30) -.064 (-0.50) 101 (0.83)
Proportion of outsiders on Rem Com -.158 (-0.71)-.106 (-0.38)| -.092 (-0.73)
Shareholder Return 164  (4.13).010**  (2.58) | .027**  (3.11)
Total Employment -.018 (-0.33) .121**  (2.25)| .071**  (3.66)
Combined Chair/CEO 146 (1.39)
Off-board holding (=1 if >.049) -.009 (-0.34) .024 (0.95)| -.017 (-0.51)
Inside directors .033**  (2.32 .007  (0.49)| .0006 (0.08)
Outside directors .018 (1.13) .006 (0.49)| .068**  (3.63)
Observations 1431 1074 1861
Groups 285 329 500

Year dummies included.
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Table 2.46: IndependenceBonet and Conyoi2005

Original Company Manifest Manifest
Independence Independence Independence less tenure
Y(t-1) .391*  .391* | .388**  .388* | .389** .388* | .386** .390**
(7.59) (7.59)| (7.52) (7.51)| (7.48) (7.51)| (7.46) (7.52)
Y(t-2) -.054**  -054* | -.052* -.052* | -.052** -.052** | -.054** -.054**
(-2.59) (-2.59)| (-2.55) (-2.55)| (-2.56) (-2.55)| (-2.61) (-2.58)
No. of insiders on Rem Com .002 .030** .008 .014*
(0.12) (2.11) (1.58) (1.83)
Any insider on Rem Com .003 .030* .011 .006
(0.12) (1.75) (1.16) (0.58)
CEO 325%% [ 325%% | 328**  327** | .327*  327* | .329** . 327*
(10.51) (10.51)| (10.50) (10.48)| (10.47) (10.45)| (10.48) (10.44)
Board Size .012**  .012*% .011* .012* | .011** .011* | .01l1** .0l1l2*
(3.52) (3.52)| (3.61) (3.60)| (3.55) (3.58)| (3.58) (3.62)
Size of Rem Com .001 .00L .000 .000 .001 .000| -.000 .000
(0.30) (0.30)| (0.06) (0.08)| (0.15) (0.08)| (-0.06) (0.19)
Ln (market cap) 43 143*|  145*%  145%* | 144%  144%* | 146* | 144**
(9.83) (9.73)| (9.86) (9.77)| (9.75) (9.68)| (9.82) (9.69)
Groups 3417 3417 3417 3417
Observations 11646 11646 11646 11646

Year dummies included.

2.C

Independence

The following output shows the results of altering the meastdi independence. The first

column shows the results with the original independencesoreaused by the authors,

the second with Company’s own independence assessmentseattird with Manifest’s

assessmentsCore, Holthausen, and Larck€r999 is not included as it breaks down

its independent assessment into separate categories.Avdtgrson and Bizjak2003,

the Company’s own assessment is akin to the original asseeg¢amed by the authors.

Each column uses system GMM (xtabond2) grouped around th&bla that uniquely

identifies firm and individual.
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Table 2.47: IndependenceConyon and H&2004

Original Company Manifest Manifest
Independence Independence Independence less tenure
Y(t-1) .289*  (2.67)| .314** (2.65)| .319** (2.66)| .256** (2.07)
Y(t-2) .042  (0.65) .065 (1.05) .070 (1.16) .033 (0.50)
Inside Directors 251 (1.32) .343** (2.63) .026 (0.48) 126 (1.25)
Significant shareholders -.022 (-0.5p) -.027 (-0.64) -.018 (-0.39) -.025 (-0.53)
CEO directors -331 (-0.96) -.209 (-0.68)| -.212 (0.67)| -.185 (-0.52)
CEO age -.002 (-0.69 .039 (0.64)] -.002 (-0.77)| -.001 (-0.42)
Combined Ch/CEQO? .023 (0.34) .039 (0.64) .037 (0.58) .047  (0.68)
Board size .015*  (1.77 012 (1.47) .012 (1.45)| .015* (1.69)
% Eds on the board -391*  (-2.33)-.336** (-2.03) | -.330** (-1.96) | -.408** (-2.32)
Firm size A91*  (3.80)| .185**  (3.41)| .176** (3.29)| .204** (3.62)
Firm growth opportunity  .00001  (0.18)-.00001 (0.17)] -.0000 (-0.26)] .0000 (-0.09)
Firm volatility -.265 (-0.86)| -.196 (-0.60)|] -.230 (-0.71)| -.282 (-0.87)
Observations 1557 1568 1568 1563
Groups 436 437 437 436
Year dummies included.
Table 2.48: IndependenceAnderson and Bizjak2003
Original Company Manifest Manifest
Independence Independence Independence less tenure
Y(t-1) 477 (5.23) | 477 (5.23) | .476**  (4.84) | .360**  (3.96)
Y(t-2) 113 (1.94)| .113*  (1.94)| .111* (1.84) .062 (1.07)
Fraction outside directors on Rem Com  -.258* (-2.16).258** (-2.16)| -.064 (-0.75)| -.065 (-0.89)
CEO on Rem Com -219 (-1.22) -219 (-1.22)] -174 (-0.92)| -239 (-1.29)
CEO Turnover -059 (-0.72) -.059 (-0.72)| -.064 (-0.75)| -.099 (-1.20)
CEO equity holdings -001 (-0.7g) -.001 (-0.70)| -.001 (-0.72)] -.002 (-0.87)
Ln (total assets) .096*  (2.75) .096**  (2.75)| .096** (2.56) | .136** (3.76)
Risk -377 (-1.57), -377 (-1.57), -.387 (-1.57)] -.308 (-1.21)
Investment opportunity set -.000 (-0.38) -.000 (-0.33)| -.000 (-0.38)| -.000 (-0.35)
Return on assets .003 (0.28) .003 (0.28) .004 (0.33) .003 (0.27)
Market return .015*  (1.95) .015** (1.95)| .014* (1.74)| .021** (2.34)
Firm Groups 436 436 436 435
N 1553 1553 1553 1548
Table 2.49: IndependenceNewman and MozefL999
Original Company Manifest Manifest
Independence Independence Independence less tenure
Y(t-1) .486**  (5.50) | .464** (5.69) | .471** (5.80)| .455** (5.17)
Y(t-2) .101*  (1.86)| .090* (1.91)| .092** (2.04)| .074* (1.67)
Ln Sales .104**  (2.87)) .115** (3.56) | .110** (3.56) | .118** (3.71)
TSR .233**  (3.40)| .211** (3.17) | .214** (3.19) | .240** (3.59)
Return on Equity  -.0000 (-1.36) -.0000 (-1.10)| -.0000 (-0.95)| -.0000 (-0.93)
Insider -.045 (-0.51) .068 (1.38) .019 (0.76) .012  (0.39)
Observations 1479 1490 1490 1486
Groups 424 425 425 425
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Table 2.50: IndependenceConyon and Peckl998

Original Company Manifest Manifest
Independence Independence Independence less tenure

Y(t-1) 349*  (2.98) | .349** (2.98) | .332**  (2.98) | .401** (3.22)
Y(t-2) -.021 (-0.31)| -.021 (-0.31)| -.021 (-0.31)| -.002 (-0.04)
Proportion insiders on board 101 (0.83) .101 (0.83) .076  (0.83) 116 (1.15)
Proportion outsiders on Rem Com -.092 (-0.13)-.092 (-0.73)| -.037 (.079)| -.022 (-0.24)
Shareholder Return 027**  (3.11).027** (3.11) | .028** (3.20) | .025** (2.75)
Total Employment .071*  (3.66) .071** (3.66) | .073** (3.92) | .062** (3.00)
Off-board holding (=1 if >.049) -.017 (-0.51) -.017 (-0.51)| -.015 (-0.46)| -.031 (-0.97)
Inside directors .0006 (0.08) .0006 (0.08)| .002 (0.82) .002 (0.19)
Outside directors .068**  (3.63) .068** (3.63) | .070** (3.87)| .062** (3.31)
Observations 1861 1861 1869 1869

Groups (firms) 500 500 502 503

Year dummies included.

Table 2.51: Independence Characteristi&onet and Conyo2005

Manifest

Categories
Y(t-1) 379**  (7.33)
Y(t-2) -.058**  (2.76)
Association to management (number on rem com) -.013 (0.52)
Association to Company business (number on rem com)  .038*%3.47(
Outside major shareholder (number on rem com) .012 (0.49)
Tenure only (number on rem com) .002 (0.27)
CEO .330** (10.61)
Board Size .012**  (3.59)
Size of remuneration committee -.001 (-0.16)
Ln (market capitalisation) .146*  (9.80)
Groups 3417
Observations 11,646

Year dummies included.
2.C.1 Independence Characteristics

The following tables show the output when separate charatits are substituted for the
independence variable.
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Table 2.52: Independence Characteristi€donyon and Hé2004)

Manifest
Categories

Y(t1)
Y(t-2)

Association to management (% on rem com)
Association to company business (% on rem com)
Outside shareholders (% on rem com)

Tenure only (% on rem com)

CEO age

Combined Ch/CEQ?

Board size

% Eds on the board

Firm size

Firm growth opportunity

Firm volatility
Observations
Groups

363 (3.29)
.099%  (1.69)

023 (0.90)

089  (0.62)

-146  (-0.77)
-0.18  (-0.27)

-003 (-0.97)

011 (0.16)
013 (1.47)
-312%  (-1.94)

153 (3.07)

-.000 (-0.44)

-291 (-0.93)

1560
434

Year dummies included.

Table 2.53: Independence Characteristidaderson and Bizjak2003

Manifest
Categories

Y1)
Y(t-2)

Association to management (% on rem com)
Association to company business (% on rem com)
Outside shareholders (% on rem com)

Tenure only (% on rem com)

CEO on remuneration committee

CEO Turnover

CEO equity holdings

Ln (total assets)
Risk

Investment opportunity set

Return on assets
Market return
Firm Groups

N

429" (4.95)
088  (2.15)

069  (0.33)
-001  (0.00)
.085  (0.59)

-082  (-1.09)

-139  (-0.79)

-135%  (-3.72)

-001  (0.35)
114 (3.79)
-377 (-1.56)

-.000 (-0.16)
001 (0.10)

0155 (2.01)

428
1530




Table 2.54: Independence Characteristi€3ore, Holthausen, and Larckgr999

Y(t-1) .356*  (4.22)
Y(t-2) 214**  (2.26)
Association to management (no. on board com) 26541 (0.37)
Association to company business (no. on board com) 32095 63)0.
Outside shareholders (no. on board com) 26403 (0.46)
Tenure only (no. on board com) 14205 (0.47)
Sales in£millions (t-1) 20.1**  (2.76)
Investment Opportunities (market to book ratio) -3457 99).
Return on Assets 54823 (0.92)
Stock Return 32379 (2.38)
S.d of ROA -233042 (-0.79)
Board size 43200**  (3.27)

N 1570

Groups 439

Table 2.55: Independence Characteristiddewman and Mozeg&l999

Manifest

Categories
Y(t-1) .558**  (7.07)
Y(t-2) 13 (2.79)
Association to management (=1 if one or more on rem com) .06D2.91§
Association to company business (=1 if one or more on rem com).044  (-1.32)
Outside shareholders (=1 if one or more on rem com) .092 J1.55
Tenure only (=1 if one or more on rem com) -.014 (-0.58)
Ln Sales .085**  (2.83)
TSR .044  (0.74)
Return on Equity -.00002 (-1.63)
Observations 1479
Groups 423

Table 2.56: Independence Characteristi€donyon and PeckL998

Manifest

Categories
Y(t-1) .369*  (2.76)
Y(t-2) -.008 (-0.11)
Association to management (% on rem com) -.317 (-1.18)

Association to company business (% on rem com) .025 (0.26)
Outside shareholders (% on rem com) .000 (0.00)
Tenure only (% on rem com) .012 (0.18)

Shareholder Return
Total Employment

Largest off-board equity holding (=1 if >.049)

Inside directors
Outside directors
Observations
Groups (firms)

026 (2.48)

057 (3.02)

-042  (-1)27
004 (0.43)

066 (3.18)

1850
498

Year dummies included.
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Table 2.57: Dependent VariableBonet and Conyo2005

Sal Emol Rem LnSal LnEmol LnRem
Y(t-1) .701 .231%* 413 317* .252%* .383*
(5.39) (4.13) (5.56) (3.98) (7.00) (9.07)
Y(t-2) .040 .069** A17+ -.027 .053** .015
(0.73) (2.07) (2.74) (-1.63) (2.23) (0.61)
No. of insiders on Rem Com -3035 -29690 -25054** -.005 .021 18.0
(-1.20) (-1.61) (-2.18) (-0.35) (1.29) (1.23)
CEO 51207* 315223* 211323** ,322** .345** 323**
(4.25) (8.81) (5.55) (8.76) (11.90) (10.75)
Board Size 2454**  14505**  11967** .003 -.000 .007*
(2.85) (2.86) (3.12) (1.13) (0.03) (2.16)
Size of Rem Com 4185** 4838 10656 .017** .002 .002
(2.88) (0.43) (1.00) (4.16) (0.29) (0.37)
Market cap 1.66** 12.5%* 11.4%* ,133** .189** [ 155**
(3.67) (5.75) (4.54) (7.97) (12.69) (9.97)
Groups 3,409 3,088 3,447 3,409 3,088 3,447
Observations 11,632 10,566 11,767 11,632 10,566 11,767

Year dummies included.

2.D Dependent Variable

The following tables examine the differences in estimatsvben salary, emoluments
and total remuneration. Both the levels and log-levels ateutated. For comparability,
all independence variables are based on the companies’ ssessments.

90



Table 2.58: Dependent VariableConyon and H¢2004

Sal Emol Rem LnSal LnEmol LnRem
Y(t-1) 299 -.092 .286** .202 115 .304**
(1.43) (-1.13) (2.84) (1.49) (1.02) (2.95)
Y(t-2) .003 .034 175 .032 .089 .051
(0.07) (0.66) (1.56) (0.83) (1.24) (0.78)
Inside Directors 20733 -68279 29853 .045 .256 .255*
(0.55) (0.19) (0.14) (0.35) (1.42) (1.81)
Significant shareholders -42457** -102263 -57238  -.049* 000 -.021
(-2.99) (0.82) (-0.99) (-1.94) (0.00) (-0.47)
CEO directors 4449 -842038* -398214 -.085 -.756* .002
(0.05) (-1.96) (-1.52) (-0.29) (-1.78)  (-0.67)
CEO age 2204* -4370 -4790 .003 -.002 -.273
(1.80) (0.41) (-0.94) (1.10) (0.61) (-0.79)
Combined Ch/CEO? 24993 196553 70746 .076 .060 .035
(1.08) (0.94) (0.90) (1.52) (0.76) (0.56)
Board size 16180** 63208** 51376** .012** .007 .012
(3.32) (2.97) (3.66) (2.04) (0.80) (1.46)
% Eds on the board -202,452**  -1601102** -765163** -266**  .332 -.338**
(-2.87) (-2.86) (-4.05) (-2.80) (-1.90) (-2.01)
Market Cap 3.62** 20.7** 16.1* .151** .238**  |192**
(3.09) (2.95) (1.87) (4.59) (4.64) (3.81)
Firm growth opportunity 10.1 -361 -440 .000 .000 .000
(1.48) (0.38) (-0.70)  (-0.09) (1.23) (0.04)
Firm volatility -155453 -350309 -688369** -.116 -.511 -21
(-2.34) (-0.39) (-2.52) (-0.56) (-1.64) (-0.70)
Observations 1549 1527 1564 1549 1527 1564
Groups 431 431 435 431 431 435

Year dummies included.
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Table 2.59: Dependent VariableAnderson and Bizjak2003

Sal Emol Rem LnSal LnEmol LnRem
Y(t-1) 402 -.052 377 116 142 477
(1.63) (-0.69) (4.07) (1.06) (2.17) (5.23)
Y(t-2) .054 .063 227 .013 .052 113
(0.86) (1.04) (2.18) (0.41) (0.60) (1.94)
Fraction outside directors on Rem Com -31875 90232 6060 8*27 -.194 -.258*
(-0.70) (0.27) (0.03) (-2.01) (-1.38) (-2.16)
CEO on remuneration committee -69542 -261033 -186093 -.227 -.029 -.219
(-1.60) (-1.12) (-1.76) (-1.51) (-0.16) (-1.22)
CEOQO Turnover -25638 -327896 -248727 -015  -.284** -.059
(-1.52) (-2.92) (-3.18) (-0.38) (-2.93) (-0.72)
CEO equity holdings -2071**  -13513 -5333** -.000 -.002 -100
(-2.06) (-3.19) (-2.30) (-0.19) (0.90) (-0.70)
Ln (total assets) .001035* .004485  .00306** .160** 175% .096**
(2.50) (4.65) (2.19) (8.62) (3.70) (2.75)
Risk -235877* -728088 -789037** .056 -.537 -.377
(-2.55) (-0.79) (-3.29) (0.24) (-1.61) (-1.57)
Investment opportunity set 109** -1693 -3458 .000 .001 0.00
(2.38) (-0.25) (-0.91) (0.91) (0.62) (-0.33)
Return on assets -1908** 23803 54615) -.003 -.009 .003
(-2.33) (0.22) (0.89 (-0.95) (-0.55) (0.28)
Market return .380* 1.908 1.26 .028** .027**  .015**
(1.81) (1.18) (1.25) (3.46) (2.07) (1.95)
Firm Groups 430 431 435 430 431 436
N 1528 1508 1543 1528 1508 1553

Table 2.60: Dependent VariableNewman and Mozegl999

Sal Emol Rem LnSal LnEmol LnRem
Y(t-1) .243 .220** 421 171 241%  464**
(1.32) (2.46) (4.66) (1.13) (3.63) (5.69)
Y(t-2) -.025 .133 .196** -.051 N .090*
(0.44) (1.39) (3.13) (-1.34) (2.17) (1.91)
Ln Sales 74540 191774* 140762** .189** A162%  115%
(4.44) (6.78) (3.62) (5.97) (5.46) (3.56)
TSR -3865 215,780 -50123 .013 272% 211
(-0.44) (1.16) (-0.75) (0.42) (2.75) (3.17)
Return on Equity ~ -11.3** -27.4 -20.5 -.000036 -.0000 -.0000
(-2.26) (-1.10) (-0.67) (-4.73) (-1.60) (-1.10)
Insider 20951 63740 89259 .086** .068 .068
(1.39) (0.55) (1.10) (2.26) (1.43) (1.38)
Observations 1465 1444 1480 1465 1444 1490
Groups 419 417 424 419 417 425
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Table 2.61: Dependent VariableConyon and Peckl998

Sal Emol Rem LnSal LnEmol LnRem
Y(t-1) A71 -.071 .326** .155 156 .382**
(2.31) (-.088) (3.65) (1.12) (1.59) (3.08)
Y(t-2) -.077 .059 .204** .000 .030 .057
(-1.11) (1.01) (2.93) (0.58) (0.38) (0.94)
Proportion insiders on board 73667* -347028 -151596 149  68.0 -.005
(1.78) (-0.77) (-0.63) (1.54) (0.39) (0.04)
Proportion outsiders on Rem Com  -101691** 249128 93240 1-.15 .032 -.002
(-2.46) (0.50) (0.34) (-1.45) (0.22) (0.02)
Shareholder Return -.438 5.24* 2.16 .005 .009 .022*
(-1.15) (1.66) (2.18) (0.51) (0.56) (1.69)
Total Employment 92835**  168298** 105727** .119** .096** 059**
(5.52) (3.25) (2.20) (4.96) (4.19) (2.49)
Off-board holding (=1 if >.049) 15475* -94356 -42699 -.028 .04 -.039
(-1.86) (-1.42) (-0.91) (-1.19) (-0.29) (-1.15)
Inside directors 5592 77,961 -8759 .002 -.009 .003
(-1.60) (-2.35) (-0.66) (0.20) (0.78) (0.33)
Outside directors 17934** 149,862**  91452**  (052** .089** .068**
(3.73) (3.09) (3.87) (4.87) (4.30) (2.73)
Observations 1536 1507 1551 1536 1507 1551
Groups 434 432 439 434 432 439

Year dummies included.

2.E Final Estimator

Table2.62repeats the construction of the preferred estimator bualfaxecutive direc-
tors, including the chief executive. There is no evidena temuneration committee
independence, however measured, determines executiveQaaycontrol variables im-
pact executive pay in much the same way they impact Chief lixecpay. There is a
sign change on the female dummy variable, suggesting thi¢ ¥gmale CEOs receive
more remuneration, female executive directors receivg laishough both statistics are
statistically insignificant. Again, while being carefultnio place too much weight on
data with so few female observations, the sign change caultbhsistent with the idea
that female CEOs pay reflects the special ability of these &oto break through the glass
ceiling, while with female executive directors, the wagscdimination effect is dominant.

The regressions pass the test for no serial correlationarfitst differenced residuals,
which otherwise would imply inconsistent estimates. Hogvethe Hansen J statistic, ro-
bust to heteroscedasticity, rejects the null hypothesisttie overidentifying restrictions
are valid. The variables used to instruments prior perigd gaa group, appear not to be
exogenous. This introduces the possibility that the eséthaoefficients are biased and
raises doubt as to the appropriateness of the deeper lage oependent variable that
were used as instruments for the first lag of the dependeiatblarn this model. Adjust-
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Table 2.62: Preferred Estimator: Executive Directors

Director Robust Test Robust Test
Ln Total Rem Rents Capture Optimal Contracting
Dependent Variable
t—1 0.499*** (10.25) 0.496*** (10.30)
t—2 0.067**  (2.66) 0.066**  (2.61)
Remuneration Committee Variables
No. Associated to Management -0.014 -0.59
No. Business Relationship 0.015 1.49
No. Major Shareholders 0.030 1.20
No. Long Tenure -0.003 -0.40
% Insiders (Company) -0.021 (-0.59)
Committee Size 0.005 (0.96) 0.006  (1.09)
Age 0.029***  (3.11) 0.028***  (3.00)
Age? -0.001*** (-3.53) -0.001*** (-3.44)
Ceo Holdings -0.002 (-1.10) -0.002 (-1.09)
Board Size 0.010***  (3.50) 0.011***  (3.67)
Sales 0.086***  (6.50) 0.086***  (6.67)
TSR 0.104**  (6.56) 0.104***  (6.56)
EPS 0.000 (-0.95) 0.000 (-0.96)
Dummy Variables
Resigned in Year -0.012 (-0.76) -0.012 (-0.72)
Appointed in Year 0.038 (1.20) 0.037 (1.18)
CEO 0.234**  (7.27) 0.236***  (7.37)
Female -0.056 (-1.53) -0.054 (-1.49)
Blockholder -0.029* (-1.97) -0.027* (-1.85)
Constant 2.856***  (5.21) 2.958***  (5.33)
1998 0.197*  (2.24) 0.187*  (2.15)
1999 0.241**  (2.70) 0.231**  (2.62)
2000 0.286***  (3.17) 0.275***  (3.10)
2001 0.335***  (3.52) 0.322***  (3.47)
2002 0.390***  (4.14) 0.374***  (4.09)
2003 0.402**  (4.28) 0.386***  (4.23)
2004 0.419**  (4.09) 0.406***  (4.10)
2005 0.433***  (3.90) 0.423***  (3.96)
N 11099 11099
Groups 3304 3304
Instruments 79 79
F-stat(27, 3303) 306.55 342.45
Hansen J? 108.01 107.64
Prob > x? (0.000) (0.000)
No second order 1.210 1.270
autocorrelation in first differences (0.226) (0.203)

94



ing the instrument set with different lags of the dependamtable, reduced the Hansen
J statistic but not to the point where the null could no longerejected. Therefore, the
results reported above should be taken in light of this.

2.E.1 Robustness Checks

In section2.4.2 the difficulties of arriving at an accurate estimate of thg ¥alue of
executive equity incentives were discussed. It was coecutat the most appropriate
strategy, was to use one-third of the face value of the equntive as an approximation
of the worth of the incentive to the executive. It is possibiat this is either too high or
too low, depending on factors such as the executive’s mrber for risk and the extent to
which the vesting conditions are achievable. To test whetheestimates are sensitive to
the value we put on equity incentives we re-estimated odepexl model with different
values for equity incentives. Tabl@st3and2.64use 20% and 50% of the face value of
equity incentives respectively in the calculation of t@&O remuneration.

The estimated coefficients on the remuneration commitdependence variables are ro-
bust to the alternative estimates of the worth of equity mtizes. Independence remains
mostly inconsequential in the determination of CEO pay afsam the broad insider
measure which remains significant at the 10% level. With 0% ®stimate, the posi-
tive cofficient on the female dummy becomes significant atlid# level and the year
dummies become even more significant. Otherwise, the doatri@bles are qualitatively
uneffected by the different equity incentive estimates.

2.F Independence Assessments

The divergence between Manifest’s assessments of indepeadcand companies’ own
assessments arises from the application of Provision Af3He Combined Code (2003).
Under the Code, companies have the freedom to pass thetatsefor independence
notwithstanding violating any of the points below, provddestification is disclosed. It
is then for shareholders to decide whether that explanasi@iequate. In Manifest's
opinion, very often it is not. Therefore, in normal circuarstes, Manifest’s policy is
to flag an independence issue (‘fail for independence’) oirectbr if they contradict
any of the points in the provision below, unless there aregttonal reasons not to do
so. In addition, Manifest will fail directors if there areyaather independence issues to
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Table 2.63: CEOs: Equity Incentives 20% of Face Value

Director Robust Test Robust Test
Ln Total Rem Rents Capture Optimal Contracting
Dependent Variable

t—1 0.428**  (3.92) 0.412*** (3.77)

t—2 0.052 (1.35) 0.045 (1.12)
Remuneration Committee Variables

No. Associated to Management -0.027 (-0.48)

No. Business Relationship -0.009 (-0.32)

No. Major Shareholders 0.028 (0.72)

No. Long Tenure 0.002 (0.10)

% Insiders (Company) 0.135* (1.64)

Committee Size 0.008 (0.78) 0.008 (0.73)
Age 0.049* (1.60) 0.053* (2.79)
Age? -0.001* (-1.73)  -0.001* (-1.91)
Ceo Holdings 0.000 (-0.11) 0.000 (-0.19)
Board Size 0.017***  (2.97) 0.017*** (2.90)
Sales 0.105***  (3.71) 0.112*** (3.85)
TSR 0.070**  (2.09) 0.067** (2.00)
EPS 0.000 (-0.27) 0.000 (-0.16)
Dummy Variables
Resigned in Year 0.031 (0.72) 0.033 (0.80)
Appointed in Year -0.080 (-1.32) -0.074  (-1.26)
Combined Chairman & CEO 0.031 (0.61) 0.034 (0.66)
Female 0.090 (1.18) 0.099 (2.30)
Blockholder -0.019 (-0.73) -0.023  (-0.90)
Constant 3.240***  (2.99) 3.294*** (2.97)
1998 0.140 (0.74) 0.115 (0.54)
1999 0.216 (1.12) 0.197 (0.92)
2000 0.285 (1.47) 0.270 (1.26)
2001 0.275 (1.34) 0.265 (2.19)
2002 0.353* (1.65) 0.349 (1.51)
2003 0.402* (1.85) 0.401* (1.73)
2004 0.443* (1.91) 0.444* (1.80)
2005 0.468* (1.86) 0.470* (1.78)
N 2141 2141
Groups 681 681
Instruments 79 76
F-stat(27, 680) 60.03 62.73
Hansen J2 58.71 59.27
Prob > x? (0.214) (0.200)
No second order 0.38 0.43
autocorrelation in first differences (0.703) (0.669)

96



Table 2.64: CEOs: Equity Incentives 50% of Face Value

Director Robust Test Robust Test
Ln Total Rem Rents Capture Optimal Contracting
Dependent Variable

t—1 0.385***  (4.71) 0.386*** (4.47)

t—2 0.081** (1.99) 0.080** (1.95)
Remuneration Committee Variables

No. Associated to Management -0.022 (-0.40)

No. Business Relationship -0.004 (-0.14)

No. Major Shareholders 0.036 (0.88)

No. Long Tenure -0.007 (-0.35)

% Insiders (Company) 0.158* (1.78)

Committee Size 0.007 (0.51) 0.005 (0.38)
Age 0.059*  (1.77) 0.059* (1.75)
Age? -0.001** (-1.96) -0.001*  (-1.93)
Ceo Holdings -0.002 (-0.87) -0.002  (-0.85)
Board Size 0.022***  (3.41) 0.022*** (3.32)
Sales 0.118**  (4.58) 0.120*** (4.46)
TSR 0.102**  (2.48)  0.099** (2.41)
EPS 0.000 (-0.02) 0.000 (0.02)
Dummy Variables
Resigned in Year -0.031 (-0.63) -0.030  (-0.61)
Appointed in Year -0.055 (-0.64) -0.054  (-0.64)
Combined Chairman & CEO 0.041 (0.72) 0.042 (0.74)
Female 0.165* (1.61) 0.166* (1.63)
Blockholder -0.038 (-1.28) -0.043  (-1.46)
Constant 2.905***  (3.24) 2.898*** (3.16)
1998 0.248* (1.50) 0.226 (1.20)
1999 0.320* (1.89) 0.300 (1.58)
2000 0.432*  (2.70) 0.413* (2.28)
2001 0.410** (2.33)  0.394** (1.96)
2002 0.518**  (2.93)  0.503** (2.48)
2003 0.565***  (3.22)  0.549* (2.73)
2004 0.603***  (3.18)  0.589** (2.72)
2005 0.613***  (2.85)  0.600** (2.47)
N 2141 2141
Groups 681 681
Instruments 79 76
F-stat(27, 680) 57.21 60.67
Hansen J2 57.82 57.83
Prob > x? (0.238) (0.238)
No second order 0.12 0.16
autocorrelation in first differences (0.908) (0.874)

97



which they feel shareholders should be alerted. Manifetaivways fail the director if
the Company fails the director.

2.F.1 Combined Code (2003) Provision A.3.1

The board should identify in the annual report each non+gkedirector it

considers to be independent. The board should determinterttbe director
is independent in character and judgement and whetherdherelationships
or circumstances which are likely to affect, or could appeaaffect, the

director’s judgement. The board should state its reasahslétermines that
a director is independent notwithstanding the existenceelationships or
circumstances which may appear relevant to its deternoimaincluding if

the director:

¢ has been an employee of the company or group within the lasyéiars;

e has, or has had within the last three years, a material asnedation-
ship with the company either directly, or as a partner,

e shareholder, director or senior employee of a body that bets a rela-
tionship with the company;

¢ has received or receives additional remuneration fromdahgoany apart
from a director’s fee, participates in the company’s shagoo or a
performance-related pay scheme, or is a member of the corisygzen-
sion scheme;

e has close family ties with any of the company’s adviserssaors or
senior employees;

e holds cross-directorships or has significant links witheotirectors
through involvement in other companies or bodies;

e represents a significant shareholder; or

¢ has served on the board for more than nine years from the titteio
first election.
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2.G Manifest Information Services Ltd

Manifest provides research and proxy vote solutions fatitutgonal investors and com-
pany advisors. Manifest was the UK'’s first on-line proxy ugtiagency to offer cus-
tomised electronic proxy vote management. Manifest ofiensde range of governance
related support services to fund managers, pension fundidicgunds, professional ad-
visors, regulatory agencies and government departments.

Manifest was founded in December 1995 in Witham, Essexheuihformation is avail-

able at www.manfiest.co.uk.
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CHAPTER 3

A Competing Risks Analysis of Chief
Executive Turnover

‘| am resigning for personal reasons. . . this is purely a peral decision!

Jeffrey Skilling on resigning as CEO from Enron Corp.

3.1 Introduction

In a UK public company, whilst the board sets the companysaind the broad strategies
for achieving them, the chief executive officer (CEO) is msgible for the day to day
running of the company. Concern has been raised, howe\art #ke ability of the board
to adequately control the actions of the CEO, with the relseihg that the CEO may
depart from the efficient pursuit of shareholder value masation Jensen and Meckling
1976 Fama 1980 Shleifer and Vishny1997. As seen in chapte?, one instrument
used to align the interests of the shareholders and the CH@ i€EO’s remuneration
package. The level of remuneration is often twice as higthieCEO as that of the second
highest paid directorMM & K Ltd , 2007 and typically contains large performance-
related elements. A second instrument is the ability of tbarth of directors to sack
the CEO Fama and Jenseh983 Zajac 199Q Lin, 1996. Indeed,Fama(1980 argues
that damage to managerial reputation, with the impliedahte future earnings, is the

*The paper ‘Fired or retired: A competing risks analysis ofe€Executive Turnover’ (forthcoming in
The Economic Journal Conference Volyme-authored with Steve Thompson and Peter Wright provides
the basis for this chapter.
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main constraint on CEO behaviour. The strength of this iticerwill be influenced
by the extent to which boards are able to monitor the actidrtbeoCEO and, as with
remuneration, it is typical that the board will proxy the CE@bility by a measure of
firm performance. Poorly performing CEO’s should lose tiis.

There is a perception in the business press that the tymogth of service for CEOs
within large UK companies has decreased in recent firaed, moreover, CEOs are ex-
periencing shorter tenures due to a greater likelihood fgbfired3 This increased risk

of dismissal in the UK is in turn attributed to the ongoingomefh of corporate governance
arrangements that began with Badbury(1992 Report and continued in the review of
board effectiveness biiggs (2003, whose recommendations were included in the re-
vised version of th€ombined Cod€2003.# It has also been suggested that an increase
in shareholder activism and voting levels, as called forgyHlampel 1998 and Myners
(2001, 2009 Reports, have contributed to a more demanding governawme. It is
argued that institutions have increasingly coordinated thehaviour to provide a more
effective constraint on CEO actionisgech 2003. Indeed, the ability of shareholders in
the UK to dismiss the board at a company meeting is envied toyists in the US Monks
and Minow; 2004).

Despite this, there is a body of literature that has raisedtems about whether boards
are willing or able to remove under-performing CEOSs, evethése can be identified
(Lipton and Lorsch1992 Jensen1993. Although boards are traditionally constituted
as guardians of shareholder interests, they are likelyitanfahis task if they have in-
adequate incentives to avoid the rational attempts by th® @Ecapture or negate their
influence. Indeed, boards have been accused of providiffiiciaat contracts, that are
heavily weighted in favour of the CEO, because of the undtleence the latter has in
the pay-setting proces8¢bchuk and Fried2003 2004. Similarly, if the board gets
‘captured’ by the CEO the latter will become entrenched affatdlt, if not impossible,
to dismiss.

The extent to which policy measures are able to impact onalag¢ive power of the CEO
and shareholders is also disputed in the literatWeigbach 2007). If CEOs have the
capacity to capture the remuneration and dismissals pgeses follows that efforts to
reduce their power relative to the board might also be captand rendered ineffective.

2See, for instance, ‘The art of the sweetly timed exit’, FitiahTimes, 19th Aug 2004.

3As opposed to alternative modes of exit such as voluntaingneents.

4Companies listed on the London Stock Exchange are expeazteshiply with, or explain their non-
compliance with, th&€ombined Cod€2003.
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For example, the Combined Code relies on the boards theassglWdetermine the inde-
pendence of their non-executive directors. If the boardresady captured, then it could
classify directors as independent to satisfy the provigiaine Combined Code, even if
such an assessment might be considered dubious.

A less ambiguous impact of the reform process in relation B®©Genure has been the
reduction in contract length and of the notice period in a GE@rvice contract. Prior
to the Cadbury(1992 and Greenbury(1995 Reports, contracts with 3 or even 5 year
rolling notice periods were not uncommon. Moreover, carittarmination provisions
were typically opaque and often resulted in compensatigmeats that included forgone
annual bonus opportunities, enhanced pension provisidamaacceleration in the vesting
of share optionsTrade and Industry Select Commiti@003. After Greenbury(1995,
contracts were reduced and termination provisions ceddi the point that, under the
revisedCombined Codg€2003, service contracts should provide for no more than 12
months’ salary. In addition, disclosure was made more transparent andafised in the
Directors’ Remuneration Report Regulatio280Q2).

3.2 Literature Review

Empirical evidence from the US is generally supportive efphemise that prior poor per-
formance increases the likelihood of CEO turnover. Ind&kdeifer and Vishny(1997)
argue that this is one of the most robust findings in the caeagovernance literature. A
summary of this evidence is provided in taBSld.

Coughlan and Schmid1985 were amongst the first to investigate the idea that firms use
the prospect of turnover (in addition to remuneration) idesrto discipline behaviour.
Using a logit modelCoughlan and Schmidt985 established the inverse relationship
between market-adjusted stock performance and the pilapabiCEO turnover.Parrino
(1997, analyses companies over a 20 year period and distingulstte/een voluntary
and involuntary turnoveiRParrino(1997) finds that the probability of involuntary turnover

is significantly correlated with return on assets generhyethe CEO Engel, Hayes, and
Wang (2003, using 25 year panel dataset, find evidence that both marigtccount-

ing performance measures determine turnover likelihoodredver,Engel, Hayes, and

Note that, at the median, 12 months’ salary is worth appraéty double in real terms in 2005 com-
pared to 1995Gregory-Smith2007). Nevertheless, this still means a substantial reductidhe total cost
of removing a CEO has occurred over this period.
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Wang(2003 demonstrate that accounting measures are more impoetative to market
measures when the accounting measure is more precise amdmérket measures are
contaminated by events outside the CEO'’s contfalrrell and Whidbe€2003 find that
deviations between the expectations of earnings perfarenasimeasured by analyst fore-
casts and actual reported earnings significantly incrdesékelihood of CEO turnover.
Using 1316 CEO successions from 1971 to 199dson, Parrino, and Stark®001) dis-
tinguish between voluntary and involuntary departures famdl that the frequencies of
forced turnover and outside succession have increasediower FurthermoreHuson,
Parrino, and Stark€001) conclude that it is the more effective internal monitorimg
boards of directors during this period that driven the grelikelihood of forced depar-
ture.

Evidence on UK companies is comparatively th@onyon and Floro2002’s findings
are consistent with the main US result, that a statisticalbyst inverse relationship exists
between firm performanceDahya, Lonie, and Powdi998; Franks, Mayer, and Ren-
neboog(2001) also find this to be the cas®ahya, McConnell, and Traviq2002 and
Dedman2003 find that this relationship has strengthened post Cadid@92) but unlike
Dahya, McConnell, and Travig2002, Dedman(2003 do not attribute the strengthening
to more effective boards following the Cadbury reformsheata more active managerial
labour market.

Another an interesting finding within the literature is tli2EO replacement decisions
may have similar determinants across different corporateignance regimesKaplan
(1994 andKaplan and Mintor(1994 found that CEOs in Japan and Germany, countries
whose governance systems are traditionally characteasedvolving long job tenure,
were subject to similar influences to their Anglo-Americaucterparts. For example,
in both Japan and the US turnover was found to be sensitiveatBeghand accounting
measures of performance.

Yet the literature has found that performance does notedntitetermine CEO turnover.
Friedman and Singli1989 find that performance is important, but so are the particu-
lar conditions which initiate the succession event. Thestutde whether the CEO is
close to retirement age, the extent to which the CEO’s depais voluntary and whether
an ‘heir apparent’ was identified prior to departudurphy (1999 shows that increas-
ing age and firm size considerably diminish the sensitivitjuonover to performancg

5Although Murphy (1999 uses a linear probability model, which imposes questiagstrictions on
the distribution of residualsylurphy (1999 states that qualitatively similar results were achievetth &
logit model.
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Table 3.1: CEO Turnover and Performance

Study Sample Method Finding

Coughlan 249 Forbes Logit CEO turnover reflects

& Schmidt companies regression past stock price

(1985) 1977-1980 performance.

Warner, Watts 269 NYSE and Logit Only extremely good or badlst

Wruck AMEX companies regression performance impacts fitiba

(1988) 1962-1978 of CEO turnover

Dalton & 96 NYSE firms Sample Succession associated with poor

Kesner experiencing partitioned. No  Return on Equity. Miédfprmers

(1985) succession regression most likely to hire exteynall

Friedman 187 Fortune 500 Logit Controlling for the context

& Singh companies regression. of the event, Stock market

(1989) performance is important

Parrino 977 Forbes Logit Forced CEO exit reflects poor

(1997) successions regression Return on Assets, particila

1969-1989 homogenous industries

Murphy S&P 500 Linear Performance-turnover sensitivity

(1999) 1970-1995 probability highest amongst smaller firAge
model more important in larger firms.

Engel, Hayes 800 Forbes Logit Turnover reflects both inglustr

& Wang companies regression adjusted accounting retuighs an

(2003) 1975-2000 market returns

Farrell & ExecuComp and Logit Deviations from analysts

Whidbee Forbes companies  Regression earnings forecasts

(2003) 1985-1997 increase turnover likelihood

Mikkelson US industrial Logit Turnover more responsive

& Partch companies regression to performance during an

(1997) 1984-1993 active takeover market

Huson, Parrino 1326 Forbes Logit Increased frequency cEfCEO

& Starks successions Regression exit over time due to ingarov

(2001) 1971-1994 internal monitoring by boards
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Brickley (2003 acknowledges performance as a significant determinamxititileslihood
but regards the magnitude of the estimated coefficients @péinformance variables re-
ported in the literature as disappointing. Inde¥rner, Watts, and Wruck 988 and
Conyon and Floro§2002 find that while an inverse relationship between perforneanc
and CEO turnover exists, it is really only extremely good@enance or extremely bad
performance that has a major impact on turnover probability

Mikkelson and Partcl{1997 find CEO turnover to be responsive to firm performance
between 1984 and 1988 and but less so between 1989 and 198&xplanation given

is that the active takeover market in the first period acted ssmulus to performance-
turnover sensitivity but when takeovers become less commasroccurred in the later
period, the sensitivity of turnover to performance dedin®ther anomalous evidence
includesDalton and Kesnef1985 who find that middle performers are more likely to
replace the CEO with an external appointment. An externpbegped is typically inter-
preted in the literature as a signal of under-performarm® fihe prior CEO.

Other variables that have deemed to be important in the piliyaof CEO turnover
include the composition of the board in terms of its si¥er(nack 1996; and insider-
outsider ratio Yeisbach 1988 Boeker and Goodsteid993. There are obvious gov-
ernance implications if an increase in the proportion oéctiors with affiliations to the
CEO reduces the threat of CEO dismissal. Such evidence mstent with a theory of
managerial power and unresolved agency problems as a ethueat of dismissal might
enable the pursuit of objectives that are not shared by theemwv In the UK ,Dahya,
Lonie, and Powe(199§ find that a CEO with even a small equity stake is better able to
resist dismissal than a CEO who holds less than 1% of theyeailtihough this finding is
not confirmed byConyon and Floro2002 or Franks, Mayer, and Rennebo(01).

Yet whilst the aforementioned studies are instructiverdrage good reasons to suspect
that they are not telling the whole story. For example, it basn suggested that a CEO
may use their control of information and board appointmémentrench themselves dur-
ing their tenure, ensuring the board of directors becomaeasingly favourably disposed
towards themHKermalin and Weisbac¢t2003. If this is true, then it is likely that the im-
pact of performance on the probability of CEO exit will varyeo time. An alternative
hypothesis, which would also lead to a time varying impacpefformance relates to
imperfect monitoring: if the output of a CEO cannot be obsdrdirectly and must be
inferred from the firm’s results, then there will be some lafdoe a CEO is judged to
be under-performing. It is only after this period that a lygokérforming CEO will be
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removed from their position. Finally, as outlined abovés ividely conjectured that sub-
stantial changes to the governance environment in whichsdi&®e been operating will
have affected exit probabilities.

3.2.1 Duration Analysis Literature

‘In summary, we have probably reached a point of diminishigtgirns in
estimating logit models that focus on the relation betweE®Q@urnover and
firm performance measures. We will have to consider othex-dgplored
issues to increase our understanding of CEO turnovers apldcements.

Brickley (2003 p.227.

Consistent with the change in direction voicedBryckley (2003 above, there is a small
literature that has attempted to analysis managerial same using duration analysis.
This chapter seeks to add to this literature. Duration &mslg an efficient method of
modeling time until an event and enables the analysis of GEQver where exit proba-
bilities are allowed to vary over the CEQO’s tenure. SecBahexamines this method.

Allgood and Farrel(2003 also use duration analysis to examine 1388 US CEO turnover
events between 1981 and 1993. Using a non-parametric gedgtazard analysis they
find that the likelihood of CEO exit increases until the fifteay of tenure and declines
thereafter. They use job match theory to explain this phesmamn; that is bad matches
are increasingly identified and ended in the first five yedtsy avhich time only good
matches remain. They support this result with a multinoneigit model with three exit
states: a good match; a bad match that ends in a quit and a kal that ends in a
dismissal. Our analysis will be shown to be broadly consisagth this finding; however
we will use duration analysis not just to illustrate the hdzhut we will incorporate
directly in our formal econometric analysis. This will alla more flexible examination
of the impact of predictor variables on the likelihood of CEXit as the likelihood of exit
is allowed to vary continuously over CEQ’s tenure.

Geddes and Vino(L997) focus on non-performance related determinants of CEQ¢enu
Using data on 367 US corporations between 1973 and 1983 nith¢hiat more indepen-
dent directors results in longer, not shorter, duratiotisgiithe effect diminishes after
controlling for age and performanc&eddes and Vino@997) use a similar framework
to ours, however our approach allows for the different tyjgespeting risks) of CEO exit
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to impact upon the hazard simultaneously. Further, theultes overturned by the au-
thors later work Geddes and Ving@002 which also finds that the increased competition
arising from deregulation in the US increased the likeldhobturnover.

Using 250 UK companies between 1998 and 2&neboog and Trojanows{@003
find that poor prior accounting performance increases kediiood of CEO. Evidence is
also found suggesting that increasing the proportion ofexactutive directors and end-
ing the combined Chairman-CEO role reduces CEO tenure. réhidt is found using a
binominal model of CEO turnover and duration analysis isduse a robustness check.
Again however, our model, unlike theirs, will analyse thepant of predictor variables on
all the competing risks of CEO exit. This is fundamental to analysis as we believe
that our performance and insider variables will impact thigeent risk types in differ-
ent ways. For instance, we expect good performance to ratiecesk of dismissal but
increase the likelihood of being headhunted.

In this chapter, we seek to examine issues surrounding ti®pility and mode of CEO
exit using a dataset which is unique in terms of its detadllttws us to model the duration
of CEO tenure and to ascertain the varying likelihood of CE@ &sing a competing
risks framework. This permits us to test between a numberetompeting hypotheses
outlined above by deriving the determinants of competingsates for appointed CEOs.
Section3.3 gives an overview of the data, including a graphical inspeadf the hazard
rates before a more formal semi-parametric analysis isepted in Sectior3.4. Section
3.5concludes.

3.3 Data

As in chapter2, the primary information used in this study is supplied bynifiest and
comprises all UK companies that have featured in the FTSBi8&X during any finan-
cial year between January 1996 and December 2005. A majangalye of Manifest’s
data is that the name of the CEO, together with their appantrand departure date
are identified. The period chosen covers a full economic cycle, with marketvth
until 2001, subsequent decline and recovery. Moreovempén®d under analysis is par-
ticularly interesting given the steady flow of corporate ggmance reforms designed to
improve the transparency and accountability of boardsedtment trusts that contained

’Again, to avoid survivorship bias as far as possible, corigsathat drop out of the index prior to 2006
are included in our sample unless the company is no longdichuquoted.
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no executive directors are excluded from the sample, atth@elf-managed investment
trusts are retained. Manifest’s data was further supplésdenith other control variables
from Thomson Datastream. Summary statistics are providédhle3.2

Table 3.2: Sample Description
1996-2000 2001-2005 1996-2005

No. of companies 505 508 590
No. of CEOs 676 759 1179
No. of CEO exits 333 579 912
No. of interim appointments 23 84 107
% of CEOs exiting (excluding interim) 47% 73% 75%
Total Observations 2120 2413 4533
Survival times, years

1st quartile 2.53 2.18 2.33

Median 5.41 4.00 4.34

3rd quatrtile 10.01 6.51 7.24
Age

1st quartile 46 45 46

Median 51 50 51

3rd quatrtile 55 55 55
Total Shareholder Return

1st quartile -9.40% -18.00% -13.48%

Median 11.74% 8.35% 10.12%

3rd quartile 33.40% 26.30% 29.60%
%lInsiders on board (median)

Company assessment 0.510 0.500 0.500
Sales (median) (2004,) 563m 573m 570m
Board Size (median) 8 8 8

Over our sample period we observe 1179 CEOs working for 59@paemies. Of these,
912 end with the termination of the CEO’s contract. The mediarvival time for a CEO

is about % years. Note that, in line with popular perception, the prtipa of CEOs
experiencing an exit event is significantly higher in theosetperiod, with the median
survival time being approximately%]years shorter in the second half of the sample. This
increase is shown year on year in fig@& This decline in average CEO tenure coincides
with a decline in market performance, as measured by totakslolder returfi.

The table also reflects the institutional changes over th@gewith the percentage of
insiders falling steadily during the period (Figl8&) and the percentage of non-executive
directors rising. The percentage of insiders is defined eaptbportion of the board that
consists of executive directors and affiliated non-exeeudirectors.

There are a number of ways in which a CEO can leave their pasibinly one of which is

8Total shareholder return reflects both the capital gain fittermovement in the share price and income
from dividends.
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Figure 3.1: CEO Exits Over Time
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dismissal. We conducted an electronic search of the CE@®raaound the dates of their
exit using Lexis/Nexis database, the Financial Times Areti Google News Archives
and Regulatory New Service announcements to identify ttoaicistances under which
the CEO exited. As the CEOs in our sample belonged to compamithe FTSE 350,
information was found in all cases. This allowed us to spk éxit events into 9 types,
details of which are given in Tab3,

CEOs are rarely officially ‘dismissed’, with only 10 CEOs fauing this fate in the 10
years of the sample. This is consistent vitarner, Watts, and Wruad 988 who found
only one example where the CEO was sacked out of 272 US firmmgebat 1963 and
1978 andMNeisbach(1988 who found only nine performance based dismissals out of 286
succession events. In many cases it is suspected thatdeicerslescriptions are used,
either to avoid further damage to the ousted executive'stegjon or to facilitate the
conclusion of negotiations over compensation. There@sscond performance-related
category was established to identify instances where th &€l resigned under pressure
from the board and/or shareholders. Extreme care was takelassifying the mode of
CEO dismissal. Only where clear evidence was found to shaivttte CEO had been
involuntarily removed from their position, the CEO was ddesed to have been ‘ousted’.

In the majority of cases, the classification of exit type wagightforward as the ousting
of a FTSE 350 CEO would be reported by numerous businessesolée assume these
sources are reliable on the basis that inaccurate covefagdigh profile event would
incur a penalty to the reputation of the reporter’s credipilHowever, in a small num-
ber of cases, no clear reason was given for the departure€BHO and we could find
no clear evidence of either an ousting or an immediate appeint to another company.
These were put into an ‘unclassified’ departure categorye dbsence of any press ru-
mours of dismissal suggests these cases were not among teegregious examples of
CEO behaviour, but it is suspected this category includgsuderes from a number of
causes, including changes of career, moves to privateyecpitpanies etc. Company an-
nouncements of such departures often contained referéméasily or personal reasons
(for instance where the CEO wished to relocate to anothartcpu

Whilst we initially considered dropping these unclassiftegbartures entirely, we have
retained the category since a failure to find evidence ofeirar other dismissal in the
many business sources searched is itself instructive.gusiranalogy from the medical
literature- where most competing risk studies are pubtishéropping the unclassified
cases would be comparable to ignoring deaths without @sipmptoms!
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The appropriateness of our classification of exit is sugubbty a number of secondary
statistics which we present above. TaBld shows that those executives who lose their
jobs if ousted, along with those that retire, are relativalitkely to find future-employment
in FTSE-350. Those who's departures were ‘unclassified’ase unlikely to be re-
employed. Unsurprisingly, those that are headhunted, Isattaose that lose their job
due to a change of ownership, are relatively likely be re{eggd.

The table also shows CEO age by exit event. CEOs who retirbecome part time
directors, have the oldest median age of 56. By contrast, CtB@ are ousted have

a median age of 50. ‘Unclassified’ departures appears to hstiaad category, with a
median age of 54.

Finally, the table shows the proportion of CEO’s who exit be kast day of the month by
exit type. Directors who retire, or retire to a part time piosi, tend to serve until the end
of the month, whereas those that are ousted or dismissedim@veontract terminated
during the month. Again, ‘unclassified’ departures appedeta distinct group.

Table 3.3: CEO Turnover by Mode of Exit

1996 — 2000 2001 — 2005 1996 — 2005

Number % Number % Number %
Dismissed 3 0.90 7 121 10 1.10
Ousted 41 12.31 84 1451 125 13.71
Internal Change 28 841 28 4.84 56 6.14
Interim Appointment 23  6.91 84 1451 107 11.73
Retirement 90 27.03 162 27.98 252 27.63
Retired to Part Time 30 9.01 54 9.33 84 9.21
Change of Control 74 22.22 89 15.37 163 17.87
Head-hunted 23  6.91 27 4.66 50 5.48
Unclassified 21 6.31 44  7.60 65 7.13
Total exits 333 100 579 100 912 100

A common occurrence during the sample period was that tkes aflChairman and Chief
Executive were split, consistent with the post-Cadburpnemendation for best practice.
We code these cases separately as ‘internal change’ sexddmot appear to constitute
a forced CEO exit. We also code separately those CEO ex#im@rirom restructuring
or change of contrdl. ‘Interim’ appointments to the CEO’s position generallysarias
a consequence of the sudden departure of the previous CED, sameone, most often
the Chairman, steps in to fill the role of Chief Executive oragetaker basis. As these
appointments are temporary by definition we exclude them foar analysis.

%Indeed, in some cases the CEO continues as CEO of the new ngmpa
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Table 3.4: Characteristics of Individuals by Exit Event
Event N Median Age Mean Age % Re-employed % exit
in FTSE 350 at month end

No Exit 303 49 49.06 - -
Dismissed 10 52.5 49.6 10.00% 20.00
Ousted 125 50 50.51 2.45% 18.49
Interim 56 53 51.05 - 21.43
Retirement 239 56 54.75 0.39% 42.86
Retired to part-time 84 56 54.14 0.00% 40.48
Change of control 163 50 49.25 10.42% 6.13
Headhunted 50 49 47.96 16.00% 36.00
Unclassified 65 54 52.13 0.00% 26.15
Total 1095 52 51.12

Table3.5breaks down CEO tenure by exit event. The survival timesavest for interim

appointments, as might be expected, followed by those wabeadhunted, who also tend
to be relatively young. Those who are dismissed and oustesltha next shortest tenure.
Those whose positions end with retirement generally hagddhgest tenures and are

oldest at exit. This further illustrates the importancearefully distinguishing exit states
in any empirical analysis.

Table 3.5: Tenure by Exit Event

Survival times Age at exit

Lower Median Upper Median Mean

quartile quartile
Dismissed 2.0 2.4 5.0 52.5 49.06
Ousted 1.9 3.0 4.5 50 50.51
Interim appointment 0.3 0.5 0.8 53 51.05
Retirement 2.5 4.8 7.5 56 54.75
Retired to part-time 2.5 3.6 6.0 56 54.14
Change of control 1.4 2.3 4.4 50 49.25
Headhunted 1.7 2.9 5.1 49 47.96
Unclassified 1.9 3.6 6.3 54 52.13

Note: Survival times allow for left truncation and right seming.

This table illustrates that existing research on executveire is likely to suffer from
two inter-related difficulties: first, CEOs resign for a \&yi of reasons some of which
(e.g. being headhunted) may be associated with succes® @@ dismissal) with
failure and others (e.g. retirement) may have ambiguousmeance associations. This
clearly requires any analysis to allow for different deteramts for the alternative exit
states. Datasets which do not distinguish between thespetorg events have distinct

disadvantages to those, such as ours, that can. We now eohsi best to model the
duration of CEO tenure.
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3.4 Duration analysis

Duration analysi¥ has developed as a method to consider the probabilitiestdfem a
state conditional upon survival up to a point in time. Duwatanalysis is commonly used
to examine data in the biological and medical sciencesnerging and technology adop-
tion literatures. It has also been applied in the politicaé¢sces and in studies modelling
unemployment durations.

Duration analysis dominates linear regression for the gegpof analysing time to an
event because linear regression models assume normaltg wistribution of residuals
(Cameron and TrivedR005. Distributions of time to an event violate this assumpfiion
ways to which linear regression is not robust. Duration ysialsubstitutes the assump-
tion of normally distributed residuals with a more reatistind appropriate distribution
for the error term Cleves, Gould, and Gutierre2002. In addition, duration analysis
can handle time varying and time invariant regressors,aredsand truncated observa-
tions, multiple exits from the same individual, competingks, altogether in a coherent
framework Kiefer, 1988. For these reasons we will proceed within the durationyansl
framework rather than follow the logit model approach thad been used previously in
the literature’.

As we are interested in knowing how the risk of exit changesr ¢éime, one of the most
useful concepts of duration analysis for our purposes i©ifzard rate. The hazard rate,
A(t), represents the instantaneous rate of exit at a particolat jm time. Instantaneous
in the sense that it represents the probability that a CEO késooccupied some state
until time t will leave that state in the infinitesimally shdime interval) ¢ aftert. Where

T is the time to event:

o PIt< T<t+0tT >t
)\(t):(gé_,o [ = | ]

(3.4.1)

The hazard function reveals how the risk of CEO of exit vadiesng the course of their
tenure. If‘S?—(tt) > ( then the CEO is increasingly likely to experience an exinévé@he
hazard function does not need to be monotonic over the whaslegh Indeed, we will be
interested to know when it is positive and when it is negative

The hazard function can be combined with a parametric maodetder to test the sig-
nificance of covariates using maximum likelihood estinta(®ILE). Given a parametric

10Also referred to survival analysis in the biomedical anceoiiteratures.
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hazard function\(¢;; ), wheref represents a set of parameters, the likelihood contribu-
tion for thesth durationt; is:

f(ti;0) = A(ti;0).5(t:;6) (3.4.2)

Leading to the likelihood function:

N
L(0) = [ [ Mts;0).S(t:;0) (3.4.3)
And log-likelihood:
10) = [ o At 0) + [[1m S(ti;0) (3.4.4)

So maximum likelihood estimates férfollow by optimizing((#) for a given parametric
hazard function. That is, one needs to assume an expliait for the underlying hazard
function (the hazard function for which all covariates aggia to zero). The choice
of hazard function should be driven by economic theory wéspect to the underlying
data generating process. Failure to select an appropraaardh function will result in
inconsistent likelihood estimates of the covariat€arfieron and TrivedR005. This is
potentially a problem, for we approach our data without mpadbr knowledge of the
shape of the baseline hazard.

In modelling the duration of CEO tenure, we will adopt tBex (1972 proportional
hazard model which allows estimation of coefficients of theariates without restricting
the shape of the baseline hazard. A hazard based analysisfid as our data contains
both left truncation (as some CEOs began their tenure pritré sample start date) and
right censoring (as some CEOs have not completed theirgdnuthe end of the sample)
both of which can be readily handled in this framewdérk

3.4.1 Non-parametric analysis

Prior to estimation, we briefly present a graphical analgbibe hazard rate by exit type.
To do so, we combine the possible exit types into three grokpsced exits (dismissals
and ousted), retirements (including remaining as Chaijraad other exits (headhunted,

11see sectio.4.2
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change of control and unclassifi€d).

Figure 3.3: Cause Specific Hazards
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Figure3.3 demonstrates the different likelihood of exit to the conmmeexit states over
the tenure of a CEO. At the start of a CEO’s employment, thst ldeely reason for exit
is retirement, though this probability steadily increaasgime passes. The risk of being
forced out rises steadily in the early years, peaks in tHeyiar, and declines thereafter-
eventually becoming the least likely exit state. Hence,eoiie CEO has completed 6
years, the most likely form of departure is retirement.

Since one might expect different influences to impact on teahd rates for forced exit
and retirement, Figur8.4 examines the impact of firm performance. We would expect
poor firm performance to have a stronger influence on the dadorced departure than
the hazard of retirement. For simplicity, we identify fowgrformance quartiles deter-
mined by the annual total shareholder return (TSR) rankiiigizvthe FTSE 350.

Figure3.4shows that TSR has an impact on the hazard of forced exit hvtllivergence
between the bottom and top quartile performers increasirig) year four and remain-
ing higher until year 12. With respect to retirements, thedoquartile performers also
have a marginally higher risk of exit up to year 10 or 11, whschild reflect CEOs with

Interim appointments are not regarded as an exit type.
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Figure 3.4: Breakdown by Firm Performance
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disappointing performance retiring early.

To investigate the possibility that CEOs may be less likelyp¢ ousted from ‘captured’
boards, Figure.5 compares the hazard rates of those CEOs who have an insiater do
inated board with those that have independent boards. Adeaeen, the hazard for
forced exits is consistently lower if a board is dominatedrsiders. This is suggestive
of an entrenchment effect. Although the effect is less alsjohe probability of early re-
tirement is also less in dominated boards, also suggestingreehment. Moreover, since
the difference in the hazard between the dominated boamish&nindependent boards
is greatest between years 9 and 12, this is consistent watimakion that it may take a
number of years for a CEO to capture their board.

3.4.2 Semi-parametric analysis

All Exit States

Whilst the graphical analysis is indicative, many addiéibiactors could be impacting on
the probability of CEO exit. We therefore proceed with anrexuetric analysis. In stan-
dard parametric survival analysis one needs to assume &oiefgum for the underlying
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Figure 3.5: Breakdown by Board Type

Forced Exit Retired

Sx
=3 1
[}
g
o 4
T T T T T T T T T T T T
0 3 6 9 12 15 0 3 6 9 12 15
CEO Tenure (years) CEO Tenure (years)
— — — - Dominated Board — — — - Dominated Board

Independent Board Independent Board

hazard rate, which imposes restrictions on the range ofvalie behaviour. By contrast,
the Cox (1972 proportional hazard model is a semi-parametric methadhich allows
the estimation of the impact of a covariate without restigthe shape of the baseline
hazard. This is convenient for our purposes since we havef@ns concerning the form
of the underlying baseline hazard. Under the Cox model, #zaitd rate that the jth CEO
faces is multiplicatively proportional to the baseline &al; \y(¢), that all CEOs face,
modified by covariates; (Cleves, Gould, and Gutierrg2002).

Atles) = Mo(t) exp(a;5,) (3.4.5)

The Cox model performs separate binary outcome analyseshtod the ordered failure
times returning the probability of the event for those whpexenced that event at each
time. Values of7, are then determined by maximizing the likelihood of the tisrcwhich
combines all the separate binary outcome analyses. As nmasien is made regarding
the distribution of failure times in the individual analgs@o assumption is required when

13semi-parametric in the sense that time is not parametetisgedhe impact of the covariates is param-
eterised.
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the Cox model combines the analy¥es

Figure 3.6: Sample Durations
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Like most survival data, Manifest’s data is ‘right censorasl some CEOs (subjects one
and five in figure3.6) have not completed their tenure by the end of the samplehtRig
censoring requires us to define censoring indicators:

e §;, = 1ifthe observed duration is completed.

e Y; = 0 if the observed duration is right-censored.

In order to maintain consistent estimation in the preserfceensoring, the censoring
mechanism must be non-informative. The completion of domaf; and censoring time

C; are required to be independent, otherwise the non-censtsstvations will not be

representative of the whole sample. In other words, at amgngpoint in time, censoring

must not occur because a CEO has an unusually high or low eltdmxiting the sample,

given the set of parameters. The observations in our dategateensored when the CEO
is still in office at the end of the sample period. Thus our ceing mechanism is entirely
undiscriminating, affecting all CEOs regardless of theimure, equally. Therefore, our
estimated coefficients should be free from any potentias tiat may arise when the
sample is right censored.

14The Cox model only concerns itself with the ordering of fegltimes, not the distribution of failure
times. The baseline hazakg is, therefore, left unestimated.
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Subjects one, two and three in figuBé are appointed prior to the sample start date. The
period between appointment date and sample start datersaeto as the (left) truncation
period. The subject can not be considered as being ‘at riskheexit event during this
period as they are only observed because they surviveduhestion period. CEOs that
exited prior to the sample start are unobserved (subjecinvigure 3.6). To adjust for
left truncation in the Cox model, the subject is omitted fraliindividual binary outcome
analyses during the truncated period.

Results

Table 3.6 shows the results from running a basic Cox proportional tiszenodel with
all exit states constituting a single failure evéntThe t-statistics indicate whether the
co-variate has a statistically significant impact, as ndridawever, for ease of interpre-
tation, hazard ratios are reported, and thus a coefficieltates the probability of exit
compared to the baseline. A number greater than one inditta¢ehazard is increased, a
number less than one indicates that it is decreased.

The null hypothesis of this chapter is that poorly perfoqn@EOSs are dismissed. In
our regressions, the total shareholder return variabkgtiig annual performance quar-
tiles compared to the lower quartile performers in the FTSH Bidex. TSR ranking

against FTSE 350 companies is a commonly used performanagsumeein equity incen-

tive schemes.

The rationale for choosing annual TSR rather than a cunvelatieasure of TSR is that
TSR incorporates past performance and market expectasidiusure performance and
should therefore be closely aligned with current sharedrosdtisfaction of managerial
performance. Cumulative TSR is incorporated later on is thapter in an attempt to
distinguish between more subtle hypotheses (see se8i#b® but the results indicate
that current TSR is the more important determinant of CE®. ekine only accounting
measure for which sufficient data was acquired was underlyannings per share (EPS),
as recorded by Manifest. However, EPS growth was not fourketsignificant in the
determination of the likelihood of exit and therefore natluded in the analysis.

Even with all exit states bundled together, the impact ofva performance ranking is
clear. The probability of exit for low to median performess16% that of the worst
performers, whilst those in the upper quartile have a hatretds only 46% of the lowest

15The model is estimated in STATA using the stcox command.
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quartile.

The theoretical caveat to our null hypothesis is that theahof dismissal is mitigated if
the CEO is able to entrench themselves and capture the boalote 3.6 shows that the
insider variables are also important. Increasing the ptapoof independent directors
on the board by 20 percentage points, whilst holding thd toienber of directors the
same, would result in an increase in the hazard rate of appadely 14%. In addition,
CEOs with larger boards face lower hazard rates, with thelteemdicating that losing 4
directors from the board would increase the hazard rate b§. 38ye also has a positive
impact on the probability of exi# A 65 year old CEO has double the hazard rate of a 55
year old.

Boards which comprise a greater proportion of directorsoappd during the tenure of
the current CEO result in lower hazard rates. In the UK, dinescare appointed by the
Nomination Committee, a subcommittee of the board, typidat by the chairman or a
non-executive director. However, the CEO or other exeeudivectors may also sit on this
committee. The percentage of the Board appointed by the GiEi@ble is constructed by
recording the proportion of the board appointed during émeite of the CEO. This vari-
able is a proxy for the friendliness of the board towards tB©®n the presumption that
the CEO is unlikely to preside over the appointment of hedtdard members. The aver-
age length of service of the non-executive directors dsethe hazard, suggesting that
a non-executive director does not become more rigorous attarmg with experience,
but rather the CEO carries more influence the longer thetdirserves in office.

The ownership structure of the firm may also be important tereining CEO turnover

(Fama and Jenseh983 Demsetz and Lehr1l985. CEO’s who hold large portions of
the company’s equity relative to the company’s major shaltgrs may be better to resist
pressure to resign from such shareholders. To control fey we include the difference
between the equity holdings of the largest shareholderckblolder) and those of the
CEO. The results indicate that the higher the relative Imgigliof the blockholder, the
more likely the CEO is to exit their position. A ten percerggmpint increase in the
difference between the holdings of the blockholder and tB®Cesults in a 13 percent
increase in the likelihood of exit.

It is possible that the governance of the company modifiesffieet that performance has
on the likelihood of CEO exit. To investigate this, we intgrhoard size, % insiders, %
board appointed by the CEO and average non-executive tevitlr¢he total shareholder

6Age is entered as a squared term beginning at age 50.
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Table 3.6: Hazard to Any Exit

a b

Total shareholder return

Lower quartile-Median 0.764*** (-2.83) 0.530 (-1.13)

Median-Upper quartile 0.612*** (-4.59) 0.432 (-1.37)

Upper quartile 0.458*** (-7.20) 0.367* (-1.85)
Ln Sales 1.092*** (2.99) 1.094*** (2.96)
Age 1.005*** (4.06) 1.005%** (4.08)
Board Size 0.918*** (-4.47) 0.905*** (-3.04)
% Insiders on Board 0.322%** (-3.44) 0.323*** (-3.18)
% Board Appointed by CEO  0.257*** (-6.64) 0.248*** (-5.08)
Ave NED Tenure 0.909*** (-4.87) 0.894*** (-3.44)

Block equity-CEQO equity 1.013%** (4.20) 1.013*** (4.08)

Total shareholder return interactions

Board Size
Lower quartile-Median 1.028 (0.66)
Median-Upper quartile 1.010 (0.23)
Upper quartile 1.024 (0.50)
% Insiders on Board
Lower quartile-Median 1.073 (0.12)
Median-Upper quartile 1.076 (0.12)
Upper quartile 0.968 (-0.05)
% Board appointed by CEO
Lower quartile-Median 0.936 (-0.18)
Median-Upper quartile 1.145 (0.32)
Upper quartile 1.081 (0.17)
Ave non-executive tenure
Lower quartile-Median 1.029 (0.62)
Median-Upper quartile 1.031 (0.59)
Upper quartile 1.000 (0.00)
N 3364 3364
No. CEOs 871 871
No. Failures 607 607
Wald (x?) 252.096(19) 256.561(31)

1. Robust t-statistics, clustered on CEO, are reportedeip#rentheses.
2. *** Significant at 1%. ** Significant at 5%. * Significant at0b.
3. Year dummies included.
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return variables. The results are show in columoi Table3.6. None of these interactions
are statistically significant and so the structural measofrentrenchment described above
appear not to diminish the impact of performance on theihkeld of exit.

Competing risk estimates

By grouping all exit types together, the model presentecainlds3.6 implicitly assumes
the same underlying hazard rate across all failure typeseMer, as we have seen, there
are good reasons to suspect that the baseline hazard ig tikehry depending on the
event from which the CEO is at risk. For example, under aneastiment hypothesis,
one would expect the hazard of dismissal to reduce over thessemf the CEO’s tenure
but the hazard of retirement will increase. One strategysasl byGeddes and Vinod
(1997, is to exclude observations that experience the competregt and just analyse
the event of primary interest, in this case dismissal. Harea more efficient and in-
formative approach is to directly compare alternative sbates in a common framework.
We therefore adopt a competing risks methodology (Premticd. (1978, Kalbfleisch
and Prentic€1980). The risks are competing in the sense that the exit stadawatually
exclusive (i.e. upon retirement the CEO can no longer beidsed) and thus each event
censors each other event. We distinguish between threeatomgexit types: forced de-
partures; retirements; and other exits. We follow the metbfd_unn and McNeil(1995
and stratify by risk type, since we do not wish to restrict blaseline hazards of the dif-
ferent risk types to share a constant ratio. This is achibyedliplicating the data so that
there are three entries per observation, one for each ek ihe duplicated entries show
the other risk types and are always censored. If the origibsérvation is right censored,
then three entries exist, one for each failure type, all attlare censored. A Cox regres-
sion, stratified by failure type, is then performed with tloeariates interacted with each
risk type. By this method we can identify how the covariatepact upon each competing
risk.

Examining the competing risk estimates, a clear distimctan be observed in Table
3.7 with respect to the influence of covariates upon CEO turno¥@m performance
is critical in the hazard of a forced exit, with CEOs of firmstire top quartile having
a hazard rate only 20% of that of the bottom quartile. In @stirperformance has a
positive impact on exits to other states, presumably as jpggformers move on to other
jobs.
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Table 3.7: Hazard to Competing Risks

Forced Departure Retirement Other Forced Departure Reteat Other
Total shareholder return
Lower quartile-Median 0.402%** 2.220** 2.072** 0.246 2.68 4.762
(-3.70) (2.69) (2.34) (-0.90) (0.56) (0.83)
Median-Upper quartile 0.360%** 1.829* 2.034** 0.074* 8.66 10.477
(-4.17) (1.93) (2.21) (-1.70) (1.10) (1.20)
Upper quartile 0.196%** 3.317%x* 2.325%* 0.103 10.907 2.99
(-5.15) (3.28) (2.18) (-1.19) (1.13) (0.43)
Ln Sales 1.194* 0.933 0.883 1.209** 0.922 0.869
(2.53) (-0.80) (-1.42) (2.60) (-0.91) (-1.55)
Age 0.999 1.008*** 0.998 0.999 1.008*** 0.998
(-0.41) (2.84) (-0.58) (-0.41) (2.78) (-0.52)
Board Size 0.936 0.966 1.003 0.910 0.999 0.987
(-1.42) (-0.60) (0.05) (-1.42) (-0.01) (-0.13)
% Insiders on Board 0.205** 2.252 1.707 0.182** 2.137 2.423
(-2.08) (0.88) (0.54) (-2.16) (0.76) (0.85)
% Board Appointed by CEO 0.196*** 2.260* 0.957 0.147%*= 284 1.964
(-4.26) (1.72) (-0.10) (-3.77) (1.55) (0.97)
Ave NED Tenure 0.806*** 1.160** 1.150** 0.814** 1.155 1.120
(-3.57) (2.24) (2.00) (-2.38) (1.35) (1.09)
Block equity-CEO equity 1.017* 0.994 0.997 1.017* 0.993 .906
(2.38) (-0.72) (-0.36) (2.48) (-0.82) (-0.41)
Total shareholder return interactions
Board Size
Lower quartile-Median 0.997 1.045 1.034
(-0.03) (0.37) (0.26)
Median-Upper quartile 1.121 0.829 0.949
(1.29) (-1.49) (-0.42)
Upper quartile 1.023 0.957 1.093
(0.16) (-0.28) (0.53)
% Insiders on Board
Lower quartile-Median 1.643 1.026 0.284
(0.30) (0.01) (-0.59)
Median-Upper quartile 1.130 1.218 0.662
(0.08) (0.10) (-0.21)
Upper quartile 2.096 0.462 0.391
(0.36) (-0.34) (-0.37)
% Board appointed by CEO
Lower quartile-Median 3.278 0.189 0.141*
(1.29) (-1.46) (-1.69)
Median-Upper quartile 0.774 2.572 0.788
(-0.29) (0.81) (-0.20)
Upper quartile 2.982 0.316 0.138
(0.78) (-0.72) (-1.19)
Ave non-executive tenure
Lower quartile-Median 0.878 1.128 1.221
(-0.77) (0.64) (1.05)
Median-Upper quartile 1.152 0.877 0.846
(2.09) (-0.85) (-0.97)
Upper quartile 0.835 1.115 1.262
(-1.20) (0.63) (1.22)
No. CEOs 871 871
No. Failures 607 607
Wald (x2) 375.810(59) 410.609(95)

Equality of coefficients across riskg?)

78.97(20)**

104.96(44)*+*

1. Robust (clustered around CEO) t-statistics reportetigrparentheses.
2. *** Significant at 1%. ** Significant at 5%. * Significant at0%b.

3. Year dummies included.
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Table 3.7 shows that CEOs with a larger proportion of the board appdiwiuring their
tenure are at significantly lower risk of dismissal. Cetgrsibus, increasing the pro-
portion of the board who have been appointed during the éeatithe CEO by 50 per-
centage points reduces the risk of dismissal by 40%. Boamgpuasing longer serving
non-executive directors also reduce the risk of dismiswathie CEO.

As with the single risk estimates, we also interact the perémce with the governance
variables, but again these effects are largely insignificBmerefore, we are unable to con-
clude that the impact of poor performance upon dismissaésiisced in weakly governed
firms.

To summarise, we have provided evidence that poorly peif@yif@EOs are at a greater
risk of dismissal. We have also shown that governance nsatt#Os with larger boards,
with more directors appointed during their tenure, witrabshed non-executive direc-
tors and with a greater proportion of insiders have lowerlézates of dismissal. Yet,
we fail to find evidence of an interaction between perfornesared governance.

Robustness Checks

The percentage of insiders is the proportion of the boardisting of executive direc-
tors and affiliated non-executive directors. To determimependence, the companies’
own assessments of the directors’ independence is usedpdues are required to state
whether or not each serving director is independent acegrti criteria laid out in the
Combined Cod€2003.

Some concern has been raised in the literature regardinglibbility of company own
assessmentd.ify, Pope, and Young2003 Young 2000. To examine whether our re-
sults are sensitive to this issue, we re-estimated the nusited) Manifest’s assessment of
independence, which is based on criteria differing onlygimely from those suggested
by Lin, Pope, and Young2003?!". The results of this estimation are given in TaBI&.
With the Manifest measure, tlé Insiders on boardoses statistical significance. This
is because of the higher correlation of the Manifest measitreaverage non-executive
tenure (since in the Manifest measure a non-executivetdir@dll fail independence if
they have been on the board for more than 9 years, whereasrigaay measure would

Manifest’s assessment does not fail directors on the solelhe grounds that the director represents
a venture capitalists (although many such directors waailduhder Manifest's assessment if they hold a
major equity stake) and Manifest would not fail solely on ¢ieunds that the director receives more than
£50,000 in fees (but again many such directors would fail tveiogrounds.)
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not typically fail for tenure alone). The results for the @tlvariables are not qualitatively
different from the results given in the paper. Since the camyglefinition is readily avail-
able and widely used, for comparative purposes our spetificases the companies’ own
assessments.

It may also be sensible to briefly explore how sensitive ogults were to the classifi-
cation of the nine original exit states into the three usetheanalysis. To investigate
this issue we have experimented whether ‘unclassified’ rieygs might be better classi-
fied as forced exits or retirements. The results are giverabi€l3.9 below, and are not
qualitatively different from those in sectid4.2 perhaps because of the relatively small
number of unclassified exits. Finally in TalBelOwe experiment with ‘unclassified’ as
a 4th distinct risk type. Although the results for other siglo not change markedly, the
relatively few number of ‘unclassified’ exits makes the tiskhis exit state badly defined
statistically. In the absence of additional informatiotatieg the unclassified exits, our
preferred specification is based on our initial aggregation

Performance Revelation vs Entrenchment

In the non-parametric analysis in secti®d.1we showed that the hazard of forced exit
varied over a CEQ'’s tenure, increasing until year 4 and diegji thereafter. This is a
pattern that we might expect to see under entrenchment. dtexrdhrate will decrease if
the CEO captures the board, which might take the CEO a nunilyeraos. Now, even if
shareholders desire to remove the CEO, they will have loateisrof success due to the
increasingly entrenched position of the CEO.

However, Figure3.3 also describes what we might expect to see with performasce r
elation. As information regarding the CEOs ability incres®s a result of observing
additional years of firm performance under their tenureredi@ders may become more
willing to stick with the CEO, even if current performancergatively poor. However,
if the declining hazard is due to information revelation,weauld additionally expect the
impact of cumulative good past performance to make the CE€@ secure. To this end,
we additionally add the cumulative change in TSR rankinguoregression$® We then
allow the impact of the performance and insider variablesty, by splitting our sample
at 5 years of tenur®. Table3.11presents the results of this exercise.

8The cumulative change in TSR ranking captures performanak years since appointment, assuming
each year’s performance is equally important.
%We have experimented with break points at other tenureghlatat 5 years gives the model with the
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Table 3.8: Hazard to Competing Risks: Definition &6 Insiders on Board

Company definition Manifest definition
a b C a b

Total shareholder return
Lower quartile-Median 0.402*** (—3.70) 2.219** (2.69) 2.071** (2.34) 0.399***  (-3.74) 2.203** (2.67)

Median-Upper Quartile 0.361*** (—4.17)  1.829* (1.93)  2.034**  (2.21) 0.357** (—4.21)  1.802* (1.89)
Upper Quartile 0.195*** (—5.16)  3.323*** (3.28)  2.327**  (2.18)  0.191** (—524)  3.348** (3.31)
Ln Sales 1.194**  (2.53)  0.933 (-0.81) 0.883  (—1.42)  1.200** (2.43)  0.947 (—0.60)
Age 0.999 (—0.41)  1.008**  (2.84) 0.998  (—0.58)  0.999 (—0.47)  1.009%*  (2.93)
Board Size 0.936 (—1.43)  0.966 (—0.60)  1.003 (0.05)  0.933 (—1.42)  0.962 (—0.65)
% Insiders on Board 0.207** (-2.07)  2.237 (0.88)  1.704 (0.564)  0.395 (—1.24)  2.955 (1.19)
% Board appointed by CEO  0.196*** (—4.26)  2.260* (1.72)  0.956 (—=0.10)  0.199*** (—4.19)  2.308* (1.74)
Ave non-executive tenure 0.807*** (—3.57)  1.160** (2.24)  1.150** (2.00)  0.821** (—3.31)  1.138** (1.96)
Block equity-CEO equity ~ 1.017**  (2.38)  0.994 (-0.70)  0.997  (—0.37)  1.016** (2.31)  0.995 (—0.66)
N 10092 10092
No. CEOs 871 871
No. Failures 607 607
Wald 2 375.81 360.26

2.082%*  (2.36)
2.044%  (2.23)
2.360%  (2.22)

0.881  (—1.34)
0.998  (—0.56)
1.005 (0.08)
1.494 (0.41)
0.944  (-0.12)
1.140*  (1.88)
0.997  (—0.32)

1. T-statistics reported in the parentheses.
2. **=* Sjgnificant at 1%. ** Significant at 5%. * Significant at0®b.
3. Year dummies included.
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Table 3.9: Experiments with ‘Unclassified’ Exits

Unclassified as forced Unclassified as Retired Unclassifieg ped
Forced departure  Retirement Other Forced departure  Retinet Other Forced departure  Retirement Other

Total shareholder return

Lower quartile-Median 0.505%** 1.786*  1.675* 0.406%** 213%*  2.087** 0.398%** 2.212%  2.100*
(-3.46) (2.27) (1.75) (-3.66) (2.75) (2.23) (-3.72) (2.67) (2.24)
Median-Upper Quartile 0.390%** 1.713*  2.205** 0.364%** I53%  2.377* 0.356%** 1.862%  2.393*
(-4.58) (1.92) (2.57) (-4.12) (1.84) (2.56) (-4.22) (1.99) (2.58)
Upper Quartile 0.170%** 3.840%%  3.417% 0.198%** 2.796%%  2.996% 0.194%%* 3.237%%  2.089%
(-6.10) (3.93) (3.26) (-5.11) (2.84) (2.76) (-5.19) (3.21) (2.74)
Ln Sales 1.161%%* 0.959  0.897* 1.214%% 0.904 0.874* 1.2%5 0.918 0.871*
(3.04) (-0.61) (-2.01) (3.10) (-1.29) (-1.87) (3.02) (4)0  (-1.86)
Age 1.000 1.007%*  0.993* 0.999 1.008**  0.995 0.999 1.008  0.995
(0.15) (3.72) (-1.97) (-0.47) (2.66) (-1.31) (-0.50) (288 (-1.29)
Board Size 0.956 0.946 0.961 0.932 0.988 0.980 0.938 0.969 9790.
(-1.26) (-1.13) (-0.72) (-1.53) (-0.23) (-0.32) (-1.40) 065) (-0.33)
% Insiders on Board 0.152 3.142 4.127* 0.224%* 1505  2.874**  0.213 2.136 2.856
(-2.92) (1.39) (1.58) (-2.02) (0.46) (1.08) (-2.08) (0.84) (1.07)
% Board Appointed by CEO 0.293%** 1.500 0.457* 0.196%** 286  0.702 0.210%** 2.147* 0.680
(-3.55) (0.92) (-1.74) (-4.29) (1.89) (-0.74) (-4.11) @6  (-0.81)
Ave NED Tenure 0.859%** 1.090 1.072 0.809%** 1.155%  1.140*  0.806%** 1.155%  1.143*
(-3.18) (1.56) (1.14) (-3.53) (2.21) (1.85) (-3.56) (2.15) (1.85)
Block equity-CEO equity 1.019%+* 0.992 0.992 1.016* 0.995 0.996 1.018* 0.994 0.995
(3.43) (-1.12) (-0.89) (2.34) (-0.66) (-0.41) (2.49) (©)6  (-0.47)

1. T-statistics reported in the parentheses.
2. **=* Sjgnificant at 1%. ** Significant at 5%. * Significant at0Rb.
3. Year dummies included.



Table 3.10: Experiments with ‘Unclassified’ Exits Continued
‘Unclassified’ as 4th risk type

Forced departure  Retirement Other Unclassified
Total shareholder return
Lower quartile-Median 0.403*** 2.220** 2.085** 1.936
(-3.68) (2.69) (2.23) (1.53)
Median-Upper Quatrtile 0.363*** 1.838* 2.373** 1.316
(-4.14) (1.95) (2.56) (0.57)
Upper Quartile 0.198*** 3.321%**  2,999*** 0.523
(-5.12) (3.28) (2.76) (-0.79)
Ln Sales 1.195*** 0.934 0.884* 0.891
(3.12) (-0.91) (-1.87) (-1.42)
Age 0.999 1.008*** 0.995 1.003
(-0.41) (2.84) (-1.34) (0.81)
Board Size 0.934 0.966 0.977 1.084
(-1.52) (-0.61) (-0.37) (1.18)
% Insiders on Board 0.207** 2.283 3.065 0.395
(-2.16) (0.93) (1.16) (-0.66)
% Board Appointed by CEO 0.188*** 2.282* 0.706 5.465**
(-4.46) 2.77) (-0.74) (2.23)
Ave NED Tenure 0.806*** 1.159** 1.142* 1.198*
(-3.62) (2.26) (1.88) (1.83)
Block equity-CEQO equity 1.016** 0.995 0.996 0.998
(2.27) (-0.67) (-0.412) (-0.12)

1. T-statistics reported in the parentheses.
2. *** Significant at 1%. ** Significant at 5%. * Significant at0®b.
3. Year dummies included.
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Current performance, measured by total shareholder rdtwes indeed appear to become
less important after 5 years, as predicted by both the estireant and performance rev-
elation hypotheses. Our reported estimates also showrtbairipact of insiders on the
hazard of forced departures increases after the CEO hasrbeffice for 5 or more years.
This is consistent with the entrenchment hypothesis. Ndesade is found for information
revelation however- the coefficient on the change in TSRirgnkoves in the opposite
direction to that expected. This suggests that sharersoddertinue to regard recent, rather
than good past, performance as the key indicator of CEO ctanpe.

Governance Environment

As indicated in the introduction, the period of investigativas one of an ongoing pro-
gramme of corporate governance reforr@adbury 1992 Greenbury 1995 Combined
Code 1999 2003 Higgs 2003 which might be expected to have impacted upon exec-
utive tenure: First, as noted above, these changes had isegquence of progressively
reducing the contract length for UK senior executives fromeé years or more, in the
early 1990s to 12 months or less by 20@»Mbined Code2003. This would have had

a corresponding impact on the compensation requiremernl®iavent of severance and
hence be expected to reduce the costs of CEO dismissal. Ge¢berreforms from Cad-
bury onwards have consistently sought to strengthen tleeaiodl independence of non-
executive directors3olomon 2007). If successful, this would be expected to increase the
accountability of CEOs and increase the risk of dismissapfwrer performers among
their number.

Finally, if less obviously, there is a widespread perceaptlwat shareholder activism has
increased over the perioDévies, Platts, and Lewi2008. In part, this has been encour-
aged by corporate governance reforms which have increasssd shareholder voice - on
such issues as calling shareholder meetings, replaciagtdis, approving remuneration
committee reports etc.D@vies, Platts, and Lewi2008 - and thereby encouraged par-
ticipation at shareholder AGMs. This is reinforced by therégased role of shareholder
pressure groups and governance consultancies, such ateMaim providing alternative
sources of information to shareholders. However, abové edflects the view that the
growth of institutional shareholdings challenges the iresmbwisdom of the diffuse con-
trol of large public companiedP(RC, 2003. Indeed work such aseech(2001, 2003
suggests that effective voting control in many large UK camips could rest in the hands

highest log-likelihood.
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Table 3.11: Performance Revelation Versus Entrenchment

Tenure<5 Tenure>5
Forced Departure Retirement  Other  Forced Departure Retgat  Other

Total shareholder return

Lower quartile-Median 0.406%** 2.393** 1.464 0.320** 2.88 2.867*
(-3.06) (1.98) (0.96) (-2.12) (1.83) (1.72)
Median-Upper Quartile 0.359*** 1.432 1.565 0.231** 3.511* 2.536
(-3.17) (0.69) (1.02) (-2.40) (1.90) (1.28)
Upper Quartile 0.148*** 3.269* 2.037 0.186** 3.979* 1.731
(-3.59) (1.64) (1.09) (-2.40) (1.82) (0.64)
Change TSR Ranking 0.943 1.340 1.973 3.055* 0.285* 0.607
(-0.15) (0.51) (1.36) (1.60) (-1.68) (-0.60)
Ln Sales 1.194** 0.905 0.894 1.217* 0.928 0.865
(2.43) (-1.08) (-1.24) (2.05) (-0.72) (-1.41)
Age 1.001 1.014%* 0.990 0.998 1.008* 1.001
(0.35) (3.07) (-1.40) (-0.47) (1.67) (0.11)
Board Size 0.913 0.963 0.970 0.974 0.932 1.023
(-1.57) (-0.44) (-0.39) (-0.43) (-0.99) (0.31)
% Insiders on Board 0.345 3.723 8.220 0.045** 6.341 0.644
(-1.18) (0.93) (1.68) (-2.43) (1.34) (-0.30)
% Board Appointed by CEO 0.298** 0.271 0.227** 0.297** 1.311 3.297
(-2.07) (-1.42) (-1.99) (-2.09) (0.38) (1.48)
Ave NED Tenure 0.825** 1.086 1.132 0.862** 1.067 1.055
(-2.34) (0.70) (1.28) (-2.15) (0.88) (0.62)
Block equity-CEO equity 1.020** 0.987 0.992 0.993* 1.021 016
(2.42) (-1.00) (-0.65) (-0.58) (1.64) (1.05)
Wald 2 544.947(95)
Equality of coefficients: 101.84(30)

tenure< 5 & tenure> 5 (x?)

1. T-statistics reported in the parentheses.
2. **=* Sjignificant at 1%. ** Significant at 5%. * Significant at0®b.
3. Year dummies included.




of a few fund managers if they co-ordinate their voting. Rartore, the large abso-
lute size of these holdings reduces their liquidity and ébgrprovides an incentive for
intervention Leech 2003. Following the Myners’ Reports2001 2004 institutional
shareholders’ organisations have acknowledged the rofenaf managers in corporate
governanceavies, Platts, and Lewi2008.

Since changes in the governance environment have occuwgeegsively, but incremen-
tally, over the period, we test for their impact by splittiogr data at 2000 and labelling
the sub-periods thereby created as ‘pre-reform’ and ‘pefst-m’, respectively. The re-
sults of this exercise are given in Talel2 We find supportive evidence of an increase
in the importance of firm performance post-reform. In paitc, the hazard of forced
departure for the bottom quartile performers doubles betwvbe two sub-periods, with a
corresponding fall in the other exit states. There is songgastive decline in the hazard
for the top performing companies, although these changesarsignificant.

The results for our governance variables suggest a rathiet impact of the reform pro-
cess. Although the impact of insiders is weaker in the pdstmeperiod, the entrenching
effect of board members appointed by the CEO appears to naveased. However,
again, neither of these differences are statisticallyiggmt. In sum, our estimates cast
doubt on the success of the reforms in weakening the abilig/&Os to entrench them-
selves in their position.

3.5 Conclusions

We have presented evidence that the threat of CEO dismissabmnds to performance
as measured by total shareholder return. We have also shawthe threat of dismissal
falls with certain structural measures of entrenchmenih siscthe proportion of insiders
on the board or number of directors appointed during the GE@iure. However, we
were unable to find a strong interaction between governaméittons and the impact of
performance in determining the threat of dismissal.

Our investigation has also exposed distinct differencésden the hazard rates of com-
peting risk types and in the variation of these hazard rates ttme. Whilst the risk of
retirement increases steadily throughout the CEO'’s tertlieerisk of an exit under pres-
sure from the board and/or shareholders only increasesatofgar, after which time a
forced exit becomes decreasingly likely. Broadly speakswgh a result can be inter-
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Table 3.12: Impact of Governance Reforms

Pre-Reform Post-Reform
Forced departure  Retirement  Other  Forced departure Retémt  Other

Total shareholder return

Lower quartile-Median 0.260%** 3.103** 3.220** 0.526** 35 1.605
(-2.78) (1.97) (2.09) (-2.19) (1.57) (1.20)
Median-Upper Quartile 0.389** 1.583 1.676 0.367*** 1.772 .281**
(-2.26) (0.86) (0.99) (-3.22) (1.47) (1.94)
Upper Quartile 0.220*** 2.913* 1.081 0.181*** 3.423* 3.4B*
(-3.19) (1.89) (0.12) (-3.94) (2.54) (2.45)
Ln Sales 1.274* 0.822 0.954 1.183* 0.959 0.812*
(1.82) (-1.23)  (-0.29) (1.95) (-0.39) (-1.89)
Age 1.006** 1.002  0.993* 0.988** 1.019%*=* 1.007
(2.01) (0.69) (-1.80) (-2.11) (3.22) (1.12)
Board Size 0.976 0.970 0.976 0.899* 0.984 1.029
(-0.35) (-0.36)  (-0.29) (-1.76) (-0.22) (0.37)
% Insiders on Board 0.096* 4,792 0.958 0.280 1.533 3.505
(-1.83) (1.02) (-0.03) (-1.29) (0.36) (0.94)
% Board Appointed by CEO 0.349** 2.769 0.574 0.114%* 2.787* 1.480
(-2.05) (1.23) (-0.85) (-4.13) (1.65) (0.61)
Ave NED Tenure 0.833** 1.139 1.121 0.769*** 1.209** 1.165
(-2.25) (1.43) (1.21) (-3.14) (2.10) (1.50)
Block equity-CEO equity 1.019 0.977 0.990 1.018** 1.020 ar.0
(1.08) (-1.11)  (-0.47) (2.31) (0.86) (0.29)

Wald 2

Equality of coefficients:
Pre- and Post-reformy¢)

488.997(89)

56.41(30)

1. Robust (clustered around CEO) t-statistics reporteti@rpairentheses.
2. *** Significant at 1%. ** Significant at 5%. * Significant at0®6.
3. Year dummies included.



preted in two ways. Either boards are placing increaseditiuke competence of CEOs
who have survived until year four and therefore are moreforg in light of subsequent
poor performance. Alternatively, and less optimisticalliOs who survive beyond year
four are more capable of entrenching themselves in theiposiperhaps by filling the
board with compliant directors who are less rigourous inrtdaty as monitors of the
CEO's activity. Thus, the CEO is better able to resist pumisht for poor company per-
formance in the later years of their tenure. Our resultsydathe latter explanation, as
the composition of the board appears to be increasingly itapbas a predictor variable
in the determination of the hazard rate in the later yearsQE@®'’s tenure.

We also find a greater frequency of dismissals in the post peéiod. This is perhaps re-

flective of increased churn following the stock market dawntin 2001, but our reported

estimates also provide some support for the view that catpaovernance reforms have
made it harder for CEOs to resist the consequences of poog ppeformance. The post
2000 period is characterised by a higher ratio of outsidesctiors on the board and the
progressive reduction in average contract length has ma@eservice contracts cheaper
to terminate. These changes, reflecting a succession sfgesito the Combined Code,
are suggestive of a positive role for policy in increasing iticidence of performance re-
lated departures in UK business. However, the corporatergance reforms appear to
have been ineffective in reducing the ability of CEOs to @mth themselves during their
tenure. The threat of removal after year four continues ¢ede at least as fast as it did
before the implementation of most of the reforms.

3.5.1 Future Work

This chapter has achieved some interesting insights ir@dCBO turnover process, by
applying duration analysis within a competing risks frarogwv As we approached this
topic without prior knowledge of the shape of the baselineahd, a semi-parametric
method was employed. However, further work would do wellxplere the possibility
of adopting a full parametric form. Parametric models hdeedadvantage of using full
maximum likelihood in estimation. The estimated coeffitsanill be more efficient than
under a semi-parametric model and likelihood ratio testdxeaused to assess the model’s
goodness of fit.

The distributional form of the error term (i.e. the shapehefibaseline hazard) determines
the particular type of parametric regression model. Tharassl distribution would have
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to cope with the apparent initial increase and subsequetindan the hazard function
that is suspected in tenure of CEOs. Parametric models istéimelard proportional haz-
ards (PH) framework such as the Exponential or Weibull modeluld be inappropriate.
The Exponential model's hazard function is constant ovaetiwhile the Weibull’s is
monotonic. Rather, the distribution would belong to theede@ted failure-time (AFT)
framework which allows the slope of the hazard function targde sign over time. For
instance, the log-logistic model where the natural logamibf time follows a logistic dis-
tribution. Interpretation of the effect of covariates iretAFT framework is different to
the PH framework. In the PH framework an increase in a cotannreases the baseline
hazard as it does in ti@ox (1972 model, whereas under the AFT framework an increase
in a covariate implies a delay in failure, or an increase smekpected waiting time for
failure (Cleves, Gould, and Gutierre2004).

It may also be interesting to explore the extent to which weoked effects that are specific
to certain groups impact the results. Specific individufiteys or sectors may certain
unobserved attributes that increase or decrease thehlilagliof exit. While adjustments

for unobserved individual effects were made to the standemats used for inference on
the hazard ratios (by clustering on individuals), it migbtworth exploring the potential

of modelling these effects directly applying a ‘sharedlfyamodel.

This chapter controlled for the impact of ownership strueton CEO exit probabilities

with a measure of the CEQ’s holdings relative to those of éingdst shareholder (block-
holder). A complete analysis of control in a public compagyuires more detailed knowl-
edge of (at least the upper tail of) the distribution of vgtshares, as iheech(2007).

In particular, it would be useful to know the identity of thejor equity shareholders as
certain types of owners might be more vigilant in their monitg of CEO performance

than others. The collection of this data would be valuabtafty future related research.
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Appendix

3.A Definition of exit events

Table 3.13: Definition of Exit Events

Event Definition

Retirement Retirement (including early retirement, ils®r death).

Headhunted CEO gave notice to immediately pursue a positianother company.

Change of Control The CEO exits the sample due to their Cognpaimg acquired,
wound up or taken private.

Ousted The CEO leaves under pressure from the Board or sidees

Dismissed The CEO is officially removed from their positiginer by
shareholders or the Board.

Interim Appointment The CEO resigns having been appointégl@n a temporary
basis following a sudden departure.

Internal Position Change A positional change but the CE€xtffely continues as CEO.

Retired to Part Time Position The CEO retires to become aaxatutive director
or Chairman of the same company.

Unclassified The CEO exits the Company and there is no evidensuggest
they had resigned under pressure.
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CHAPTER4
Shareholder Activism and Voting

‘| can see you are going to give me an uncomfortable afterhoon

GlaxoSmithKline Chairman Sir Christopher Hogg to shardbd at the 2003 Annual
General Meetiny

4.1 Introduction

The concern that the managers of public limited companigsdesiate from optimising
shareholder returns is well documented. If corporate gausse is largely concerned
with *how suppliers of finance to corporations assure théweseof getting a return on
their investment’ $hleifer and Vishny1997) then a comprehensive examination of the
issue should include the myriad possible actions availab$tareholders to achieve this
end. ‘Activism’ by shareholders is one possible strateggtidsm is typically modeled
as a check managerial discretion thereby curtailing abasdsreducing agency costs
(Monks and Minow2004. This may include direct interventions by shareholdeid@n
exercising voting rights thoughtfully and independentigni the recommendations of
management.

Under theJensen and Mecklin@.976 principal-agent framework, corporate governance
devices, which could include activism, are employed up &gbint when the marginal
benefit of such devices equates to the marginal cost. Howgien the discipline of

The directors’ remuneration report was voted down by stadens. See ‘Glaxo defeated by share-
holders’, BBC News 19th May 2003.
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the market for corporate contfohnd other corporate governance devigéisis possi-
ble that the costs of direct shareholder intervention oiglwvéhe benefits. Traditionally,
shareholders are thought to do best by delegating thetinitiand implementation deci-
sions to management, retaining only powers of ratificatimhalimited monitoring func-
tion (Fama and Jenseh983. Complete managerial discretion in the decision making
process might even be inherently value-adding if it eliit®-specific investment from
managersBurkart, Gromb, and PanunZi997. Such investment could include the de-
ployment of managerial initiative in seeking out the mosifippable investment projects, if
one believes the use of managerial initiative increasesishareholders interfere Iéss
Therefore, active intervention by shareholders in theglesimaking process has been
regarded by some scholars as self-defeatiigk, Beck, and McKinnar2003. There

is a considerable body of evidence from the US that wouldeathat this assumption is
not unreasonabld?pound 1992 Black, 1998 Gillan and Starks2000 Romang 20013.
Karpoff (200])’s literature review of the impact of shareholder activisancludes that
while efforts by activists can achieve changes to targetpaoies’ governance structures
these do not translate into improved earnings or sharehtans.

The arguments that have been advanced favouring non-attareholders are founded
upon the lack of credible incentives experienced by shagden® to overcome the large
costs associated with activisi@(ossman and Hart980. As shareholders typically seek
to minimise their exposure to the variance of any one pdeiaiock by holding a diverse
portfolio of shares, holdings in any one particular stoak létely to be small. Thus an
active shareholder will only experience a fraction of returesulting from improved gov-
ernance. The costs associated with activism are thoughdrtoréite any private benefit.
Moreover, activism has the non-rivalrous and non-excligptoperties of a public good.
As such, shareholders experience the temptation to freeondhe efforts of other share-
holders. Any fund manager rewarded on the basis of perfacmesiative to a benchmark
would do better relative to the competition by doing nothamgl reaping the benefits of
others’ intervention. Thus it is thought that active shatdérs are neither capable, nor
possess the appropriate incentives to add value to thgattaompanies.

‘There has been, and there will remain, a dearth of credibleentives for

2The effectiveness of the market for corporate control haslmiscussed extensively in the literature
(Manne 1965 Grossman and Hart98Q Shleifer and Vishny1986).

3For example, remuneration contracts and the treat of dssthéss discussed in chapt@and3.

4Top managers often argue that compliance with sharehakgpectations of corporate governance rules
limits their ability to deliver shareholder value. See ‘Miass corporate governance box-ticking even af-
flicts FTSE 100 bosses’ Telegraph 18 July 2008.
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institutional investors to involve themselves more syatieally in corporate
governance matters and fund managers may be doing theiblgestaining
passive’ (Webb, Beck, and McKinnp8003.

However, LeechZ003 believes that the incentive and free riding problems tovesch
have been overstated. Firstly, if the check on managesakelion is sufficiently value
enhancing, institutions with only a small holding may ex@ece sufficient private incen-
tives to provide the public good of activism. Although imstions have low holdings in
percentage terms they may be large in absolute economis teltnis also unclear the
extent to which the transaction costs of activism are piitlad Moreover, there are real
costs associated with alternatives to activism such as éxitinstitution is unlikely to
be able to dump all their shares without depressing the girare. The free-riding prob-
lem remains, but a complete failure to engage in a value gdatitivity in the hope that
somebody else might do it appears rather ‘irrational andglagical’ (Leech 2003. It
is not unreasonable to suppose that institutions couldrdmate a commitment to ac-
tivism by establishing some sort of code of best practicehares the costs of activism
through membership of a lobby group such as the Associafi@ritish Insurers (ABI)
or National Association of Pension Funds (NAPF).

The notion of passive shareholders is inconsistent witlttimeentional wisdom that has
shaped institutional arrangements in the UK call for more participation by sharehold-
ers has been central to the ethos that has driven corponaegmce reform. Throughout
the 1990s, institutional shareholders have been encaditageecome active investors in
the governance of the companies in which they invelsinipe] 1998 Myners 2004).

It is acknowledged by governance activisidonks and Minow 2004 that institutional
arrangements, particularly relating to the election anglnaal of directors in the UK, pro-
vide much more scope for successful activism than in the Bl&k and Coffee1994
Karpoff, 2002, Bebchuk 2005.

The model of delegating the whole of the decision makingtiendo management is also
inconsistent with the beliefs of the managers of activisid; who presumably believe
that their interventions add value. Active investors seektrease value in the compa-
nies in which they invest by improving existing corporatesgmance practicesS(nith,
1996. The underlying assumption driving these practices i tbgoorate governance
is an important determinant of long term shareholder val@empers et alZ003 as-
sert that a strategy of buying firms with strong shareholdgrts and selling firms with

5See chaptet for an overview and history of UK institutional arrangensent
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weak shareholder rights would have earned an abnormahrefu8.5% per year during
the 1990s. Core et a20Q06 explicitly investigate this finding and conclude poor geve
nance leads to operational underperformance, albeit ttusnperformance is anticipated
and priced efficiently by the market. Other authors, havedocorporate governance to
be important in determining the severity of agency probléDitmar and Mahrt-Smith
2007 and that governance rules and law can impact on firm valldh@ochharia and
Grinstein 2007 Daines 2001). Certainly, some individual activists pursue social,ienv
ronmental or political objectives that have little to do wvéhareholder returns. However,
professional UK activist funds have an explicit goal of gtenlder value maximisation
and their managers are typically remunerated with packiég¢gontain a large incentive
element that is contingent on the delivery outperformari¢eebenchmark. An in-depth
analysis of the activism undertaken by Hermes UK Focus Fyri8deht, Franks, Mayer,
and Ross{2008 estimated that 90% of the per annum abnormal returns of 409%he
period 1998-2004 were due to activist outcomes.

Activism takes many guises. First, active investors mayagegand consult with man-
agement and non-executive directors to resolve any goneenasues behind the scenes
(Carleton, Nelson, and Weisbac99§. Becht, Franks, Mayer, and Rog&008 re-
port that the gains from activism are largely attributalol¢htese types of engagements.
Second, poorly governed companies or companies thatatestrareholder rights may
be identified and embarrassed into changing their actioose¥ample, the Association
of British Insurers (ABI) issues ‘Red Tops’ prior to genenaketings, which highlight
serious breaches of best practic&hird, shareholders are able to propose resolutions
and exercise their vote at general meetings. Finally, sioddlers may pressure the board
to appoint or dismiss certain directors, including the CEGIs chapter will focus upon
shareholder voting and the threat of dismissal.

4.2 Shareholder Voting

Companies are required by UK listing rules to hold an Annuath&al Meeting (AGM) at
least once every 15 months (Companies P85 and companies rarely deviate from the
best practice of holding an AGM every 12 months. At the AGMargiholders are asked
to approve resolutions proposed by the board. These willdecproposals to approve
the report and accounts, to approve the directors’ remtinargeport, to (re)appoint the

Swww.ivis.co.uk/pages/corporate.html
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auditors, to (re)elect directors, request authoritiessoe/purchase company shares and
any other items that the board needs approval by sharelsbl@rareholders are entitled
to add their own resolutions. Motions are carried either ashew of hands or on a
poll, depending on the provisions contained within the canys articles of association.
Institutions typically cast their votes by proxy. Prior teetmeeting, the Chairman will be
informed of the proxy poll results and is obligated to puttégolution to a poll if proxy
poll results could affect the outcome of the resolution.

Best practice in the UK conducts voting arrangements on #seshof ‘one share one
vote’ (Hampe) 1998. Deviations from this arrangement may occur when the camypa
has more than one class of share capital, for instance véth g companies that have
recently floated. Passive shareholders may delegate thtes to management. However,
institutions such as pension funds, mutual funds and laglcaities are encouraged by
best practice to vote their shares in an informed and redgensanner yners 2004).

The first formal statement with respect to responsible gimthe UK was the Insti-
tutional Shareholder's Committee’s (ISsThe responsibilities of institutional share-
holders and agents - statement of principlesL®®1 In 1999 the ABI and NAPF issued
a joint statement titled, ‘Responsible Voting’ restatiihg tHampel Committee’s (1998)
principle that, ‘the right to vote is an asset and institngéiinvestors owe it to their clients
to make considered use of it'. The Myners rep@@@J) further confirmed that, ‘voting
is one of the central means by which shareholders can inffugreccompanies in which
they have holdings’, and the review believes that a cultunghichinformedvoting was
more universal is very much to be desired.

Practically, it has become very cheap for shareholderst®their shares. Developments
such as electronic proxy voting and the emergence of priofegisproxy voting and ad-
visory firms for shareholders has greatly reduced the coshafeholders exercising an
informed and considered vSte The incentive and free-rider arguments previously de-
scribed regarding other methods of shareholder activienicamded upon the large costs
incurred by the activist. However, because the practicsiscof voting are negligible, if

’See appendix for an example of a proxy card.

8]SC includes the Investment Management Association (IMI#9,ABI, the NAPF and the Association
of Investment Trust Companies (Its)

%n the UK, the dominant proxy voting agency is Research Regendations and Electronic Voting
(RREV), a subsidiary of Institutional Shareholder SersifiSS).Black (1998 shows that in many cases,
a proposal’'s success hinges upon the ISS voting recommend#$S launched in 1986 and was sold to
RiskMetrics for more than US$500m in Nov 2006. The combinezlg generates $200m in revenue a
year, with 900 employees and 2,400 clients (www.riskmsicicm).
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voting delivers any tangible benefit it is likely that thergl\we an incentive to vote.

While the practical costs of voting are nominal, sharehaldeho vote against manage-
ment risk the possibility of a negative market reaction w@irtotes. The market might
react adversely to shareholder dissent if dissent signaldaimental problems with the
company’s governance structure and hence an expectatjpoooér future performance.
It may also indicate that discrete ‘behind the scenes’ emig@nts between management
and shareholders have failed and that a time and resourceimamy power struggle is
about to take place. This risk may or may not be worth takiregethding on the like-
lihood that a negative vote will to prompt management to metkanges and that these
changes translate to shareholder returns in the longer term

Even if there is no impact of voting upon equity value, shaleérs may still experience
an incentive to vote if they have motives other than equityezanaximisation. Sharehold-
ers may be willing to sacrifice financial returns in pursuihoh-financial objectives, if
they value these objectives more than the foregone retaumned by such actions. These
alternative motives could include a desire for more eqlaetabmuneration arrangements
or to remove certain individuals from the board. Such a figduould be consistent with
Karpoff's (2001 literature review, which reports that most activist effdn the US cause
governance changes that do not translate into improveelsblaer returns.

This chapter will analyse the impact of shareholder votingshareholder returns and
governance arrangements. As such, this chapter will datestihe first formal analysis
of the poll results from company meetings. Voting is the gesa form of activism and
hence is likely to be the first mechanism tried by sharehsltieincrease value. If voting
is effective, then other, more costly mechanisms might bg tecessary. It will be par-
ticularly interesting to ascertain the extent to which mgthas influenced governance and
remuneration arrangements over the period of our sampéndhe increased emphasis
regulators have placed on informed voting as a means of virgy@overnance.

However, it is known that some shareholders undertaketdregagements with manage-
ment®. Therefore, itis likely that an analysis of voting alone @ sufficient to capture all
activist efforts by shareholders. Voting might be evenrmteted as a substitute for more
direct activism, if all initiation and implementation deimns are delegated to manage-
ment with voting constituting the ratification function asvesaged byFama and Jensen
(1983. Active shareholders use direct communications with trert board to influence

0There is specific provision in the Combined Code to fac#iteamgagements between management and
major shareholders. See section LBmbined Cod¢2006.
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the operation of their companies and improve returns. Taegagements with the board
are unobservable to this large sample study. However, en@dptas able to identify the
instances of forced CEO departure, where the CEO was rentigvib@ board under pres-
sure from shareholders. Therefore, as a comparison to thacinof shareholder voting,
this chapter will conduct an event study to estimate the ptarkeaction to the removal
of the CEO.

4.3 Data

This chapter uses the sample from Manifest as describedapters?2 and3. In addition,
the data includes unique information on the poll resulthafsholder votes cast at annual
general meetings. Two resolutions are proposed by almosT&8E 350 companies: the
proposal to approve the annual report and accounts; anddpesal to approve the direc-
tors’ remuneration report. Approval of the annual repod ancounts is not mandatory
but was almost universal market practice throughout thesyefaour sample. The Direc-
tors’ Remuneration Report Regulations (2002) require F3SEcompanies incorporated
under UK company law to propose a non-binding vote on thecttire’ remuneration. As
the vote is non-binding the resolution is essentially a clanfce vote on the remuneration
setting process. Between 1998 and 2002 remuneration regtimty was on a voluntary
basis only. Prior to 1998, no remuneration report resahstimere proposed. Tab#e2
shows the number of companies in our sample and the propgtaposing the remuner-
ation report.

In addition, our data contains the poll results of the retsmhs to elect/re-elect the CEO.
The Combined Code (1999) recommends that companies’extiflassociation require
all directors, including the CEO, to retire (and proposertkelves for re-election) in the
year of their appointment to the board and then at least orerg three years. Compliance
amongst FTSE 350 companies is unanimous with this proviSome companies require
annual re-election for all directors. Prior to this prowisj best practice recommended that
one third of the board was required to retire each year wighinkention that the whole
board is re-elected every three years. However, under theefgprovision some directors
deemed essential to the company, such as the CEO, could ipExem re-election.

Unfortunately, public disclosure of poll results, thougitablished as a basic compliance
with UK Codes of best practiceCpmbined Code2006), is not mandatorily required by
UK law. Consequently, a proportion of companies refusedigolose their poll results,
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Table 4.1: Report and Account Resolutions
Financial No.of R&A  Average Ave Dissent No. of Reports NoR#ports

Year Resolutions % of ISC on Rem Voted more than 10%
Ending \oted Report Down Dissent
1996 55 47.20% 1.04% 0 1
1997 149 43.98% 0.76% 0 2
1998 230 47.85% 1.12% 1 3
1999 239 49.04% 0.83% 0 4
2000 277 52.88% 0.95% 0 3
2001 294 56.12% 1.33% 0 7
2002 332 55.97% 1.72% 0 13
2003 331 58.95% 1.73% 2 13
2004 312 61.46% 2.02% 0 7
2005 143 61.01% 2.14% 0 6

R&A = Report and Accounts

ISC = Issued Share Capital

The Myners ReportZ001) refers to an NAPF sponsored, ‘Report of the Committee ofiirygnto UK
Vote Execution’ which found average turnout had risen frad®e2n 1990 to approximately 50% by
1999.

particularly for earlier years in the sample. This introésithe possibility of a selection
bias in our data, as it is conceivable that the companiesithaot disclose their results do
S0 because their results are embarrassing. However, gagalssible that the companies
that refused to disclose were distributed randomly, i.ecourlated with the level of
dissent or our regressdts Companies that refused to disclose were consistent in thei
non-disclosure until the first year in which results are ldised. Once results have been
disclosed, all subsequent years are disclosed. This isstenswith the random policy
explanation for non-disclosure rather than any selectias.bFurther, an examination
of the poll results in the first year of disclosure revealeat they were not significantly
different in terms of dissent than other yeé&esteris paribus)which would be expected
if the company discloses from the first good year onwards. Weged on the basis that
our poll data is not biased in terms of disclosure.

Consistent with the prior chapters, investment trustsctviiave no executive directors,
are excluded from the analysis, although self managedtimesd trusts are retained. Data
in relation to share prices and number of shares in issue btagyed through Datastream.

Tables4.1 and4.2 shows the votes cast and dissent in relation to the resokitm ap-

prove the report and accounts and the remuneration regprecévely. Dissent levels on
the report and accounts are typically very low, with meafuhigvels of dissent being reg-
istered in a very few companies. Dissent on the report anolsits marginally increases

when asked by Manifest, companies who did not disclose #lgiargued that historic company policy
was the reason for non-disclosure.
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Table 4.2: Remuneration Report Resolutions

Financial No.of Rem Average Ave Dissent No. of Reports NdReports Nature
Year Report % of ISC on Rem Voted more than 25% of
Ending Resolutions Voted Report Down Dissent Proposal
1998 4  49.23% 8.94% 0 0  \Voluntary
1999 9 47.28% 7.34% 0 0  \oluntary
2000 14  52.84% 5.49% 0 1  \oluntary
2001 79 56.52% 8.37% 0 2 \oluntary
2002 242  55.56% 12.73% 1 35  \oluntary
2003 333  58.76% 12.66% 3 55 Mandatory
2004 315 61.43% 9.77% 3 32 Mandatory
2005 142 60.84% 6.45% 0 7 Mandatory

Proposal of the remuneration report became mandatory foindéporated and LSE listed companies
with the financial year ending on or after 31 December 2002.

Figure 4.1: Remuneration Report Resolutions
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over the course of our sample. This may reflect the incredsireds of shareholder vot-
ing and developments in best practice which encouragedni&d voting as opposed to
automatically voting with management on all resolutions.

In relation to the remuneration report resolutions, it igiasting that trend of executive
pay growth was unrelenting during a period of increasind fpohout. Dissent is signifi-
cantly larger than on other resolutions and peaks when gwdutton becomes mandatory
in 2002/3. Prior to 2002, companies who expected votingediseere unlikely to vol-
unteer a vote on remuneration. The peak also coincides witkriad of poor market
performance. It is possible therefore, that the declineating dissent 2002-2005 re-

flected an uptake in best practice and/or a general declidesgatisfaction. Sectiof.4

seeks to isolate the effect of poll turnout and dissent orcikee pay and shareholder

return.
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Table 4.3: To Elect/Re-elect the CEO
Financial No. of elect/ Median Mean  Standard No. of Reports

Year re-elect CEO Dissent Dissent Deviation more than
Ending Resolutions 10% Dissent
1996 11  6.32% 6.62% 6.19% 3
1997 39 2.32% 5.50% 6.31% 9
1998 60 3.62% 6.23% 7.17% 13
1999 68 1.69% 4.42% 6.02% 10
2000 85 1.01% 4.80% 6.76% 15
2001 88 1.79% 6.15% 7.89% 26
2002 93 2.79% 5.88% 7.82% 23
2003 115 1.28% 3.46% 6.24% 15
2004 112 1.11% 2.09% 3.01% 4
2005 135 0.71% 1.78% 3.31% 3

Table4.3 shows the number of resolutions and movement in dissentatioe to reso-
lutions that propose to elect or re-elect the CEO. Dissetygeally larger than on the
report and accounts but there are even fewer examples oflargiy dissent. Similar to
the remuneration report resolution, average dissentrieipost 2002 reflecting either
improved market performance and/or uptake in best practice

4.4 Results

In this section we seek to determine whether prior votingsi@as on the companies’
report and accounts affect Total Shareholder Return (TGRk is needed when consid-
ering the timing of the voting decision on performance. Tari§}, votes relating to a
particular year under review are cast part way through thefong year. The majority of
companies report their accounts with the year ending 31 iDbee and votes are cast in
April or May in the following year. Therefore if we are seegjito explain TSR with the
voting levels, voting levels must be lagged at least by o yEme and sector dummies
respectively control for macroeconomic and industry djeshocks. To retain consis-
tent estimators in the event that unobserved firm-specifiecesf are correlated with our
regressors, the results of the within estimator are regorte

Table4.4shows the effect of shareholder voting on total sharehoktarn as measured by
the turnout and dissenting votes as a percentage of to&d eaist. The reported estimates
on the voting variables are mostly negative and statisyiéaignificant. There is no
evidence to suggest that active voting by shareholdersavegr TSR in the immediate
subsequent years. Dissent also doesn't appear to imprav@asen the following year.
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Table 4.4: Shareholder Voting on Total Shareholder Return

OoLS Random Effects Fixed Effects
Shareholder Voting
Votes Castt — 1) 0.006 -0.021 -0.105
(0.08) (-0.27) (-0.97)
Votes Cast(t — 2) -0.069 -0.096 -0.107
(-0.95) (-1.13) (-1.03)
Dissentt —1) -0.417* -0.573** -0.761***
(-1.72) (-2.33) (-2.96)
Dissent(t — 2) -0.742 -0.720 -0.577
(-1.44) (-1.24) (-0.96)
CH&CEO 0.038 0.107** 0.050 0.097 0.099* 0.104
(0.73) (2.16) (0.87) (1.46) (1.62) (1.22)
Board Size -0.007* 0.001 -0.006 0.003 -0.009 0.001
(-1.92) (0.23) (-1.48) (0.59) (-1.32) (0.08)
% Insiders 0.064 0.023 0.069 -0.021 0.102 0.004
(0.86) (0.27) (0.87) (-0.21) (1.11) (0.03)
Ln Sales 0.002 -0.013 0.000 -0.029* -0.076** -0.128***
(0.22) (-1.18) (-0.01) (-1.86) (-2.37) (-2.86)
Blockholder 0.024 0.018 0.033 0.022** 0.066 0.037
(0.90) (0.61) (1.15) (0.71) (2.14) (1.08)
CEO Holdings -0.002 -0.002 0.000 -0.002 0.003 -0.001
(-0.67)  (-0.53) (0.01) (-0.43) (2.07) (-0.35)
N 1973 1581 1973 1581 1973 1581
No. Companies 451 412 451 412 451 412
R-squared 17.54% 17.36% 18.96% 17.71% 19.89% 19.24%

T-stats robust to heteroscedasticity and clustered arocomgany.
Year and sector dummies included.
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Rather it appears that returns fall, perhaps because tliskstifies issues that remain
unresolved, resulting in continued poor performance. rAlgvely, corporate resources
could have been wasted in addressing shareholder oppoaitid therefore companies
without dissent have performed better. Either way, shddenalissent has not driven
managers to actions that result in superior returns.

The other control variables are largely statisticallygmsficant. This is not unexpected as
market efficiency predicts the effect of these variablesld/ba anticipated and priced cor-
rectly by the market. Tablé.5repeats the exercise by measuring performance with Earn-
ings Per Share (EPS) growth The coefficients of dissent upon EPS growth are broadly
consistent with the effect of dissent on TSR, albeit thearase is such that the coeffi-
cients are statistically insignificant. Larger companiggear to have lower EPS growth
while companies with at least one major shareholder expegigreater EPS growth. The
remaining control variables are largely insignificant ahd explanatory power of the
model as measured by R-squared is low suggesting that garghowth is determined
predominately by factors for which we do not have data.

4.4.1 Shareholder voting on remuneration

It appears that protesting through casting ‘abstentioragainst’ votes does not improve
returns for shareholders or improve accounting perforrmasaneasured by EPS growth,
at least in the short to medium term. Indeed, if anythingpptears that prior dissent is
correlated with under-performance.

It is possible that shareholders could vote for some otheffimancial reason. One high
profile issue for activist shareholders is executive rematien>. Concerns that exec-
utives are over-paid are discussed in chapleand2. In table4.6 we test the impact

of activism upon pay levels. For the reasons described iptehd, these estimations
use a system GMM estimatdr We find no evidence that shareholder voting or dissent
reduces the level of remuneration in the following yearslekd, shareholder turnout is
correlated with higher levels of future pay. This may refeegreater desire to vote where

2EPS growth is measured here by the difference in logged ERSeheegative values of EPS are
dropped. The measure of EPS is the underlying measure ageaepo the financial statements which
is typically adjusted for exceptional items such as writis ahd acquisitions.

BExcessive pay levels are not the only remuneration relasuki for activists. Institutional attention
often focuses upon the details of the remuneration paclkagd as vesting conditions for bonuses, the
structure of equity incentive schemes, cost of severandedapendence and accountability in the pay
setting process.

lxtabond2 in STATA.
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Table 4.5: Shareholder Voting on EPS Growth

oLSs Random Effects Fixed Effects
Shareholder Voting
Votes Cast;_1) -0.072 -0.023 0.061
(-0.74) (-0.21) (0.35)
Votes Cast;_z) -0.036 -0.030 -0.046
(-0.32) (-0.27) (-0.25)
Dissent_y) -0.480 -0.455 -0.263
(-0.94) (-0.79) (-0.39)
Dissent ;o) -0.332 -0.319 0.080
(-0.43) (-0.40 (0.07)
CH&CEO 0.030 -0.019 0.048 -0.018 0.021 -0.006
(0.35) (-0.20) (0.58) (-0.19) (0.25)  (-0.06)
Board Size -0.006 -0.010 -0.004 -0.010 -0.003 -0.003
(-0.92) (-1.63) (-0.51) (-1.60) (-0.29) (-0.23)
% Insiders 0.020 0.112 -0.062 0.111 -0.143 0.093
(0.18) (1.02) (-0.51) (1.00) (-0.88) (0.58)
Ln Sales -0.030** -0.011 -0.046*** -0.012 -0.204** -0.118*
(-2.22) (-0.80) (-2.99) (-0.85) (-2.75)  (-1.90)
Blockholder 0.038 0.074* 0.056 0.076* 0.131** 0.126**
(0.86) (1.712) (2.13) (1.73) (2.00) (2.27)
CEO Holdings -0.003  0.000 -0.004  0.000 -0.001 -0.004
(-0.76) (-0.01) (-0.97) (-0.06) (-0.27)  (-0.92)
N 1793 1447 1793 1447 1793 1447
No. Companies 418 379 418 379 418 379
R-squared 3.40% 4.33% 4.40% 6.97% 3.23% 1.86%

T-stats robust to heteroscedasticity and clustered aroomgany.

Year and sector dummies included.
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the remuneration package has been identified as one thabtexttipl for larger future

pay levels. It may also reflect a greater desire to vote asdhwany’s profile increases
which will be correlated with both company size and remutiendevels. Lagged dissent
on the remuneration report acts in the same direction asttityut is short of statistical
significance.

Given the distribution of dissent in our sample it is possibiat the impact of shareholder
dissent on pay may not be linear. While lagged dissent isdiygzositively correlated
with pay, a very large level of lagged dissent may reduce pégwever, repeating the
above regression with dummy levels of dissent at 10% and 268%at find a significant
impact in any of the measures of remuneration.

4.4.2 Shareholder voting on CEO turnover

By applying the techniques of duration analysis, chaptieund some evidence of man-
agerial entrenchment and some evidence that, in the lateohthe sample conditions
for entrenchment were less favourable. It is possible thats the increasing levels of
shareholder activism that served to reduce manageriareitment.

Using the poll results from the proposal to (re)elect the GiOexamine whether prior
dissent influences the likelihood of CEO exit. TaBl& however finds no evidence that
shareholder voting increases the likelihood of CEO exihmfbllowing year.

The experiments performed in chap®suggested that splitting the mode of exit into
competing events was statistically sensible. We would expkareholder activism to
impact the hazard of forced exit more than the other modegibf\/e repeat this here.
However, splitting the exit likelihood into competing riskdoes not produce a significant
voting effect on the hazard of forced departure as showrbie ta8. As in chaptei, our
insider variables suggest a significant reduction in thelthnf forced departure when
friendly directors are appointed to the board.

It is possible that shareholders do not choose voting as #g@hamism by which they
exercise their power to dismiss the CEO. UK shareholdetaiogy face less obstacles to
firing the CEO than encountered by investors in most othatdages (Monks and Minow
2004). Shareholders can fire the CEO by requisitioning a compaggtimg and passing
a motion to dismiss the CEO. However, this is a rare eventedddthe only instance
of shareholders dismissing the CEO by voting in our sample ataEurotunnel in an
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Table 4.6: Shareholder Voting on Remuneration

In(Salary) In(Emoluments) In(Total Pay)
Shareholder Voting
Turnouts_q 1.109*** 2.340%** 0.611**
(2.98) (3.69) (2.35)
Turnout; o 1.576%** 1.625%** 1.374**
(5.36) (4.08) (2.40)
Dissent; 1 1.120 -0.893 -1.869
(0.62) (-0.50) (-1.16)
Dissent;_o 1.021 3.501* 2.419
(0.65) (1.66) (0.61)
Pay;_1 0.407 0.233 0.319 0.288 0.490 0.426
(1.57) (2.00) (3.14) (1.67) (2.66) (2.16)
BoardSize 0.000 -0.014 0.009 0.011 0.003 0.013
(-0.04) (-0.78) (0.49) (0.48) (0.22) (0.64)
LnSales 0.331 0.433 0.376 0.391 0.325 0.319
(2.04) (5.57) (5.26) (2.87) (2.61) (3.54)
TSR 0.082 0.141 0.250 0.515 0.210 0.147
(0.98) (1.11) (2.34) (2.12) (2.32) (0.53)
1999 0.110 0.183 0.282
(1.04) (0.62) (0.79)
2000 0.351 0.235 0.553 0.112 0.323 0.095
(1.83) (1.32) (1.54) (0.52) (0.87) (0.32)
2001 0.138 0.372 0.494 0.518 0.322 0.223
(0.39) (1.46) (1.27) (0.72) (1.62) (0.34)
2002 0.114 0.444 0.072 0.513 0.063 0.395
(1.23) (1.42) (0.52) (0.62) (0.61) (0.43)
2003 0.085 0.082 0.240 0.388 0.217 0.253
(1.17) (0.46) (2.67) (0.79) (2.78) (0.47)
2004 0.061 0.021 0.185 0.097 0.149 0.068
(0.94) (0.19) (2.01) (0.25) (2.04) (0.22)
N 695 376 685 372 697 377
No. CEOs 330 263 327 260 331 264
No. Instruments 35 31 35 31 35 31
Hy: Overidentifying Restrictions are Valid
3o 31.12 14.05 26.03 13.88 31.44 14.11
Prob > 2 0.120 0.828 0.299 0.837 0.112 0.825
Hy: No Second Order Autocorrelation
Z Stat 0.44 1.14 1.65 0.81 -0.84 -1.21
Prob> 7 0.657 0.255 0.098 0.421 0.399 0.227

Two-step system GMM with Windmeijer Corrected StandarebEsr
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Table 4.7: Voting on CEO Election on Any Exit

Shareholder Voting

Dissent;_1 1.876 (0.47)

> 10% Dissent;_q 0.874 (—0.62)
Total Shareholder Return

Lower Quartile - Median 0.757** (—2.81)  0.759*** (—2.78)

Lower Quartile - Upper Quartile  0.750*** (—3.01)  0.756*** (—2.94)

Upper Quartile 0.616*** (—4.65)  0.618*** (—4.61)
Ln Sales 1.052** (2.10)  1.053** (2.13)
Age 1.002** (2.14)  1.002** (2.10)
Board Size 0.992 (—=0.52)  0.993 (—0.50)
% Insiders 0.394*** (—-3.52)  0.396*** (—3.50)
% of CEO appointments 0.354*** (—5.84)  0.354*** (—5.85)
Ave tenure of NEDs 0.941** (—3.44)  0.942** (-3.39)
N 3366
No. CEOs 871
No. Failures 607

Semi-parametric (Cox1@72 Proportional Hazards Model).
Hazard ratio’s reported

Extraordinary General Meetify Resolutions to remove the CEO were also proposed at
British Land (2003) and Skypharma (2006) but the motionsevwnet carried. The largest
dissent recorded against the CEO in an Annual General Meetas 34% at Hewden
Stewart plc in June 2000 but even this was due to a techryitialit

Therefore, to account for the 134 instances of forced CEOimxiur sample, it must be
that shareholders exercise their power to oust the CEO ghraon-voting means, such
as informal engagements with the chairman and non-execditirectors. As we can not
observe these engagements directly, we will consider tipadnof shareholder activism
by the market’s reaction to the dismissal of the CEO.

4.5 Market Reaction to CEO Dismissals

In chapter3 it was argued that the ability of shareholders to dismissGE® is a fun-
damental control right retained by shareholders of puligtéd companies to prevent
the CEO deviating from optimising shareholder value. It faasd that that poorly per-

5see Guardian ‘Rebels sack Eurotunnel board’ 8 April 2004;
http://www.guardian.co.uk/business/2004/apr/08tmslitransportintheuk.

1%The large dissent was a result of the CEO resigning from tmepemy very close to the meeting
date. It was too late for the company to withdraw his name ftloenpoll card so the board recommended
shareholders to vote against his re-election.
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Table 4.8: Voting on CEO Elections Competing Risks

Forced Departure Retirements Other
Shareholder Voting
Dissentt — 1) 0.133 9.822 0.164
(-0.51) (0.48) (-0.34)
> 10% Dissentt — 1) 0.651 1.872 0.796
(-0.60) (0.73) (-0.25)
Total Shareholder Return
Lower Quartile - Median 0.410*** 0.410**  2.201**  2.202** 234* 2.033**
(-3.62) (-3.61) (2.62) (2.63) (2.35) (2.35)
Lower Quartile - Upper Quartile  0.357***  0.358*** 1.796* I89* 2.020** 2.021**
(-4.12) (-4.12) (1.82) (1.81) (2.24) (2.24)
Upper Quartile 0.202*** 0.202*** 3.160***  3.157** 2.311* 2.315*
(-5.04) (-5.04) (3.08) (3.08) (2.22) (2.23)
Ln Sales 1.137**  1.136*** 0.956 0.958 0.942 0.941
(3.00) (2.97) (-1.09) (-1.05) (-1.43) (-1.46)
Age 1.000 1.000 1.007** 1.007*** 0.999 0.999
(-0.07) (-0.08) (2.53) (2.55) (-0.47) (-0.47)
Board Size 0.951 0.951 0.949 0.949 0.985 0.985
(-1.16) (-1.14) (-0.96) (-0.97) (-0.27) (-0.28)
% Insiders 0.173*  0.173** 2.461 2.466 2.286 2.267
(-2.43) (-2.43) (1.05) (1.05) (0.94) (0.93)
% of CEO appointments 0.182***  (0.182*** 2.155* 2.146* 1.029 1.026
(-4.56) (-4.55) (1.61) (1.60) (0.06) (0.06)
Ave tenure of NEDs 0.800*** 0.800***  1.165*  1.164** 1.156* 1.156**
(-3.66) (-3.66) (2.28) (2.28) (2.10) (2.11)
NT 10100
No. CEOs 2613
No. Failures 607

Semi-parametric (Coxl@72 Proportional Hazards Model).

Hazard ratio’s reported

1 Post duplication for competing risks aslinnn and McNeil(1995.
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forming UK CEOs are more likely to lose their jobs, partiglyan the early years of
their tenure. This result was consistent with the widerditere on managerial turnover
(Coughlan and Schmidt985 Dalton and Kesnel985 Friedman and Singti989 Par-
rino, 1997 Audas, Dobson, and GoddartP99 Brickley, 2003. Shareholders who fire
their CEO presumably attribute the underperformance o€Cinapany, at least in part, to
the CEO and believe that the successor will do a better job.

Shareholders can engage with board members and propos&@is moval at a board
meeting. If successful, this action will then be immediaghnounced to the stock mar-
ket. However an announcement of a formal dismissal is als® ran chaptei3 it was
shown that only 10 instances of formal dismissals were demhr Rather, the announce-
ment is more likely to declare that the CEO ‘resigned’ eveutyh he was actually forced
out under pressure from shareholders (see ch8@dor a detailed discussion).

45.1 Literature Review

Competing theories have been advanced each seeking torewbig poor performance
leads to managerial turnover. Under the ‘scapegoat hypsth@hanna and Poulsen
1995 Huson, Malatesta, and Parrin004) poor performance is thought only to be an
inevitable statistical property of a random distributic®EOSs dislike effort so must be
threatened with dismissal, but in equilibrium, all managertll supply the same effort
(Holmstrom 1979. As managerial competence does not vary between indikgdunaler
the scapegoat hypothesis, only the unlucky CEOs will be @disea. The incoming CEOs
are not more competent than the prior CEOs but subsequedbntmpance is likely to be
better than the unusually poor prior performance. Perfogeaver the long term will
tend towards the meakim, 1996.

In contrast, the ‘improved management hypothesis’ (orgearhnce revelation hypoth-
esis, see chapt&) argues CEO talent does vary between individuals but is metitly
observable. Firm performance reveals CEO competence adtieasing certainty over
time. Consequently, poor CEOs are replaced and improvadchseshould follow, above
those that would occur just from mean reversion. Howevetanefactors may compli-
cate the dismissals process. First, it may not be easy ttifigeoor firm performance. If
the conditions are favourable, bad CEOs may escape didmisskelivering acceptable
returns in absolute terms, even if they under-perform thefrchmarks. Second, as found
in chapter3, CEOs may capture the monitoring process by influencingdoeaminations.
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Family and friends of the CEO are, perhaps, less rigourotisaim duties than indepen-

dent directors. Finally, the power of the CEO relative toittstitutional shareholders may
be important in determining the success of attempts to besCEO. If the CEO controls

a large proportion of the company’s equity then institusiomay struggle to raise enough
opposition to remove the CEO.

In seeking to examine these theories, several prior studige analysed the market’s
reaction to the announcement of a CEO departure. A summahesé are provided in
table4.9. The majority of studies use a market model of predictionrsr(PE}’. Using
Warner, Watts, and WruokL988’s notation, prediction errors are calculated as:

PE;; = Ry — (&5 + (i Ryt (4.5.1)

whereR;; is the stock return of firm at timet; R,,; is the market’s return at time anda;
and3; are estimates of market model parameters. These are theyeadeover a sample
of N firms to calculate the mean daily abnormal return as fagto

N
1
PE, =+ ; PE; (4.5.2)

While some evidence from the US suggests that the marketsr&aourable to a CEO
turnover announcemerBonnier and Brunerl989), the literature relating to the UK has
found that the market initially reacts negatively to the ammcement of a CEO dismissal
(Dedman and Lin2002 Hillier, Marshall, McColgan, and Werema006. While the
actual dismissal of the CEO might be viewed favourably byrttegket, it is difficult to
decontaminate the information pertaining to the CEO’s disal from the other informa-
tion that is implied about the company’s earnings or fututespects in the announcement
to the stock marketBeatty and Zajacl987. However, when measurement is conducted
over a longer time horizon, operational performance andesizdder returns have been
shown to improve both in UK and US firm&¢€inganum 1985 Friedman and Singh
1989 Huson, Malatesta, and Parrin2004 Hillier, Marshall, McColgan, and Werema
2006. Our results are consistent with these findings.

After using a control group to adjust for mean reversibluson, Parrino, and Starks
(2001 andHuson, Malatesta, and Parrif@004) find the companies experiencing a suc-

YFinance scholars have proposed other methods of calayktinormal returns which include attempts
to control for company size and growth opportunitieara and Frengi993.
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Table 4.9: Market Reaction to CEO Turnover

Study Sample Method Finding

Reinganum 218 paired Market model Positive reaction for

(1985) changes of prediction errors  external appointments
1978-1979 t-1to t+1 in small firms

Beaty & 420 US CEO Market model Market reacts negatively

Zajac changes of prediction errors  to CEO

(1987) 1979-1980 t-10 to t+10 turnover

Warner, Watts 269 NYSE and Market model of Small positivetiea

Wruck AMEX companies prediction errors to CEO turnover.

(1988) 1962-1978 t-60 to t+30

Weisbach 387 NYSE Market model of Positive abnormal rettons

(1988) companies prediction errors turnover announcement
1974-1983 t-120 to t-60

Lubatkin, Chung, 477 Large Three Step excess Positive

Rogers & Owers US companies returns Long term reaction twiders

(1989) 1971-1985 t-50 to t+50 in financially healthy firms

Friedman
& Singh
(1989)

Bonnier
& Bruner
(1989)

Khanna &
Poulsen
(1995)

Dahya, Lonie
& Power
(1998)

Dedman

& Lin

(2002)

Huson, Malatesta
& Parrino

(2004)

Hillier, Marshall,

McColgan, & Werema,

(2006)

187 Fortune 500
companies

87 NYSE
successions

128 US firms
filling for
Chapter 11

271 UK firms
1987-1994

251 FTSE CEO
Departures
1990-1995

1344 Forbes
successions

705 UK CEO
changes
1993-2000

Market model of
prediction errors.
t-2 to t+2

Market model of
prediction errors
t-200 to t+100

Cumulative

Abnormal Returns

t-5to t+1

Market model of
prediction errors
t-351 to t+352

Log model of
prediction errors
t-1tot+l

Fama-French
Three factor
model

Daily returns minus

FTSE AllShare
t-1to t+1

Market reacts pesit
when prior perforneanas
poor

Positive abnormal returns to
turnover annoueceém
in poorly performing firms

Negative reaction on the
day of announcement

Larger positive @t to
CEOs who own above 1%
equity

Negative reaction
on day of
announcement

Poor perforniatiates forced exit.
Positive reaction ogen8nths from
replacement

Negativeaction
on day of
announcement
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cession event following under-performance achieved soipeturns and operational per-
formance over the 36 months following the announcement.elher,Huson, Malatesta,
and Parring20049 find the improvement in performance was greater in therl&id of
their sample. As such these results tend to favour the inggroranagement hypothe-
sis as an explanation for CEO turnover decisiokBanna and Poulsef1995 however,
favour the scapegoat hypothesis finding no positive madaattion to the announcement
of a managerial change in financially distressed firms andgmifeant differences in the
decisions made by a control group of managers who perforrattdrb

Weisbach(1988 andHuson, Malatesta, and Parri{@004) find that the positive reaction

to forced dismissals is stronger when the removed CEO wawel¢o be entrenched,

as measured by the CEOs equity stake and proportion of bosidkers. Using a sample

of UK companiedDahya, Lonie, and Powdi998 finds even small equity stakes for the
CEO are associated with a larger positive market reactiding@usting of the CEO.

45.2 Data

Manifest's sample has some advantages over previous sampdel to examine these
questions. In particular, because the name and date of tkkeat& declared within the
dataset it is possible to manually search news archivesiformation to distinguish be-
tween genuine resignations and instances when the CEO waalpdorced to resign
(See chapteB for further details on the categorisation of exit types).

In order to capture the stock market’s reaction to a CEO er#,needs to exactly identify
the date on which the stock market learns of the CEO exit. Madnifest records the date
on which the CEOs service contract is terminated this mawyay not, correspond to the
day when the market learns of the CEO exit. Therefore, inrdadbe precise as possible,
a manual search of Regulatory News Service (RNS) announmitemes undertaken to
determine the day of the announcement. This was then regddsy a search of financial
news articles to ensure as far as possible that news of thes@kiDwas not in the public
domain prior to the official RNS announcement. It remainssgie that city traders learn
of the CEO exit prior to the business press, through theg@lleleaking of confidential
information, but this section proceeds on the assumptiahttie extent of this problem
is not sufficient to materially distort the share price foe thajority of companies in our
sample.

Using 134 instances of forced CEO exits between years 1995;2Xigure4.2 shows
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Figure 4.2: Market Reaction to CEO Dismissals
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the market’s reaction to the announcement of a CEO dismigxatsistent wittHillier,
Marshall, McColgan, and Werenf2006 abnormal return is calculated as the daily return
on the stock less the daily return on the FTSE 350 index. Bhesjuivalent to assuming
G = 1inthe market model outlined above. This simple calculatibabnormal returns is
sufficient for our purposé&

One other technical issue is determining relevant the fengitime before and after the
announcement date with which to compare the return of thewarsement date. Figure
4.2 shows four time periods, one week, one month, half a yeanaog¢ars respectively
before and after the announcement date. Consistent witbxtaat literature on CEO
turnover, a CEO dismissal is associated with a strong negiaitial reaction by the mar-
ket. This is also shown in tab%®10 The average abnormal return for the half year either
side of the announcement is -0.24%. The mean return on thefdhg announcement is
-5.85%, 24 times lower than the mean.

To quantify this effect further, tabke 1 1reports estimates of a simple regression of abnor-
mal return against the timing of an announcement of a CE@masion. The estimating

8The assumption af = 1 is not unreasonable. Companies implicitly make this assiamghen using
incentive schemes with abnormal return vesting conditions
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Table 4.10: Daily Abnormal Return: One Week

Time Mean Abnormal Time Mean Abnormal
Return (%) Return (%)
t-7 -1.00 t+1 -0.66
t-6 -0.48 t+2 0.19
t-5 0.01 t+3 0.62
t-4 0.23 t+4 0.83
t-3 -2.56 t+5 0.28
t-2 -0.17 t+6 0.45
t-1 -3.42 t+7 -0.41
t-0 -5.85
t-182, t+182 -.0024
T 365

Time is measured in calender days.

Table 4.11: Daily Abnormal Return Regression

1 2 3 4 5
Dummy Variables
Prior Week -0.598*  -0.831*** -0.913*** -0.914***
(-1.98) (-4.112) (-5.49) (-6.08)
Day of Announcement -4.800*** -5.398*** -5631** -5 714% -5 714%*
(-4.22) (-7.18) (-10.63) (-13.03) (-14.43)
Following Week 1.243** 0.645** 0.412** 0.268 0.236
(2.18) (2.14) (2.04) (1.61) (1.57)
Following Two Years 0.062**
(2.67)
Following Four Years 0.093***
(5.17)
Constant -1.057**  -0.459**  -0.226*** -0.143** -0.143**
(-2.63) (-4.19) (-7.98) (-8.77) (-9.69)
T 15 61 365 1457 2191
R-squared 70.71% 52.00% 27.09% 12.71% 11.54%

Daily abnormal return measured as a percentage.
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equation is as follows:

Y=o+ 06X+ (4.5.3)

where~, is the mean daily abnormal return from the 134 companies®an@presents a
vector of time dummies.

Consistent with the existing UK literature, the week prioithe announcement and the
day of an announcement yield below average returns for Bbllers. The literature
interprets this as capturing the uncertainty and negatifggmation pertaining to future
earnings that occur simultaneously with the ousting of tE€®Crather than a negative
reaction to the ousting of the CEO. However, shareholdepermance higher returns in
the week following the announcement. The short term paiowét returns on the day of
the announcement is very quickly balanced by the gains ifoll@ving week.

Table4.11also shows the longer term reaction to a CEO change. Shdexs@xperience
marginally superior returns in the two years following timmauncement date compared
with the two years prior to the announcement, after contrglior the poor results of the
announcement day, week prior to announcement and the wleWwiftg the announce-
ment. This is interesting as if markets are efficient, theeekation of daily abnormal
returns after the announcement should be zero. It appeatrshih companies that were
previously under-performing, outperform the market atiternew CEO is appointed.

For illustrative purposes, figu# 3 plots cumulative returns of the mean abnormal daily
returns, starting with an initial value of 100. On averades CEO is ousted after 16
months of steadily declining market adjusted returns. Wapare this with a projected
value of the investment had the companies continued thd tedeclining returns. To do
this, we use the mean return from the two years prior to the’€#@missal (the constant
term in table4.11, columns 4 and 5) to project the cumulative returns of thestwent
going forward. We interpret this as the return shareholdensld have received had they
taken no action and the companies had continued to perfothegdad in the prior two
years.

Figure4.3 shows that the decision to fire the CEO recovers the initiat ob removing
the CEO almost immediately. Unlike the decision to vote om iport and accounts,
remuneration report or re-election of the CEO, actuallyaeimg the CEO appears, on
average, to stop the declining value of the firm’s stock antegge positive returns to
shareholders.
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Figure 4.3: Returns to Firing vs Not Firing
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45.3 Market Reaction to Headhunted CEOs

As a robustness check, we wish to compare the market redctibred CEOs against
those for other exit types. Specifically, we examine the cdske headhunted CEO and
the retired CEO. CEOs are presumably headhunted after adpefrigood performance.
The performance associated with retired CEOs may be moregaous but the results of
chapter3 would indicate that, while some CEOs may retire early as altre$ underper-
formance, the majority retire voluntarily following gooéformance.

Like with ousted CEOs, tabk.12indicates an initial negative reaction to the CEO being
headhunted, although this reaction is approximately 7<gilass than the reaction to the
fired CEOs. The reaction also falls just short of statistsghificance at the 10% level.

Figure4.5shows that, as expected, the companies where the CEO isurgadfoutper-
form the market on average over the proceeding four yeatsrdstingly, figuret.5also

shows a decline in returns in the months prior to the CEO bpoaghed. It is possible
that this reflects some anticipation of the CEO being heaigfoirin addition, the declin-
ing returns may reflect a reduction in effort and less conéarshareholder value if the
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Figure 4.4: Market Reaction to the CEO Being Headhunted
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Table 4.12: Headhunted

1 2 3 4 5

Dummy Variables
Prior Week -025 -086 -.066 -.094
(-1.13) (-0.46) (-0.36) (-0.48)
Day of Announcement  -.705 -.731 -.791 -771 -.799
(-1.51) (-1.49) (-1.63) (-1.57) (-1.54)

Following Week 176 .150 .090 .071 .063
(0.76) (0.77) (0.49) (0.39) (0.32)
Following Two Years .038
(1.48)
Following Four Years .018
(0.97)
Constant -.089 -.063 -.003 -.022 .004
(-0.54) (-0.89) (-0.12) (-1.26) (0.37)
T 15 61 365 1457 2921
R-squared 20.21% 4.95% 0.85% 0.36% 0.13%

Daily abnormal return measured as a percentage.

CEO knows that he has a job secure at a better conthany

After the headhunted CEO has left the company, the compamynees to perform well
generating positive abnormal returns for shareholdersvenage, broadly in line with
those that occurred under the prior administration. It wWappear that a company who
loses their CEO to another company is able to replace the CEBOsamebody who is
just as able to generate returns for shareholders. Thisnisistent with the scapegoat
hypothesis, where there is no variation in competence dedtthetween CEOs. Indeed,
given that the long term good performance of the companygelg unaffected by having
the CEO headhunted, figu#e5 may suggest that the underlying business model is the
more important determinant of shareholder value than ttigiclual CEO.

45.4 Market Reaction to CEOs Retirement

The four years prior to retirement generate on averageipesitarket-adjusted returns.
This is further evidence that retirements identified duthmgcategorisation into different
exit types are genuine retirements rather than forced eatisements. Other than the
small negative reaction on the day of the announcementjrameint doesn’t appear to
materially affect the future returns to shareholders. Aghuhe headhunted CEOs, the
company appears to be able to replace the retired CEO witklsody equally capable of

¥For illustrative purposes, consider the poor performarfd@imitar Berbatov at Tottenham Hotspur
Football Club immediately prior to his record breakiti§0.75m transfer to Manchester United.
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Figure 4.6: Market Reaction to the CEO Retiring
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Table 4.13: Retireds

1 2 3 4 5

Dummy Variables
Prior Week .068 .020 .003 -.006
(0.81) (0.27) (0.05) (-0.08)
Day of Announcement  -.352 -.283  -.332* -.348* -.359*
(-1.55) (-1.33) (-1.68) (-1.66) (-1.67)

Following Week .040 .109 .061 .042 .045
(0.36) (1.28) (0.81) (0.53) (0.55)
Following Two Years .002
(0.25)
Following Four Years -.010
(-1.36)
Constant .024 -.044 .004  .020*** .031***
(0.31) (-1.42) (0.43) (2.67) (5.57)
T 15 61 365 1457 2921
R-squared 20.09% 6.72% 0.97% 0.22% 0.16%

Daily abnormal return measured as a percentage.

generating returns for shareholders. Moreover, the trénetorns is smoother during the
transition from a retiring CEO to their successor. Thislitkesflects an awareness that
the CEOs retirement date is approaching and hence the tsoaldki to plan for a smooth

succession thereby minimising the shock of retirement.

4.6 Conclusion

This chapter has examined the effect of shareholder votirgtoirns, earnings, executive
pay and likelihood of CEO dismissal. For the first time, patalfrom shareholder votes
on proposals to approve the report and accounts, to appnevéirectors’ remuneration
report and to (re)elect the CEO have been examined. Votimptd has increased from
approximately 50% to 60% over the sample period. This is isterst with the uptake
of best practice guidancélampe) 1998 Myners 2001, 2004 which has encouraged in-
creased levels of shareholder participation. Voting onén@uneration report consistently
attracts the highest level of dissent from activists. Ydtngpdissent appears largely in-
consequential in terms of improving returns or earningiceng executive remuneration
or increasing the likelihood of CEO exit.

In addition, the market’s reaction to the removal of the CE(fessure from sharehold-
ers has been considered. Unlike the decision to vote, thevaf the CEO appears to
significantly affect the future direction of the firm. Whilea market initially reacts neg-
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atively to the announcement of a CEO dismissal, the 16 marftteclining returns that
typically precedes a CEQO'’s dismissal is, on average, tuanednd following the CEQO’s
dismissal. In the parlance of shareholder activism, ‘rogkhe boat’ by ousting the CEO
appears to quickly steady the ship. However, whether orthese gains represent an im-
provement above that expected under mean reversion iautitiicassess without creating
a control group of companies that experienced 16 monthsainiegy abnormal returns
but did not replace the CEO. The identification of such a graopld require a large
expansion of the present sample but might be worthwhile futare project. Further
research is required to determine why a newly appointed Ci§@as outperform the
market in a company that was previously under-performing.

Therefore, while shareholder voting has a negligible inhjmaxcboth returns and gover-
nance arrangements, substantial events, such as the sh$wfishe CEO are significant.
One interpretation could be that there is far more benefsli@reholders to pursue direct
engagements with the board than casting votes at the AGM.i3 peerhaps not surprising
given that if voting was sufficient for shareholders to opsiereturns, then there would
be little need for expensive resource-consuming direcagaments. Alternatively, it is
possible that the absence of any positive effect from vasragresult that the behind the
scenes engagements have already resolving the major sfsslesreholder concern prior
to the company meeting. As such, large levels of dissentkely ko be an indication of a
fundamental breakdown in shareholder engagements, whigrsely impacts on future
returns.

Given the findings here, future research might focus on wtaeding the extent to which
behind the scenes active shareholder engagements resié tangible events such as
CEO change that are more easily observable. Followingeirage studies suchBscht,
Franks, Mayer, and Ros&008 it would be interesting to extend such work to understand
shareholder interventions across wide sample of companies
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Appendix

4.A  Proxy Poll Voting

Table4.14 shows the resolutions to be voted upon at a typical FTSE 3B0ameneral

meeting. The notice of meeting must be published at least@kimg days prior to the

meeting. The annual report and accounts, notice of meetidgother meeting related
documents are sent to every registered member of compangourtt towards the poll
result, votes by proxy must be cast at least 48 hours pridraarteeting.
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Table 4.14: Tesco’s 2007 AGM

Resolution Text Proposed By Mangagement For Abstain Against
Recommendation

To adopt the report & accounts for the year ended 24 Febr@gy 2 Management For 4,866,245,456 8,722,259 11,360,233
(99.59%) (0.18%) (0.23%)

To adopt the remuneration report for the year ended 24 FebR(®7 Management For 4,458,755,571 112,277,918 318436,
(91.25%) (2.30%) (6.46%)

To declare a dividend Management For 4,885,598,517 597,592 275,902
(99.98%) (0.01%) (0.01%)

To re-elect as a director, E M Davies Management For 4,876376 1,402,926 58,443,319
(98.78%) (0.03%) (1.20%)

To re-elect as a director, H Einsmann Management For 4,898962 123,238,775 65,134,501
(96.14%) (2.52%) (1.33%)

To re-elect as a director, K Hydon Management For 4,857,133,391 1,063,322 28,192,076
(99.40%) (0.02%) (0.58%)

To re-elect as a director, D Potts Management For 4,760,466,612 65,416,941 60,410,641
(97.42%) (1.34%) (1.24%)

To re-elect as a director, D Reid Management For 4,797,400,863 49,523,858 39,464,751
(98.18%) (1.01%) (0.81%)

To re-elect as a director, Ms L Neville-Rolfe Management For 4,759,021,976 66,180,692 61,088,561
(97.40%) (1.35%) (1.25%)

To re-appoint as auditors, PricewaterhouseCoopers LLP alylEment For 4,782,333,987 45,597,901 58,456,692
(97.87%) (0.93%) (1.20%)

To authorise the directors to determine the auditor’s reznafion Management For 4,802,604,283 1,941,803 81,782,33
(98.29%) (0.04%) (1.67%)

To approve a general authority to the directors to issueeshar Management For 4,855,936,168 2,464,036 27,927,656
(99.38%) (0.05%) (0.57%)

To approve a general authority to the directors to dis-apply Management For 4,863,173,551 3,720,840 19,518,303

pre-emption rights on the issue of shares for cash (99.52%) (0.08%) (0.40%)

To allow the Company to make market purchases of its own share ~ Management For 4,882,367,704 1,207,951 2,771,393
(99.92%) (0.02%) (0.06%)

To authorise political donations by the Company Management For 4,604,255,925 86,955,469 195,086,645
(94.23%) (1.78%) (3.99%)

To authorise political donations by Tesco Stores Ltd Mansaye For 4,604,053,313 86,888,303 195,291,777
(94.22%) (1.78%) (4.00%)

To adopt new Articles of Association Management For 4,892,222 10,334,596 3,644,941
(99.71%) (0.21%) (0.07%)

To adopt the Group New Business Incentive Plan 2007 Manageme For 4,020,637,161 76,794,337 788,704,662
(82.29%) (1.57%) (16.14%)

To adopt the US Long-term Incentive Plan 2007 Management For 4,546,767,893 153,149,500 180,901,293
(93.16%) (3.14%) (3.71%)

To amend the Performance Share Plan 2004 Management For 3,73P17 126,341,660 466,098,999
(87.88%) (2.59%) (9.54%)

To adopt the Executive Incentive Plan Management For 43621185 54,371,226 220,523,917
(94.37%) (1.11%) (4.51%)

To adopt the International Bonus Plan Management For 488243 10,942,029 89,572,877
(97.94%) (0.22%) (1.83%)

To take appropriate measures to ensure workers in its sugpttories

are guaranteed decent working conditions, a living wadesgeurity, Shareholders Against 405,669,462 543,341,798,936,607,050

freedom of association and of collective bargaining intigg (8.30%) (11.12%) (80.58%)

where available, the right to join a trade union of their cleoi
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CHAPTERDS

Executive Remuneration and
Tournament Theory

‘Money was never a big motivation for me, except as a way tp &eere. The
real excitement is playing the game!

Donald Trump, ‘Trump: The Art of the Deal1087).

5.1 Introduction

Economists and management scholars have given plentyeoftiatt to the pay of top
executives in recent years. However, the majority of eroginvork has focused solely
upon the remuneration of the Chief Executive (CEO) or HigliResd Director (HPD).
This is understandable as the CEO is the natural starting fooi any examination under
an agency framework. Moreover, the level of disclosure fparblic companies and the
subsequent availability of data, has, in the past, forogdias to restrict their investigation
to the pay of the Chief Executive.

However, in UK law, there is no legal distinction between dectors of a public com-
pany. Although each director is employed under their owmisercontract, and the terms
of the CEQ'’s contract will differ from the other executiveeltors, all directors bear an
equal fiduciary duty to their shareholders. Therefore, i@y sufficient data is available,
then there is no reason for remuneration studies within timeipal-agent framework to
restrict their attention to the CEO. Indeed, since the widesd adoption of the Greenbury
Report 995 recommendations, disclosure of executive directors’ueenation from
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UK listed companies has improved markedly.

Numerous prior studies using US or UK data have examined Ho@ @ay varies against
a vast number of individual and firm-level characteristiCharacteristics of particular rel-
evance to this thesis have included: performance and firendnsen and Murphy99Q
Main, Bruce, and Bucki996 Hall and Liebman1998 Conyon and Murphy200Q Tosi,
Werner, Katz, and Gomez-Mejid00Q Gregg, Jewell, and Tonk005; non-executive
director independenceBénito and Conyonl999 Core, Holthausen, and Larckéi999
Conyon and He2004 Gregory-Smith 2007, CEO turnover Coughlan and Schmidt
1985 Barro and Barrp199Q Hambrick and Finkelsteirl995 Harris and Helfat1997%
Jenter and KanaaB006 and shareholder activisrKérpoff, 2001, Black, 1998 Romano
2001h.

An extension of such studies to the pay of the whole board dvbelinteresting in its own
right. For exampleBonet and Conyor§2005 using a sample of 504 companies listed
on the London Stock Exchange, focus on the composition op#yesetting committee
and its influence on the pay arrangements for all executikecttirs. Prior investiga-
tions (Conyon and Peck998 Daily, Johnson, Ellstrand, and Daltdt998 Newman and
Mozes 1999 have provided mixed evidence as to whether the insiderepoeson the
committee inflated the remuneration of the CEO. By extenttiegdlependent variable to
the remuneration of all executive directors and contrglfior the position of CEOBonet
and Conyor(2005 found a positive relationship between the number of insiderving
on the remuneration committee and total executive remtinardHowever, the study was
limited by the data available and as a result was unable tvador certain factors that
might be believed to be important in the determination of {gag. company performance
and specific executive roles such as the Finance Directarpddition, the authors did
not have access to time series information on remuneratiomattee independence, pre-
cluding the use of a fixed effects estimator. ConsequeBtpnet and Conyo2005 use

a random effects estimator which assumes no selectionsissube data (directors with
particular unobserved attributes do not select companitsparticular unobserved at-
tributes and vice versa). This might be problematic givert tommittee independence is
correlated with company size which is an important deteamirof executive pay. If the
no sorting bias assumption does not hold then the reportedatss of an insider effect
would be unreliable. Indeed, the analysis that this thesisgnts in chapt&suggests that
the relationship between pay and remuneration committspiendence is very sensitive
to the econometric specification employed.
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An examination of the whole board’s pay, offers some unigogootunities for research
which a study that examines only CEO pay cannot investigateexample, the distri-
bution of pay within the executive management team. Comigeemuneration surveys
typically present their statistics by the position of the@axtive on the boardM & K
Ltd, 2007) so that practitioners can review pay on a like-for-likeibaBebchuk, Cre-
mers, and PeydR007) have begun to formalise the distribution of pay within tluatd,
distinguishing between the boards where the CEO is a ‘damhplayer’ (receives a large
proportion of the whole board’s pay) as opposed to a ‘tearpepldpay is more evenly
distributed between board memberBebchuk, Cremers, and Pey@007 find that the
pay slice given to CEOs of US public companies has been isicrgaver the last decade
and has a relationship with a number governance variabiekjding performance and
CEO turnover. Specifically, the CEO’s slice of board pay Memsely related both to
the performance of the company as measured by Tobin’s Q ansdethsitivity of CEO
turnover to performance but positively related to the CE&isenchmentand lack of a
large outside shareholder (blockholder). This suggestsmnt CEOs are more common
when performance is poor and the conditions for entrencharerfavourable.

Furthermore Ryan and Wigging2004 examine how the remuneration of board direc-
tors varies according to CEO entrenchment and power. Thelytfiat firms who have
entrenched and powerful CEOs also have board directors vehpaad less than average
and are less likely to be paid in equity. If the level of equ&y proxy for the directors’
incentives to monitor effectively, it follows that poweland entrenched CEOs occur in
firms where the incentives to monitor the CEO from the boaedvaak. These findings
are also consistent with the rents capture narrative belagreced byBebchuk and Fried
(2003 2004.

Another avenue of research that becomes possible with datseeavhole board is an ex-
amination of tournament theory. Tournament theory propdisat agents give up some
remuneration in order to participate in a promotions comipetwith the prospect of win-

ning the prize if victoriousl{(azear and Rose198]). Agents experience an incentive to
exert effort to win the prize with success or failure deteread by one agent’s performance
relative to his competitors. In the context of a firm hierggtcduccess at one level allows
the individual to enter the next promotion competition. Ag thighest level, the CEO

'Entrenchment is measured by board characteristics suclC&Oawho also serves as Chairman and
external indicies which rate companies in terms of theivjsion for shareholder rights. These are Investor
Responsibility Research Center’s (IRRC) Elndex and thed&tras used bGompers, Ishii, and Metrick
(2003.
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will command a prize that reflects their ultimate victoryirigein excess of their marginal
product but still economically efficienMain, O’Reilly, and Wade1993. The argument

of efficiency is made on the grounds that the tournament fsfisaincing; the prospect
of winning the inflated ultimate prize induces players toegt@ay less than their own
marginal product Rosen 1986. As such, tournament theory provides a conceptually
simple justification for the very large pay of the CEOs refatio their subordinatés

However, a tournament reward structure may not always beosaizally efficient. Mil-
grom and Robert61988 andLazear(1989 suggest that as only relative and not absolute
performance determines success in a tournament, workeld eogage in ‘influence ac-
tivities’ or ‘destructive strategies’ to win promotion cpetitions. This could extend as
far as active sabotage against competing play@y®,(1984). Drago and Garvey1998
find evidence that when large benefits from promotion aregmtesvorkers were less
likely to co-operate with each other, share equipment distoBurther,Dye (1984 and
Baker, Jensen, and Murpl{$988 argue that promotion competitions could invoke the
Peter Principle; i.e. promotion competitions may not becidfit if the new role requires
different skills to that which determined the winner of thhegeding competition. Conse-
guently, firms may prefer a more compressed reward stryatitfemore workers earning
closer to their marginal products at each level of the hadnar

Clearly then, there is a role for empirical research to deitee the extent to which firms
operate tournamentsazear and Rosé&n(1981) model generates four propositions which
have been subject to empirical examination (see taldle First, a larger difference be-
tween winning pay and losing pay leads to larger effort; sddbe prize should be in-
creasing in the number of participants, since an increaseinumber of players leads to
a fall in the probability of winning and hence a fall in the exped return to a marginal
increase in effort. Third, remuneration is increasing igamisational level. A firm hi-
erarchy should exhibit exponential growth in remunerafrom one level to the next as
entering the ‘advancement opportunities’ of the next prbemocompetition is less valu-
able than lower down in the organisation. At the highestllete difference between
winning and losing must compensate for the fact that thezenarfurther advancement
opportunities. Finally, where performance is luckier, @d controlled by the agent, the
prize needs to be increased to induce the same level of .effort

Tournament theory has often been subject to empirical exation in sporting contexts
such as golf, bowling and tennis tournameiilrenberg and Bognannt®9Q Abrevaya

2The ratio of CEO pay to average pay is thought to currentlydie/ben 200:1 and 300:Béker, 2008).
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Table 5.1: Tournament Theory: Propositions and Evidence

Prop- Study Finding Comment
osition
Ehrenberg and Bognanr{@990 Effort increasing in prize money to pro golfers.
1 Becker and Huseli1992 Higher prizes lead to faster driving in NASCAR. Incentivestter.
Closed-form compeititons
Knoeber and Thurmafi994 Higher prizes for chicken farmers
result in fatter chickens
Main, O’Reilly, and Wadg€1993 Each extra competitor increases prize by 3%.
210 US companies (1980-84).
Conyon, Peck, and Sadlg001) Extra competitor increases total prize by 3.5%. Suppartdornaments
2 100 UK companies (1997-98). but external hires cause
problems of
Eriksson(1999. Each extra competitor increases prize by 1.8%. identfyhe
111 Danish companies (1992-95). number of players
Bognanno(2001) Prize increasing in players
600 US firms (1981-1988)
Lambert, Larcker, and Weigg|1993  Convex relationship found together with
‘extraordinarily’ large difference between CEO
and next position 303 US companies (1982-84).
Main, O’Reilly, and Wadg€1993 Increasing ratio of pay at the highest levels.
Eriksson(1999 Hierarchical pay differentials generally consistent Sietent with
3 with tournament theory predictions, tournament theory and
except no exponential hike for top position. employee Bgrti
Conyon, Peck, and Sadlg001) Broad support for convex relationship.
Conyon and Sadlg200]) Pay-performance sensitivity is convexly increasing
with job level. 100 UK Companies (1997).
Bognanno(2001) Support for convex relationship
Convexity reduced if long pre-promotion tenure
Eriksson(1999 Riskier environment leads to modestly Consistent withmament
4 greater prizes. theory and risk aversion.
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2002 Sunde 2003. This is due, at least in part, to a lack of sufficient datagayers’

in corporations. Evidence broadly consistent with toureattheory has been presented.
Effort was seen to increase with the value of the prize, paldrly when the field of
players were of a similar calibre (see tabld). However, two caveats to these findings
should be highlighted. The first, as noted Bsendergas1999), is that a prize-effort
correlation is evidence that incentives matter but not teatard structures have been
designed to elicit the responses predicted by tournamentyh Secondly, these settings
constitute a closed-form competition in which only playi@rghe tournament can win the
prize. In contrast, employees in corporations are free teenbe@tween companies and as
such the prize of being CEO can be won by an individual who veagnternal to the firm.
Indeed, 43% of CEOs hired in our sample were not on the conphogrd prior to their
appointment.

Moreover,Reeq1992 considers the time-frame over which the game is playeds iiay
be important as, unlike a sports tournament, the rules & lexel may change over the
course of an employee’s career. Again, this might be a paaticoncern for our sample
as a number of reforms in corporate governance and remioreatidelines occurred.
Reeq1992 also notes that the success of an manager in an organigailso dependent
on the effort of his subordinates, whereas the success iff éogonament depends only
of the performance of the player (and perhaps his caddie).

A few studies have data on individuals at different hierazahlevels within corpora-
tions. Of particular note in table.1 are the studies bilain, O’Reilly, and Wad€1993;
Eriksson(1999 andBognanng2001). The strategy employed by these studies is to test
several of the tournament theory propositions and in gétleeg are supportive of the
theory. Although each of the propositions in tabl& has an alternative non-tournament
explanation, support for a combination of the tournament propositiontired above
would be difficult to explain with a single alternative thgor

Main, O'Reilly, and Wadg1993, using panel data on US firms, found that the ratio of
pay from one hierarchial level to the next increased in aggdional level as envisaged
by tournament theory. Consistent with this result, aggeshaata on UK companies
provided by Hay Group Inc, in figurg.1, shows remuneration increasing exponentially
through the job level. The levels are determined by Hay Geojgb evaluations which
consider the job’s size, complexity and importance, piaany assessment of individual

3For instanceRosen(1986 advances a marginal productivity justification for the wexity of remuner-
ation through job grades, on the reasonable assumptioththamployee’s impact on value is exponentially
greater at higher hierarchical levels.
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Figure 5.1: Convexity of Remuneration Through Job Grades

2003 2004

£M

2005 2006

2122 23 24 25 26 27 28 29 30 31 32 33 34 21 22 23 24 25 26 27 28 29 30 31 32 33 34
Reference Level

Median salary ———-—- Median Total Cash

Total cash comprises salary, benefits, bonus and exercised equity incentives.

performance. The reference levels have been used in disation court cases to deter-
mine equal pay for equal worth A CEO of a large international organisation will have
a reference level towards the top end of the scale. A CEO ofalanorganisation and
a senior executive of a larger organisation could have theesaference level. A lower
level executive of a smaller company will be towards the beiig of the scale. Within a
firm, a typical promotion is considered to be approximatetgf2rence levels.

Main, O'Reilly, and Wad€1993 also found that the CEO prize is increasing in the num-
ber of vice presidents below the CEO. Here the prize is medsas the net present value
of the pay differential over the whole of the expected CEQutenIf one accepts that the
number of vice presidents is a reasonable estimate of thédeuai players in the com-
petition, this result is also consistent with the idea thattournament is self-financing;
i.e. as the chances of winning decrease, as estimated byihieen of players, the prize
should increase.

Eriksson(1999 finds broad support for the operation of tournaments usipgree! of
Danish firms, most of which are privately owned. SimilarlyMain, O’Reilly, and Wade
(1993 he finds a convexity of the reward structure through job gsaaind the prize in-

4See http://www.haygroup.com/ww/services/index.aspx2529 for further details.
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creasing in the number of players. In addition, he finds thiaep are higher in riskier
environments, also consistent with tournament theorythgekEriksson(1999 nor Main,
O'Reilly, and Wade(1993 consider the possibility that external hires might upéet t
operation of internal tournaments.

Bognannd200)) is, perhaps, the most comprehensive test of tournameaoiythe date.
Again, prizes are largely consistent with the convex stmgpredicted by tournaments
and prizes are seen to increase in the number of participgat8ognanna200]) also
found some anomalous evidence. For instance, the prize atalanger for promoted
executives who had been in their prior position for longene@night this because the
number of future promotion opportunities over the remairdéhe executive’s career will
be less. Therefore, in order to adjust for the declining phility of success the prize must
increase to maintain incentives. Moreover, the prize wase#sing in the square of the
number of participants, albeit only nominally, suggestimat the overall response of the
CEO prize was nearly linear in the number of participantsvedineless, the tournament
model, under certain conditions, would have predicted a@orelationship between the
prize and the number of participants rather than a linear one

In addition,Bognannq200]) considers the possibility that the winner of the tournamen
can be identified from their pay earlier in the contest. lmj&ognanno(2001) finds
that the highest paid individual in the prior round is oftée eventual winner. This is
problematic for the operation of tournaments as if the wirtam be predicted, then the
incentive to compete is diminished.

Bognanno(2001) identifies the external hires in their dataset but onlyflyrieonsiders
how the presence of external hires might reduce the prababiflwinning for the tour-
nament player. In this mattdBognanno(2001) follows Chan(1996 who proposes that
firms give preferential treatment to insiders to adjust Fa teduced probability of win-
ning if the firm hires from outside. This is preferred over #iernative of increasing the
prize for insiders. The premise of a handicap is consistéhttive frequency of external
appointments irBognanno(2001)’s data (only 17%) and the finding that new hires are
paid 5% less after controlling for their individual chamgstics (experience, education
etc).

Most recentlyKale, Reis, and Venkateswaré2007) proxy the extent of tournament style
promotion incentives to the vice presidents (VPs) of US wiggtions by measuring the
pay differential between the CEO and the VP and the likelihaigoromotion.Kale, Reis,
and Venkateswaraf2007) also compare the significance of these tournament inantiv
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against equity based performance incenti¥ade, Reis, and Venkateswarg007) find a
positive correlation between performance and promotioantives which increases when
the CEO is close to retirement. The relationship is weakemveeh the firm has a new
CEO hired from outside the firm and when the firm belongs to adgenous industry.

5.1.1 Compensation to Tournament Losers

As tournaments are thought to be self-financing, executirexibrs should accept pay
less than marginal product for the chance of winning the CEZ2pTherefore, following
a rival’'s promotion to CEO, the existing executive direstaright expect compensation
to the level of their marginal product if it is understoodytlae either too old or unsuited
to participate in the next succession competition.

However, there may be practical difficulties in compengptosing directors. It may
simply be socially unacceptable to increase a directonsureeration just because a rival
has been promoted. If losing directors, for whatever reaaom not compensated they
will experience a strong financial incentive leave the comypand earn their marginal
product elsewhere or join a new competition in another campg&urthermore, it might
also be expected that the loser compensation/exit efféidd@stronger for older directors
as such directors are less likely to be around for the next 8kg0ession competition.

The need to compensate directors for the loss in promotioeniives may be counter-
balanced by a reduction in external employment opporeemftr losing directors. Given
that a CEO succession is a public event, the market may ssagsedirector’s quality in
light of the fact that a company has invested a significantiarof resources in holding
a succession competition and concluded that somebody<elsatter suited to the posi-
tion of CEO. Therefore, the very act of being passed over reggal previously hidden
adverse information to the market regarding the competensaitability of the director
for the position of CEO. If this hypothesis holds true, thesiihg directors who are not
compensated would not face a strong financial incentiveaieelelndeed, if the reduction
in external employment opportunities is sufficiently seyeéhe losing directors may even
be less inclined to seek employment elsewhere as it is wellvkrthat companies do not
cut director’s salaries except in truly exceptional ciratamces Thus, by remaining in
their current position the director may, in fact, be reaggvimore than their market wage.

SDirectors of failing companies have been known to on oceasto offered to ‘share the pain’ with
investors by refusing bonuses or freezing salary.
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Again, it is reasonable to assume that this effect may be#@stng in the director’s age as
older losing directors have less time to acquire the misskilts and/or experience which
would make them suitable for a CEO position.

The need to compensate losing directors may also be modeféte director has made

investments of firm-specific or job-specific capital. Forreyxde, the director may have
spent time and effort developing non-transferable skilid gaining experience that is
only relevant to their current post. This capital is losthétdirector seeks employment
elsewhere. This firm specific investment by the director &hbe reflected in their current
wage and hence even if the director loses the value of promatcentives he may still

be best off remaining in his current role.

The idea that employees might be compensated for losingradment has significance
for employment contracts in which the company commits taygting or firing the em-
ployee after a specified perio&4ttinger 1993 Gibbons and Waldmari999. From a
tournament theory perspective, ‘up or out’ contracts héeepotential to increase em-
ployee effort as the differential in prizes is greater thader standard employment con-
tract$. However, up or out contracts may not be appropriate in icesiguations, for
instance where large investments in firm-specific humantalagie required@hosh and
Waldman 2006. An employee will be less willing to make firm-specific intieents if
exit is a near possibility. If compensation is provided te thsers of promotion com-
petitions then the incentive to make firm-specific investtaésn further increased at the
expense of reducing the prize differentialvet reducing the prize differential may not
necessarily reduce the incentives to exert effort. A litea has started to emerge that
allows second prizes to elicit effort from competition papants Moldovanu and Sela
200% Clark and Riis 1998 Szymanski and Vallett005. Indeed,Szymanski and Val-
letti (2009 show that second prizes can be effort increasing if thesecantest between
more than two players, particularly if one player is verpstg relative to the others. Weak
players will not exert effort for a first prize they cannot waat they will try to win the
second prize, possibly to the point where the strong plageriacreases effort to counter
the pressure from the weaker contestants. It is easy to maagich a scenario occurring
during a boardroom succession competition.

6Up or out contracts have also been proposed as tools fongpérmployee allocation problems in the
presence of imperfect informatioK§hn and Hubermari988.

A similar tradeoff exists when considering the extent toakhtontracts should provide for compen-
sation following termination. Institutional guidance imet UK recommends that contracts provide for no
more than 12 months’ salary and beneft®fnbined Code2003.
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An analysis of the compensation to competition losers pi@ky solves problems that
arise from the incidence of external appointments in an sogbpitest of tournament the-
ory. As eluded to above, the possibility that the firm will adidhe prize of CEO to

somebody outside the company reduces the probability afitennal player winning the
tournament but to what extent is unclear. Even if one obsesmdanternal appointment it
is difficult to know whether or not external candidates wevasidered for the post. The
history of the firm’s appointments could be examined for tleg@iency of external hires
in order to arrive at an estimated probability of externaé hiHowever, this is less than
satisfactory as the firm’s policy could vary between appuognts or change going for-
ward, perhaps inspired by a move in market conditions or ig@rece environment both
of which changed significantly during the period under revie

Under a tournament model, one would not expect the compengadid to the losers or
their likelihood of exit to differ when the CEO is appointeaih inside or external to
the company’s current board of directors. However, a désireapture the board may
prompt externally appointed CEOs to pay-off the incumbeareatiors or replace them
with their own, more friendly, directors. An internally pnoted CEO is likely to already
have formed relationships with the other directors and trighless likely to replace the
incumbents or compensate them. Moreover, according totlihespphy of the institu-
tional best practiceGombined Codg2003, a CEO with a board of independent directors
will have less control of the pay-setting and nominatiorepss. The composition of the
board is not relevant to the tournament model but under @ eagture model the ability
of the CEO to bribe or oust the directors should be correlatiga the independence of
the directors, if we believe that independence is importanerefore, information on the
board composition and the origin of the CEO will be useful wikeeking to distinguish
between competing hypothesises.

This chapter will investigate the extent to which tournatmemuneration structures oc-
cur within FTSE 350 companies by examining four related psijons. First, the CEO’s
remuneration both in absolute levels and as a proportioafdsoom pay is sufficiently
greater than the other executive directors such that CEQmeration represents a prize.
Second, executive directors who lose a CEO promotions coiigpeand do not partici-
pate in the next competition will either i) receive compeiwseor ii) leave. Third, the first
proposition will be stronger for older winners and the setproposition will be stronger
for older losers as the likelihood of participating in thexn@ompetition will be correlated
with age.
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The first and second propositions are also consistent wigéimis icapture model, but the
third proposition is not. In addition, under a rents captun@del we would expect the
first and second propositions to diminish with the propertad independent directors
on the board. A loss of external employment opportunities thay result from being
passed over may dominate the effect of the second proposind it is expected this
counteracting effect will be increasing with the direcscage.

Section5.2 will provide some summary statistics relating to the disition of executive
directors’ remuneration. Sectidn3 will test the propositions above before sectmd
concludes.

5.2 Descriptive Statistics

Summary statistics pertaining to the remuneration of eteeulirectors in our sample
are provided in tabl®.2 Remuneration was calculated on an annualised basis vath th
requirement that a director served at least three monthedfrtancial year. Emoluments
comprise salary, benefits, bonus and any cash receivedgtihtbe exercise of share op-
tions or the vesting of long term equity incentives. Totahumeration comprises salary,
benefits, bonus and an estimated fair value of the grantstafrspand equity incentives
received during the financial yéar CEOs receive approximately 5 69% and 75%
more salary, emoluments and total remuneration respéctiven executive directors at
the median. Mean levels are greater than the median due podbence of a small number
of extremely large values. Moreover, the variance of emeluis and total remuneration
is much greater than salary, indicating a wide spread ofegilu these measures.

Consistent with other remuneration surve@gsdgg, Jewell, and Tonk&005 both CEO
and executive director remuneration is found to have irsgéaignificantly in real terms
over the period. At the median, executive directors recaiveannual increase in total
remuneration of 8.14% after adjusting for inflation. If theedtor is promoted to CEO,
they receive an average increment of 28.9% in the year of gremotion. Losers of
CEO competitions receive a median increase of 8.31%, in¢le gf their defeat, which
is not materially above the average executive directokiseiment. However, there is a
greater variation in the loser increments, reflected indhgdr mean increment and larger
standard deviation. Therefore it is possible that some emieg may be compensating

8To provide a workable estimate, these are approximatedeatrord of their face value (see chapgr
for justification).
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Table 5.2: Summary Statistics

Median Mean  Standard Growth
Deviation 1995-2005
Chief Executives
Salary 346,000 390,000 225,000 52.9%
Emoluments 555,000 884,000 1,383,000 131.0%
Total Remuneration 615,000 918,000 1,342,000 166.1%
Total Remuneration Relative Pay Slice 1.37 1.41 .381 7.13%
Age 51 50 6.55 -0.06%
Annual Increment 10.9% 33.8% 410%
Increment: Year of Win 28.9% 50.2% 77.3%
Tenure (years) 6.35
Tenure of winners 3.91
Executive Directors
Salary 210,000 240,000 148,000 47.2%
Emoluments 328,000 494,000 670,000 125.7%
Total Remuneration 351,000 512,000 744,000 152.0%
Total Remuneration Relative Pay Slice .856 .894 .345 -8.62%
Age 50 49 7.09 0.12%
Annual Increment 8.14% 23.4% 176%
Increment: Year of loss 8.31% 32.0% 319%
Tenure (years) 4.98
Loser tenure 5.95
TSR 10.9% 8.13% 43.3% 96.0%
Sales 2.00m 411m 3,070m 79.4%
Pre-tax profits 50.9m 275m 1,160m 8.48%
N (director years) 22,600
No. Directors
Combined Chair&CEO 94
CEOs 974
Chairman 307
Finance Directors 1,066
Executive Directors 3,092
Players 2,382
Winners 234
External CEO Hires 834

1. May 2006 prices.

2. TSR growth represents accumulated return at the mean.

3. Tenure is the median survival times by position. Thereffor promoted CEOs, time at the same
company prior to their promotion to CEO is not included. Hearloser tenure includes the time as an
executive director prior to the succession defeat.
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the losers of CEO competitions. Of course, annual incresnetilt depend on several
factors such as performance and market conditions. Theresections.3 will test the
compensation hypothesis more formally.

In terms of tenure, CEQ’s who are promoted from within the pany have shorter me-
dian survival times than externally hired CEOsThis reflects the incidence of interim
appointments whereby an existing director assumes th@f@&O on a temporary basis
following the sudden departure of the prior CEO. In additioontracts for external hires
typically contain a greater emphasis on lock-in provisisumsh as long term equity incen-
tives and retention bonuses on appointment. Internal CEDalkeady have part-fulfilled
the vesting conditions on their incentives and, if on a defimenefit pension scheme, will
have built up more years of service so reducing the cost aemeént. Moreover, the
Company is more likely to hire a specialist from outside tkisteng board when a ma-
jor change in strategic direction is required. Such spistsaénjoy a honeymoon period
during which dismissal is very unlikely because all partieslerstand that it takes time
before the merits of the CEO’s new strategy can be assessed.

Directors’ who experience a CEO succession defeat duriag tenure have a longer
average tenure than those who do not. At face value, thiseiofiposite of what is
expected under the up or out model. However, the possilbédityains that some CEOs
leave quickly after defeat because those with longer teranemore likely to experience a
succession competition in the firstinstance. Thereforexitdypothesis will be tested by
adopting a duration analysis framework and examining thgairhof a rival’s succession
upon the directors’ hazard rafe

5.2.1 Regression Estimates

Table 5.3 estimates the following remuneration equation in whichréhmay be a firm
specific effecty; and an individual specific effect.

(Remuneration);js = ; + 0; + oy + B(Position);;; + A(Controls);js + pi;e  (5.2.1)

Remuneration is measured as logged levels of salary, enesltsnand remuneratiéh

9Mean survival times cannot be reported with accuracy duensaring.
105ee chaptes for an explanation of duration analysis.
please refer to chapt@ifor further details of the measurement of the dependerabi
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Table 5.3: Remuneration Levels

OoLS Fixed Effects
Sal Emol Rem Sal Emol Rem Sal Emol Rem Sal Emol Rem
Executive Position
CH&CEO 0.4282**  0.3857***  0.3662*** 0.5014*** 0.4862*** 0.5452**  (0.3865***  0.3114**  (0.4886*** 0.3866*** 0.3038** 0.5073***
(7.72) (4.79) (4.47) (9.78) (5.91) (6.57) (5.01) (3.34) 9%. (5.00) (2.84) (5.81)
CEO 0.4554*+* 0. 4704**  0.4772%* 0.4732%*+* 0.4872*+* 0.5L79**  0.2763**  0.2707**  (0.3434*** 0.2766*** 0.2861*** 0.3582***
(21.97) (16.84) (16.90) (26.10) (18.80) (20.19) (14.83) 1% (11.80) (14.26) (9.45) (11.64)
Chair 0.2519**  0.1684*** 0.1263** 0.2616*** 0.2160*** 02412***  0.1631*** 0.0678  0.2274*** 0.2126%*** 0.1632* 0.3B4***
(6.03) (3.35) (2.49) (6.99) (4.26) (4.67) (3.35) (0.82) 0@. (4.26) (1.88) (4.02)
FD -0.0196  -0.0601** -0.0412* 0.0403** 0.0001 0.0165 0.012 0.0452 0.0752** 0.0141 0.0544 0.0770*
(-1.13) (-2.60) (-1.75) (2.74) (0.00) (0.77) (0.46) (2.03) (2.97) (0.49) (1.16) (1.89)
Age Group
50-55 0.0757*** 0.0555*** 0.0554*** -0.0137 -0.0053 0.0079
(5.88) (2.96) (2.94) (-1.43) (-0.27) (0.48)
55-60 0.0996*** 0.0494** 0.0186 -0.0448*** -0.0496* -0.0338
(5.72) (1.92) (0.73) (-3.22) (-1.68) (-1.35)
60-65 0.1113*** 0.0332 -0.0092 -0.0880*** -0.1261**  -0.1531***
(3.29) (0.69) (-0.20) (-3.23) (-2.55) (-3.65)
>65 -0.0209 -0.1167 -0.1822* -0.2399***  -0.3509***  -0.3819***
(-0.28) (-1.13) (-1.95) (-4.62) (-3.76) (-4.96)
Tenure 0.0047 0.0212*** 0.0010 0.1546* 0.5509*** 0.3443***
(1.37) (4.76) (0.23) (1.76) (3.68) (3.06)
Tenuré 0.0000 -0.0005** 0.0000 -0.0004**  -0.0009***  -0.0005***
(-0.32) (-2.77) (-0.08) (-2.49) (-4.30) (-3.20)
Largest Non-CEO Owner
0%-5% 0.0030 0.0033 -0.0016 0.0005 -0.0007 -0.0047*
(0.94) (0.72) (-0.37) (0.36) (-0.24) (-1.88)
5%-25% -0.0057***  -0.0064*** -0.0042** -0.0009* -0.0018 0.0009
(-4.60) (-3.43) (-2.27) (-1.74) (-1.51) (0.92)
>25% -0.0054***  -0.0065***  -0.0072*** -0.0001 0.0003 0.0010
(-4.56) (-3.77) (-4.31) (-0.18) (0.28) (0.88)
No. EDs 0.0102*** 0.0117** 0.0176*** 0.0009  -0.0177*** -0.0048
(2.98) (2.44) (3.68) (0.49) (-3.78) (-1.20)
No. NEDs 0.1035*** 0.1392%** 0.1474*** 0.0053** 0.0054 0.0047
(34.52) (31.07) (31.54) (2.42) (1.04) (1.04)
% Independent NEDs 0.1987*** 0.0939*** 0.1276*** -0.0103 0.0394 0.0164
(9.24) (2.87) (4.00) (-0.86) (1.51) (0.77)
Sales 0.0388*** 0.0365*** 0.0411%** 0.0497*+* 0.0655*** 0.0664***
(19.74) (13.56) (15.07) (7.02) (4.08) (4.17)
TSR -0.0212** 0.1900*** 0.0880*** 0.0032 0.1447*+* 0.0701***
(-2.69) (12.05) (6.49) (0.72) (10.32) (6.50)
N 21486 21595 21627 15671 15734 15742 21486 21595 21627 15671 15734 15742
Groups 5198 5226 5234 4067 4078 4078 5198 5226 5234 4067 4078 078 4
R-Squared 17.06 15.14 17.74 44.40 34.36 38.99 48.74 29.21 .66 32 51.99 30.28 35.87

1. Year dummies included.
2. Dependent Variables and Sales in logarithms.



In chapter2 it was shown that whilst incorporating prior period pay aseaplanatory
variable was desirable in estimation of CEO pay, the modédahe diagnostic test
for the validity of the instruments when applied to the reemation of the whole board.
Again, when estimating the equatiér.1 we experimented with the instrument set but
were unable to find valid instruments for prior period payefdiore, we proceed in this
chapter by using the most robust and valid estimation sfyadeailable but we are unable
to control for prior period pay.

Executive Positiomepresents four dummy variables: Chairman & CEO; CEO; Ghair
man; and Finance Director, with the base being the execdtireetor. We control for
age, tenure, outside equity, board composition, size aridpgance as measured by total
shareholder return. As we will be interested in the inteoast between age and other
variables in this chapter, we use a series of age group dunamigbles for greater flex-
ibility. Also, following Bebchuk, Cremers, and Pey@007) we use a piecewise linear
specification to capture the effect of the largest non-CE&wediolder, which we might
expect to vary for different levels of equity.

If the director is the CEO, they earn around 50% more thanwgkecdirectorsceteris
paribus Looking at the fixed effects results, if a director becom&©Qhey earn around
30% more than they did as an executive director. If they becarnombined Chairman
and CEO they earn around 50% more in terms of total remueratDlder directors
generally receive greater salaries than their youngerteoparts up to the age of 65, but
this does not translate into greater levels of emolumentstat remuneration (holding
tenure constant). At low levels, an increase in equity ferldigest owner doesn't reduce
director remuneration. However, beyond 5% an increaseeimtanitor’s equity holding
significantly reduces pay. Therefore, for monitoring to aopdirector remuneration, it
appears that the monitor needs at least 5%. Here, moni®idedined as anybody other
than the CE®".

The control variables for size and performance are comgistih results found in recent
surveys Bruce and Buck2005 Bonet and Conyar2005. A 1% increase in firm size, as
measured by sales, leads to an increase in total remurmredt® 6.5%. A 1% increase
in total shareholder return leads to an increase in totalreration of approximately
7%-8.8%. Salary is not positively correlated with perfonoa. In fact, the OLS results

2yunfortunately, the identify of the monitor is not recordedly that they are not the CEO. It is likely
that different equity owners have varying impacts on gogaoe and remuneration. An active investment
fund may, for instance, be more vigilant at monitoring dioes’ remuneration than a trust fund controlled
by members of the CEQ’s family.
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Figure 5.2: Pay Slice by Number of Executives on the Board

Total Remuneration Slice

0 5 10 15 20
Number of Executives on the Board

—o—— CEO —=e— Executive Directors

suggest that increased salary may be a substitute for peafae related remuneration.
This accords with the claim that companies switch a greaitgygstion of the director’s re-
muneration package to non-variable elements such as saharyperformance conditions
germane to incentive schemes are less likely to be satisfigd.may reflect an exercise
of power and manipulation of the remuneration package bylitieetors themselves or an
optimal response by the firm to retaining executive talenth@ough exploration of this
matter is not the focus of this chapter but is dealt in gredépth in chaptep.

Remuneration is generally increasing in tenure, albeitntbgative coefficient on tenure
squared suggests that an additional year of tenure hasiaidgadhfluence on remunera-
tion as tenure increases. Our other control variables arsistent with standard results:
remuneration is increasing in company size as measureddoy Isize and sales; the in-
dependence of the non-executive directors does not redyckeyels as found in chapter
2.
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Table 5.4: Relative Pay Slice

oLS Fixed Effects
Sal Emol Rem Sal Emol Rem Sal Emol Rem Sal Emol Rem
Executive Position
CH&CEO 0.5085*** 0.4691*** 0.4775*+* 0.4663*** 0.4197*+* 0.4668***  0.3736*** 0.3845**  0.4117*** 0.3423*** 0.3209** 0.4034***
(15.16) (10.70) (11.17) (14.21) (9.75) (10.88) (8.69) B4 (6.87) (7.77) (4.60) (6.80)
CEO 0.4883*** 0.5097*** 0.5146*** 0.4713** 0.4844*+* 0.9042**  (0.3362*** 0.3617**  0.3521*** 0.3150%** 0.3124*** 0.3531***
(53.21) (42.85) (46.61) (50.27) (39.44) (44.27) (21.03) 4.91) (16.25) (19.59) (12.72) (15.87)
Chair 0.2893*** 0.2326*** 0.2017*** 0.2534*** 0.1908*** 0.2014**  0.1685*** 0.1859***  (0.1529*** 0.1595*** 0.1409** 0.1848***
(12.16) (7.02) (6.01) (10.58) (5.29) (5.50) (4.41) (3.18) 2.96) (4.14) (2.38) (3.58)
FD -0.0223***  -0.0423**  -0.0328***  -0.0194***  -0.0368*** -0.0326**  -0.0412**  -0.0909*** -0.0263 -0.0324* -0.0733* -0.0254
(-3.57) (-5.04) (-4.31) (-3.13) (-4.47) (-4.25) (-2.05) 3@5) (-1.10) (-1.66) (-2.79) (-1.07)
Age Group
50-55 0.0242*** 0.0326*** 0.0261*** -0.0060 0.0124 0.0176*
(3.89) (3.70) (3.23) (-0.81) (1.04) (1.74)
55-60 0.0138 0.0217* -0.0040 -0.0275** 0.0020 0.0008
(1.58) (2.93) (-0.38) (-2.35) (0.112) (0.05)
60-65 0.0203 0.0164 -0.0250 -0.0465* -0.0262 -0.0436
(0.99) (0.68) (-1.07) (-1.86) (-0.78) (-1.57)
>65 -0.1652**  -0.1811**  -0.2243*** -0.1650*** -0.1514**  -0.2074***
(-4.38) (-3.93) (-5.22) (-2.98) (-2.09) (-3.31)
Tenure 0.0069*** 0.0134*** 0.0023 0.0148*** 0.0263*** 0.0052**
(3.78) (6.02) (1.13) (7.88) (9.18) (2.12)
Tenuré 0.0000 -0.0002** 0.0001 -0.0005***  -0.0008***  -0.0004***
(-0.27) (-2.09) (0.72) (-4.64) (-5.50) (-3.61)
N 21486 21595 21627 21098 21202 21234 21486 21595 21627 21098 21202 21234
Groups 5198 5226 5234 4936 4959 4967 5198 5226 5234 4936 4959 967 4
R-Squared 37.35 21.86 26.18 39.41 23.90 27.49 37.08 21.36 .9825 35.04 21.38 22.58

1. T-stats in parenthesises based on standard errorsreflist®und groups and robust to heteroscedasticity



5.2.2 Pay Slice

Following Bebchuk, Cremers, and Pey@007), this section presents data on the distri-
bution of pay within the boardrooth The pay slice of the each director relative to his
colleagues is of interest in order to distinguish betweeweneent in pay arising from
changes to the budget for the whole board’s remuneration frmvement in individual
pay arrangements. The pay slice is also of interest whenidmmsgy the proportion of
boardroom pay allocated to the CEO. High allocations of thasym pay to the CEO
could reflect the large contributions to productivity ditried to the CEO (the so-called
‘star CEOS’) or it may reflect dominance and an extractionewits by the CEO. Al-
ternatively, a high CEO pay slice might represent the priwenfinning the promotions
tournament.

Figure5.2 shows the proportion of boardroom pay the CEO receives dseseexponen-
tially with the number of executive directors on the boartiefiefore, in order to present
information that is comparable across boards of differegss the pay slice relative to
board size will be used going forwafd

Figure5.3shows the movement in relative pay slices of CEOs and exextitiectors over
the duration of the sample. The proportion of boardroom payGEO receives relative
to the other executive directors is mostly stable with agligcrease at the beginning and
ends of the sample period. The more demanding disclosutéreagents and increased
scrutiny from institutional investors of CEO pay has not poessed the pay distribution
in the boardroom. If anything, consistent with the US malBgbchuk, Cremers, and
Peyer 2007, the CEO's slice has increased. This is difficult to reclanwith a rents
capture narrative unless one accepts that the reformingetf UK regulators have had,
at best, no affect on CEO dominance and could even have sernethance it. In terms
of tournament theory, the movement in pay slice could bepnted as a small increase
in the prize differential.

Figure 5.4 and table5.4 present the relative pay slice by role. Across all measufes o
remuneration, CEQ’s receive a substantially greater ptapoof boardroom pay than
executive directors. The combined Chairman and CEO role doecommand a greater
pay slice than just the single CEO role although executiagroien do receive less, prob-
ably reflecting the presence of another lead executive obdlaed. Finance Directors

BExcluding non-executive director fees.
14i.e. For each executive director on the board, the pay slidevided by the number of serving directors.
A relative pay slice of 1 would be recorded for all directdrali members of the board were paid the same.
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Figure 5.5: CEO Relative Pay Slice by Sector
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receive a marginally smaller slice, on average, than otkeciwgive directors. This may
be a reflection of the small number of times where the Finangecdr is the only other

executive director besides the CEO, whereas if there is aoutixe director it is more

than likely that there will be a Finance Director as well. Magiables for age group and
tenure follow the same trend when explaining the pay slie¢ttiey do when explaining
remuneration levels as in tatie3.

There is not a large amount of variance in the proportion eftmom pay the CEO com-
mands between sectors. Aside from Health, Investment Coiepand Forestry sectors,
the median relative CEO pay slice is in the range 1.3-1.5s ie$hown in figuré&.5and
table5.5.

Table 5.6 shows the positions held by the winners of the CEO successiompetition
in our sample, prior to their promotion. A higher proportiohchairmen succeed in
becoming chief executives compared to finance directorgemive directors.
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Table 5.5: Sector Definitions for Figurg.5

Sector  Definition Relative CEO Sector  Definition Relative@E
Total Rem Slice Total Rem Slice

1 Health 1.23 19 Banks 1.42

2 Investment Companies 1.27 20 Speciality & Other Finance 42 1.

3 Software & Computer Services 1.31 21 Mining 1.43

4 Electronic & Electrical Equipment 1.31 22 Engineering & dhaery 1.44

5 Steel & Other Metals 1.32 23 Telecommunication Services 44 1.

6 Transport 1.32 24 General Retailers 1.44

7 Insurance 1.34 25 Tobacco 1.44

8 Utilities - Other 1.35 26 Leisure & Hotels 1.45

9 Support Services 1.36 27 QOil & Gas 1.46

10 Pharmaceuticals & Biotechnology 1.37 28 Electricity 61.4

11 Real Estate 1.37 29 Food Producers & Processors  1.46

12 Information Technology Hardware 1.39 30 Aerospace & Dede 1.47

13 Chemicals 1.40 31 Beverages 1.48

14 Food & Drug Retailers 1.41 32 Household Goods & Textiles 491.

15 Personal Care & Household Products  1.41 33 Media & Emmentnt 1.50

16 Construction & Building Materials 1.41 34 Automobiles &rs 1.54

17 Unclassified 1.41 35 Forestry & Paper 1.74

18 Life Assurance 141

Table 5.6: Positions Leading to CEO

Chairman Finance Director Executive Director Total
Players 163 660 1,559 2,382
Winners 23 44 167 234
Success Rat¢ 14.10% 6.66% 10.71% 9.82%

Players are defined as directors who experience a successinhat some point during their tenure.

5.3 Executive Remuneration Analysis

Descriptive statistics have been presented on both exeatitiectors’ pay levels and di-

rectors’ relative pay slices. The following section willeewine the determinants of salary,
emoluments and remuneration. Firstly, an examination@fémuneration to players of

CEO succession competitions will be undertaken. This veilhbsessed in terms of logged
compensation levels and relative pay slices. Secondlydimeineration of all directors

will be analysed, again using both logged levels and redgtay slices but splitting the

sample between CEOs (both external hires and internal wshaad executive directors

(players, losers and those directors who did not compete).

5.3.1 Compensation for Tournament Players

Table5.7 seeks to explain the logged levels of salary, emolumentsaatremuneration
of players of CEO promotion tournaments. A director is cdased a player if a CEO
succession occurred during their tenure, whether or nosticeessful candidate was an
external hire or an internal promotion. Consistent withgagition one, upon winning
a competition, the player is paid a significantly greater amacross all measures of
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compensation. Tabl®.8 also shows that the pay slice to winners is significantly grea
than the pay slice of players and losers. However, it is diffito distinguish between
the extent to which this increase reflects a prize for winrangromotion’s tournament
and the increase that arises from the new position’s greaggronsibility, status, and
presumably higher marginal impact on firm productivity. fidfere, to test the theory of
tournaments, the impact to an executive director’s rematitar package when somebody
else is appointed to the position of CEO will be examined. Adedlavith the following
form is used to test this loser compensation hypothesis:

Remuneration;j; = B(Loser);; + v(Controls;j;) + pj (5.3.1)

where individualj is a board member in firm Loser is a dummy variable that equals one
if the individual; has been passed over for promotion in ficriVe estimate the dependent
variable in logs so that a unit change in our regressors sporals to a percentage change
in remuneration. We consider the possibility that unobsgtime-invariant heterogeneity
between groups might be correlated with our regressorsthya&ting equatiorb.3.1using

a fixed effect methodology.

Table5.7 provides mixed evidence of the loser compensation hypth&be estimated
coefficients using Ordinary Least Squares suggest thaslesen more than other players,
particularly in terms of salary (7.5%). However, after gotling for both individual
and firm fixed effects along with other control variaBfeghe impact of losing a CEO
succession competition is insignificant in terms of salargt aven negative in terms of
emoluments and total remuneration. Further, the propodfdoardroom pay allocated
to players does not appear to increase when a rival is prahtotthe position of CEO.
Indeed, players receive a smaller slice of boardroom pay Ugpging a CEO succession
competition in terms of total remuneration. This may, intpaeflect the increase in
total board pay that arises during a succession year owitigettact that two individuals
in that year command CEO level compensation. The CEOs irethears may receive
compensation for loss of office and/or recruitment incesgiwhich would also reduce the
relative pay slice of losers. Nevertheless, given that miggaict on logged levels is also
negative for the fixed effects results, it does not appedridisars of CEO competitions
are being compensated.

Sprior to including age groups and year dummies in the regmesthe estimated coefficients on the
loser dummy variable were strong (0.16-0.32) and significan
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Lower levels of remuneration may result from losing a CECrmament if being passed
over sends a negative signal of the director’s quality torttaeket for executive hires.
Given that the appointment of the CEO is a public event, aession defeat could reveal
information regarding the suitability of the director fotap job, that was previously only
known within the firm. Optimal contracting theory would exp¢his reduced demand
to be reflected in the director's remuneration package. &tbeg, it is possible that any
loser compensation effect is being dominated by the redugti external employment
opportunities for the director.

Under a tournament compensation framework, those who hkegear wait for promo-
tion should receive a greater prizgibbs 1995 Bognanno2001). The longer the director
serves without being promoted to CEO, the less likely it bélkthat they will become CEO
as there are fewer succession opportunities for that direcior to his retirement. Indeed,
no director over 65 is promoted to CEO in this sample. Theegfm order to preserve
incentives a longer wait ought to be accompanied by a langee.pTable5.7 shows that
older winners do indeed receive a greater prize than youmigerers, albeit the estimated
coefficients are short of significance except for emolunténta terms of pay slice, the
older age group coefficients are mostly positive but areregjaort of significance.

Older losers who presumably have less chance of partingpati a future succession
competition do not receive more compensation than yourggars. Indeed, tablds7
and5.8show they receive less. This is the opposite of what wouldkpe&ed under the
loser compensation hypothesis. Rather, this is consistihtthe negative signal effect
and the resulting reduction in employment opportunitiesciviwould be magnified for
older losers.

5.3.2 Compensation for Directors

Chief Executives

Table5.9shows the impact various predictor variables upon CEOgaaroluments and
total remuneration, while tablg.10examines the CEO'’s relative pay slices. Consistent
with the standard literature on CEO compensation, intgrriated CEOs receive less
than externally hired CEOs. Hired CEOs may sacrifice firmeggehuman capital for

Emoluments will mechanically be higher for older directassemoluments includes the exercise of
stock options and vesting of equity incentives which regtiie satisfaction of certain criteria which often
takes at least three years.
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Table 5.7: Remuneration of Players

oLS Fixed Effects
Sal Emol Rem Sal Emol Rem Sal Emol Rem Sal Emol Rem
Winner 0.4596*** 0.4396*** 0.4498*** 0.4365*** 0.3870*** 0.4588*** 0.2463*** 0.1703*** 0.2169*** 0.2402%** 0.1803** 0.2332%**
(8.46) (6.77) (6.05) (9.95) (7.13) (7.51) (10.69) (4.03) 28 (10.18) (4.17) (5.51)
Loser 0.0761*** 0.0564** 0.0407 -0.0440 -0.0697 -0.0745 01B8* -0.0248* -0.0057 -0.0221 -0.1149%+* -0.0966**
(4.12) (2.21) (1.56) (-1.20) (-1.36) (-1.45) (1.93) (-163 (-0.43) (-1.29) (-2.89) (-2.73)
Age Group
50-55 0.1588*** 0.1570*** 0.1418*** 0.0382* 0.0090 0.0144 -0.0201* -0.0116 0.0200 -0.0158 -0.0048 0.0037
(6.98) (5.21) (4.54) (1.78) (0.30) (0.47) (-1.78) (-0.51) 0.99) (-1.27) (-0.18) (0.17)
55-60 0.2786*** 0.2794*** 0.2405*** 0.1173%** 0.0652 0.087 -0.0319* -0.0969** -0.0149 -0.0234 -0.0995** -0.0454
(7.93) (5.66) (4.73) (3.78) (1.29) (0.96) (-1.64) (-2.54) -0.45) (-1.24) (-2.38) (-1.25)
60-65 0.2989*** 0.3353*** 0.2701*** 0.2436*** 0.2609** 02383** -0.1336** -0.2690*** -0.1733* -0.1040** -0.2462* -0.2005**
(4.61) (3.87) (3.19) (3.51) (2.71) (2.46) (-2.54) (-3.77) -2.48) (-1.97) (-2.92) (-2.37)
>65 0.3627*** 0.2889* 0.1074 0.2843* 0.2943 0.1044 -0.246  -0.4181%* -0.3605*** -0.1468* -0.2670* -0.2678**
(3.32) (1.70) (0.72) (2.48) (1.54) (0.66) (-2.78) (-3.27) -3.719) (-1.69) (-1.73) (-2.32)
Winner*Age
50-55 0.0496 0.1259 0.1590 0.0097 0.0612 0.0601 -0.0084 548.0 0.0944** 0.0081 0.0405 0.0856*
(0.68) (1.36) (1.51) 0.17) (0.84) (0.74) (-0.30) (1.08) 10 (0.25) (0.76) (1.91)
55-60 -0.0664 -0.0001 -0.0295 -0.0779 0.0097 -0.0294 2900 0.1271* 0.0989 0.0095 0.1421** 0.1119*
(-0.72) (0.00) (-0.22) (-1.07) (0.10) (-0.27) (-0.07) @8 (1.58) 0.22) (2.06) (1.74)
60-65 0.0575 0.1162 0.0256 -0.0495 0.0400 -0.0843 0.1125 294@** 0.2249* 0.1054 0.3043** 0.2113
(0.40) (0.58) 0.12) (-0.38) (0.23) (-0.45) (1.23) (2.38) 1.93) (1.05) (2.07) (1.54)
>65 (dropped) (dropped) (dropped) (dropped) (dropped)  op(oled) (dropped) (dropped) (dropped) (dropped) (dropped) (dropped)
Loser*Age
50-55 -0.0555* -0.0633* -0.0670* -0.0229 -0.0401 -0.0335 0.0426*** -0.0580** -0.0748*** -0.0300** -0.0317 -0.0319
(-1.94) (-1.63) (-1.65) (-0.90) (-1.08) (-0.88) (-4.27) 267) (-3.88) (-2.80) (-1.22) (-1.48)
55-60 -0.0513 -0.0561 -0.0652 -0.0417 -0.0471 -0.0385 64O -0.0259 -0.0593** -0.0467** 0.0266 -0.0074
(-1.29) (-1.00) (-1.14) (-1.23) (-0.89) (-0.72) (-4.12) 087) (-2.16) (-3.12) (0.77) (-0.23)
60-65 -0.1132 -0.1386 -0.1837* -0.1537** -0.2011* -0.228 -0.0184 0.0145 -0.0326 -0.0047 0.0369 0.0419
(-1.54) (-1.47) (-1.93) (-2.36) (-2.30) (-2.40) (-0.55) .28) (-0.58) (-0.15) (0.63) (0.58)
>65 -0.2487* -0.3039* -0.2575 -0.2597*** -0.3898** -0.78* -0.2051%** -0.3018** -0.2964*** -0.1278* -0.2310 -QL947**
(-2.52) (-1.76) (-1.56) (-3.22) (-2.27) (-1.87) (-2.94) 2@3) (-3.76) (-2.35) (-1.40) (-2.16)
Tenure 0.0108** 0.0282*** 0.0066 0.1566* 0.3796** 0.3125**
(2.52) (4.77) (1.15) (1.64) (2.26) (2.30)
Tenuré -0.0001 -0.0007** -0.0001 -0.0006*** -0.0012%** -0.0009***
(-0.83) (-2.76) (-0.55) (-3.55) (-4.24) (-3.75)
Largest Non-CEO Owner
0%-5% 0.0045 0.0021 -0.0014 0.0009 -0.0041 -0.0057**
(1.12) (0.38) (-0.26) (0.60) (-1.15) (-2.00)
5%-25% -0.0069*** -0.0056** -0.0040* -0.0010 -0.0011 0.0015
(-4.16) (-2.28) (-1.66) (-1.39) (-0.70) (1.21)
>25% -0.0021 -0.0058** -0.0063** 0.0003 0.0004 0.0020
(-1.03) (-2.30) (-2.66) (0.41) (0.26) (1.12)
No. EDs 0.0118** 0.0029 0.0103* -0.0004 -0.0169** -0.0075*
(2.76) (0.51) (1.79) (-0.15) (-2.97) (-1.55)
No. NEDs 0.1031*** 0.1413%** 0.1502%** 0.0054** 0.0057 0.0028
(25.42) (23.97) (24.11) (2.02) (0.89) (0.53)
% Independent NEDs 0.1122%** 0.0455 0.0947* -0.0241 -0.0163 -0.0310
(3.39) (0.90) (1.88) (-1.28) (-0.44) (-1.03)
% Ind NEDs*Loser 0.1063** 0.1255** 0.1268** 0.0298 0.0981* 0.0855**
(2.44) (1.97) (1.99) (1.41) (1.89) (1.98)
Sales 0.0371%** 0.0366*** 0.0407*** 0.0406*** 0.0697** 0.0691**
(14.08) (10.39) (11.15) (4.98) (2.76) (2.77)
TSR -0.0368*** 0.1844%** 0.0796*** -0.0096** 0.1270%** 0.0505***
(-3.81) (8.96) (4.39) (-1.78) (7.27) (3.70)
N 11863 11903 11917 9272 9296 9301 11863 11903 11917 9272 9296 9301
Groups 2356 2360 2361 2088 2092 2093 2356 2360 2361 2088 2092 093 2
R-Squared 15.29 15.45 16.79 42.16 35.24 39.39 51.74 34.22 .6337 55.27 34.61 40.79
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Table 5.8: Pay Slice to Players

OLS Fixed Effects
Sal Emol Rem Sal Emol Rem Sal Emol Rem Sal Emol Rem
Winner 0.4444**  0.4849***  0.4638***  0.4121**  0.4321**  0.4304** 0.3579** 0.4111**  0.3714**  0.3074**  0.3216"*  0.3107**
(24.94) (22.38) (23.03) (21.17) (17.53) (17.21) (17.01)  4.9D) (14.11) (13.63) (9.38) (9.71)
Loser -0.0083 0.0014  -0.0430*** -0.0130* -0.0034  -0.0357* -0.0009 0.0175*  -0.0384***  -0.0188*** -0.0222**  -0.097***
(-1.46) (0.18) (-6.26) (-1.88) (-0.34) (-4.13) (-0.19) 32) (-5.44) (-3.11) (-2.21) (-5.68)
Age Group
50-55 0.0196** 0.0273** 0.0220* -0.0154* 0.0079 0.0080
(1.90) (2.08) (1.75) (-1.64) (0.51) (0.61)
55-60 0.0260* 0.0361* 0.0180 -0.0415** -0.0368 -0.0265
(1.60) (1.65) (0.89) (-2.46) (-1.45) (-1.22)
60-65 0.1318* 0.1322* 0.0926* -0.0224 -0.0446 -0.0792
(2.77) (2.63) (1.79) (-0.47) (-0.77) (-1.41)
>65 0.0830 0.0482 -0.0331 -0.0156 -0.0086 -0.1117
(1.31) (0.58) (-0.49) (-0.21) (-0.07) (-1.30)
Winner*Age
50-55 -0.0043 -0.0016 0.0366 0.0194 0.0166 0.0726
(-0.15) (-0.04) (0.93) (0.65) (0.33) (1.80)
55-60 -0.0169 0.0027 -0.0085 0.0393 0.0719 0.0762
(-0.36) (0.05) (-0.17) (0.87) (1.24) (1.39)
60-65 0.1042 0.1603 0.1016 0.1145 0.1656 0.1196
(0.91) (1.27) (0.86) (0.88) (1.00) (0.78)
>65 (dropped) (dropped) (dropped) (dropped) (dropped) (dropped)
Loser*Age 50-55 -0.0359**  -0.0517***  -0.0480*** -0.0008 -0.0197 -0.0155
(-2.82) (-3.02) (-3.06) (-0.09) (-1.25) (-1.11)
55-60 -0.0342* -0.0555** -0.0352* -0.0069 0.0004 0.0079
(-1.83) (-2.23) (-1.55) (-0.53) (0.02) (0.42)
60-65 -0.1051** -0.1151** -0.0895 -0.0399 -0.0437 0.0162
(-2.18) (-2.09) (-1.46) (-0.98) (-0.83) (0.24)
>65 -0.1408** -0.1456 -0.1161 -0.1480** -0.1741 -0.1321**
(-2.42) (-1.47) (-1.58) (-2.72) (-1.53) (-2.16)
Tenure 0.0114**  0.0177**  0.0066*** 0.0210***  0.0322***  0.0164***
(5.35) (6.80) (2.85) (8.36) (9.18) (5.44)
Tenuré -0.0001 -0.0003** 0.0000 -0.0008***  -0.0010***  -0.0007***
(-0.62) (-2.35) (0.26) (-5.18) (-5.24) (-4.15)
N 11913 11953 11967 11863 11903 11917 11913 11953 11967 11863 11903 11917
Groups 2375 2379 2380 2356 2360 2361 2375 2379 2380 2356 2360 361 2
R-Squared 13.58 8.31 10.35 19.94 12.4 12.43 13.56 8.24 10.35 15.70 8.41 8.08

1. T-stats in parenthesises based on standard errorsreflist@und groups and robust to heteroscedasticity

2. Dependent Variables and Sales in logarithms.



which they require compensatiofopel 1991 Harris and Helfat1997) in addition to the
physical costs of relocatiotd@mbrick and Finkelsteir1995.

Consistent withlConyon(1997), the combined Chairman-CEO role is generally not asso-
ciated with higher levels of remuneration compared to o@EDs. Although the sample

is restricted to FTSE 350 companies, it is possible thatithgcking up a size effect
as smaller companies are more likely to have a combined @aaiCEO rolé’. How-
ever, controlling for company size in the form of logged sategether with other control
variables and firm and individual fixed effects, a 10% combi@dairman-CEO salary
premium is reported but there is no statistically signiftgamemium in terms of emolu-
ments or total remuneration. The Chairman-CEO salary prenis replicated in terms

of the pay slice but combined Chairman-CEOs do not receivecater proportion of
boardroom emoluments or total remuneration.

Older internal promotees to CEO receive a greater remuaerahd a greater slice of
boardroom pay than younger promotees consistent with aaouent compensation struc-
ture. CEOs with large equity holdings do not appear use ttwitrol rights associated
with equity to secure larger remuneration packages for siedves. If anything, equity

appears to be a substitute for remuneration.

In order to maintain incentives, the tournament model mtsdhat the prize is increasing
in the number of players. In terms of the pay slice, an in@@agxecutive directors does
increase the prize both in the OLS and the fixed effects regnes. However, in terms
of remuneration levels, CEO salary, emoluments and totalreration are not found to
be increasing in the number of executive directors. Howeediscussed above, due to
the unknown number of external candidates, the true nunfg@agers may not be well
defined by the number of executive directors.

Executive Directors

Table 5.12 examines the relative pay slice to all executive directord @ble5.11 the

levels of remuneration. Prior to controlling for fixed effe@and other control variables,
directors who have been passed over for CEO do appear to eaethan other executive
directors. However, after controlling for fixed effects amither control variables only
the coefficient for salary is positive and only marginallgrsficant. In terms of the pay
slice, losers generally appear to earn less not more than exlecutive directors. As such

7Even within the FTSE350 there is significant variation in pamy size.
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Table 5.9: Remuneration of Chief Executives

OoLS Fixed Effects
Sal Emol Rem Sal Emol Rem Sal Emol Rem Sal Emol Rem
Chair & CEO -0.0751 -0.1242 -0.1249 0.0678 0.0488 0.0756 5370 -0.0869 -0.0131 0.0990* -0.0181 0.0755
(-1.25) (-1.49) (-1.46) (1.38) (0.63) (0.97) (1.18) (-0.78 (-0.13) (1.85) (-0.13) (0.66)
Internal 0.0775 0.0075 0.0165 -0.0132 -0.1332** -0.0822 0502 -0.4317* -0.2395 -0.0999 -0.6260** -0.4327*
(1.26) (0.10) (0.20) (-0.28) (-2.07) (-1.20) (0.30) (-1.76 (-1.27) (-0.94) (-2.61) (-2.31)
Age Group
50-55 0.2443*** 0.2272%* 0.2102%** 0.1146%** 0.0574 0.058 0.0234 0.0064 0.0194 0.0228 0.0146 0.0160
(7.02) (4.73) (4.34) (3.72) (1.23) (1.24) (1.09) (0.14) 48) 0.87) (0.26) 0.37)
55-60 0.2962*** 0.2869*** 0.2082*** 0.1020** 0.0232 -0.087 -0.0209 -0.0246 -0.0557 0.0027 0.0092 -0.0343
(7.29) (4.99) (3.62) (2.81) (0.41) (-0.71) (-0.73) (-0.41)  (-1.04) (0.08) (0.13) (-0.60)
60-65 0.1517** 0.0273 -0.0377 0.0822 -0.0609 -0.1066 6308 -0.1164* -0.1728** -0.0450 -0.0371 -0.1758**
(2.03) (0.26) (-0.38) (1.31) (-0.58) (-1.08) (-1.95) (8)3 (-2.36) (-0.92) (-0.35) (-2.20)
>65 0.1789 0.3283 0.2819 -0.0163 0.0774 0.1156 -0.1893 890.0 -0.2288 -0.2802** -0.2698 -0.4441*
(1.05) (1.15) (1.06) (-0.13) (0.39) (0.64) (-1.22) (-0.27) (-0.81) (-2.04) (-0.82) (-1.59)
Winner*Age
50-55 -0.0420 0.0501 0.0846 -0.0910 -0.0206 -0.0131 0.0020 0.0881 0.0702 0.0333 0.1004 0.1034
(-0.53) (0.49) (0.75) (-1.52) (-0.25) (-0.15) (0.04) (.08 (1.25) (0.56) (1.26) (1.79)
55-60 -0.0861 -0.0057 0.0044 -0.0674 0.0472 0.0490 0.0833 .1980* 0.1896** 0.0958 0.1956* 0.1860**
(-0.90) (-0.05) (0.03) (-0.95) (0.47) (0.47) (1.36) (1.84) (2.33) (1.43) (1.83) (2.14)
60-65 0.1973 0.4186* 0.3188 0.0816 0.3326* 0.2145 0.1004 399B** 0.2969*** 0.1123 0.3864** 0.2657**
(1.28) (1.93) (1.46) (0.63) (1.80) (1.14) (1.23) (2.34) 9. (1.29) (2.01) (2.41)
>65 (dropped) (dropped) (dropped) (dropped) (dropped)  op(pled) (dropped) (dropped) (dropped) (dropped) (dropped)(dropped)
Tenure -0.0060 0.0056 -0.0109 0.1587 0.5652 0.4564**
(-1.13) (0.71) (-1.35) (1.10) (1.36) (1.94)
Tenuré 0.0003** 0.0000 0.0004 -0.0001 -0.0001 0.0003
(1.97) (-0.06) (1.40) (-0.30) (-0.31) (1.19)
CEO Equity
0-3% -0.1190*** -0.0914** -0.1110%** -0.0076 -0.0318 -0.0032
(-6.04) (-2.76) (-3.69) (-0.53) (-0.78) (-0.14)
3-15% 0.0039 -0.0188 -0.0111 0.0104 0.0087 0.0048
(0.40) (-1.24) (-0.75) (1.39) (0.65) (0.49)
>15% 0.0047 0.0112** 0.0118** -0.0012 -0.0008 -0.0008
(1.28) (2.14) (2.20) (-0.45) (-0.23) (-0.16)
Large Non-CEO Owner
0-5% 0.0116 0.0106 0.0073 -0.0009 -0.0048 -0.0108*
(1.45) (0.95) (0.66) (-0.34) (-0.60) (-1.83)
5%-25% -0.0066** -0.0062 -0.0040 -0.0016 -0.0002 0.0027
(-2.59) (-1.56) (-1.02) (-1.57) (-0.06) 1.17)
>25% -0.0016 -0.0065* -0.0083** 0.0018 0.0019 0.0010
(-0.66) (-1.95) (-2.65) (1.13) (0.51) (0.30)
No. EDs 0.0288*** 0.0131 0.0209* 0.0019 -0.0190* -0.0043
(3.37) (1.09) (1.79) (0.41) (-1.77) (-0.49)
No. NEDs 0.1044%** 0.1551%** 0.1638*** 0.0051 0.0086 0.0177*
(16.60) (14.44) (14.39) (1.05) (0.70) (1.80)
% Independent NEDs 0.1999%** 0.1461* 0.1384* -0.0008 0.0522 0.0173
(4.29) (2.18) (2.18) (-0.03) (0.91) (0.42)
Sales 0.0399%** 0.0406*** 0.0442%* 0.0756*** 0.0743%** 0.0839***
(9.38) (6.69) (7.33) (4.71) (2.85) (3.48)
TSR 0.0187 0.2348*** 0.1139*** 0.0089 0.1367*** 0.0714***
(1.10) (6.98) (4.17) (1.01) (4.72) (3.17)
N 4374 4397 4407 3171 3186 3188 4374 4397 4407 3171 3186 3188
Groups 1086 1094 1097 877 880 880 1086 1094 1097 877 880 880
R-Squared 11.62 12.07 13.84 42.12 34.68 40.23 49.86 27.99 1031 50.14 27.09 34.20
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Table 5.10: Pay Slice to Chief Executives

OLS Fixed Effects
Sal Emol Rem Sal Emol Rem Sal Emol Rem Sal Emol Rem
Chair & CEO -0.0129 -0.0692 -0.0451 -0.0211 -0.0730* -0D44 0.0730 -0.0246 -0.0442 0.1524* 0.0458 0.0376
(-0.38) (-1.57) (-1.07) (-0.59) (-1.63) (-1.07) (1.31) 20) (-0.49) (2.24) (0.33) (0.33)
Internal -0.0227 -0.0384 -0.0527* -0.0469* -0.0808** 03B -0.2632 -0.3700** -0.3647* -0.2504 -0.5380** -0.35*
(-0.96) (-1.30) (-1.80) (-1.92) (-2.40) (-2.35) (-1.57) 239) (-2.27) (-1.06) (-2.59) (-1.63)
Age Group
50-55 0.0706*** 0.0760*** 0.0713*** 0.0532** 0.0494* 0.055** 0.0153 0.0349 0.0318 0.0108 0.0087 0.0071
(3.99) (3.30) (3.44) (2.61) (1.70) (2.11) 0.72) (1.08) 0. (0.43) (0.20) (0.21)
55-60 0.1065*** 0.1126*** 0.0585** 0.0574** 0.0555* 0.01® -0.0160 0.0159 -0.0101 -0.0186 -0.0113 -0.0211
(5.37) (4.44) (2.50) (2.72) (1.87) (0.40) (-0.53) (0.34) 0.p4) (-0.58) (-0.19) (-0.45)
60-65 0.0853** 0.0721 -0.0008 0.0056 -0.0058 -0.0725 6207 -0.0739 -0.1239** -0.0274 -0.0473 -0.1271*
(1.99) (1.36) (-0.02) 0.13) (-0.10) (-1.29) (-1.49) (@0 (-1.96) (-0.51) (-0.52) (-1.80)
>65 0.0167 0.0739 0.0092 -0.0698 -0.0152 -0.0536 -0.3360** -0.3399* -0.4591** -0.1557* -0.1846 -0.3992*+*
(0.20) (0.76) (0.09) (-1.04) (-0.17) (-0.50) (-1.98) (a)y6 (-2.50) (-1.76) (-1.02) (-3.27)
Winner*Age
50-55 -0.0492 -0.0433 -0.0130 -0.0567* -0.0415 -0.0316 120 -0.0301 0.0384 0.0079 0.0365 0.0535
(-1.46) (-0.89) (-0.30) (-1.64) (-0.82) (-0.71) (0.30) 86) (0.83) (0.18) (0.48) (1.08)
55-60 -0.0578 -0.0270 -0.0182 -0.1005** -0.0591 -0.0522 0803 0.0965 0.1393** 0.0673 0.1465 0.1211*
(-1.26) (-0.50) (-0.37) (-2.52) (-1.10) (-1.08) (1.44) g9) (1.97) (1.09) (1.46) (1.67)
60-65 0.1949* 0.2743* 0.2220* 0.1736 0.2550* 0.1881 0829 0.2512 0.2210** 0.1177 0.2989* 0.1778*
(1.65) (2.10) (1.89) (1.31) (1.73) (1.42) (1.22) (1.49) 30@. (1.33) (1.68) (1.68)
>65 (dropped) (dropped) (dropped) (dropped) (dropped)  op(oed) (dropped) (dropped) (dropped) (dropped) (dropped) (dropped)
Tenure -0.0009 0.0040 -0.0068 0.0439 0.0092 -0.1065
(-0.30) (0.74) (-1.26) (0.34) (0.05) (-0.73)
Tenuré 0.0002** 0.0001 0.0003 -0.0002 -0.0002 0.0002
(1.99) (0.32) (1.40) (-1.16) (-0.49) (0.73)
CEO Equity
0-3% -0.0287* -0.0397** -0.0246 -0.0236 -0.0594*** -0.0382**
(-2.01) (-2.03) (-1.37) (-1.42) (-2.89) (-2.21)
3-15% 0.0019 -0.0029 -0.0034 0.0115* 0.0133 0.0185**
(0.31) (-0.40) (-0.44) (1.64) (1.46) (2.40)
>15% -0.0049** -0.0037 -0.0024 -0.0047** -0.0045 -0.0097***
(-2.08) (-1.18) (-0.62) (-2.58) (-1.41) (-2.84)
Largest Non-CEO Owner
0-5% 0.0055 0.0061 0.0087 0.0005 -0.0031 -0.0028
(1.23) (0.92) (1.51) (0.15) (-0.50) (-0.62)
5%-25% -0.0007 -0.0010 -0.0013 -0.0002 -0.0005 0.0014
(-0.48) (-0.47) (-0.67) (-0.15) (-0.24) (0.70)
>25% 0.0006 0.0000 -0.0015 0.0009 0.0030 -0.0011
(0.48) (-0.01) (-0.74) (0.45) (1.15) (-0.28)
No. EDs 0.0460*** 0.0440%** 0.0456*** 0.0397*** 0.0500%** 0.0469***
(8.48) (6.86) (7.86) (6.36) (5.00) (5.85)
No. NEDs 0.0050 0.0109* 0.0124* -0.0128** -0.0124 -0.0090
(1.23) 1.77) (2.38) (-2.26) (-0.95) (-1.08)
% Independent NEDs 0.0497 0.0457 0.0076 -0.0352 0.0498 -0.0193
(1.55) (1.11) (0.21) (-1.13) (0.81) (-0.48)
Sales 0.0067*** 0.0063** 0.0035 -0.0019 0.0246 0.0016
(3.00) (2.09) (1.30) (-0.14) (1.10) (0.09)
TSR 0.0125 0.0211 0.0267* 0.0115 0.0088 0.0230*
(1.05) (1.22) (1.92) (1.17) (0.42) (1.61)
N 4374 4397 4407 3171 3186 3188 4374 4397 4407 3171 3186 3188
Groups 1086 1094 1097 877 880 880 1086 1094 1097 877 880 880
R-Squared 4.55 2.59 2.08 14.03 7.27 8.32 5.61 3.03 2.67 7.37 .04 4 4.54

1. T-stats in parenthesises based on standard errorsreiist®und groups and robust to heteroscedasticity

2. Dependent Variables and Sales in logarithms.
3. Year Dummies



the results appear to broadly favour the premise that redaogloyment opportunities
dominant the loser compensation effect.

5.3.3 Duration Analysis

The results in sectiob.3.1do not find categorical support for the loser compensation
hypothesis. However, if social or other reasons prohilgtititreased compensation of
directors purely for being passed over for the top job, it lh@aymore acceptable for
all parties if the director leaves the company. Such an eooéceemains consistent with
the tournament model as the losing director, who previoaskepted a remuneration
package worth less than their marginal product in order tgygate in the promotions
tournament, will have a strong incentive to leave. Alterray, if the loss of the CEO
succession competition reduces the external employmguramities, it may be that no
compensation is necessary to retain the director, in wkask the director has no financial
incentive to leave.

This section will explore the director’s likelihood of exitith particular regard to the
effect of a CEO succession defeat. Consistent with the ndetbgy of chapteB, a semi-
parametric duration analysis framework is employed tordatee the likelihood of exit
which will vary throughout the directors’ tenure. Specifigait will be interesting to
understand how an executive director’'s hazard rate reatietsuccession of a rival. For
the purposes of constructing the hazard, the failure egargnsidered to be the end of the
executive directors’ tenure as an executive director. Asapter3, directors who remain
on the board at the end of 2005 are right censored. A promtai@kEO or change in the
director’s position does not constitute a failure evendypted the director continues as a
full time executive at the same company.

Further to the descriptive statistics presented in se&ignfigure 5.6 shows the hazard
to any exit state for CEOs and executive directors in our $an@@EOs have a lower haz-
ard throughout, reflecting their longer median tenures. mbgement of the underlying
likelihood of exit over the directors tenure is strikinglyrslar for CEOs and executive
directors. Both groups experience a low initial hazardnidied as a the monitoring pe-
riod in chaptei3, which rises until the 5th year and then levels off (decliftegthe CEO)

before rising rapidly due to the increased frequency ofestents. The leveling off (or
decline) in hazard after the fifth year of tenure was the satlgeinvestigation in chapter
3 where two possible explanations for the observed phenomesoe offered. Firstly,
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Table 5.11: Remuneration of Executive Directors

OoLS Fixed Effects
Sal Emol Rem Sal Emol Rem Sal Emol Rem Sal Emol Rem
loser 0.0975*** 0.0701*** 0.0557** 0.0477 -0.0356 -0.0347 0.0226*** -0.0125 0.0201 -0.0193 -0.1046** -0.0693**
(5.45) (2.84) (2.21) (1.34) (-0.70) (-0.69) (3.16) (-0.82) (1.50) (-1.20) (-2.66) (-1.99)
Age Group
50-55 0.1591*** 0.1875*** 0.1547** 0.0704*** 0.0713*** 00651** -0.0131 -0.0179 0.0134 -0.0029 0.0005 0.0019
(9.04) (7.97) (6.50) (4.25) (2.92) (2.68) (-1.42) (-0.87) 0.74) (-0.27) (0.02) (0.10)
55-60 0.2569*** 0.2704*** 0.2146*** 0.0983*** 0.0530 0.021 -0.0434%*** -0.0719** -0.0178 -0.0236 -0.0552 -0.0376
(10.46) (8.29) (6.43) (4.42) (1.58) (0.84) (-2.84) (-2.16)  (-0.62) (-1.47) (-1.47) (-1.21)
60-65 0.2781*** 0.2343*** 0.1551*** 0.1381*** 0.0519 0.025 -0.1387*+* -0.230***5 -0.1743%+* -0.0800** -0.1814*** -0.1932%+*
(6.84) (4.31) (2.93) (3.29) (0.89) (0.45) (-4.24) (-4.40) -3.70) (-2.37) (-2.91) (-3.45)
>65 0.1696* 0.0117 -0.0877 -0.0022 -0.1278 -0.1998* -04282 -0.4518*+* -0.3662*** -0.1740%+* -0.3253*** -0.3479%*
(1.90) (0.11) (-0.83) (-0.03) (-1.04) (-1.84) (-4.80) 5) (-5.18) (-2.90) (-3.07) (-4.33)
Loser*Age
50-55 -0.0521* -0.0898** -0.0735* -0.0513** -0.1094*** -0900** -0.0452%+* -0.0503** -0.0634*** -0.0351*** -0.0Z75 -0.0193
(-1.90) (-2.39) (-1.89) (-2.17) (-3.08) (-2.51) (-4.62) 230) (-3.23) (-3.29) (-1.08) (-0.91)
55-60 -0.0350 -0.0554 -0.0517 -0.0398 -0.0665 -0.0542 4886 -0.0424 -0.0517** -0.0359** 0.0017 -0.0075
(-0.95) (-1.10) (-1.02) (-1.31) (-1.52) (-1.24) (-3.51) 148) (-1.99) (-2.47) (0.05) (-0.25)
60-65 -0.1012 -0.0468 -0.0825 -0.1078* -0.0631 -0.0912 027 0.0058 -0.0206 -0.0191 0.0208 0.0477
(-1.43) (-0.51) (-0.89) (-1.83) (-0.80) (-1.12) (-0.78) AR) (-0.40) (-0.69) (0.38) 0.77)
>65 -0.0698 -0.0524 -0.0844 -0.1466 -0.1396 -0.1533 -B184 -0.2814* -0.2865*** -0.0843* -0.1718 -0.1345*
(-0.49) (-0.29) (-0.46) (-1.26) (-0.86) (-1.04) (-3.02) 2{40) (-3.87) (-1.72) (-1.16) (-1.88)
Chair 0.2540%** 0.2021*** 0.2270%** 0.2185** 0.3268** 0.4761**
(6.69) (3.94) (4.36) (2.19) (2.39) (3.54)
FD 0.0335** -0.0038 0.0134 0.0383 0.0919 0.1039**
(2.31) (-0.18) (0.64) (1.01) (1.51) (1.97)
Tenure 0.0082** 0.0277*** 0.0066 0.2417** 0.5550*** 0.3412*
(2.01) (5.16) (1.32) (2.49) (3.41) (2.63)
Tenuré -0.0001 -0.0007*** -0.0002 -0.0007*** -0.0013*** -0.0008***
(-0.81) (-2.98) (-0.77) (-4.87) (-4.94) (-3.93)
CEO Equity 0-3% -0.0954*** -0.0771%** -0.1182%** 0.0087 0.0329* 0.0218*
(-8.65) (-4.30) (-7.07) (1.45) (1.84) (1.84)
3-15% 0.0083* -0.0058 0.0009 -0.0028 -0.0086 -0.0128**
(1.81) (-0.77) (0.13) (-0.93) (-1.14) (-2.20)
>15% 0.0081*** 0.0142%* 0.0150%** 0.0030** 0.0049* 0.0078***
(3.26) (4.51) (4.73) (2.16) (1.69) (3.07)
Largest Non-CEO Owner 0-5% 0.0054 0.0059 0.0017 0.0010 0.0007 -0.0042
(1.56) (1.19) (0.36) (0.67) (0.22) (-1.61)
5%-25% -0.0049*** -0.0057** -0.0032 -0.0008 -0.0023* 0.0009
(-3.52) (-2.74) (-1.56) (-1.34) (-1.60) (0.83)
>25% -0.0068*** -0.0077*+* -0.0084*** -0.0005 0.0003 0.0012
(-5.07) (-3.98) (-4.42) (-0.92) (0.21) (0.93)
No. EDs 0.0087** 0.0120** 0.0181*** -0.0002 -0.0174%** -0.0048
(2.43) (2.40) (3.61) (-0.09) (-3.38) (-1.08)
No. NEDs 0.0994*** 0.1323*** 0.1387*** 0.0060** 0.0050 0.0023
(30.79) (27.52) (28.50) (2.63) (0.87) (0.46)
% Independent NEDs 0.1787*** 0.0538 0.0906** -0.0348** -0.0186 -0.0125
(6.65) (1.31) (2.27) (-2.28) (-0.59) (-0.49)
Ind NEDs*Loser -0.0029 0.0802 0.0802 0.0392** 0.1078** 0.0869**
(-0.07) (1.28) (1.29) (2.00) (2.13) (2.07)
Sales 0.0358*** 0.0339*** 0.0379*** 0.0379*** 0.0599*** 0.0569***
(16.77) (11.66) (12.78) (5.30) (2.97) (2.89)
TSR -0.0280*** 0.1795*** 0.0847*** -0.0011 0.1400%** 0.0683***
(-3.15) (9.87) (5.31) (-0.23) (8.79) (5.54)
N 16724 16805 16827 12500 12548 12554 16724 16805 16827 12500 25481 12554
Groups 4258 4276 4282 3514 3523 3524 4258 4276 4282 3514 3523 524 3
R-Squared 9.63 10.52 12.54 37.70 29.38 34.45 43.25 26.29 5 28. 47.38 27.56 31.18
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Table 5.12: Pay Slice to Executives

OoLS Fixed Effects
Sal Emol Rem Sal Emol Rem Sal Emol Rem Sal Emol Rem
Loser 0.0048 0.0236** -0.0215** -0.0020 0.0190 -0.0276 oozl -0.0028 -0.0310*** -0.0196 -0.0233 -0.0629**
(0.70) (2.19) (-2.28) (-0.10) (0.61) (-0.95) (-0.35) (‘D)2 (-3.47) (-1.41) (-0.81) (-2.46)
Age Group
50-55 0.0565*** 0.0828*** 0.0558*** 0.0220** 0.0501*** 00319** -0.0051 0.0171 0.0155 -0.0088 0.0189 0.0110
(6.64) (6.72) (4.82) (2.51) (3.49) (2.39) (-0.61) (1.16) .30 (-1.02) (1.05) 0.79)
55-60 0.0723*** 0.0972%** 0.0448*** -0.0055 0.0253 -0.024 -0.0349** -0.0069 -0.0135 -0.0280** 0.0108 -0.0143
(6.19) (5.95) (2.93) (-0.44) (1.38) (-0.84) (-2.58) (-0.29 (-0.73) (-2.16) (0.40) (-0.70)
60-65 0.1427** 0.1383*** 0.0676** 0.0121 0.0048 -0.0339  0.0634** -0.0340 -0.0481 -0.0216 -0.0081 -0.0583
(5.14) (4.38) (2.37) (0.42) (0.14) (-1.05) (-1.96) (-0.77) (-1.34) (-0.94) (-0.19) (-1.35)
>65 0.0505 -0.0076 -0.0676 -0.1894*** -0.2124%** -0.2640* -0.1403* -0.1418* -0.1649** -0.0676 -0.0847 -0.1628**
(0.92) (-0.14) (-1.26) (-3.60) (-3.31) (-5.04) (-2.65) 82) (-2.83) (-1.26) (-0.93) (-2.49)
Loser*Age
50-55 -0.0551*** -0.0852*** -0.0711%* -0.0444%** -0.08G*** -0.0676*** -0.0119 -0.0302* -0.0227* -0.0049 -0.0117 -0.0055
(-4.54) (-4.88) (-4.51) (-3.71) (-4.30) (-3.70) (-1.39) 102) (-1.67) (-0.53) (-0.61) (-0.34)
55-60 -0.0368** -0.0657*** -0.0332 -0.0160 -0.0556** -1.88 -0.0183 -0.0307 -0.0048 -0.0104 -0.0054 0.0160
(-2.06) (-2.86) (-1.57) (-0.96) (-2.21) (-0.64) (-1.51) 145) (-0.27) (-0.85) (-0.22) (0.76)
60-65 -0.0578 -0.0609 -0.0206 -0.0435 -0.0474 -0.0012 3400 -0.0694 -0.0142 -0.0079 -0.0265 0.0594
(-1.43) (-1.25) (-0.38) (-1.07) (-1.00) (-0.02) (-1.01)  147) (-0.24) (-0.38) (-0.62) (0.85)
65 0.0171 0.0156 0.0130 -0.0189 -0.0264 -0.0227 -0.1646***-0.1794* -0.1301** -0.0609 -0.0749 -0.0221
(0.22) (0.15) (0.15) (-0.26) (-0.24) (-0.27) (-3.59) ()9 (-2.28) (-1.50) (-0.53) (-0.33)
Chair 0.2538*** 0.1830*** 0.2099*** 0.1447* 0.2775* 0.3041%**
(9.40) (4.04) (4.53) (1.70) (2.19) (2.96)
FD -0.0071 -0.0275** -0.0180** -0.0196 -0.0331 0.0053
(-1.01) (-2.83) (-2.02) (-0.82) (-1.10) (0.20)
Tenure 0.0097*** 0.0184*** 0.0062** 0.0000 -0.0268 -0.0002
(3.62) (5.77) (2.23) (0.00) (-0.22) (0.00)
Tenuré -0.0001 -0.0003** 0.0000 -0.0007*** -0.0010*** -0.0005***
(-0.84) (-2.30) (-0.30) (-7.33) (-5.03) (-3.57)
CEO Equity
0-3% -0.0025 -0.0013 -0.0042 0.0007 0.0075 0.0147*
(-0.40) (-0.12) (-0.49) (0.16) 0.73) (1.86)
3%-15% 0.0012 0.0042 0.0036 -0.0006 0.0012 -0.0020
(0.44) (1.03) (1.01) (-0.26) (0.23) (-0.57)
>15% 0.0004 0.0000 0.0003 -0.0002 0.0002 0.0009
(0.22) (0.01) (0.14) (-0.21) (0.09) (0.46)
Largest Non-CEO Owner
0-5% 0.0005 -0.0003 0.0003 0.0010 0.0025 0.0013
(0.27) (-0.10) (0.10) (0.84) (1.00) (0.75)
5-25% -0.0005 -0.0004 -0.0007 -0.0002 -0.0009 -0.0002
(-0.82) (-0.37) (-0.74) (-0.45) (-0.97) (-0.28)
>25% 0.0000 0.0006 0.0005 -0.0009 0.0000 0.0004
(0.03) (0.32) (0.26) (-1.56) (-0.04) (0.45)
No. EDs 0.0087*** 0.0082* 0.0109** 0.0082*** 0.0086** 0.0095***
(4.24) (1.92) (2.61) (4.69) (2.53) (3.35)
No. NEDs 0.0003 -0.0004 -0.0018 -0.0030* -0.0024 -0.0051
(0.19) (-0.12) (-0.62) (-1.63) (-0.59) (-1.57)
% Independent NEDs -0.0237 -0.0105 -0.0188 -0.0251** -0.0210 -0.0408**
(-1.54) (-0.41) (-0.77) (-2.06) (-0.96) (-2.30)
Ind NEDs * Loser -0.0046 -0.0077 0.0100 0.0093 -0.0016 0.0298
(-0.19) (-0.19) (0.26) (0.55) (-0.04) (0.92)
Sales -0.0018 -0.0013 -0.0007 -0.0208*** -0.0139 -0.0214***
(-1.47) (-0.76) (-0.45) (-4.14) (-1.55) (-2.90)
TSR -0.0089 -0.0129 -0.0068 -0.0102%** -0.0160 -0.0071
(-1.55) (-1.36) (-0.81) (-2.62) (-1.56) (-0.98)
N 16724 16805 16827 12500 12548 12554 16724 16805 16827 12500 12548 12554
Groups 4258 4276 4282 3514 3523 3524 4258 4276 4282 3514 3523 524 3
R-Squared 2.46 1.55 1.25 13.73 6.51 551 2.48 1.63 0.96 4.5 03 3. 2.16

1. T-stats in parenthesises based on standard errorsreflist®und groups and robust to heteroscedasticity
2. Dependent Variables and Sales in logarithms.
3. Year Dummies Included.



Figure 5.6: Hazard to Any Exit

/.
[Tolu
/
J
< //
P / -
= — —_—— /
Em_ // N~ TN P
- /\I
/—_’—/ //
/
[\ / et T T e < /
/ ’/,/ ~—__-
/’
Ve
— Ve
T T T T
0 5 10 15

— — — Director

by year five, shareholders have acquired sufficient infaonads to the competence of
the CEO to be willing to stick with them even if performancemsdiocre. Secondly, a
reduction in the hazard after year five may be the end resalttodns taken by the CEO
designed to entrench themselves in their position. Thelteesti chapter3, albeit not
entirely conclusive, favoured the entrenchment hypothédie evidence presented here,
that the CEO’s hazard declines but the executive directaZard does not, may also be
suggestive of CEO entrenchment. The CEO is better posditmeapture the nomina-
tions process than executive directors, whereas one waeklme that a performance
revelation effect would apply to CEOs and executive dinectdike.

Figure5.7 shows the impact of winning or losing a CEO succession coitipef. Un-
surprisingly winning a succession competition reducestmard of exit. However, being
passed over for promotion is associated with a dramatieas® in the hazard, particu-
larly if the defeat occurs during the early years of theiuten Such a pattern is consistent
with the ‘up or out’ employment model. Upon experiencing acassion defeat, it ap-
pears a significant number of directors are either persusdisgve or are unwilling to
wait around for the next succession competition and imnmelyiseek employment else-

18An executive director is identified as a winner or loser omeeguccession is announced. Prior to this
or if no succession competition took place then both losdrveinner variables will equal zero.
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Figure 5.7: Hazard to Any Exit
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where. If the loss occurs after the fifth year of the direstteghure, then the effect reduces.
It is possible that directors who have had a longer wait aed tre passed over send a
stronger signal about their suitability for a top job. In winicase, these directors may
have less external promotion opportunities and are comsglyumore willing to stay on
as executive directors. It is also possible that these tirethave built up more equity
incentives with vesting conditions during their tenure ame therefore less inclined to
leave until they have satisfied their vesting conditions iadised their equity.

Table5.13describes the results ofGox (1972 regression for all executive directors. It
shows the significance of the executive’s position in theaination of the likelihood

of exit. Against the base of the executive director, CEOsjralen and finance directors
all experience lower hazards. Combined Chairman & CEOsrequee the lowest hazard
rates, less than half the likelihood of exit than executivealors. Older directors gen-
erally experience larger hazard rates than younger digcatbeit directors over 65 do
not have higher hazards than directors 60-65. In additivactbrs of smaller companies
within the FTSE 350 and better performing companies are shltowave lower hazard

rates.

The blockholder variable marginally increases the hazalelvals of blockholder equity
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between 5% and 25%. Nevertheless, the monitoring effecsuned by this variable
IS not as strong as expected. A stronger effect might be paghtéithe identity of the
blockholder was able to be determined as different typeswofeos might well use their
control rights in very different ways (E.g. a venture cajstamay be a more vigilant
monitor than a trust fund controlled by the CEOs family). dhdinately, this information
is not available without considerable further research.

Directors with a small number of rivals, as measured by thelrar of executive directors
serving on the board, have significantly lower hazard rdtbs.number of non-executive
directors marginally increases the hazard. However, tegandence of non-executive
directors is largely inconsequential which, again, is ganpg given the importance at-
tributed to the independence of directors both in the acadétarature Bebchuk and
Fried 2004 and the reform of best practicE¢mbined Codeg2003.

Although the difference in quartiles is not as large as inptéicB, the hazard responds
to relative performance as measured by annual FTSE 350 T8Rlgs. Here, the move
out of the bottom quartile causes the most significant reodinich the hazard but there
is no reduction in hazard from moving from the second to theqoartile. The weaker
effect can be attributed to the hazard comprising all extest, some of which would
become more likely following good performance (e.g. headbd). It is also possible
that a CEO, being the agent most responsible for delivetiageholder value, is judged
on TSR performance to a greater extent than his executiverguates, who are more
likely assessed on operating or divisional performance.

Impact of CEO Succession

In order to explore the impact of CEO succession compestamthe likelihood of exit,
tablesb.14and5.15split the sample into executive directors (including finakaectors
and chairman) and CEOs. For the purposes of constructinfgithee event for executive
directors any director promoted to CEO is considered todps tensored, otherwise the
failure event occurs when they are no longer serving on tlaedoo

Table5.14 confirms the graphical analysis of figuser that when a rival is promoted to
the position of CEO a dramatic increase in the likelihood»af eccurs. The interaction
with age and the loser variable are interesting. It appdetsaider losers are less at risk
of exit than younger losers. If age was a good proxy for théabdity that the CEO
would be around for the next succession round we would expdetr directors to be
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Table 5.13:Hazard to Any Exit - All Positions

1 2
Position
Chairman & CEO 0.510***  (-4.93) 0.499***  (-4.68)
CEO 0.647***  (-9.01) 0.604***  (-9.06)
Chairman 0.693*** (-5.10) 0.642***  (-5.29)
Finance Director 0.778** (-7.25) 0.667***  (-7.80)
Age Group
50-55 1.061 (1.37) 1.044 (0.93)
55-60 1.547** (10.20) 1.509*** (8.67)
60-65 2.369** (13.63) 2.364*** (11.82)
>65 1.801**  (4.96) 1.890*** (4.44)
Largest Non-CEO Owner
0%-5% 0.992 (-0.65)
5%-25% 1.006* (1.66)
>25% 1.001 (0.25)
No. EDs 0.840***  (-14.48)
No. NEDs 1.022** (2.06)
% Independent NEDs 1.015 (0.19)
Insales 1.125**  (20.98)
Total Shareholder Return
LQ-Median 0.769***  (-5.78)
Median-UQ 0.656***  (-8.77)
uQ 0.675**  (-8.00)
N 21451 15950
No Directors 4945 4068
No. Failures 3676 2969
Wald 2 476.2 1087.9

1. T-statistics reported in the parentheses.
2. *** Significant at 1%. ** Significant at 5%. * Significant at0Pao.

3. Year dummies included.
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more likely to move on if, as suggest by the results in sechi@®], they are not being
compensated. Instead the reverse effect is found; olderd@se less likely to exit. This
suggests that the reduction in external employment oppibiets associated with both age
and being passed over for the top job dominate the need torbpartsated for previously
sacrificing compensation in order to participate in a CEOywtion competition. The
remaining variables are broadly consistent with the reqariésented in tabe 13

For completeness, we measure the impact of our main vasiabléhe CEQO'’s hazard rate
in table5.15 Internally promoted CEOs have a marginally higher hazhas texternal
hires, albeit the estimated coefficients are short of sicamite. There is an interaction
effect between internally promoted CEOs (winners) andctiims aged 60-65, suggesting
these CEOs are at particularly high risk, beyond that whiedea naturally from being
old and internally promoted. One factor that might conti@oto this is the practice of
appointing an experienced director on a short-term baseéwie company is in a period
of transition or crisis. An increase in CEO equity at low lisvis important in reducing
the hazard for the CEO, whereas an increase in equity abo\ap®#ars inconsequential.
In addition, our blockholder variable is stronger for the@&han for the executive direc-
tors. The effect is to reduce the hazard at low levels of biotder equity but to increase
it at levels beyond 5%, albeit beyond 5% the effect is onlygmaly significant.

As suggested above, there is a greater response in the haza&R performance for
CEOs than for executive directors. The effect of increasimgnumber of executive di-
rectors is broadly similar to that for executive directavih more executive director being
associated with lower hazards. However, for CEOs, an iserganon-executive direc-
tors also reduces the hazard, whereas for executive disettte hazard was increased.
This, together with the finding that the independence of tihectbrs appears relatively
unimportant, implies that the process of reform which hand®ards comprise a greater
proportion of independent non-executive directors hag$3®s under greater risk. How-
ever, again it should be stressed that these findings shewddrisidered with the fact that
the hazard is for all exit states, not just the hazard of famparture. Indeed, in chapter
evidence was presented that an increase in independemixeantive directors did result
in a higher hazard of forced departure for CEOs.
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Table 5.14:Hazard to Any EXxit - Executive Directors

1 2
Loser 7.3908***  (2.92) 4.2278* (1.86)
Age Group
50-55 1.1018 (1.48) 1.0365 (0.48)
55-60 1.7343**  (8.52) 1.6530*** (6.64)
60-65 2.9836*** (12.35) 2.7050*** (9.27)
>65 1.8910***  (4.61) 1.9262*** (4.12)
Loser*Age
50-55 0.9396 (-0.68) 0.9440 (-0.58)
55-60 0.8366** (-1.95) 0.7984*  (-2.22)
60-65 0.5715*** (-4.05) 0.6511* (-2.84)
>65 0.9165 (-0.37) 0.9601  (-0.13)
Chair 0.6675***  (-4.58)
FD 0.6570***  (-8.07)
CEO Equity
0-3% 0.9239*  (-1.63)
3-15% 1.0061 (0.29)
>15% 1.0021 (0.17)
Largest Non-CEO Equity
0-5% 1.0021 (0.16)
5-25% 1.0058 (1.41)
>25% 1.0005 (0.12)
No. EDs 0.8537*** (-12.25)
No. NEDs 1.0318** (2.76)
% Independent NEDs 0.8522 (-1.42)
Ind NEDs * Loser 1.2685 (1.47)
Sales 1.1074**  (16.50)
Total Shareholder Return
LQ-Median 0.8326***  (-3.72)
Median-UQ 0.6964***  (-6.82)
uQ 0.7900***  (-4.44)
N 16961 12685
No. Directors 4280 3532
No. Failures 3038 2458
Wald 630.0 1120.9

1. T-statistics reported in the parentheses.
2. *** Significant at 1%. ** Significant at 5%. * Significant at0Pso.
3. Year dummies included.
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Table 5.15: Hazard to Any Exit - CEOs

1 2
Winner 1.108 (0.88) 1.179 (1.28)
Chairman & CEO 0.991 (-0.06) 1.077 (0.50)
Age Group
50-55 1.030 (0.28) 0.982 (-0.16)
55-60 1.595%**  (4.69) 1.502*** (3.72)
60-65 2.299**  (5.88) 2.327** (5.54)
>65 1592 (1.22) 1.852 (1.54)
Winner*Age
50-55 1.079 (0.42) 1.387 (1.13)
55-60 0.668** (-2.32) 0.959 (-0.16)
60-65 0.713 (-1.26) 1.920** (2.25)
>65
CEO Equity
0-3% 0.731** (-2.76)
3-15% 1.045 (1.04)
>15% 0.992 (-0.36)
Largest Non-CEO Holdings
0-5% 0.946** (-2.03)
5-25% 1.013* (1.65)
>25% 1.001 (0.10)
No. EDs 0.852***  (-5.46)
No. NEDs 0.955* (-1.73)
% Independent NEDs 0.894 (-0.61)
Ln Sales 1.129**  (9.94)
Total Shareholder Return
LQ-Median 0.648**  (-4.49)
Median-UQ 0.594***  (-5.07)
uQ 0.512*** (-6.18)
N 4490 3265
No.Directors 1111 893
No. Failures 770 623
Wald 101.5 341.7

1. T-statistics reported in the parentheses.
2. *** Significant at 1%. ** Significant at 5%. * Significant at0Pso.
3. Year dummies included.

206



5.4 Conclusions

This chapter has sought to provide an overview of remuraraiirangements of, not just
the CEO, but all executive directors. This has allowed arcgapon of certain topics
beyond the scope of pay studies that limit their investayato the CEO. In particular,
this chapter has presented data on the levels of remuneegsnciated with each execu-
tive position together with the distribution of pay withimet executive management team.
Furthermore, this chapter has approached tournamenttifreon a new perspective by
investigating the effects of CEO succession events on themeration and likelihood of
exit of executive directors.

If, as posited under tournament theory, CEO competitioaself financing with directors
accepting smaller remuneration packages relative to thamginal product in exchange
for the prospect of winning the prize, then it might follovation losing the competition
pay will increase to compensate the director for the absehaduture promotion oppor-
tunity. Further, one might expect that this compensatitecéto be particularly important
to older CEOs as younger CEOs may still be able to particietiee next CEO compe-
tition. However, after controlling for fixed effects and stiard wage control variables
executive directors do not appear to receive additionauresration when somebody else
is appointed to the position of CEO. Moreover, the compeois&tfect is not stronger for
older directors. As such, the findings of this chapter do nppsrt the loser compensation
hypothesis.

There may be a number of factors at play resisting a loser easgiion effect. It could
simply be socially unacceptable for directors to receiwditawhal compensation for losing
a promotions competition. The author knows of no anecdetdeace where a company
has admitted to undertaking a remuneration review justiussa CEO succession has
occurred. It is unlikely that such a review would be welcorgdshareholders. Remu-
neration reviews are often undertaken following a changerategy, which may involve
a change in CEO, but the justification for the review is tyfjychased around the new
strategy rather than the change in personnel. If it is justcgasconvention that prevents
the compensation of losers then a succession defeat shen&tage a strong financial
incentive for the director to leave the company for greatarard elsewhere.

Alternatively, it is possible that the reduced employmeppartunities associated with
being passed over for the top job counteract the loser cosapien effect. If being passed
over for the top job reveals some adverse information reggithe director’s suitability

207



for a CEO position, then the director may experience a cotitnain external employment
opportunities. Consequently, compensation to retain @ @ould not be necessary in
which case a succession defeat would not result in a higkeliHbod of exit. Indeed,
older directors who experience a succession defeat relgmgsecompensation than other
directors which could suggest that the negative signal gmfied for older directors.

In order to distinguish between these competing explanata the absence of a loser
compensation effect, the impact of succession defeat ofikitléhood of exit was ex-
plored. The promotion of a rival to CEO dramatically incremshe directors exit likeli-
hood. This is consistent with the idea that lack of compeosdbr being passed over,
prompts directors to seek employment elsewhere. Howeldgr directors who expe-
rience a succession defeat experience a lower likelihoagkibfthan younger directors
who experience a succession defeat. This suggests thahémeifl incentive to leave to
organisation is reduced for these older losers. This isistarg with the negative signal
effect which is presumed to be more significant for olderaoes as the signal is stronger
for these directors.

The analysis of compensation upon exit likelihood is wordfiyurther exploration. An
obvious, albeit labour intensive extension, would be tdimgiish between the exit types
and adopt a competing risks framework as in chaptdrhis would allow a more precise
estimate of the impact of the variables of interest uporedifit exit states. The adoption
of a parametric form, in addition to the semi-parametrichnndtemployed here would
also be an interesting accompaniment to the results pexs@mthis chapter. Moreover,
the implementation of a frailty model in order to control famobserved individual het-
erogeneity would also be a worthwhile extension.

Like the majority of published work on executive remunearatia shortcoming of this
investigation is the absence of data concerning direcfmeasions. Executive directors
of public companies typically enjoy company pension cdmittions or belong to a de-
fined benefit scheme with accrual rates of upslotgl of final salary per annum. These
pension benefits are not insignificant. Lord Browne, left Bfwith a pension pot worth
approximately£20M. Further, anecdotal evidence suggests that losers of C&@qgiion
competitions are compensated in the form of additional ipensenefits. Unfortunately,
for the majority of our sample years, UK public companiesevaot required to disclose
information on the executive directors’ pensions. Howgsgrce the introduction of the
Directors’ Remuneration Report Regulatio2902 companies are obligated to disclose
pension contribution to directors and valuations of defieadfit schemes. Therefore,
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there is certainly scope for further research in estaiigghihether losers of CEO promo-
tion competitions receive additional pension benefits hSustudy would provide a more
complete picture of the compensation to executive dirsctotlowing the promotion of
a rival to the position of CEO.
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Appendix

5.A Hay Group

Hay Group performs job evaluations for both publicly traded privately owned compa-
nies. Each job is assigned a reference level on the basie ¢bltfs size, complexity and
importance. The reference level is determined prior to icemsg the performance of
individual employees. The reference levels have been usdidcrimination court cases
to determine equal pay for equal worth. A CEO of a large iragamal organisation will

have a reference level towards the top end of the scale. A GEGmaller organisation
and a senior executive of a larger organisation could haseséime reference level. A
lower level executive of a smaller company will be towards bHeginning of the scale.
Within a firm, a typical promotion is considered to be appnoiely 2 reference levels.
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CHAPTER®G

Conclusion

‘There is widespread concern that inappropriate remunieraschemes, par-
ticularly but not exclusively in the areas of investmentliag and trading,
may have contributed to the present market crisis.

Financial Services Authority ‘Remuneration Policies’ 18t@ber 2008.

6.1 Overview

This thesis has sought to contribute to the body of appliedtaeconomic research that
has investigated the extent to which existing remuneramhgovernance arrangements
facilitate the delivery of shareholder value. This fundataéquestion remains the moti-
vation behind much of the current research in corporate gavee. In pursuit of an an-
swer, the existing theoretical and empirical literaturagehexplored several topics. These
include questions over the alignment of managerial ingestwith shareholder interests
(Conyon and Murphy200Q Jensen, Murphy, and WrucR004); (for instance provided
by stock optionsBettis, Bizjak, and Lemmar2005 Hall and Liebman1998 Hall and
Murphy, 2003); the, perhaps undue, influence that CEOs are able to srastihe pay-
setting procesBebchuk and Fried2004) and their own likelihood of exitHermalin and
Weisbach2003 Weisbach1988; the importance of shareholder righ@Ggmpers, Ishii,
and Metrick 2003 and the extent to which monitoring by active shareholdedkices
agency problemsKarpoff, 200% Becht, Franks, Mayer, and Ros2D08 but potentially
reduces firm-specific investment by the executives therasgBurkart, Gromb, and Pa-
nunzi 1997); the influence of shareholder votingdrr Christoffersen, Geczy, Reed, and
Musta 2007); and the extent to which competition for promotion to CE@itd effort
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from board memberd.6zear and Rosed 981, Bognanno2001).

This thesis has focused upon the contemporary academitedetiarounding the inde-
pendence of the pay setting process; the extent to whicluithever of CEOs responds to
firm performance; the impact of shareholder activism; amdé&muneration of executive
directors. Data from Manifest Information Services Ltd oiSE 350 companies 1995-
2005 was used to conduct four empirical investigations odmporate governance and
executive remuneration. This research was, perhapsr petigioned than the extant em-
pirical literature to explore these issues as our sampleagmimportant details missing
from prior studies. Manifest’s database was designed ifb E9@l took advantage of the
regulation introduced at the tim&(eenbury1995 which vastly improved the disclosure
of executive remuneration, particularly in respect of ®atrangements, executive stock
option schemes and long term incentive plans. Manifestatdee records detailed infor-
mation on all aspects of executive remuneration on an iddali basis. Each director’s
service dates are recorded and an assessment of every exurtiea director’s indepen-
dence from their firm and the executive management team isrtaken. In addition,
Manifest logs every resolution proposed for shareholder@aml at company meetings
and, where disclosed by the company, the poll results aas®alcwvith each resolution. In
structuring the research project, consideration was giem to maximise the potential
of the dataset and optimise the resulting contribution ®ltferature. For this reason,
the thesis was structured around four quite separate aralimvestigations, albeit on the
related themes of governance and managerial incentives.

This chapter will provide a summary of the research objestiof this doctoral project,
reiterating why they are relevant to the contemporary atéddebates and why they are
useful for practitioners. Further, this chapter will assttge extent to which these objec-
tives have been satisfied during this project. The coniobudf the project predominately
lies within the empirical testing of important existing thies associated with executive
remuneration and corporate governance. Common to all #n&igs examined in this
thesis is how far the observed arrangements serve to adehsider value and therefore
the extent to which the underlying processes that gendrateliserved arrangements are
operating efficiently.

This research has also explored new areas and has takertagh/ah econometric tech-
niques that have, hitherto, not been exploited in the exgdiierature. This has resulted in
a number of exciting preliminary findings that warrant fertlexamination. Each chapter
also identifies the shortcomings and limitations of the stigations, together with areas
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which require further exploration. This chapter will codlahese opportunities for fu-
ture research and make further suggestions as to worthes@bes for related projects to
explore. Final thoughts are presented in sedfigh

6.2 Research Objectives and Principal Findings

This research has sought to make a contribution to knowledtye field of applied mi-
croeconomics by engaging existing theories associatddexicutive remuneration and
corporate governance with evidence. By applying soplaittat econometric techniques
to previously unexamined data it was envisaged that sigmfiand meaningful insights
into competing theories being advanced in the literatutéddcbe made. While the com-
peting theories are not entirely incompatible with eacheptimere are certain aspects
of theories which are mutually exclusive. The resolutiothafse incompatible explana-
tions of remuneration and governance arrangements wassheljective of this research
project.

However, this research also had other objectives. Our sapgshmitted the application of
certain econometric methods that had not been fully exgaain the existing literature.
Certain insights have been made into the topics that wouwld baen difficult to achieve
with standard methods. Furthermore, following the exptmsawork in this thesis it
is hoped that future research might be guided along new bhé@squiry. Finally, this
thesis was designed to be a useful resource for practisomed policy makers in the
governance and remuneration industries. Consequentbyemiew of UK remuneration
and governance arrangements was provided in the intrantuatid each chapter presented
summary information and descriptive statistics where ayppate-.

6.2.1 Academic Contribution

Chapter2 sought to assess two competing theories concerning thexdatgion of chief
executive remuneration; ‘optimal contracting’ and ‘rextraction’. If remuneration con-
tracts are determined optimally, the structure and contiposof the remuneration com-
mittee responsible for creating, observing and reviewitggée pay arrangements should
also be the optimal arrangement for the firm. Consequemigyptoportion of indepen-

Following completion of this thesis, the author intends tesent the findings to organisations in the
corporate governance industry.
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dent directors serving on the board or the remuneration atdegwould be the optimal

arrangement for the firm. Therefore we would not expect affgreince between those
companies with lots of independent directors and thosenatte. However, if unresolved
agency problems are embedded in the operation of public aniap, as posited by the
rent extraction theory, CEOs can be expected to captureathegiting committee and in-
flate their own remuneration. Under such circumstancegpeaddent directors should be
more resilient to capture and therefore an increase in grggnt directors on the board or
the remuneration committee might be correlated with anatolniin CEO remuneration.

The empirical testing of the above propositions is not asgiit forward as might appear

at first glance. Chapte2 demonstrated that there were numerous issues related with
accurate data measurement and correct econometric speaificThe chapter conducted

a thorough examination of how the results were sensitivath enethodological choice.
Such an exercise is well suited to a chapter of a thesis whinbtirestricted by the same
space requirements imposed on journal articles. Indeeitk thie final preferred estimator

of chapter2 tended to favour the optimal contracting view of pay set@ngangements,
perhaps the more important contribution of chajexras the demonstration of which
econometric specifications are likely to produce the mdsisbtests of the propositions.

Following on from chapte®, we were keen to explore CEO turnover along similar lines.
Again, two competing theories were examined, this time eamag the extent to which
the threat of CEO dismissal is an effective discipline or thike unresolved agency prob-
lems allow CEOs to capture the process and entrench theessieltheir organisations.
Again, the extent to which the directors were independeistexamined in order to help
judge between these hypothesises.

While independence of the directors appears relativelynportant in the capture of re-
muneration, chaptes did find some evidence for the entrenchment of CEOs and some
success of independent directors in reducing this entreaoh However, once again an
important contribution of the chapter lies within the apption of an econometric method
not previously applied to CEO turnover. By using duratioalgsis to analyse the time

to different exit states a clear narrative emerged conogrtiie movement of the hazard
over the course of the CEO'’s tenure. It is unlikely that we lddwave been able to ex-
plore the concepts of entrenchment and performance remelay using standard binary
regression models. In addition, it is hoped that the apfiinaof this technique will guide
future research to new aréas

2Some possibilities are discussed in the section below.
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Chapter4 undertook a different approach. Here, the objective wastdribute to the
debate regarding shareholder activism and its importamtlee creation of shareholder
value. Much of the existing literature suspects that dingervention by shareholders is
at best inconsequential and their interference could egetainaging. Therefore, in addi-
tion to measuring the impact on returns, we were interest@dc¢ertain whether activism
influenced any other aspect of corporate governance, pkntig, given the subject matter
of the earlier chapters, the remuneration and turnovegsses. For the first time, data on
the votes cast at shareholder meetings were used as a pragtitosm. Consistent with
the extant literature, shareholder voting did not appe@rftoence future shareholder re-
turns, rather shareholder voting appeared to reflect pricgsolved under-performance.
Shareholder voting on remuneration arrangements andehea of CEOs also reflected
performance and also governance best practice in termseofdmposition and inde-
pendence of board committees. However, despite anecdati@nee to the contrary, no
evidence of a relationship between dissent at shareholdetimgs and future remuner-
ation arrangements was found, nor was any relationshipuened between shareholder
voting and the likelihood of forced departure. It appeaed thoting against violations of
best practice does not translate into the adoption of bastipe or removal of the CEO.

In light of this finding it was important to consider the intieas for shareholder ac-
tivism. Much has been made in literature of the lack of adegjirecentives to activism,
as activism constitutes a public good with the associaesetfider problems. Moreover,
given the absence of any relationship with voting, it is gassthat the influence of ac-
tivism occurs prior to the meeting takes place, in which chssent through voting would
only capture the unresolved matters of shareholder cond¢¢omwever, in the same way
that there is pressure to vote with management in order wepre the reputation of the
company, shareholder efforts to discipline manageriabbielur are only credible if in-
centives for doing so are consistent with improving shagraeturns. Furthermore, the
measurement of activism is itself difficult, as many insemof shareholder engagement
are outside of the public domain. While we can not observstliageholder engagements
themselves we can observe the actions that they achieveefdle an analysis of the
market's reaction to the most significant governance evéime dismissal of the CEO -
provided an insight into the influence that shareholdersble exercise over the compa-
nies that they own. While the market reacts negatively orm#yeof the announcement of
the CEO’s dismissal, the action does appear to significamyove the fortunes of the
company, suggesting that shareholders do potentiallyggssscredible threat with which
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to discipline managerial behaviour. The extent to whichftineed departure is the result
of direct shareholder engagements requires further ilgagsin.

Chapter5 was designed to provide an overview of all executive dinett@muneration,
together with an insight into the distribution of pay betwdmard members. This led
naturally to an analysis of tournament theory; that is thterbto which large pay differ-
entials between the CEO and the other executive directerased to motivate executive
directors to compete for the CEQ's job in the next promotioarhament. Empirically
testing tournament theory is difficult as large pay difféi@s are compatible with other
theories of executive remuneration. In light of this, clesptfocused on the compensation
for executive directors who are in office when somebody elggomoted to the position
of CEO. One possible implication of a self-financing toureainis that directors who are
passed over for the position of CEO might require compensati adjust for the loss of
promotion incentives, otherwise they face a financial itigerio leave.

Again the importance of econometric method was reinforesdat first glance there ap-
peared to be a large compensation effect for the losers of OEMaments. Yet, after
controlling for individual fixed effects and other contr@nables the impact on remuner-
ation was statistically insignificant. To test whether theence of a compensation effect
increased the likelihood of exit (as expected if remunerais structured in a manner con-
sistent with tournament theory), the duration analysis&aork undertaken in chaptar
was exploited again. If no increase in exit likelihood ocedrthen the absence of a loser
compensation effect could be the result of a loss in exteemglloyment opportunities
arising from being passed over. However, a significant emedn the likelihood of exit
was found when executive directors were passed over forg@iom consistent with the
tournament model.

6.2.2 Contribution to Practice

This research has the potential to serve as a resource ftitjor@ers and policy makers of
best practice and may serve to inform future decisions nratieei corporate governance
and executive remuneration industries. For example, digagbetween the optimal con-
tracting and the rents capture model of executive pay dé&tetion is very relevant to the
ongoing debate regarding the reform of UK corporate govereaConventional wisdom
has it that more independent directors achieve a bettenrakgt of CEO pay packets
and with the interests of shareholders. However, if no ielahip between pay and the
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independence of the directors is found then no matter hoepeddent your directors,
the efficiency of the CEO’s remuneration contract will befieaed. As such, reforming
efforts might be best directed elsewhere.

Likewise, the extent to which CEOs face a threat of dismikaaldirect implications for
policy makers of best practice. The majority of reform effdnave sought to improve
disclosure and transparency in the audit, internal comtnol pay-setting processes. Yet
relatively little attention has been given to the threatighdssal and its potential to dis-
cipline the behaviour of the CEO. If agency problems can bcgntly mitigated via
the threat of dismissal, then policy makers may be prompmtéddus their efforts less on
remuneration and more on CEO turnover. Indeed, the findihtfssoresearch tentatively
suggest that there is more entrenchment in the dismissadegs than there is capture of
the pay-setting process.

The call for greater shareholder activism has also beenmaipemt characteristic of the re-
form era. Over our sample, a number of organisations havegeeincluding Manifest,
that offer shareholders proxy voting and related servioesristitutional shareholders.
Policymakers have sought to encourage institutions to tae shares in an attempt to
raise overall governance standards. While voting level® hiacreased, chaptdrwas
unable to identify any causal link between voting and anyespf governance or perfor-
mance. In contrast, the dismissal of the CEO under pressureshareholders did have
a major impact on the future direction of the company. Couneatly, shareholder insti-
tutions and policymakers might be better off focusing tlagiention on how to maximise
the return of direct engagements, rather than increas@twvet/els.

Further knowledge of the distribution of pay within the bdba@hould empower practi-
tioners and policy makers with a greater understanding ®fkéty issues when setting
remuneration policies. The investigation of chadénto tournament theory might be
particularly useful for policymakers. Tournament theorgypdes a justification for the

large pay differentials observed between employees ardiit levels within a company’s
hierarchy. Viewing the CEQO’s remuneration as a prize, maecompetition for this prize

helps to elicit effort from the executive directors.

Yet UK policymakers are either unaware or have chosen torgtiee potential of pro-
motion incentives. The combined code (2006) makes no meferto tournament theory,
limiting the role of remuneration to ‘attract, motivate aredain’ only the director who
is being remuneratéd Therefore, the main incentive device proposed by ingbita

3Perhaps it is difficult for companies to convince their shatders that CEOs get paid ‘more than they
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guidance is performance-related pay through long ternteqaentives. However, these
incentives are costly as large grants are necessary to atmtisk averse agents. How-
ever, if incentives can be provided by having the CEQO’s reenation constitute a prize
then the need for costly equity incentives might be reduttatiay be cheaper and more
efficient to re-balance the CEO’s remuneration in the dioecdf non-variable elements
if its function is to act as a prize for the other directors.

6.3 Suggestions for Future Research

As stated in the conclusion to each chapter, there is scap@weiach empirical investiga-
tion for further exploration. This section will briefly hijght these suggestions for future
related research but will also suggest more general newuagdor research in executive
remuneration and corporate governance.

While the evidence presented in chapPedoes not generally support a rents capture
model, it would be wrong to dismiss the model outright. Aatims of capture are often
directed at the specific details of pay arrangements, suemmasal bonus arrangements
or the nature of the performance conditions associated tiwittvesting of equity incen-
tives. While this study examined impact of independencetal temuneration, it remains
possible that an independent pay-setting committee maynpertant in the design and
monitoring of these incentive schemes. In the context ofpitesent financial crisis, it
would be worth exploring how governance factors influeneeetktent to which incentive
schemes reward luck rather than genuine performance. Cssbjliy is a comparison
of the incentive schemes that pay-out against peer grodprp@ance against those that
reward against absolute earnings. Also, given that thexgést variable that determined
current pay was prior period pay, it may be worth exploring tiactors that cause pay
from prior periods to persist into current remuneratioraagements. If a faster rate of
adjustment is associated with a more efficient pay-settroggss more independence in
the pay-setting process might be associated with fastastudgent rates.

Chapter3 applied a semi-parametric method as nothing was known daheutnderlying
distribution of the hazard. It would be worth exploring thetgntial in adopting a full
parametric form which assumes a distribution for the basdiiazard. This would result
in more efficient estimates, provided the assumed distabus a fair representation of

deserve’, i.e. more than their marginal contribution toductivity.
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the underlying hazard. Further, while adjustments for weoled individual effects were
made to the standard errors used for inference on the haatod it might be worth
modeling these effects directly applying a ‘frailty’ modelogether, these adjustments
would provide an interesting comparison to the resultsepreesl in that chapter.

An extension of the work in chapté& that explored the impact of governance reforms
would also be of interest. Ideally, to identify the precisgact of the reforms one would
desire two groups of similar companies, except that onegveas not subject to the re-
forms. This would enable the application of differencedifference methods in order to
distinguish between the impact of the reforms and the cheatige occurred due to other
factors. The collection of this sample would be difficult he teforms apply to all large
UK listed companies. However, some companies listed on tkermative Investment
Market (AIM) are broadly similar to the smaller companiesdd on the FTSE All Share.
AIM companies are exempt from the combined code and thetdn€aemuneration re-
port regulations and therefore might constitute an appaiggcontrol group.

Chapterd might be extended by attempting to capture the effect ofrizktiie scenes ne-
gotiations with management. Obviously, given the hiddetiumeaof these engagements
acquiring sufficient data to perform a quantitative expentrmight prove difficult. How-
ever, aBecht, Franks, Mayer, and Ro%8008 have shown, access to data is not impos-
sible. If a casual link between the engagements of sharetolthd shareholder returns
could be established it would have wide ranging implicatitor the operation of corpo-
rate governance and the direction of future research.

An obvious but important extension to chapsas the collection of data on the executive
directors’ mode of exit. Chapt@&showed that different modes of exit for the CEO should
be modelled differently. Therefore, the adoption of the peting risks framework for
executive directors would provide more accurate results éise impact of a CEO suc-
cession event upon the existing executive director’silikald of exit. In addition, to the
acquisition of pensions data, which is now publicly diseld# public companies’ annual
report and accounts, would aid the calculation of total ekee remuneration.

Whilst it certainly appears that a CEO succession eventia$idations for the other
executive directors, further theoretical work would alscrease our understanding of ex-
actly what to expect. This would provide a more complete &aark for future empirical
work. For example, it would be interesting to understand bzisting remuneration lev-
els might moderate the extent to which the likelihood of éx@reases when a rival is
promoted. It would also be useful to have a better understgnof how the prospect

219



of the CEO being hired externally might disrupt tournameentives for the existing
directors.

During the implementation of this research, a number ofdaswave been left unresolved
due to the complexity of the processes underlying the oleskeaxrangements. As such this
research project might be complemented by a qualitativesitiyation on broadly similar
themes. For example, a shortcoming of chagtes that it is difficult to know whether
directors who satisfy the criteria of independence aregddedependent in character and
judgement. While Manifest’s assessment is the best aVailatye sample information on
the matter, if one was able to actually sit in remuneratiammittee meetings it might be
possible to determine whether the criteria for indepenégas laid out in the Combined
Code (2003), actually translate into real independencbafacter and judgement. Gain-
ing access to remuneration committee meetings would beuliffo negotiate in practice
but it is not beyond the realms of possibilitiRoberts, McNulty, and Stile€2005 un-
dertook interviews with 40 directors as part of tHeggs (2003 review into the role and
effectiveness of the non-executive director. Their redeavas able to identify ways in
which non-executive directors have the potential to penfduties outside of their moni-
toring role envisaged by agency theory by, for instance,ingagontributions to strategy.

6.4 Final Conclusions

Popular interest in executive remuneration and corporatermance appears universal
and robust to the prevailing economic climate. During yedreconomic growth, the
business press highlights the remarkable levels of payedamy top executives whereas
in less plentiful years accusations of rewards for failurd a lack of accountability are
restated. Since the onset of the present financial crisisr@ntators are calling for an
overhaul of regulation in the financial services industrgnRineration arrangements, in
particular, annual bonuses have once again have beerise@iESA, 2009*. Subse-
quent attempts by policymakers to reform the existing fraork will, no doubt, provide
opportunities for further related research.

However, academic research in executive remuneration @apo@te governance should
not just respond to the latest headlines. Corporate gomeenand executive remuneration

“Note that uncapped bonuses for investment companies hachimgdighted as issues for shareholder
concern by institutional guidanc@&BI, 2003 and companies such as Manifest long before the present
financial crisis. Bruce, Skovoroda, Fattorusso, and BY2K07) also examined the issue of bonuses and
firm performance.
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have evolved to become mainstream disciplines for academidgry. Murphy (1999
identified the explosion of academic work published in exgeuremuneration from the
1980’s to 1990’s. Since the turn of the millennium, this ttdras continued, or even
gathered pace, with voluminous material being producecerstibjects. Undoubtedly,
the wide interest in the subjects has stimulated the academuiry but it is more the
resolution of outstanding academic questions that is aentve are far from a complete
understanding of governance and pay arrangements. Indinegheories of governance
and remuneration continue to be advanced by differentgsavthich demand resolution
through empirical testing.

The emergence of new major economic territories such asaGmd India provides an ex-
citing new avenue of research for all applied microecontsiust particularly for scholars
interested in executive remuneration and corporate ganes Incumbent companies in
such territories have their own governance tradition, atanich little is knowr?. The im-
plications of Chinese or Indian style governance regimeddtivering shareholder value,
operational performance or efficient remuneration cotgrae undocumented. The lack
of access to data in such territories, remains a signifidastiagle to effective research in
this area but given these territories are becoming more tipenestment from outside it
may not be long before a meaningful attempt at an empiricalysinto such countries is
possible. Outside investors bring with them their own séaidd and expectations of good
governance which may bring them into conflict with the stajue in those countries.
Corporate governance agencies, such as Manifest, alreadiyle coverage of stocks on
a global basis.

In summary, academics interested in executive remuneratio corporate governance
have never been better placed to conduct research. Givdeuleof popular interest,
together with the development of the topics into crediblgjsct matter for research and
improving availability of data it should not difficult to wifunding for research and pub-
lish the output. Many of the theoretical debates remainsoived and prior empirical
studies require further development. Research that eesult greater understanding of
how to design and operate efficient corporate governaneegements should assist the
creation of shareholder value, which is the stated objeaiivevery public company in
the UK.

SEven the extent to which the government retains influencetbese companies is unclear.
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