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The governance and transparency in firms constitute the major concerns in today’s
business. Contracts are fundamental aspects of corporations and in order to be ef-
ficient they should be designed and monitored using high quality information and
well-functioning corporate governance. This thesis covers the role of accounting
in the contractual context and the effects of monitoring mechanisms in firms in
enhancing the quality of financial reports.

The need for accounting information in contractual relationships comes from the
limitations of relevant information for monitoring managerial behavior, which is
fundamental for efficiency of contracts. In this respect, this study concerns two
important issues: first, the role that accounting plays in increasing the effective-
ness of contracts for resolving agency problems in firms; and second, the effect
of a firm’s governance mechanisms as well as a country’s legal environment for
ensuring high quality financial reports.

Regarding the first issue, the essays examine the use of accounting performance
in CEO compensation contracts. The general conclusion is that compensation
contracts are used as an alternative monitoring mechanism in firms with greater
agency problems. The evidence for the use of accounting performance-based
compensation in family firms with dual-class shares indicates that, due to the ex-
cess voting rights by controlling shareholders in these firms, agency problems
arise and CEOs receive higher performance-based compensation. Furthermore,
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findings show that with an improved transparency due to the changes in account-
ing standards, the link between accounting performance and CEO compensation
becomes stronger.

With respect to the second research issue, the essays examine the role that gov-
ernance mechanisms play in enhancing the quality of financial reports and the
contracting role of accounting in designing an efficient compensation contract.
The results indicate that governance regulations and the mandatory compensa-
tion disclosures enhance the efficiency of compensation contracts and the pay-
performance relation. Furthermore, the monitoring performance of the board of
directors and specifically the role of employee representatives is found to be im-
portant in improving the earnings quality of firms. Overall, the results from the
essays conclude that financial accounting information plays an important role in
CEO compensation, as reflected in the pay-performance relation. However, for
playing this role, both the firm’s governance mechanisms and the country’s legal
environment must be effective.

Keywords: monitoring, compensation contracts, accounting performance, earn-
ings quality, ownership structure, board of directors, governance regulations.
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Part I

Introduction





1 Background to the studies

The emergence of contractual relationships among a wide range of actors is
grounded in the activities of financial capital markets. Contracting arrangements
between parties are put in place to restrain collusions between some actors at the
expense of others and mitigate conflicts of interest. In particular, the separation
of ownership and control (Berle and Means, 1932) and the divergent interests be-
tween corporate insiders and outside shareholders create a demand for efficient
contracting and monitoring mechanisms (Jensen and Meckling, 1976). Contrac-
tual arrangements, such as compensation contracts between managers and share-
holders, are used in order to align the interests of managers with those of share-
holders. These contracts often include restrictions on managers’ actions condi-
tional on certain accounting numbers (Watts and Zimmerman, 1986, p.196). The
use of accounting numbers in contracts suggests that the efficiency of contracts de-
pends on the choice of accounting measures. This aspect of accounting is consid-
ered the contracting role of accounting in the literature (Holthausen and Leftwich,
1983; Watts and Zimmerman, 1986).

The role that accounting plays in the contracting process is dependent on man-
agerial incentives (Fields et al., 2001). This is mainly because managers exercise
discretion and judgment in selecting accounting procedures. Managers whose in-
centives are aligned with those of shareholders choose accounting methods that
convey information to investors and communicate the firm’s financial condition
(Dye and Verrecchia, 1995; Fields et al., 2001; Watts and Zimmerman, 1990). On
the other hand, a self-serving incentive of managers disrupts the potential benefits
of such discretion in choosing an efficient accounting procedure. As argued by
Watts and Zimmerman (1990, p.135), “[c]ontracts that use accounting numbers
are not effective in aligning managers’ and contracting parties’ interests if man-
agers have complete discretion over the reported accounting numbers.” Therefore,
restrictions on accounting choices are needed to limit any possible costs imposed
on users as a result of the self-serving management behavior.

Within the framework of accounting standards regimes, financial statement pre-
parers are required to use some discretion and judgment in accounting methods
that convey information to the market (Fields et al., 2001). This is, in partic-
ular, reflected in the “principles-based” International Financial Reporting Stan-
dards (IFRS), in which there is a relatively more reliance on managers’ judgment
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Introduction

and discretion in accounting method choice, compared to the “rules-based” ac-
counting standards (such as the US GAAP) (Agoglia et al., 2011). Accordingly,
flexibility in accounting procedures is expected to lead to a more informative sig-
nal, regarding the underlying economic events, in financial statements (Dye and
Verrecchia, 1995).

The advocates of the principles-based approach refer to the primary aim of IFRS
for higher quality financial reporting and provide evidence of positive capital mar-
ket effects of financial statements under IFRS (see Barth et al., 2008; Daske et al.,
2008; Hellman, 2011b; Landsman et al., 2011). On the other hand, the negative
consequences of increased discretion – such as the manipulation of financial ac-
counts motivated by contractual considerations – have been one of the main con-
cerns in the literature (Agoglia et al., 2011). In this respect, research has focused
on how institutional factors, such as legal systems, as well as corporate gover-
nance practices influence managerial incentives when applying accounting meth-
ods (Ball et al., 2000; Brüggemann et al., 2013; Ernstberger and Grüning, 2013).
In particular, the potential role that corporate governance plays in enhancing the
efficiency of contracts and mitigating opportunistic accounting method choice has
motivated extant accounting research. This role emphasizes the efficiency of in-
ternal governance mechanisms – e.g., provided by the board of directors and/or
ownership – for limiting possible opportunistic behavior and enhancing the ac-
counting choice that is used efficiently to motivate managers to act in the best
interests of shareholders.

Furthermore, over the last decade, corporations have increasingly become subject
to various regulatory reforms within and across countries. Notably, after several
major corporate accounting scandals in the beginning of the 2000s (e.g., Enron
and Worldcome in the U.S., and Parmalat, Skandia, and Royal Ahold in Europe)
and the financial crisis in 2007, the usefulness of systems of corporate control was
largely debated. In particular, boards of directors were criticized for not fulfilling
their role of monitoring managers. Subsequently, a wide range of legislative and
regulatory changes were adopted in several countries in response to the failures
that resulted from these scandals. The new regulatory requirements are aimed
to promote investor protection and enhance governance mechanisms (Ernstberger
and Grüning, 2013). Hence, the impact of legal systems, enforcement regimes,
and corporate governance in shaping managerial incentives and, therefore, the
observed financial reporting practices should be investigated (Brown et al., 2014;
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Brüggemann et al., 2013).

In summary, a high complexity in structuring different contracting arrangements
and governance mechanisms has raised attention among researchers, along with
the main focus of regulatory bodies, who seek to understand the ways in which
monitoring managerial practices and protecting shareholder interests can be pro-
moted. This thesis concerns the role of accounting as an integral part of the firm’s
contracting process and considers the interaction between the usefulness of ac-
counting in enhancing the efficiencies of contracts and the potential role of gov-
ernance mechanisms for monitoring and improving the quality of the reported
accounting numbers.

1.1 The role of financial reporting and corporate governance

Information asymmetries and conflicts of interest between contracting parties are
considered important reasons for the commitment to increased transparency and
higher quality financial reporting (Healy and Palepu, 2001). As argued by Arm-
strong et al. (2010, p.179) “[t]he information environment plays a central role both
in determining the extent of these conflicts and in designing the mechanisms to
mitigate them.” In particular, detailed information about firms’ operating systems,
financing, and investing activities, is essential for the efficiency of contracting ar-
rangements. Accounting is a fundamental part of contracting mechanisms since
it provides information for designing and evaluating contracts. This implies that
certain contractual arrangements are more efficient than others in reducing agency
costs, depending on the accounting numbers that are used in contracts (Watts and
Zimmerman, 1986). The role that corporate financial reporting and disclosure
plays in mitigating agency costs has been considered to be an important area of
governance research in the accounting literature (Bushman and Smith, 2001).

A main feature of financial information systems is to provide high quality ac-
counting information and a commitment to a transparent information environment
(Kothari, 2001). Higher quality financial reporting is essential to decrease the
severity of information asymmetry between managers and market participants. A
potential problem, resulting from information asymmetry, is the incentive prob-
lems, which arise when the manager’s actions are unobservable to the principal
(i.e., moral hazard or hidden action problems) (Lambert, 2001). Due to the in-
cidence of these problems and the conflicts of interests between managers and
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shareholders, contracting and monitoring costs arise (Jensen and Meckling, 1976).
In this respect, accounting information plays a central role in designing contracts
that aim at mitigating agency costs (Holthausen and Leftwich, 1983). The impor-
tant role of financial accounting information here is mainly related to the limita-
tions of relevant information for monitoring managerial behavior, which is funda-
mental for efficient contract mechanisms.

Prior studies provide evidence regarding the role that financial reporting plays in
addressing issues in corporate governance (for survey see Armstrong et al., 2010;
Bushman and Smith, 2001). The large focus on the role of financial reporting
and accounting information in corporate governance and, in particular, compen-
sation contracts owes to the fact that these contracts are incomplete and need
to be supplemented with more information (Armstrong et al., 2010). Increased
transparency and higher quality financial reporting can enhance the efficiency of
contracting and governance mechanisms and potentially reduce agency conflicts
between managers and shareholders. For example, in compensation contracts,
improved transparency facilitates the performance evaluation and rewarding of
management by filtering out factors that are irrelevant to management’s actions
on performance (De Franco et al., 2013; Holmstrom, 1982; Ozkan et al., 2012).
Furthermore, financial reports – with credible, timely, and relevant information –
are important means of communication with other parties, such as independent
directors. High quality financial reports can enhance the monitoring performance
of the board of directors (Armstrong et al., 2010). In fact, even though the board
of directors typically has access to internal reports, the demand for public in-
formation and corporate transparency is still great. This is mainly because public
disclosures and financial information are subject to various rules and enforcement,
and they are also monitored by auditors (Bushman et al., 2004b).

Conversely, another body of research in this area focuses on how corporate gov-
ernance affects the quality of financial reporting and disclosure (e.g., Ernstberger
and Grüning, 2013; Kim et al., 2014; Wang, 2006). This literature shows that gov-
ernance structures in firms play an important role in enhancing the transparency
and quality of financial reporting. In particular, the board of directors plays a key
role in monitoring management and overseeing the financial reporting process. In
this respect, extant research shows that the board monitoring curbs inappropriate
‘earnings management’ and limits the abilities of managers to distort and manip-
ulate financial statements (Kim et al., 2014; Klein, 2002; Peasnell et al., 2005;
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Srinidhi et al., 2011; Xie et al., 2003).

Following recent regulatory pressure for improving governance mechanisms in
firms, the majority of the members of the boards are required to be independent
directors (Armstrong et al., 2010). Accordingly, it is expected that the directors
on the board who are independent from corporate insiders can contribute to better
monitoring of management performance. However, the potential problem faced
by outside independent directors is similar to that faced by outside shareholders,
i.e., less access to credible information. The effectiveness of a board’s decision-
making is dependent on the quality of information that they receive. Limited
information lessens the ability of a board to effectively monitor and evaluate man-
agers (Jensen, 1993). Therefore, having a transparent information environment
is still important for the monitoring performance of a board of directors. In this
respect, the effect of regulations and country-level legal systems in facilitating and
enforcing existing accounting standards as well as enhancing governance mecha-
nisms in firms is an important area of recent accounting research.

An increased transparency, higher quality of financial reporting, and effective cor-
porate governance system are at the center of attention of practitioners, regulatory
bodies, and academics. In particular, the above discussion shows that there is a
close connection between efficiency of contracts, information transparency, and
governance mechanisms. On the one hand, higher quality financial reporting and
more informative accounting earnings can improve contracting arrangements by
enhancing transparency and resolving information asymmetry between managers,
directors, and outside shareholders. On the other hand, the efficiency of corporate
governance is important in reducing management incentives to withhold infor-
mation and engage in accounting flexibility (e.g., earnings management). These
mechanisms may substitute or complement each other in mitigating agency prob-
lems. However, they can all be considered important monitoring mechanisms,
ensuring that the incentives of managers and corporate insiders are aligned with
the interests of shareholders in maximizing the firm’s value. Accordingly, this
thesis focuses on the interactions across governance mechanisms and, in partic-
ular, investigates the relationship between monitoring mechanisms and financial
accounting information.
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1.2 The case of Sweden

As discussed above, recently there has been increased attention on how firms’ re-
porting incentives are shaped by country-level institutional factors (e.g., legal sys-
tems) and firm-level governance structures (e.g., boards of directors). However,
the research in this area has been mostly concerned with the settings characterized
by dispersed ownership structures. This implies that a large body of research is
limited to one specific class of agency problem resulting from the separation of
ownership and control at the top level of corporations (see Brickley and Zimmer-
man, 2010, p.236). However, it is also important to study other environments,
which provide us with information on the governance features that have been less
frequently considered in literature. This thesis has an exclusive focus on Swe-
den, given that some features of this setting, while recognizable in many other
countries, are difficult to detect in the much-studied setting of the US.

In particular, focusing mostly on the conflicts of interest between managers and
shareholders, previous research has placed less emphasis on the common agency
conflicts between different classes of shareholders (Brickley and Zimmerman,
2010; La Porta et al., 1999). The conflicts of interest between shareholders com-
prise the main governance problem in many countries and is a common feature
of many corporations around the world (Burkart et al., 2003; Claessens et al.,
2002; La Porta et al., 1999). The ability of large investors to expropriate other
shareholders’ wealth is the primary source of agency problems in many firms. In
particular, in these firms, agency problems arise when large shareholder control
rights significantly deviate from their cash-flow rights (due to the use of dual-class
shares or through pyramidal ownership structures) (Masulis et al., 2009). In firms
that controlling shareholders have more control than economic incentives, nega-
tive valuation consequences through expropriation by controlling shareholders is
possible.

Swedish firms are mostly characterized by concentrated ownership structures,
family controlling owners, and the use of control enhancing mechanisms (e.g.,
using dual-class shares). However, these features are not unique in Sweden; in-
stead, they constitute the common ownership structures in many firms around the
world (see La Porta et al., 1999). Considering the European context, for example,
these characteristics are representative of many European firms (see Barontini and
Bozzi, 2011; Coffee, 2005; Croci et al., 2012; Prencipe et al., 2014; Renders and
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Gaeremynck, 2012). In particular, given the large influence of controlling share-
holders in many firms, there is a growing concern for the problem of minority
shareholder expropriation in European countries (Coffee, 2005).

Corporate governance concerns, including independent boards of directors and ef-
ficient executive compensation contracts, are subject to extensive debate in many
countries. In Europe, there has been an increased focus on enforcing strong le-
gal institutions for better investor protection, introducing corporate governance
codes for improving governance practices, and promoting more transparency and
shareholder oversight on executive compensation. Therefore, it is of contempo-
rary significance to examine how these recent reforms in corporate governance
affect the transparency and governance of corporations.

In Sweden, the structure of the board of directors is closer to the ‘stakeholder’
governance model, as identified in many European settings (Ball et al., 2000; Ox-
elheim and Wihlborg, 2008)1. Notably, the board of directors in Swedish firms
typically includes employee representatives, which represents a common feature
of employee board participation in Europe (see Vitols, 2010). In addition, follow-
ing the Swedish Code of Corporate Governance, the board of directors in Swedish
firms includes almost no inside directors but often consists of a considerable num-
ber of the largest owners. With respect to compensation contracts, there have re-
cently been several reforms regarding the detailed disclosure of Chief Executive
Officer (CEO) compensation plans and shareholders’ binding votes on these plans,
which also contribute to the recent emphasis of the European Union on executive
compensation.

In summary, using the Swedish setting, this thesis constitutes an investigation into
corporate governance features (i.e., the boards of directors structure and owner-
ship characteristics) that are recognizable in several countries, particularly in Eu-
rope, and the effects of recent changes in regulation for enforcing better corporate
governance practices and increased disclosure.

1Ball et al. (2000) identifies the ‘shareholder’ governance’ model as a typical feature of corpo-
rate governance in common-law countries (e.g., Australia, Canada, the UK, and the US), in which
shareholders are the main parties influencing the governance of firms. On the other hand, in code-
law countries (e.g., France, Germany, and Japan) agents for various contracting groups participate
in governance of firms, as identified under the ‘stakeholder governance’ model.
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1.3 The outline of the thesis

This thesis consists of three essays in which the relationship between gover-
nance mechanisms and financial reporting is investigated. Table 1 presents an
overview of the essays and research questions. All three essays consider corpo-
rate governance features within the Swedish setting. The ownership structure of
Swedish firms is concentrated and characterized by a large influence from con-
trolling shareholders. Hence, in the Swedish setting, potential conflicts of interest
between corporate insiders and minority shareholders constitute the major con-
cern and call for governance mechanisms to align the managerial interests with
those of the firms as a whole.

Another common feature of the essays is that they all focus on CEO compen-
sation. In particular, CEO cash compensation is a key aspect in the corporate
governance debate and is directly related to the quality of accounting information.
Hence, CEO compensation provides a relevant research issue for examining the
interaction between financial reporting and corporate governance. Furthermore,
CEO compensation has become the subject of more regulation for transparency
and more shareholder engagement.

In the first essay, the focus is explicitly on ownership structures and the use of
CEO performance-based compensation in firms where there are potential conflicts
of interest between outside shareholders and corporate insiders. Specifically, the
agency problems of family firms with dual-class shares are considered. This essay
indicates that greater agency problems, due to the divergence of interests between
majority and minority shareholders, are associated with a stronger link between
CEO pay and accounting performance, which is used as an alternative governance
mechanism.

The second essay concerns the change in CEO compensation practices following
several regulatory reforms. In particular, the effect of the mandatory adoption of
new accounting standards (i.e., IFRS) as well as new corporate governance re-
quirements are examined in this essay. The overall results provide evidence for a
stronger link between accounting performance and CEO compensation with the
IFRS adoption and increased compensation disclosures. Furthermore, the pay-
performance relation becomes stronger in dual-class firms that submit compensa-
tion proposals for shareholder voting.
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Table 1. Overview of the Essays

Essays Research Questions

Essay 1: CEO compensation, corpo-
rate governance and family owners in
Sweden

Are there any differences in the
pay-performance relation across firms
with different types of ownership
structures?

Essay 2: The effect of regulatory re-
forms on the pay-performance rela-
tion

Do firms increase the pay-
performance relation with the
introduction of new accounting and
corporate governance regulations?

Essay 3: The sheep watching the
shepherd: The monitoring perfor-
mance of the boards with employee
representatives

Do employee representatives improve
the board’s function of monitoring
CEO compensation and financial re-
porting?

The third essay focuses on the board of directors and, specifically, the presence
of employee representatives on the boards. Information asymmetry between in-
dependent board members and corporate insiders can impose limitations on the
monitoring function of the boards. We examine the role of employee represen-
tatives and argue that these board members, who have access to firm-specific in-
formation as well as more human capital tied to the firm, can contribute to the
monitoring role of the boards. The results provide evidence for the potential roles
that the employee representatives play in enhancing the monitoring performance
of the boards, particularly with respect to financial reporting quality.

Collectively, the essays investigate the contracting role of accounting as well as
the role that corporate governance plays in enhancing the benefits of contracts and
accounting information as an integral part of contracts. The first essay focuses
on the interaction between the ownership structure and the contracting role of
accounting in designing an efficient compensation contract. The second essay
focuses on the role of regulation and the effect of the mandatory disclosure in
enhancing the efficiency of compensation contracts and pay-performance relation.
The third essay considers the role of employee representatives on the boards in
monitoring management and improving the earnings quality of firms. Overall,
these essays focus on two important issues: first, the role that financial accounting
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information plays in increasing the effectiveness of contracts; and second, the
effect of a firm’s governance mechanisms as well as a country’s legal environment
in enhancing the quality of financial reports.

2 Theoretical framework

2.1 Information asymmetry and the incentive problem

In a world with complete and perfect markets, as described in the theory of
Modigliani and Miller (1958), there are no transaction costs, no costs of con-
tracting, and no information processing costs (see Watts and Zimmerman, 1986).
In that world, investment decisions are independent of firms’ financial policies
and capital structures, and they are made as long as the marginal benefits of in-
vestments equal the marginal costs. However, in a “real” world characterized
by information asymmetries, investment decisions become inefficient due to the
existence of information differences across participants in the market (Hubbard,
1998). Specifically, adverse selection and moral hazard are the consequences of
information asymmetry where shareholders do not have access to complete infor-
mation regarding the companies’ activities and investment opportunities (Beaver,
1998).

Adverse selection, owing to information differences, arises when shareholders
cannot completely verify the information in the market, and when information
acquisition costs are high. The information problem, also known as the “lemons
problem”, leads to inefficiency in the functioning of capital markets. In particu-
lar, the information problem in the market results in the undervaluation of “good”
quality ideas simply because investors cannot distinguish between different types
of business ideas (Healy and Palepu, 2001). This implies that managers choose
to disclose more to solve this problem as the information asymmetry between
the market and the manager increases (Verrecchia, 2001). Hence, providing high
quality information and enhancing the transparency in the market can solve this
problem, which is one of the main objectives of financial reporting. Through
financial reporting and disclosure, managers seek to alleviate the negative conse-
quences of the information problem by communicating firm specific information
(Fields et al., 2001; Healy and Palepu, 2001).
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The information role of financial reporting is a well-established research area in
the accounting literature (Brüggemann et al., 2013). Research in this area investi-
gates the role of higher transparency and higher quality of financial reporting for
enhancing the efficiency of the capital market. For example, prior studies doc-
ument a negative association between the level of disclosure and cost of equity
capital, suggesting that managers choose a higher degree of disclosure in order
to lower information risk. This decreases the subsequent incremental return for
bearing information risk, which explains the incentive for managers to enhance
transparency in corporations (Botosan, 1997; Botosan and Plumlee, 2002; Lang
and Lundholm, 1996).

Another major problem that imposes limitations on the function of capital mar-
kets is moral hazard. This problem arises as the result of information asymme-
tries among individuals and when individual actions cannot be observed (Holm-
ström, 1979). This may refer to a situation where managers expropriate share-
holder value, for instance, by making investment decisions that are not beneficial
to shareholders. Furthermore, moral hazard occurs when management does not
play an active role and does not pay the consequences for the risks or the respon-
sibilities of their decision-making (Bushman and Smith, 2001). These situations
reflect upon potential conflicts of interests between managers and shareholders
(Jensen and Meckling, 1976).

The separation of ownership from control (Berle and Means, 1932) is the pri-
mary source of agency conflicts where the decisions are made by managers and
the ultimate costs or benefits of these decisions are borne by investors (Fama and
Jensen, 1983). In the principal-agent framework, both the principal (sharehold-
ers) and the agent (managers) are assumed to follow their own interests. This
implies that corporate resources may not be used entirely to increase shareholder
value, but instead may be used for the benefits of corporate insiders (Demsetz and
Lehn, 1985). Hence, the agency problem arises as the result of conflicts of inter-
ests between the agent and the principal (Jensen and Meckling, 1976). In order
to alleviate the negative consequences of this problem, agency theory describes
the need for monitoring and contracting arrangements (Fama and Jensen, 1983;
Jensen and Meckling, 1976).

Financial information plays an important role in contractual arrangements that are
presumably used for mitigating agency costs (Fields et al., 2001; Holthausen and
Leftwich, 1983; Watts and Zimmerman, 1986). This role is usually derived from
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contract theories, which seek to explain the mechanisms for alignment of interests
between managers and owners, including compensation contracts. In particular,
high-quality financial accounting information can facilitate monitoring mecha-
nisms and promote efficient governance contracts. This contracting, also known
as governance, role of financial reporting is particularly manifest in compensation
contracts. The following sections focus on the importance of efficient contracts in
alleviating moral hazard problems and the role of accounting in this respect.

2.2 Contractual arrangements

The need for contracting is fundamental in any business dealings. In the economic
literature, the view of the corporation as the “nexus of contracts” (e.g., Coase,
1937; Fama and Jensen, 1983; Hart and Moore, 1988; Jensen and Meckling, 1976)
is explained by the need to allocate decision rights to managers and boards, with
specialized knowledge to maximize firm value. Specifically, self-serving attitudes
as well as the divergent goals of individuals are underlying reasons for developing
contractual arrangements that aim to mitigate agency conflicts between parties
(Jensen and Meckling, 1976; Watts and Zimmerman, 1986).

In today’s business, corporations consist of complex relationships among various
actors including managers, [different types of] shareholders, debtholders, labor,
customers, suppliers, and government (Shivakumar, 2012). Different actors have
different goals and specific interests, which may not necessarily be aligned with
the interests of other parties. Agency problems are grounded in the conflicts of
interests between different parties. The most recognized agency problem occurs
between managers and shareholders when self-serving managers follow their own
interests and aim to increase their own benefits at the expense of outside share-
holders.

Early finance literature emphasized the role of market forces in disciplining man-
agers (e.g., Fama, 1980). Specifically, the control and forces of several markets,
including the labor market and product market competition, are considered to be
important in this respect. Fama (1980) argued that market forces can discipline
and efficiently monitor management since, in a competitive market, managers are
concerned about their reputation in the labor market. The signals provided by an
efficient capital market regarding the values of firms’ securities can influence the
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managerial labor market and, thereby, discipline managers and mitigate agency
conflicts between managers and outside shareholders.

Assuming that the market can impose pressure on managers, a question that may
arise is why we need to introduce governance mechanisms. Despite these mar-
ket forces, a residual demand for additional control and governance still remains,
as is documented in the large body of economic research (for surveys see Arm-
strong et al., 2010; Bushman and Smith, 2001; Fields et al., 2001; Healy and
Palepu, 2001). In general, the literature has considered various governance mech-
anisms that can be useful in resolving agency problems. Additional governance
is imposed through control mechanisms, such as boards of directors, concentrated
ownership structures, incentive compensation, debt contracts, and security laws.
Perhaps the most recognized solution to the agency problem is to design opti-
mal contracts between investors and managers. Optimal contracts, such as com-
pensation contracts, are in place to align the interests of corporate insiders (i.e.,
managers) with those of shareholders.

Grounded in agency theory, an optimal contracting framework concerns the prob-
lem of moral hazard in the presence of information asymmetry (Holmström, 1999;
Jensen and Murphy, 1990; Murphy, 1999). As argued by Holmström (1999), mar-
ket forces (e.g., induced by the labor market) are not enough to resolve the incen-
tive problem. The main reason is that managers have risk preferences that depend
on their career concerns. Market incentives, however, cannot protect managers
against high risk; and therefore, they are suboptimal. Owing to the risk-averse
behavior of managers there is a need to design contracts to align the interests of
managers with those of shareholders. The importance of these contracts becomes
evident when they incentivize managers to act on shareholder interests. A well-
designed compensation contract is an optimal incentive contract when it motivates
managers to enhance the value of a firm (Jensen and Murphy, 1990).

The underlying idea in designing incentive compensation contracts is to link man-
ager pay to firm performance. In this framework, the agent’s expected utility is a
function of the benefits from compensation and the cost of providing effort. The
principal’s expected utility is directly related to firm performance, which is a func-
tion of the agent’s ability and effort (Bushman and Smith, 2001). Incentive con-
tracts tie the agent’s expected utility to the principal’s objective, i.e., increase in
shareholder wealth (Jensen and Murphy, 1990). This implies that the design of ef-
ficient incentive contracts is important because the principal receives the marginal
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benefits (increase in performance) at the equilibrium of marginal cost (providing
compensation for the agent).

Furthermore, the risk involved in compensation packages is another important
aspect of the design of optimal compensation contracts. While shareholders are
usually neutral to firm-specific risk (due to holding diversified portfolios), man-
agers tend to be risk-averse (Jensen et al., 2004). Yet, being exposed to large
risks, managers may transfer the risk as well as subsequent costs to shareholders.
This implies that there is a trade-off between risk-taking and incentives. Optimal
compensation contracts should, therefore, adjust for the level of risks managers
are exposed to by using performance measures that incentivize managers without
imposing high levels of risks on them (Jensen et al., 2004).

The above discussion points out that an ex ante performance measure is a key
factor in defining the incentive plans. Given that managerial actions, as the main
variable of the manager’s utility function, are unobservable, the principal defines
an optimal compensation policy by linking a manager’s expected utility to firm
performance (Bushman and Smith, 2001; Jensen and Murphy, 1990). Managers
are motivated to enhance the future performance of the firm if the designed in-
centive pay is linked to performance measures, i.e., the pay-performance relation.
However, performance measures that are influenced by factors other than man-
agerial performance are not informative on an agent’s action and yield inefficient
contracts. This implies that optimal compensation contracts should filter out any
components that are beyond managers’ control to provide them with incentives to
exert effort (Holmstrom, 1982).

In practice, evidence shows that a complex portfolio of performance measures,
including accounting performance measures as well as market performance mea-
sures, are used in determining compensation contracts (see Bushman and Smith,
2001; Ittner et al., 1997; Murphy, 1985). For example, accounting earnings are
commonly used in manager compensation contracts, particularly in bonus plans,
to reduce manager shirking and motivate them to follow shareholder interests
(Watts and Zimmerman, 1986)2. In the next sub-section, the contracting role of

2The use of accounting information in contacts is not limited to defining boundaries, such as in
bonus rates in compensation contracts. Another example is when accounting measures are used to
determine the boundaries of a debt contract, such as interests rates. The use of accounting informa-
tion in debt contracts is another research area relating to the contracting role of accounting, which
is excluded from the literature review of this thesis.
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accounting information is reviewed and compensation contracts delineated in pos-
itive accounting theory are considered since these constitute the main focus of this
thesis.

2.3 Positive accounting theory

Positive accounting theory, developed by Watts and Zimmerman (1978, 1979), is
grounded in economic theories that assume non-zero contracting and information
costs (e.g Coase, 1937; Hart and Moore, 1988; Jensen and Meckling, 1976). As
mentioned by Watts and Zimmerman (1978, p.180) accounting is an integral part
of contracts that define the firm. A systematic relationship between accounting
choices and contracts within firms related to the incentives of management is the
main focus of positive accounting theory. According to this theory, accounting
decisions define contractual arrangements, such as compensation contracts and
debt contracts. The underlying idea is that managers choose income-increasing
or income-decreasing accounting procedures depending on the costs or benefits
of contracts (Watts and Zimmerman, 1986). This theory considers the incentives
of managers for choosing accounting methods that lead to the desired financial
reporting objectives (Fields et al., 2001).

In explaining the relationship between accounting choices and contracts, Watts
and Zimmerman (1990) focused on two competing perspectives. On the one hand,
the efficient contracting perspective suggests that accounting procedures are cost-
effectively in place in order to increase firm value. On the other hand, managers’
ex post choice of different accounting procedures (i.e., after knowing the nature
of the contracts), is identified under the opportunistic behavior of managers. The
latter perspective is explained by manager incentives to expropriate shareholder
value. In understanding these competing perspectives, compensation contracts are
relevant examples. In particular, assuming that executive compensation contracts
are directly linked to manager incentives, a large body of research has examined
the use of accounting numbers in compensation plans (Fields et al., 2001).

However, before staring with how accounting-based performance measures are
used in compensation contracts, we might ask why they are used in compensa-
tion plans in the first place. In other words, given that the main aim of incentive
contracts is to align manager interests to those of shareholders, a question may
arise as to why not only use market performance measures (such as stock return)
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in defining managerial incentive plans. With respect to accounting performance
measures (such as profitability), Bushman and Smith (2001) considered three po-
tential roles: a) creating incentives to take actions; b) filtering common noise
from other performance measures (e.g., stock price); c) balancing managerial ef-
fort across multiple activities.

The first role is mainly related to the direct incentive impact of accounting perfor-
mance measures in defining bonus plans. Annual bonuses are explicitly related to
common financial measures – including earnings per share, net income, and oper-
ating income – and they provide a direct incentive for managers to increase their
pay by improving the financial performance of firms. The second role is clearly
discussed by Sloan (1993), referring to the fact that earnings are more under the
manager’s control than the stock price. While stock prices are noisy measures of
performance evaluation since they reflect unconstrained market factors, earnings
are more useful in isolating the performance that is influenced by management ac-
tions. Finally, the third role suggests that the flexibility of accounting performance
measures are useful in directing managerial effort across multiple activities. Bal-
ancing the trade-off between risk and incentive is a critical aspect of designing
compensation contracts. The flexibility of accounting performance measures can
address this issue and alleviate losses to agency relations (Bushman and Smith,
2001).

The use of accounting performance measures in bonus plans implies that account-
ing choice plays an important role in the efficiency of earnings-based compen-
sation contracts (Watts and Zimmerman, 1978). However, there is also a risk of
manipulation of accounting measures because they are under the direct control
of the managers. Managers can affect accounting performance measures through
discretion in accounting choices. As explained by Fields et al. (2001, p.257),
“[m]anagers whose incentives are consistent with those of the firms’ owners may
exercise accounting choices to convey private information to investors; other man-
agers may use discretion opportunistically, possibly inflating earnings to increase
their compensation”. The question becomes whether this discretion in accounting
choice instead distorts the efficiency of contracts and leads to further problems.
According to Watts and Zimmerman (1986), such discretion, although it could
presumably be a tool for opportunistic managers to increase their compensation
through manipulation of accounts, is important in directing managers to follow
the shareholder interests. Hence, one can argue that the possibility that account-
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ing numbers could be misused by managers does not imply that these measures
have fundamental limitations, per se. However, in this respect, it is important to
consider the role of other mechanisms of control in restricting possible oppor-
tunistic behavior.

In this section, the main elements of the contracting perspective in the finance
and accounting literature are discussed. Concerning the role of optimal contracts
in mitigating agency problems, compensation contracts and the use of accounting
information financial reporting in improving the efficiency of these contracts were
the main focus. The primary objective of management compensation contracts is
to motivate managers to maximize firm value and to reduce conflicts of interest
between corporate managers and outside shareholders (Smith Jr and Watts, 1992).
However, maintaining this objective also depends on the extent of other monitor-
ing mechanisms that are available to firms. For example, managerial compensa-
tion contracts can be used as a tool to motivate managers in increasing firm value
where shareholders have less opportunity to directly monitor managers. In other
words, costly monitoring mechanisms, such as incentive compensation contracts,
make more sense in the absence of alternative (less costly) governance mecha-
nisms. Accordingly, the next section specifically discusses the interaction between
various governance mechanisms and how they complement or substitute for each
other with the main aim to alleviate information asymmetry between managers
and shareholders. In particular, the focus is on the literature that investigates the
role of governance mechanisms and financial reporting in this respect.

3 Financial reporting and corporate governance research

3.1 Corporate governance mechanisms

Corporate governance is a term that is frequently used by researchers, practition-
ers, the media, regulators, and the general public focusing on control mechanisms.
While common definitions of corporate governance typically take into account the
means to mitigate conflicts of interest between managers and investors (see Bush-
man and Smith, 2001), it has not been possible to find a complete general agree-
ment on the definition of corporate governance. Brickley and Zimmerman (2010)
argued that providing a definition of corporate governance is difficult because it
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covers a broad range of governance structures (i.e., board of directors, active in-
vestors, debt contracts, compensation contracts, auditors, anti-takeover policies,
etc.). Hence, a narrow choice of definition is problematic since it limits the focus
and interpretation of the role of governance mechanisms.

For instance, in defining corporate governance, a general distinction between in-
ternal or external control mechanisms is broadly used in literature (e.g., Arm-
strong et al., 2010; Denis and McConnell, 2003; Hoitash et al., 2009). Monitoring
by the board of directors and controlling shareholders, and the use of incentive
compensation (i.e., performance-based compensation) are considered as internal
governance mechanisms; whereas disclosure requirements, corporate laws for in-
vestor protection, and monitoring by creditors, are examples of external monitor-
ing mechanisms in literature. However, as argued by Brickley and Zimmerman
(2010), a definite separation of internal and external control mechanisms can be
problematic as it may result in ignoring the complex interactions among a set of
contracting relationships inside and outside the firm.

Furthermore, the separation of ownership and control and the conflicts of interests
between the agent (i.e., managers) and the principal (i.e., owners) (Jensen and
Meckling, 1976) are often the main focus of the corporate governance literature.
However, a narrow definition of corporate governance, which only focuses on the
classic agency conflict between managers and shareholders ignores the potential
conflicts of interest among other parties (Brickley and Zimmerman, 2010). For
example, delegating the responsibility of monitoring management to the board of
directors may lead to another agency conflict between the board of directors and
shareholders (Drymiotes and Sivaramakrishnan, 2012). Accordingly, boards of
directors may avoid efficient monitoring because they are dependent on managers
or simply because they do not have an incentive to put much effort in monitoring
managers. In addition, the corporate governance literature has typically focused
on the separation of ownership and control concerning firms characterized by dis-
persed ownership structures. However, as argued by Brickley and Zimmerman
(2010, p.236), “[s]eparation of ownership and control can also exist among share-
holders, since cash flow and control rights need not be identical”. The primary
agency problem in many companies outside the US and the UK arises due to the
conflicts of interest between inside controlling shareholders and outside minority
shareholders (La Porta et al., 1999; Renders and Gaeremynck, 2012; Shleifer and
Vishny, 1997).
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In summary, a narrow definition of corporate governance that merely focuses on
the agency problem between managers and shareholders is problematic since it
ignores other potential agency conflicts. Notably, the board of directors and the
controlling shareholders are expected to provide direct monitoring over managers
and substitute the need for other costly monitoring mechanisms, such as incentive
compensation plans. However, the potential agency conflicts between these par-
ties and outside shareholders may lead to other agency problems. There is grow-
ing literature that considers multi-tier agency relationships in firms. According to
this literature, agency problems arise due to the conflicts of interests between vari-
ous parties, including managers, the board of directors, and majority and minority
shareholders. In the next sub-sections, the literature that considers these differ-
ent agency relationships is reviewed and a discussion on the interaction between
various types of corporate control mechanisms is provided.

3.1.1 The board of directors

An important governance mechanism is monitoring by the board of directors that
scrutinizes the management performance (Fama, 1980; Fama and Jensen, 1983).
The boards, as representatives of the shareholders, have two important responsi-
bilities: (1) to monitor and discipline management, and (2) to advise management
(Armstrong et al., 2010). These two responsibilities are crucial and central to
decision-making within a firm. However, how the boards of directors can achieve
these objectives has been the subject of a large body of research. Specifically,
the boards of directors require information for making important decisions, such
as hiring, firing, and rewarding executives. However, the information asymme-
try problem between directors and managers may be an obstacle for the board
decision-making. In particular, the monitoring performance of the boards requires
an independent relationship with managers as well as access to relevant informa-
tion.

Following a number of major corporate scandals in recent years, the efficiency
of governance and contract mechanisms have been criticized. This has led to
several changes in the corporate governance structures of firms based on manda-
tory and voluntary requirements in order to strengthen the effectiveness of these
mechanisms. In the US, the incidence of several scandals in the beginning of the
2000s (e.g., Enron and Worldcom) was blamed on the failure of firm-level gov-
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ernance systems and, therefore, preceded substantial new regulations, such as the
Sarbanes-Oxley legislation (Cohen et al., 2013; Jensen et al., 2004). In Europe, the
main guidelines for corporate governance – particularly after corporate scandals
in the UK in the late 1980s – started with the great influence of a series of public
reports (e.g., Cadbury 1992; Greenbury 1995; Hampel 1998; Turnbull 1999). Fol-
lowing these reports and mainly due to the emphasis of EU recommendations on
introducing the code (the best practices) of corporate governance, most European
countries have provided guidelines to improve the corporate governance practices
of organizations (Oxelheim and Wihlborg, 2008).

In these codes, attention has been devoted to independent directors, who have
no relationship with corporate insiders mainly to enhance the boards’ monitoring
over managers (Armstrong et al., 2010). Sitting on the board of directors conveys
many responsibilities. For instance, boards have the responsibility to hire and fire
CEOs, provide assessments and reviews of executive compensation plans, and
assess firm strategies and projects (Adams et al., 2010). While an increase in the
number of independent members on the board of directors is considered to be an
improved element of corporate governance practice in firms, the efficiency of an
entire independent board in improving different firm practices is debated. The
main limitation of independent or outside directors is related to the information
problem. In particular, the information asymmetry that exists between managers
and outside directors hinders their ability to monitor managers (Bushman et al.,
2004a; Jensen, 1993). Furthermore, independent or outside directors may have
lower incentives to increase the firm value since, in contrast to executive directors,
they do not invest their human capital into the firms. Hence, the trade-off between
the advising and monitoring performance of the boards, particularly related to the
composition of the boards, has been a subject of divergent views in the literature
(Armstrong et al., 2010).

Recently, there has been an emphasis on diversification of the boards. A diver-
sified board – characterized by a composition of members with different back-
grounds and competences – can improve the quality of the boards in handling
complicated tasks, which require a combination of the advising role and the mon-
itoring role (see Adams et al., 2010; Adams and Ferreira, 2009; Carter et al., 2003;
Kim et al., 2014). For example, gender diversified boards are found in some pre-
vious studies to enhance the monitoring ability of the boards and lead to higher
earnings quality and increased transparency (Adams and Ferreira, 2009; Gul et al.,
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2011; Srinidhi et al., 2011). Furthermore, the participation of foreign board mem-
bers has recently been considered in research. Masulis et al. (2012) examined the
potential costs and benefits involved with having foreign directors on the board.
They argued that foreign directors that usually have larger networks as well as
more access to foreign markets can have a significant contribution in terms of ad-
vising managers, while at the same time they may cause monitoring deficiencies
due to poor board meeting attendance.

A related issue, which concerns the diversity among the board of directors, is the
effect of employee representatives on board performance. Employee representa-
tives’ attendance on the boards, which is not uncommon in Europe, has been less
considered in the literature. While similar to executive directors, employee rep-
resentatives invest their human capital in the firm, unlike executive directors they
are more concerned about monitoring management and sustaining an independent
relationship. The third essay of this thesis explicitly examines the role of these
members on boards and provides evidence on the monitoring performance of the
boards that have employee representatives.

3.1.2 Ownership structure

Agency theory predicts that when ownership is concentrated, controlling share-
holders have stronger incentives to supervise managerial activities (Jensen and
Warner, 1988). The presence of controlling shareholders with greater incentives
to monitor and discipline managers is expected to reduce agency costs associated
with monitoring managers. Accordingly, empirical research has provided evi-
dence that the ability of directly controlling managers inside the firm diminishes
the need for alternative governance mechanisms, such as performance-based com-
pensation (Core et al., 1999; Frye, 2004; Ke et al., 1999; Mehran, 1995).

Instead, the primary source of an agency problem in concentrated ownership firms
arises due to the conflicts of interest between controlling shareholders and outside
shareholders (La Porta et al., 1999; Morck et al., 2005). While controlling share-
holders have incentives to directly monitor managers, they may have negative ef-
fects on outside shareholder value by following their own interests in companies.
Shleifer and Vishny (1997) specifically considered the role of large shareholders
in exercising their power in firms and the potential costs associated with expro-
priation of minority shareholder wealth by large shareholders. The entrenchment
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effect of having a large control, demonstrated by Stulz (1988), concerns a situa-
tion where controlling shareholder interests deviate from those of other minority
shareholders and leads to a misallocation of corporate resources.

In Europe, according to Coffee (2005), the extraction of private benefits of control
in firms with concentrated ownership is the major governance problem. Control-
ling shareholders may care less about the day-to-day share price, but they ascer-
tain that their interests are considered by management. Renders and Gaeremynck
(2012) argued that the concentrated ownership structure of companies in Europe
may mitigate the traditional principal-agent problem. However, the large influ-
ence of controlling shareholders may lead to conflicts of interest between major-
ity and minority shareholders (the so-called principal-principal agency conflict).
Focusing on the features of corporate governance in Europe, their results indicate
that having greater principal-principal conflicts is associated with weaker corpo-
rate governance. The authors argued that, due to the large influence of controlling
shareholders over the company and corporate governance mechanisms, the con-
flicts of interest between majority and minority shareholders leads to a weaker
corporate governance in these firms.

As a dominant type of controlling shareholders of firms in many countries, fam-
ily owners have been the subject of a large body of research in the corporate
governance literature (Croci et al., 2012; Prencipe et al., 2014). This research
typically deals with the specific characteristics of family owners as they arguably
pursue some non-economic goals, have emotional attachments to the business, and
demonstrate altruism towards family-related managers (Prencipe et al., 2014).

While some studies consider the alignment effect of family owners as a result of
lower agency conflicts between managers and shareholders (e.g., Ali et al., 2007;
Anderson and Reeb, 2003; Chen et al., 2008), other studies focus on the conditions
under which family owner interests deviate from those of outside shareholders and
lead to the expropriation of firm value (i.e., the entrenchment effect) (Morck et al.,
2005; Villalonga and Amit, 2006). Taking into account these contradicting per-
spectives in the family firm research, the first essay of this thesis investigates CEO
compensation and the pay-performance relation in family firms. Specifically, this
essay examines family firms that have greater potential agency problems due to
the use of control enhancing mechanisms (e.g., dual-class shares) as well as family
ties with CEOs.
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So far in this section, the focus has been on two important elements of corporate
governance of firms (i.e., ownership structure and board structure). The above
discussion appraises the potential role of controlling owners and the boards in al-
leviating information asymmetry between managers and shareholders. The above
also discusses other sources of agency problems in firms with, for example, out-
side directors and controlling shareholders. The next section presents the litera-
ture that considers the variation of CEO compensation and the pay-performance
relation in firms with respect to ownership and board structures.

3.1.3 Compensation contracts

An important aspect of corporate governance, which has long been at the center
of attention, concerns firm compensation policies. Compensation contracts are
considered to be important in closing the gap between manager and shareholder
interests, which can provide an optimal solution to the agency problem. However,
in practice, executive compensation is criticized for being very large and highly
influenced by the managers in firms. Following these criticisms, several legis-
lations have been introduced in several countries promoting greater control over
compensation plans and enhanced remuneration disclosures.

Three underlying aspects in designing executive compensation contracts are “at-
traction”, “motivation”, and “retention” (Jensen et al., 2004). As stated by Jensen
et al. (2004, p.28), “[w]ell-designed packages will carefully manage the subtle
interactions between the three dimensions of remuneration.” In this respect, the
board of directors needs to design compensation contracts that not only attract
and retain talented and internationally experienced executives, but also motivate
them to increase the firm performance. Executive compensation packages often
include different components of fixed and variable pay in order to achieve this
aim. Variable compensation, such as bonuses and equity incentive plans, are ex-
pected to provide managers with a higher motivation to enhance firm performance.
Executives compensation can be classified as cash and/or equity-based compensa-
tion. Salary and bonus are two common types of cash compensation; equity-based
compensation is usually comprised of share options and restricted stock.

The optimal link between firm performance and executive pay is the central aim of
designing compensation contracts. Economists have long emphasized the impor-
tance of the pay-performance relation in encouraging executives to create more
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value. Accordingly, the pay-performance relation motivates managers to create
more value for shareholders since managers also get a share of this higher value
(Jensen et al., 2004). Hence, in solving the agency problem – as the result of the
separation between ownership and control – executive compensation contracts
provide incentives for managers to enhance shareholder wealth (Jensen and Mur-
phy, 1990).

Another important aspect in designing executive pay is related to the risk involved
in compensation packages. In contrast to shareholders, executives tend to be risk
averse; therefore, they usually prefer to have higher fixed pay (i.e., salary) over
variable pay (Jensen et al., 2004). Optimal compensation contracts address the is-
sue of risk aversion and incentivize mangers by engaging them in the real outcome
of the firm (Holmström, 1999; Jensen and Murphy, 1990). Given that variable
components of an executive compensation package (i.e., bonus, stock options,
performance-based stocks) entail different levels of risk, a well-designed com-
pensation plan should also carefully manage the risk involved in pay in order to
attract, motivate, and retain talented executives. However, exposure to higher risk
through too much variable compensation may cause executives to expect a higher
premium of compensation. Hence, firms that provide executives with incentive
compensation always face a trade-off between the goals of efficient risk sharing
and designing incentive plans that motivate executives at the lowest possible cost
(Jensen and Murphy, 1990; Jensen et al., 2004).

Based on the above discussion, performance-based compensation plans can pro-
vide an advantage if they are carefully specified. For example, equity-based com-
pensation is highly related to shareholder objectives and, therefore, can increase
the market performance of the firm (Armstrong et al., 2010; Jensen et al., 2004).
However, equity-based incentives, particularly if poorly designed, can lead to fur-
ther problems. Too much focus on equity-based compensation plans can entail
excessive risk to executives and demotivate managers or even, in the worst case
scenario, destroy firm value (Jensen et al., 2004).

Annual bonuses, another important type of variable pay, offer several advantages
over equity-based plans for providing incentives in organizations. Bonus plans
or profit-sharing plans are usually designed based on the accounting performance
of a firm. This means that they can provide managers with clear incentives for
increasing the value of a firm by specifying operational objectives. Furthermore,
these rewards usually have a short-term perspective, which means that managers
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have a stronger incentive to achieve their rewards by increasing the performance
of the firm. However, there are also some disadvantages with respect to bonus
plans. A much-considered one is the potential incentive of managers for manip-
ulating accounting earnings. Notably, accounting earnings – as the underlying
performance measure of bonuses – may be subject to accounting flexibility for
the benefits of opportunistic managers, but at the subsequent cost to shareholders.

In the majority of recent papers in the area of executive compensation and cor-
porate governance, there has been a discussion and comparison of two competing
hypotheses:

• Optimal Contracting view. This view considers the role that incentive
contracts play in mitigating the classical principal-agent problem by re-
warding the agent when value is created for the firm.

• Managerial Power view. Based on this hypothesis, executives have power
and control over the boards of directors in settling their own compensation.
As such, weaker governance is considered as an important reason for large
payouts to executives.

According to the optimal contracting perspective, executive remuneration pack-
ages should be designed to minimize conflicts of interests that exist between ex-
ecutive directors and shareholders. Referring to the agency theory, most of the
compensation literature considers a link between executive pay and firm (account-
ing or market) performance an optimal contract (Jensen and Murphy, 1990). In
particular, facing a dispersed ownership structure, incentive compensation is used
an alternative monitoring mechanism by rewarding CEOs to act in the best in-
terest of shareholders. Alternatively, in settings where firms are characterized by
concentrated ownership structures, the agency cost associated with monitoring
managers is lower (Demsetz and Lehn, 1985). Hence, CEO incentive compensa-
tion is less used in firms with controlling shareholders (see Core et al., 1999; Ke
et al., 1999; Mehran, 1995).

The managerial power view, which is also known as the rent-extraction hypoth-
esis, concerns the managers’ influence over their own benefits by maximizing
their compensation (Bebchuk and Fried, 2003, 2004; Bebchuk et al., 2002). This
view, similar to the optimal contracting view, recognizes the agency problems in
firms (Bebchuk et al., 2002). However, in contrast to the optimal contracting per-
spective, the managerial power perspective questions the link between pay and
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performance in motivating managers to maximize shareholder value. Instead, this
view concerns the high levels of executive compensation as a result of executive
power over the board of directors. In particular, the lack of the separation of the
roles of board chair and CEO (CEO duality) as well as the minority of indepen-
dent board members on the boards of directors have been criticized as the main
reasons for large payouts to executives (see Bebchuk and Fried, 2004). Following
this approach, a large number of studies have examined the role of independent
board members in moderating and monitoring executive pay, although the result
of this research is rather mixed (e.g., Brown and Lee, 2010; Conyon and He, 2011,
2012; Core et al., 1999; Mehran, 1995; Yermack, 1996).

In general, defining a well-designed compensation contract requires a well func-
tioning board of directors. There is an ongoing need for monitoring the variable
executive compensation, given that the ex ante performance determinants of vari-
able compensation may encourage managers to opportunistically choose account-
ing methods that inflate earnings (see Watts and Zimmerman, 1986). Moreover,
as discussed earlier, a large grant of equity-based compensation to executives may
have negative consequences in terms of excessive risk-taking by managers. There-
fore, these incentive plans should be monitored and controlled by the board of
directors and compensation committees continuously.

The monitoring of executive compensation plans is one of the most critical re-
sponsibilities of the board of directors. However, it is still not clear what kind of
boards (i.e., with which observable characteristics) facilitate this role (see Adams
et al., 2010). While the literature agrees on the important role of independent
directors in enhancing the governance of executive compensation, there is also a
concern that too much focus on categorizing the board as “weak or strong” and
“good or bad” naively simplifies the larger picture with respect to the function
of the governance mechanism in general (Armstrong et al., 2010; Jensen et al.,
2004). Based on a survey study, Armstrong et al. (2010, p.208) argued that many
papers identify boards with a relatively higher proportion of outside directors and
with a non-CEO chair as examples of “good” governance structure. However, it
is not clear why firms choose to have this kind of governance structure in the first
place.

There are reasons to believe that the relationship between the board’s structure and
its ability to assess CEO compensation is not straightforward. First, in practice it
is difficult for boards to directly observe managers and evaluate their performance
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(Adams et al., 2010). Second, having more independent directors on the boards
may lead to greater CEO compensation as a result of intense monitoring. This
is because a greater monitoring pressure from the boards could impose higher
risks on CEOs in these firms as a result of less job security, which could lead to
higher CEO compensation (see Hermalin, 2005). Third, whether or not director
interests are also aligned with those of shareholders is another issue. This sort of
mis-alignment mainly happens when directors are paid by managers and are sub-
ordinate to them (Kumar and Sivaramakrishnan, 2008; Weisbach, 2006). Hence,
an ‘optimal’ structure of the board of directors with respect to the efficiency of
compensation contracts remains an empirical question.

The complexity of the role of the board of directors, in general, and in designing
executive compensation plans, in particular, is the focus of current literature. On
the one hand, the potential conflict of interests between the boards of directors
and shareholders has led to additional emphasis on having independent direc-
tors on the boards to monitor managers and their compensation plans. On the
other hand, the information asymmetry between the boards and managers can
be problematic for board function and effectiveness. Jensen (1993) argued that
the boards of directors often fail to effectively monitor management due to the
information asymmetry problem that exists between managers and the board of
directors. Therefore, facing a greater information asymmetry problem, increased
disclosure can potentially improve the boards’ ability to monitor executive com-
pensation and enhance the pay-performance link (De Franco et al., 2013). In the
next section, the main role of accounting information and public disclosure in a
governance context and in incentive contracts is discussed.

In this section, the role of governance mechanisms, including incentive compen-
sation, board of directors, and controlling shareholders is reviewed3. Overall, de-
signing a complete set of governance mechanisms, which ensures that managers
maximize firm value, is not an easy task. The board of directors are responsible
for providing an efficient monitoring of firms, but the potential agency conflicts
between the boards and shareholders, and/or the boards and managers limit their
role. Controlling shareholders have higher incentives to monitor managers, but
they may only follow their own interests in firms, which could also differ from

3The extent of the governance literature is larger and includes other mechanisms, such as debt
contracts, market for corporate control, legal rules, etc. However, the above-mentioned mechanisms
constitute prominent aspects of governance research, which are also considered in this thesis.
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the interests of other shareholders. Compensation contracts, based on the op-
timal contracting view, are put into place to align the interest of managers and
shareholders, but large payouts to executives and the absence of a strong pay-
performance relation questions the efficiency of these optimal contracts. The po-
tential problems involved with the above-mentioned governance mechanisms do
not imply, however, that they are ineffective in dealing with agency problems.
Governance mechanisms complement or substitute for each other depending on
the extent of monitoring problems in firms. Furthermore, the information envi-
ronment plays an important role in the efficiency of contracts. The next section
discusses the role of accounting information and increased disclosure policies in
contractual arrangements.

3.2 Accounting information and disclosure policies

Accounting information and accounting disclosures are required to address the
information asymmetry problem in an imperfect market (Beaver, 1998; Fields
et al., 2001; Healy and Palepu, 2001; Stulz, 2009; Watts and Zimmerman, 1986).
An important approach, studied in the accounting research, is related to the role
of corporate disclosures in reducing information asymmetry. In particular, a large
body of accounting research concerns the implication of different accounting poli-
cies for corporate transparency. An important role of regulated financial reports is
to provide relevant information to investors, which is critical for the functioning
of an efficient market (Healy and Palepu, 2001).

Furthermore, the role of financial reports with high quality information and trans-
parency is particularly important in settings where there is a great demand for
information for monitoring reasons. In this respect, accounting plays a central
role as part of the contractual and monitoring mechanisms to mitigate agency
problems between parties. Regulated financial reports and public disclosure can
enhance the transparency and limit the scope of agency conflicts between share-
holders and managers. The importance of the role of financial reporting in this
context is that it provides input into control mechanisms and contributes to the
mitigation of agency problems.

Publicly disclosed information concerning the financial position and performance
of a firm is expected to be perceived by contracting parties as credible information
(Bushman et al., 2004b). For example, although the board of directors has access
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to private communication in firms, they rely on public disclosures and financial
reports as these reports are subject to: accounting rules, auditor oversight, and a
higher degree of enforcement (Armstrong et al., 2010; Bushman et al., 2004b).
In this respect, audited financial reports provide credible, low cost information,
which is a starting point in alleviating information asymmetries and addressing
agency problems. Furthermore, financial accounting systems help boards and
outside shareholders to understand the underlying information for the ‘source’
of changes in firm value or share price and enhance their decision-making by sep-
arating controllable from uncontrollable events (Bushman et al., 2004a, p.169).

Brüggemann et al. (2013) argued that in IFRS there is a specific focus on the in-
formation role of financial statements. This is related to the main objective of the
IAS regulation for a high degree of transparency and comparability of financial
statements to improve the efficient function of capital markets. This valuation
or information role of financial reporting to alleviate the problem of adverse se-
lection, according to Brüggemann et al. (2013), is related to the intended conse-
quences of the mandatory IFRS adoption. However, they also argued that there
are unintended consequences of IFRS adoption, which are not explicitly stated
as in the IAS regulation objectives on the role of accounting. These latter eco-
nomic consequences are mainly related to the contracting and monitoring costs
associated with contractual arrangements and the use of accounting information
for efficiency of contracts (see Holthausen and Leftwich, 1983).

While a large body of research has investigated the economic consequences of
IFRS adoption by focusing on the informational or valuation effect of accounting
numbers (e.g., Barth et al., 2008; Daske et al., 2008; Pope and McLeay, 2011),
the effects of IFRS adoption on contracting mechanisms have been less consid-
ered (Brüggemann et al., 2013; Wu and Zhang, 2009). However, recently some
studies have focused on the importance of higher quality accounting earnings in
a contracting context. For example, the implications of the transition to IFRS in
CEO performance evaluation and incentive compensation are studied by Ozkan
et al. (2012). In particular, focusing on the pay-performance relation the authors
found an increase in accounting-based performance weight in designing CEO pay
after IFRS adoption. Hence, they argued that a greater use of accounting earn-
ings in determining CEO compensation, after the adoption of IFRS, implies that
compensation committees consider accounting earnings to have a higher quality
in contracting arrangements. Wu and Zhang (2009) reached a similar conclusion
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regarding the implication of accounting earnings in the post-IFRS period as being
more informative in the firms’ internal performance evaluation. With their find-
ings they concluded that the greater reporting transparency after the IFRS adop-
tion plays an important role in improving firms’ internal performance evaluations
and efficiency of compensation contracts.

In addition to the role of earnings quality in contracts, following the IFRS adop-
tion, the literature has recently focused on specific country-level requirements for
increased transparency, in particular, in compensation contracts. Mandatory dis-
closure of accounts can provide an additional control mechanism to commit to
a more credible disclosure and reduce information asymmetry and agency prob-
lems (Cheng et al., 2013). Clarkson et al. (2011) investigated how the regulatory
reforms of executive compensation disclosure impacted the design of CEO com-
pensation contracts and the pay-performance relation. They found a stronger pay-
performance sensitivity following regulatory changes, suggesting an improved
ability of the boards to evaluate management in the post-reform period. De Franco
et al. (2013) examined whether increased compensation disclosure can improve
evaluation and compensation of management by looking at the pay-performance
sensitivity. They concluded that higher disclosures improve transparency, which
facilitates the monitoring and evaluation of a manager’s performance and com-
pensation.

However, in the literature on contracting context and information disclosure, two
competing hypotheses are identified. On the one hand, the effect of disclosure reg-
ulation on mitigating information asymmetry between directors and management
is considered to be beneficial. In this vein, it is expected that mandated disclo-
sure enables outside directors to have more efficient performance evaluations of
executives (Clarkson et al., 2011; De Franco et al., 2013). With a greater moni-
toring ability of the board of directors, management entrenchment becomes more
difficult and excess compensation decreases. Furthermore, with a general commit-
ment to an increased level of transparency in accounting information, the board of
directors are able to provide efficient compensation contracts by assessing higher
quality accounting information (Ozkan et al., 2012).

On the other hand, increased mandatory disclosure can be harmful to both ex-
ecutives and the firm (Hermalin and Weisbach, 2012). This is explained by the
‘disclosure cost’ hypothesis that more mandated disclosures may impose higher
levels of risk on managers as a result of the shareholder and public scrutiny of ex-
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ecutive pay. Facing such risk, managers would seek increased compensation and
participate in inefficient contracts in order to reduce the extent of consequences
from additional scrutiny (e.g., less job security) (Lo, 2003). As a result of these
contradicting perspectives, the overall changes in compensation contracts after the
introduction of mandatory disclosure requirements is an empirical question. This
implies that more research needs to be done in order to investigate the role of
disclosure regulation in contracting arrangements.

Regardless of the competing views in the literature, the recent tendencies in legis-
lation seem to be toward increased compensation disclosure and more shareholder
oversight over executive compensation, which follows from the criticisms of the
current structure of executive compensation (see Bebchuk and Fried, 2004). For
example, the EU commission has recently proposed introducing a mandatory ‘say
on pay’4. This proposal requires all companies listed in Europe’s stock exchanges
to provide a clear remuneration policy discussion, which includes details of exec-
utive pay and the link between management pay and long-term firm performance
and submit it for a binding shareholder vote. Due to the considerable attention on
executive compensation from the public, media, and policy makers, it is important
to provide more evidence on executive compensation particularly after recent reg-
ulations. The second essay of this thesis contributes to this debate by providing
evidence on the effects of mandatory requirements for transparency of executive
compensation as well as the effects of the shareholder vote on executive compen-
sation policies.

3.3 Interaction between financial accounting information and governance
mechanisms

In previous sections, the role of accounting information and disclosure in facili-
tating governance and contract mechanisms was discussed. It was also explained
that the role that financial reporting plays in this regard depends on other gover-
nance mechanisms, which also address information asymmetry between contract-
ing parties. In this respect, an important aim of financial accounting information
is to provide high quality information when defining contracts. In compensation

4European Commission - IP/14/396 09/04/2014: European Commission proposes strengthen-
ing shareholder engagement and introducing a “say on pay”, see http://europa.eu/rapid/
press-release\_IP-14-396\_en.htm.
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contracts, for example, accounting earnings play an important role in defining
bonus plans; and therefore, motivating managers to enhance the performance of a
firm.

As discussed in the previous section, the boards of directors also rely on pub-
licly disclosed financial reporting as a primary source of information in evaluating
compensation contracts, as financial reports are subject to regulatory enforcement.
However, even under the framework of regulated accounting standards, managers
have discretion to exercise judgment in accounting choices. This means that ex-
ante performance measures that are defined in compensation contracts may lead
to a self-serving management behavior, when they distort accounts in order to ob-
tain their own desired benefits. In this respect, contracts are not only a solution
to the agency problem, instead they could be considered a source of the agency
problem. Therefore, even with the presence of regulated accounting information,
firm governance mechanisms are critical for improving the credibility of account-
ing information. Accordingly, accounting research in this area has also examined
how various governance aspects of firms can limit the manager’s self-serving be-
havior with respect to accounting choices to improve financial reporting quality
(e.g., Kim et al., 2014; Klein, 2002; Peasnell et al., 2005; Wang, 2006).

Klein (2002) studied the relationship between board characteristics and earnings
management and found that board independence has a negative impact on abnor-
mal accruals (a proxy for earnings management). In a similar paper, Xie et al.
(2003) studied the background of directors in the audit committee. They argued
that independent directors in audit committees can limit earnings management due
to their incentives to monitor financial reports. The general conclusion of these
papers is that the boards of directors, as the representatives of shareholders, play
an important role in monitoring the quality of financial statements, as an important
source of communication with outside shareholders.

Furthermore, there is some evidence that firms with controlling shareholders, such
as family owners, are different with respect to the demand or supply of earnings
quality. Wang (2006) found that founding family ownership is associated with
higher earnings quality. This indicates that family owners contribute to the fi-
nancial reporting quality, which is explained by the ability of these controlling
shareholders to discipline and control management (based on the alignment hy-
pothesis). However, as noted by Wang (2006), this positive association can also
be related to the demand from outside shareholders in the market, given that they
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require more transparent financial reports in firms where controlling sharehold-
ers are able to expropriate outside shareholder wealth owing to the extent of their
control (based on the entrenchment hypothesis). In a study by Ali et al. (2007),
the direct ability of family owners for controlling and monitoring management
behavior is found to be associated with higher quality of accounting earnings.
However, this study also indicates that family firms with dual-class shares face
another agency problem due to the potential entrenchment effect of family own-
ers, which affects the disclosure practices of firms.

The main point here is that the monitoring effect of governance mechanisms de-
pends on the heterogeneity of monitoring problems in firms as well as the exis-
tence of alternative monitoring mechanisms. For example, the monitoring ability
of the boards of directors replaces costly alternative governance mechanisms, in-
cluding incentive plans (e.g Cohen et al., 2013; Dicks, 2012). Still, given that
information asymmetries between independent board members and corporate in-
siders limit the function of the board of directors, country-level regulation may be
needed to impose a higher transparency and disclosure in firms as a complemen-
tary monitoring mechanism. In this relationship, information transparency is a
key aspect indicating the extent of agency problems in firms as well as supporting
the mechanisms to solve these problems (Armstrong et al., 2010).

To summarize, how financial reporting facilitates efficient contracting among var-
ious parties comprises an important body of the accounting and corporate gov-
ernance research (Armstrong et al., 2010). In particular, the accounting research
in this area investigates the relationship between corporate governance character-
istics of firms (i.e., the board structure and ownership structure) and the quality
of financial reports. On the one hand, a large body of research considers the
role of financial reporting in designing and monitoring contracts. In particular,
financial information plays an important role in reducing information asymme-
tries that exist in governance contracts between managers, boards of directors,
and outside shareholders (Armstrong et al., 2010). On the other hand, extant ac-
counting research also examines the importance of other monitoring mechanisms
in enhancing the quality of financial information. This latter view concerns both
country-level legal systems5 and company-level governance mechanisms as being

5There has recently been more emphasis on country governance policies that enable the en-
forcement of accounting rules. For example, based on EU regulation (No. 1606/2002), European
countries that have adopted IFRS since 2005 are required to ensure compliance of these policies as
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important in improving the financial reporting quality. Whereas the effect of legal
systems is exogenous to the firms, the effect of inner corporate control systems
(e.g., monitoring of the owners and the boards) is more complex given that firm
governance structures and firm accounting procedures are both endogenous and
are more likely to be interrelated6.

4 The institutional and regulatory setting in Sweden

In section 1.2, I briefly explained the implications of studying Sweden and the
governance structures of this setting, which shares features with many other coun-
tries, particularly within Europe. In this section, I provide a more detailed descrip-
tion of the Swedish setting in order to give a clear picture of these common char-
acteristics. First, a general background of the Swedish market and the regulatory
setting of Sweden is reviewed. This is followed by an overview of my licentiate
thesis (Samani, 2012) as the main source of data and ideas for my PhD thesis.
In the licentiate thesis, there is an empirical investigation of a Swedish sample
of hand-collected data with a focus on the relationship between ownership struc-
ture, board structure, and executive compensation. These findings of the licentiate
thesis are briefly described in this section.

4.1 The regulatory setting of Sweden

The Stockholm Stock Exchange (SSE) is one of Europe’s largest stock markets,
relative to the size of the economy (Högfeldt, 2005). There is a relatively high
transparency and media coverage in Sweden, which assists the development of
the Swedish stock market (Carlsson, 2007; Randøy et al., 2009). Although a large

well (Brown et al., 2014; Christensen et al., 2013; Leuz, 2010).
6For example, it is not clear whether or not the higher quality earnings are used as a comple-

mentary mechanism to specific features of corporate governance or as a substitute for those. In
particular, an important question is whether the lack of transparency is due to the controlling power
of large shareholders or related to the conflicts of interests between controlling shareholders and
minority shareholders and a way in which controlling shareholders can expropriate outside share-
holders. Furthermore, the positive relation between corporate transparency and the independent
board of directors is well-documented in recent research, but the direction of causality is unclear. In
particular, whether the boards of directors in this respect increase the quality of financial reporting
by their monitoring or if, instead, the information demands of boards lead to a higher quality of
financial reporting needs to be explored in future research (Armstrong et al., 2014).
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number of people in Sweden hold shares in companies, the majority of publicly
listed firms in the Swedish market are held by major founding families (Carls-
son, 2007). The ownership structures of firms in Sweden are typically concen-
trated. Furthermore, control enhancing mechanisms, such as dual-class shares and
pyramidal ownership structures are commonly used among Swedish firms. Even
though the ownership structures of firms in Sweden are different from the much-
studied firms in Anglo-Saxon markets, they represent features that are familiar in
many settings outside the US and the UK (see La Porta et al., 1999).

While the use of dual-class shares and pyramid ownership structures are fre-
quent among Swedish firms, the high level of law enforcement, tax rules, and
anti-corruption indices may counteract weak minority protection (Holmén and
Högfeldt, 2009; Zerni et al., 2010). Listed firms are required to follow several
requirements for enhancing the transparency and corporate governance of firms.
These requirements, in part, are based on the focus of regulatory bodies in increas-
ing the stock market scrutiny and additional concerns with respect to the value of
minority shareholders (Cronqvist and Nilsson, 2003). Here, some major changes
in requirements for improved transparency and corporate governance in Swedish
listed firms are presented.

In the late 1980s, a standard setting body for accounting in Swedish listed firms
was formed, known as Redovisningsrådet or the Swedish Financial Accounting
Standards Council (SFASC). This standard setting body followed the basis of stan-
dards issued by the International Accounting Standards Committee (IASC) with
a focus on equity investor interests (Hellman, 2011a). This orientation toward
the needs of capital markets and, at the same time, a close connection between
practice and regulation were among the main features of SFASC. The Swedish
accounting practices gradually developed toward the IAS regulation, and during
1991-2004 almost all of the IFRS were adopted by the SFASC. Still, the nature
of these accounting standards were more of “comply or explain” recommenda-
tions meaning that there were deviations from the original IFRS when necessary
due to Swedish legal requirements (Hellman, 2011b, p.62). Furthermore, despite
the gradual implementation of IASs in Sweden, the year 2005 commenced with
the introduction or amendment of several new accounting standards7. Therefore,

7Examples of accounting standards that have been effective since 2005 include: IAS 1 (Presen-
tation of Financial Statements), IAS 2 (Inventories), IAS 16 (Property, Plant and Equipment), IAS
17 (Leases), IFRS 2 (Share-based Payment), and IFRS 4 (Insurance Contracts).
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one can argue that several major changes, with respect to new accounting treat-
ments as well as increased disclosure of accounts happened in Sweden with the
EU adoption of IFRS.

In January 2005, with the mandatory adoption of IFRS by the European Union
(EU)8, Swedish listed firms changed their local accounting principles (SFASC)
to IFRS. One main objective of the adoption of IFRS in Europe was to increase
the transparency and comparability of European financial reporting (Brüggemann
et al., 2013). Mandatory application of IFRS in Sweden, since 2005, has been
followed by more detailed disclosure requirements for different accounts. How-
ever, even though compliance with IFRS was required by SSE and monitored by
auditors, there was no strong enforcement in accounting practices until 2007. The
Swedish Financial Supervisory Authority, SFSA (Finansinspektionen), has the
main responsibility of enforcing compliance with accounting standards starting
in July 2007. Hence, in Sweden the effects of the introduction of IFRS and the
changes in enforcement can be observed at different points in time (Christensen
et al., 2013, p.150).

In addition to a significant change in the preparation and presentation of financial
reports, according to IFRS, listed firms in Europe have increasingly been facing
harmonized regulation and recommendations from the EU with respect to corpo-
rate governance improvements. In light of the recommendations of the European
Commission in 2004 and 20059 regarding the improvement of corporate gover-
nance and transparency of remuneration of directors, European countries started
or amended their corporate governance codes, in order to provide better corporate
governance practices. The EU recommendation in 2004 promotes an appropri-
ate regime for remuneration of directors of listed firms and the recommendations
in 2005 deals mainly with the structure of the board of directors and the role of
non-executive or supervisory directors of listed companies (Croci et al., 2012;
Fernandes et al., 2013).

The Swedish Code of Corporate Governance was introduced in 2005 and is to be
followed by all listed firms in SSE. The Code was revised in 2008 and again in

8European Union regulation No. 1606/2002 (the IAS Regulation).
9European Commission 2004. Recommendations on fostering an appropriate regime for the re-

muneration of directors, [2004] OJ L385/55.
European Commission. 2005. Recommendations on the role of independent non-executive or su-
pervisory directors, [2005] OJ L52/51.
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2010. There are several recommendations in the Code with respect to the structure
of the board of directors in Swedish listed firms. In particular, it is stated that
a majority of the board members must be independent of the company and its
management, and the CEO cannot be the chair of the board (i.e., rejecting the
idea of CEO duality). Furthermore, at least two directors that are independent of
the company and its management should also be independent of the company’s
major shareholders. In practice, the board structure of Swedish listed firms is
quite independent with respect to executives, following the requirements of the
Code. On the other hand, it is common to have the largest shareholders and their
representatives as board members or often also as the chairperson.

The latest Code (in 2010) has more focus on executive compensation plans. For
instance, the importance of having an independent remuneration committee in the
board of directors of listed companies is promoted. There is also more focus on
providing information regarding outstanding shares and share-price related incen-
tive schemes in the corporate governance report. In general, a key feature of the
Code is that it is based on the “comply or explain” idea suggesting that firms
can decide not to follow the Code but instead explain the reasons for that non-
compliance.

In addition to the Code, the Swedish Annual Accounts Act (Årsredovisningsla-
gen, ÅRL) and the Company Act (Aktiebolagslagen, ABL) provide requirements
with respect to executive compensation practices. The former requires companies
to disclose the total amount of remuneration to directors and CEOs. Furthermore,
it requires separately specifying different components of CEO remuneration in-
cluding salaries, other benefits, bonuses and similar compensation, social costs,
and pension costs. The latter provides several guidelines for remuneration of se-
nior executives of listed companies. In particular, the boards of listed firms are
required to annually prepare proposals and guidelines for salary and other remu-
neration to the CEO and other senior executives. In this proposal, the nature of
compensation to senior executives and the conditions under which it is enforceable
should be specified. The guidelines shall cover the period from the next annual
general meeting (AGM), and any deviations with the previous proposal and the
corresponding reasons should also be disclosed. An important feature of these
guidelines is that they are monitored by auditors. According to the Company Act,
firm auditors shall – no later than three weeks before the AGM – provide a written,
signed statement to the board of directors as to whether or not the guidelines of the
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last AGM have been followed. Moreover, these guidelines are subject to share-
holder vote. In fact, the Company Act, in effect since 2006, introduced mandatory
requirements for a binding shareholders vote on executive compensation or “say
on pay”.

The Swedish Companies Act also provides a framework for the corporate gov-
ernance of listed firms in Sweden and part of this Act deals with the structure
of the board. One explicit feature of the board structure in Sweden is related to
the presence of employee representatives on the board. Supported by the laws
of co-determination (Medbestämmandelagen, MBL) and board participation (Lag
om Styrelserepresentation, LSA), employee representatives have the rights to par-
ticipate on the board and have a say on company policies and decision-making.
Accordingly, two to three employee representatives, depending on the size of the
company10, can be part of the board of directors. While it is not required in some
countries, such as the US and the UK, the employee participation right is a com-
mon feature of several European countries (Vitols, 2010). Sweden promotes em-
ployee participation rights, which are mainly embedded in the political structure
and influence of a major party, Social Democrats, with a strong focus on employee
rights (Randøy and Nielsen, 2002).

The above mentioned features of the Swedish setting, while very much different
from Anglo-American markets, are similar to many other countries around the
world. First, the ownership structures of firms are characterized by concentrated
ownership structures, family controlling owners, and the common use of excess
control rights (e.g., dual-class shares and pyramids). With respect to the structure
of a board of directors, employees have the right to nominate their representatives
as members of the board of directors. Furthermore, following the recommenda-
tions from the Code, other than the CEO, executives cannot be part of the board.
On the other hand, in many firms the largest owners or their representatives have
a considerable participation. A potential downside of Swedish corporate gov-
ernance is the risk of expropriation of minority shareholder interests in Swedish
firms (Hellman, 2011a). These characteristics provide a suitable setting for an em-
pirical investigation on the role of governance mechanisms in firms where there
are potential conflicts of interests between controlling shareholders and minority

10In companies with at least 25 employees, employees shall be entitled to two board members
(representatives) and one supplement for each such member. In companies with an average of at
least 1000 employees, employees are entitled to select three board members and one supplement
for each such member. (SFS:1987:1245).
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shareholders.

4.2 The licentiate thesis

The study in Samani (2012) investigates how the monitoring and controlling abil-
ity of the largest owners and the board of directors affect CEO compensation.
Considering the agency theory, this study investigates the extent of agency prob-
lems in firms, depending on specific firm and governance characteristics and how
this is related to the level and the structure of compensation plans in Sweden.

In order to identify the extent of information asymmetry and subsequent agency
problems, the firm ownership structure is an important factor. The institutional
setting in Sweden, related to the ownership structure of the firms, has provided
motivation to conduct a study to examine the effect of ownership structures on
executive compensation. Hereafter, the main features of ownership structure in
Swedish firms which are gathered and studied in the licentiate thesis as well as
the follow up PhD thesis are presented.

Table 2 presents the corporate ownership structures of listed firms in Sweden dur-
ing the years 2005 to 2009 (a total of 1164 firm-year observations). As shown in
this table, the capital shares (voting shares) held by the largest shareholders are
around 24% (33%), on average. This indicates the ownership structure of firms
in Sweden is concentrated. In addition, the deviation of voting rights from cash-
flow rights is, on average, around 9%. Furthermore, almost 48% of Swedish firms
have dual-class shares with voting rights in excess of cash-flow rights. Around
82% (41%) of Swedish firms have the first (second) largest shareholder holding at
least 10% of the capital shares.

The majority of Swedish firms (more than half) have family owners as the largest
shareholders, who hold around 26% of capital rights and 38% of voting rights, on
average. In addition, a higher percentage of family firms compared to non-family
firms have dual-class shares. Collectively, these numbers reflect the concentrated
ownership structure of firms, the large influence of the largest shareholders (par-
ticularly family owners), and the frequent use of dual-class shares in firms in the
Swedish market.
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Table 2. Corporate Ownership in Sweden

Whole sample Family-owned

First largest (capital shares) 24% 26%
First largest (voting shares) 33% 38%
DVR 9% 12%
Dual 48% 61%
First largest 82% 85%
Second largest 41% 47%
Total #N 1164 735

Note:
The characteristics of the ownership structure of Swedish firms include: the percentage of shares, held
by the First largest shareholder; DVR, the deviation between voting rights and cash-flow rights of
the largest shareholder; Dual, the percentage of the Swedish firms in the sample that use dual-class
shares; and the percentage of firms with First and Second largest shareholders (holding at least 10%
of shares). The whole sample consists of 1164 firm-year observations (all listed firms in the SSE over
the years 2005 to 2009, excluding banks and foreign companies. Family-owned firms are those that
have family spheres as the largest owners.

In Table 3, the influential family spheres that have control over several large corpo-
rations in Sweden are shown. The term “spheres” captures the overall networks of
ownership through both direct ownership and ultimate ownership. Family owners
often hold shares in the firm, not only through direct ownership, but also through
one or more intermediate entities such as foundations, limited corporations, in-
vestment entities, etc. of which the ultimate owner holds a large share (see Fristedt
and Sundqvist, 2003). This is mostly recognized through the pyramidal ownership
structure where family owners are at the top of pyramids, a holding company in
the middle, and portfolio firms at the bottom (Holmén and Högfeldt, 2009, p.133).
For instance, the Wallenberg family has a large control of several firms through
holding ‘Investor AB’, which is an investment company founded by this family.
Several large companies in Sweden (e.g., Atlas Copoco, Electrolux, and SAAB)
are indirectly controlled by the Wallenberg family sphere through Investor AB.

The findings in Samani (2012) indicate that the direct controlling and monitor-
ing ability of the largest owners mitigates the agency cost and, therefore, has a
negative effect on the level of cash compensation as well as the use of incentive
compensation for CEOs. However, there is evidence for higher compensation of
CEOs in firms with controlling shareholders that hold excess voting rights than
cash-flow rights. More precisely, as the divergence between voting rights and
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Table 3. Family owners in Sweden

Companies Controlling family spheres Voting rights % Capital rights %

INVESTOR

Wallenberg

48,8% 23%
ELECTROLUX 28,8 % 13%
ATLAS COPCO 22,7 % 16,7 %
SKF 28,9 % 10,2 %
SAAB 44,2 % 28,7 %
HUSQVARNA 28,8 % 15,6 %

INVESTMENT KINNEVIK
Stenbeck

31,2 % 12%
TELE2 58,9 % 30,8 %
MODERN TIMES GROUP(MTG) 72,3 % 22,3 %

ASSA ABLOY
Douglas

29,8 % 9,7 %
SECURITAS 30% 11,6 %
NOBIA 10,6 % 10,6 %

LUNDBERGFÖRETAGEN
Lundbergs

89,5 % 53%
HOLMEN 52,7 % 28,7 %
HUFVUDSTADEN 88,4 % 45%

RATOS Söderberg 73.40% 36%

HENNES & MAURITZ (H&M) Persson 72,5 % 43,5 %

HEXAGON AB
Schörling

49,7 % 29%
MELKER SCHÖRLING AB 86% 86%

TRELLEBORG AB Dunker 55,7 % 13,5 %

WALLENSTAM Wallenstam 69,7 % 43,1 %

GETINGE AB Bennet 48,8 % 18%

NCC Ax:son Johnson 51% 23%

Note:
The controlling family owner of the top listed companies in terms of total assets (higher than 10,000 MSEK)
at the end of 2009. source, Samani, N. (2012). Executive Compensation – The Role of Largest Owners and
Board of Directors in Sweden. (licentiate thesis), Gothenburg: University of Gothenburg.

cash-flow rights (DVR) becomes larger, CEOs receive higher compensation. This,
in particular, is observed in family firms with DVR where it is more common to
exercise control enhancing mechanisms.

While in the licentiate thesis, the evidence on higher compensation of CEOs in
firms with DVR is of interest, it is not completely clear whether the raise in CEO
pay is related to an increase in performance (accounting- or market-based). As
noted above, two competing hypotheses can be identified in the area of executive
compensation and corporate governance. First, there is the optimal contracting
perspective, which concerns the role of compensation contracts in minimizing
agency problems in firms, ensuring that manager interests are aligned with those
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of shareholders. On the other hand, there is the managerial power approach, which
argues that managers have influence over the board of directors which distorts op-
timal compensation contracts. In the first essay of this PhD thesis, the relation
between pay and performance is examined to determine whether this increase is
explained as part of optimal contracts or whether this indicates the influence of
corporate insiders in designing inefficient compensation plans for executives. In
addition, family firms with family-related CEOs and family firms with outside
family CEOs are examined separately with respect to the pay-performance rela-
tion.

Furthermore, as discussed in Samani (2012, p.68), “concurrent debate and discus-
sion in respect to the disclosure of executive compensation plans brings enough
motivation for more closely researching different elements of disclosure. In fact,
disclosure of compensation plans differs extensively among different countries
based on the rules and regulations of those countries. The main issue of concern
for disclosure, is related to the relevance and transparency of disclosure [...]”. In
respect to this issue, in the second essay of this thesis, the recent reforms in Swe-
den with respect to accounting and corporate governance are reviewed and the
changes in pay-performance relation before and after the regulations are exam-
ined.

Finally, given that there has been increasing attention paid to the importance of
independent boards of directors, the licentiate study examined the structure of
the board of directors and how various board elements affect CEO compensation.
However, the results of the effect of the boards and the board independence are in-
conclusive. In the third essay of the follow up PhD thesis, the effects of employee
representatives on the monitoring role of the boards in designing compensation
contracts and limiting the possible opportunistic behavior of managers for distort-
ing financial reports are examined.
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5 The Essays

5.1 Essay 1: CEO compensation, corporate governance and family owners
in Sweden

The high levels of executive compensation and lack of a strong pay-performance
relation have been debated in academia as well as in business communities. Re-
ferring to agency theory, information asymmetries among managers, boards, and
owners create a demand for monitoring mechanisms in order to mitigate agency
problems. Researchers in this respect argue that lower direct monitoring, in the
form of either the ownership structure or the board structure, is associated with
greater incentive compensation for executives. However, despite a large stream
of research on executive compensation and corporate governance, there has not
been much research on CEO compensation of firms with controlling shareholders
that hold differentiated voting rights (DVR). Importantly, in firms with dual-class
shares and pyramidal ownership structures, controlling shareholders bear only a
small fraction of a company’s cost. Therefore, they may decide for inefficient,
high compensation contracts for CEOs. In these firms, due to the deviation of
economic incentives of the largest owners (based on cash-flow rights) from their
voting power (based on voting rights), an agency problem arises due to the con-
flicts of interests between corporate insiders and minority shareholders.

Evidence from prior research indicates that this type of agency problem can also
have a negative influence on firm value (e.g., Claessens et al., 2002; Renders
and Gaeremynck, 2012; Villalonga and Amit, 2006). The negative valuation ef-
fect is explained by the expropriation behavior of controlling owners and corpo-
rate insiders to extract private benefits at the expense of minority shareholders.
However, there is not much evidence on how monitoring mechanisms, including
performance-based compensation, can resolve this type of agency problem. In
this paper, I examine the role of incentive compensation and the relation between
executive pay and firm performance as an optimal contract in these firms. Ex-
ecutive compensation is investigated in this study since it can be used either as a
solution to the agency problem or, alternatively, as a source of the agency problem
if remuneration plans are designed inefficiently.
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This paper builds on a Swedish sample of hand-collected data where I empiri-
cally examine the pay-performance relation of firms with controlling sharehold-
ers, holding a larger percentage of voting rights than cash-flow rights. In partic-
ular, the focus is on compensation practices of CEOs in family-controlled firms,
given that multiple voting rights are often held by individuals and family owners.
Specifically, in family firms the incentives of the controlling family owners for
monitoring the management pay are expected to mitigate the agency problem be-
tween managers and shareholders, which is identified under the alignment effect of
family owners. Alternatively, the excess control rights by controlling family own-
ers may result in an expropriation of firm value for the benefit of family members.
In particular, in family firms where CEOs are part of the family sphere, it is likely
that compensation plans are used inefficiently to the benefit of family-member
CEOs and at the expense of outside shareholders. This latter view is identified
as the family owner entrenchment effect. Accordingly, these two effects are fur-
ther distinguished within family firms depending on whether family owners hold
a large DVR and also whether the CEO of the firm is part of the family owners.

The findings of this study provide evidence for differences in agency problems
in family firms with different combinations of DVR and CEO positions. In firms
with family controlling owners, results indicate that the classic agency cost due
to the conflicts of interest between managers and shareholders is mitigated and
thus CEOs are provided with less performance-based compensation. Furthermore,
evidence shows that family-related CEOs receive lower levels of compensation,
which goes against the entrenchment hypothesis. However, as DVR increases
in family firms, CEOs receive higher performance-based compensation, suggest-
ing that incentive compensation plans are used as an alternative mechanism for
solving the potential agency problem resulting from conflicts of interests between
controlling and minority shareholders. With respect to CEO position in family
firms with (high) DVR, the compensation of professional outside CEOs is strongly
linked to the performance of the firms, suggesting that outside family CEOs – rel-
ative to family-related CEOs – are under more scrutiny of family owners and the
board of directors, and hence they receive their pay based on an increase in per-
formance.
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5.2 Essay 2: The effect of regulatory reforms on the pay-performance rela-
tion

How recent changes in accounting and corporate governance regulations affect the
pay-performance relation is the main focus of this paper. Specifically, this paper
examines the implication of increased disclosure and governance regulations for
improving the executive compensation plans and contributes to the literature that
investigates the effect of regulatory reforms on compensation decisions. Previous
studies have investigated the effect of new requirements for increased disclosure
on CEO compensation practice and pay-performance sensitivity (e.g., Clarkson
et al., 2011; De Franco et al., 2013; Laksmana, 2008; Laksmana et al., 2012;
Wang, 2010). The findings of previous research suggest that a higher quality
disclosure and transparency improves the CEO compensation practices and pay-
performance relation, owing to an improved performance evaluation of managers
and less noise in performance measures. However, it is still not clear whether
the recent regulations for mandatory disclosure of compensation lead to a better
practice of compensation plans. This is mainly because more mandated disclo-
sures may lead to additional risks to executives and, therefore, result in higher
compensation for executives (Hermalin and Weisbach, 2012).

In this paper, the change in CEO compensation and the pay-performance relation
following the adoption of IFRS in 2005 is first examined. Second, the effects of
compensation disclosure requirements according to recent corporate governance
regulations in Sweden are investigated. Notably, the requirements for increased
disclosure on CEO compensation in Sweden have been changed from a soft adop-
tion of “comply or explain” requirements to more binding rules with mandatory
implications in recent years. Third, the effect of the binding “say on pay” require-
ment in Sweden (in effect since 2006) is investigated in this paper. Currently,
there is a discussion as to whether mandatory engagement of shareholders on the
CEO compensation decision should be welcomed in the European context. While
proponents of say on pay argue that the larger involvement of shareholders on
executive pay decisions enhance the monitoring role of the boards and efficiency
of these contracts, the opponents believe that the introduction of these plans will
be either immaterial or, in the worst case scenario, costly, resulting in sub-optimal
contracts (Ferri and Maber, 2013). Therefore, the effect of a mandatory say on
pay requirement on the pay-performance sensitivity can add to our understanding
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of the potential costs or benefits of this recent reform in regulation.

Furthermore, the relationship between CEO compensation and requirements for
say on pay is examined in Swedish listed firms that are mostly characterized by
concentrated ownership structures. Prior research indicates that control and moni-
toring through corporate governance mechanisms are important factors determin-
ing the compensation contracts. How firms with controlling owners respond to the
recent compensation requirements is the focus of this paper. Specifically, due to
the conflicts of interest between large and small shareholders, in particular in firms
with dual-class shares, it is also likely that these firms increase pay-performance
sensitivity, as an alternative monitoring mechanism.

In general, considering the central aim of recent regulations for increasing the
transparency of accounts and governance, this study examines the role of regu-
lations in alleviating information asymmetry and improving the effectiveness of
monitoring executives and their compensation plans. The findings indicate that the
IFRS adoption and corporate governance requirements with respect to mandatory
compensation disclosures have significant effects on CEO compensation practices
and the pay-performance sensitivity. Furthermore, in firms with dual-class shares,
pay-performance sensitivity is higher when the principles of executive remunera-
tion are presented to shareholders (subject to a binding vote). This suggests that
in firms with higher monitoring costs, incentive compensation is used as an alter-
native mechanism and the requirement of say on pay enhances the efficiency of
these contracts as being strongly linked to the firm performance.

5.3 Essay 3: The sheep watching the shepherd: The monitoring perfor-
mance of the boards with employee representatives

The monitoring role of the board of directors and, specifically, the composition of
the boards for enabling this role have been the focus of a large body of research
(see Adams et al., 2010; Hermalin and Weisbach, 2003). In this respect, a question
is how diversified boards, particularly with the attendance of employees on the
boards, engage in monitoring actions and corporate policies. In this study, we
examine the role of employee representatives on the boards through studying a
sample of Swedish firms where employee representatives have the right to be part
of the board of directors.

48



Introduction

With respect to codeterminantion, i.e. the influence exercised by employees on
corporate decision-making, previous research has mostly focused on the effect of
unions on the financial and strategic decision-making of firms. Evidence from
previous research in this area indicates that managers of firms with strong unions
may participate in some sort of accounting flexibility (i.e., managing earnings
downward and providing less disclosure) in order to strengthen their negotiation
power over the unions (see Bova et al., 2014). The underlying argument is that in
these firms the negotiations between management and unions give an incentive to
managers to manipulate the accounts and withhold important information, which
can be costly for shareholders. However, in this study we investigate the effect of
codetermination through involvement of employee representatives on the boards,
who are expected to enhance the monitoring performance of the boards. This is
because employee representatives invest their human capital in firms and they are
also independent of the CEO.

This paper investigates the monitoring performance of the boards with employee
participation by taking into account two aspects. First, we assess whether board
decisions with respect to executive compensation vary, depending on the presence
of employee representatives. Furthermore, we focus on the financial reporting
quality by examining the earnings quality in firms with employee representatives
on the boards. Based on Swedish law, in firms with a minimum of 25 employees,
employees have the right to elect their representatives to the boards. Still, boards
of directors of several listed firms lack any employee representatives. Therefore,
we also control for the potential sample selection bias, considering firm and corpo-
rate governance factors in determining the likelihood of employee representatives
sitting on the board of directors.

Based on the findings of this paper, in firms with employee representatives on the
boards, the earnings quality is significantly higher, suggesting an efficient moni-
toring performance of the boards in limiting earnings management. These results
are robust to using alternative measures of earnings quality and controlling for
selection bias in the data. With respect to executive compensation, the findings
indicate that the impact of employee representatives on the boards is limited to
the structure of executive compensation. Specifically, equity-based compensation
is less likely to be provided for the CEOs in these firms. This paper contributes to
previous research, by examining an important feature of the boards, in many firms,
which has hardly been considered in the accounting and the corporate governance
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literature. The presence of employee representatives on the board of directors
gives us the opportunity to examine the effect of different types of stakeholders on
the board of directors. This is also interesting due to the interaction of different
actors, i.e., CEOs, large owners, and employee representatives, on the boards of
directors.

5.4 Discussion and future research

Throughout the introduction chapter, the focus was on the contracting role of ac-
counting and how that is related to monitoring mechanisms in firms. The essays
in this thesis focus on this interaction and provide evidence on the effects of ac-
counting performance and disclosure in improving contracting arrangements as
well as the potential role of governance mechanisms in improving the quality of
financial reports. In the following section, the main implications of the essays and
ideas for future research are provided.

5.4.1 Theoretical and practical implications

Essay 1 examines the contracting role of accounting in firms with concentrated
ownership structures. The analyses indicate that a strong link between account-
ing performance and executive pay is used in these firms with a different type of
agency problem. While it is expected that concentrated ownership structures and
the incentives of family owners lessen agency costs, the dominant use of control
rights by family owners (i.e., firms with dual-class shares) has been found to be
associated with higher CEO performance-based compensation. Accordingly, the
board of directors evaluate the executive compensation and provide performance-
based compensation to motivate managers to act in the best interest of sharehold-
ers. In family firms, the link between pay and performance becomes stronger as
the divergence between voting rights and cash-flow rights increases. This sug-
gests that in family firms more incentive compensation is used to mitigate the
potential expropriation. Hence, consistent with the optimal contracting theory,
larger performance-based compensation is used in family dual-class firms in or-
der to mitigate agency problems.

Essay 2 also considers the use of the pay-performance relation as an optimal con-
tract but specifically examines the role of regulations, which aim to improve com-
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pensation contracts. Recently, research has focused on the role of regulation and
increased disclosure in improving governance and contract mechanisms. In par-
ticular, country-level legal systems can enhance monitoring mechanisms by pro-
viding greater enforcement. With respect to disclosure, the findings of this essay
indicate that there is an improved pay-performance relation after the introduction
of mandatory requirements for more transparency and increased compensation
disclosure. Furthermore, the mandatory rule of say on pay is used as a gover-
nance mechanism in firms with monitoring problems. Specifically, in firms with
dual-class shares, the need for alternative governance mechanisms, such as incen-
tive compensation, is greater and the regulation for additional shareholder over-
sight (i.e., through say on pay) facilitates the implementation of these contracts
for monitoring management.

Essay 3 focuses on the role of employee representatives in company-level gov-
ernance and how this improves accounting as well as corporate decisions. The
presence of employee representatives on the board of directors and their contri-
bution to monitoring financial reporting and CEO compensation is the main fo-
cus of this essay. Given that compensation contracts are presumably designed
to align the interests of managers and shareholders, the role of employee mem-
bers, in this respect, is less pronounced. However, results indicate that in firms
where employee representatives participate on the boards, CEOs are less likely to
receive equity incentive plans. With respect to financial reporting, the literature
has recently focused on how internal governance of firms enhances the quality
of financial reporting. This paper addresses this question by providing evidence
on the role of employee representatives in enhancing the monitoring performance
of the boards. Information asymmetries between managers and board members
are the main limitation that triggers the monitoring role of the boards. Accord-
ingly, having more insights from inside firms through employee representatives
enhances the board’s ability for monitoring managers and limiting management
opportunistic behavior in distorting accounts.

Table 4 presents the main questions of the essays and the implications of the re-
sults. The integration of these three studies provides conceptual and theoretical
implications for the two primary research issues of this thesis: how accounting
is used in contractual settings, and how various monitoring mechanisms interact
with this role.
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Table 4. Overview and Implications of the Essays

Essays Research issues Implications

Essay 1 Differences in the pay-
performance relation across
firms with different types of
ownership structure.

Higher performance-based com-
pensation in firms with greater
agency problems due to the con-
flicts of interest between major-
ity and minority shareholders.

Essay 2 A change in the pay-
performance relation with
introduction of new account-
ing and corporate governance
requirements.

A significant increase in the pay-
performance relation with an im-
proved transparency, and with
the introduction of say on pay in
firms with agency problems.

Essay 3 The role of employee represen-
tatives on the boards for moni-
toring CEO compensation and fi-
nancial reporting.

Less probability of providing
CEOs with equity-based com-
pensation and the limited earn-
ings management behavior in
firms with employee representa-
tions on the boards.

Regarding the first issue, the essays examine the use of accounting performance
in CEO compensation contracts. The general conclusion is that accounting per-
formance based compensation is used as an alternative monitoring mechanism in
firms where there are greater agency problems. The evidence for the use of opti-
mal contracts in firms with dual-class shares indicates that, due to the excess vot-
ing rights in firms, agency problems arise and CEOs receive higher performance-
based compensation. Furthermore, with an improved transparency due to the
changes in accounting standards, the link between accounting performance and
CEO compensation becomes stronger. This indicates that the quality of account-
ing numbers have important implications in contractual arrangements.

With respect to the second research issue, the essays examine the role that gov-
ernance mechanisms play in enhancing the quality of financial reports and the
contracting role of accounting in designing an efficient compensation contract.
The results indicate that governance regulations and the mandatory compensa-
tion disclosures enhance the efficiency of compensation contracts and the pay-
performance relation. Furthermore, the monitoring performance of the board of
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directors and specifically the role of employee representatives in this respect is
found to be important in improving the earnings quality of firms. Overall, the
essays show that governance mechanisms may complement or substitute for each
other, depending on the extent of the monitoring problems in firms.

Even though the Swedish setting is examined in the essays, this thesis is also rel-
evant to a wider context, particularly in Europe. Specifically, this thesis covers
several issues that are currently at the center of attention in Europe. Regulatory
approaches to corporate governance in Europe have been subject to considerable
changes in recent years. Executive compensation and transparency of such con-
tracts have been the focus of several regulatory reforms. In addition, minority
shareholder protection has become an increasing concern in the EU policy debate.
Therefore, the efficiency of governance practices and compensation contracts in
the European setting, which is characterized by a concentrated ownership struc-
ture and the large influence of controlling owners, is important to be investigated.

The findings of the essays offer some policy implications. The results of Essay 1
provide evidence for the pay-performance relation and the use of incentive com-
pensation in a concentrated setting, such as in Sweden. This highlights the role
of compensation contracts for mitigating agency problems. By linking CEO com-
pensation to accounting performance measures, incentive compensation is used
in family firms with dual-class shares, in which it is likely to have conflicts of
interests between corporate insiders and minority shareholders.

Furthermore, higher disclosure and more shareholder engagement on compensa-
tion decisions are other issues of concern, given that these practices may impose
extra costs on firms. Essay 2 contributes to the current debate in Europe about
introducing a mandatory say on pay. This is related to dual-class firms where it
is expected that these requirements contribute more and provide some protection
for minority shareholders against potential expropriation. The results of Essay 2
indicate that in dual-class firms the board of directors evaluates the CEO com-
pensation and strengthens the pay-performance relation after recent regulatory
emphasis on mandatory say on pay.

Finally, knowing that the board structure of firms in Europe also includes stake-
holders other than owners, such as employee representatives, it is important to
understand the influence of these actors in corporate policies and particularly in
the monitoring of management. The overall conclusion of Essay 3 is that these
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members do have an impact on the monitoring role of boards, in particular, to
oversee the financial reporting process and curb earnings management behavior.

5.4.2 Limitations and future research

Empirical analysis, using the sample of listed firms in the SSE, is used in all
essays. Availability of high quality data in Sweden and the possibility to hand-
collect this data limit the potential measurement errors in the variables used in
different models. In addition, the multivariate analysis of the essays includes a
set of control variables in several models that are motivated by theories in extant
research. However, throughout this thesis the endogeneity problem constitutes
the main limitation of the essays to interpret the analyses. As mentioned above,
the firm’s accounting methods as well as the governance structure of the firms are
both endogenous (are affected by some underlying decision factors), and that is
mainly why they are also interrelated.

In dealing with this main problem, several alternative methods in sensitivity anal-
ysis were used, according to the current econometrics literature. A main source
of endogeneity is correlated omitted variables problem. Having access to panel
data has provided the opportunity to use the fixed effect regression models, which
are useful in removing omitted variables that do not vary over time (e.g., unob-
servable firm factors). More precisely, those unobservable variables that do not
change over time are dropped due to the underlying specifications of this model.
However, this also introduces the main limitation of a fixed effect model, in which
the variables of models that have no or very small variation over time are removed.
This is usually the case for corporate governance variables (e.g., ownership struc-
tures and board structures) that do not have enough variation to be identified in
fixed effect models.

Endogeneity can have several causes, bias in the sample selection process being
another important cause. In particular, in specifying a dependent variable or in
sub-sample analyses this problem may arise due to the effect of some unobserv-
able factors in defining the outcome variable of interest. Two commonly-used
methods, matched sample design and Heckman’s selection model, are used in the
additional analyses of the essays in order to limit the potential endogeneity prob-
lem in the model specifications.
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While instrumental variables are recognized as the fundamental solution to the
endogeneity problem, the choice of a relevant and exogenous instrument has been
a major challenge for researchers. Larcker and Rusticus (2010) have an exclu-
sive focus on the use of instrumental variable analysis in accounting research.
As they state, two important problems that cause endogeneity, including omit-
ted variable problems and simultaneity, are common in accounting research (e.g.,
earnings management, corporate governance, auditing, executive compensation,
and disclosure). As discussed by these authors, the main issue and challenge for
researchers in using the instrumental variable (IV) approach is to find a “good”
instrument, which is highly correlated with the endogenous variable, but com-
pletely exogenous with respect to the outcome variable. However, not meeting
any of these conditions introduces further problems and biases in the main speci-
fications. In future research the use of relevant instruments will definitely benefit
this research.

Based on the empirical results of the essays in this thesis, several suggestions for
future research are provided. First, with respect to the interrelation between fi-
nancial reporting quality and corporate governance, important issues still remain
regarding the demand and/or supply of high quality accounting information. For
example, in the third paper, findings indicate that earnings quality is higher in
firms with employee representatives on the board. Despite this positive associa-
tion, it is not explicitly clear whether this is due to the direct impact of the boards
in monitoring the supply of financial reports or due to the demand from outside
shareholders for higher quality financial reports in firms with employee board
participation. Future research may address this issue and provide more clear di-
rections on the causality of this relationship.

Second, this thesis focuses on the corporate governance features in Sweden. Fu-
ture research might consider the differences in corporate governance to a larger
extent (e.g., across countries in Europe) and examine the implication of these dif-
ferences on financial reporting of firms. Future research may explore whether
firms follow consistent financial and disclosure policies facing different country-
and firm-level governance. Furthermore, it is important to distinguish between
voluntary and mandatory governance requirements and examine how they affect
the accounting choices in firms.

Third, this thesis focuses on CEO cash compensation and the use of account-
ing performance measures in designing compensation contracts. However, CEO
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equity-based compensation needs to be investigated in future research. Equity-
based compensation is a complex area which requires additional disclosures in
the financial reports according to IFRS 2. However, firms in Sweden tend to have
inadequate information about the measurement and valuation of CEO option and
stock programs. Recently, there have been increased requirements from the EU
commission about higher transparency and shareholder approval of executive eq-
uity incentive plans. Given the focus of EU regulation as well as an increasing
trend for using equity incentive plans for managers, future research may investi-
gate the determinants as well as the transparency of these plans.

Lastly, future research should also consider a broader definition of corporate gov-
ernance and examine the effect of various contracting parties on firm accounting
choices. In particular, considering the influence of large shareholders and the
‘stakeholder’ governance model in the majority of EU countries, future research
could develop the role of corporate governance by investigating the agency rela-
tionships among a wider range of actors – including managers, large and small
shareholders, employees, board members, regulators, auditors, and creditors.
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Abstract

This paper examines the agency problem in family controlled firms and firms
that have a greater use of dual-class shares with a divergence between voting rights
and cash-flow rights. In particular, in these firms, an agency problem arises due to
the conflicts of interest between majority and minority shareholders. Using a sample
of firms listed on the Stockholm Stock Exchange, I empirically examine how the
agency problems of family firms with dual-class shares affect the extent and mix of
CEO pay. The findings of this study provide evidence of the use of performance-
based compensation as an alternative governance mechanism in mitigating agency
costs in family firms that have a considerable divergence between voting rights and
cash-flow rights.
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1 Introduction

Considerable variance in top executive compensation plans among different coun-
tries is the subject of ongoing research. In order to explain the substantial cross-
country variation in CEO compensation, which consists of both the amount and
type of pay, the firm ownership structure should be accounted for (Fernandes
et al., 2013). Whereas firms in Anglo-Saxon markets are characterized by hav-
ing dispersed ownership structures, many firms in other settings are more family-
controlled (Barontini and Bozzi, 2011; Croci et al., 2012; Fernandes et al., 2013;
La Porta et al., 1999), present higher ownership concentrations (Faccio and Lang,
2002), and provide excess control rights (Barontini and Bozzi, 2011; Claessens
et al., 2002; Maury, 2006). However, despite a large stream of research on exec-
utive compensation, there has not been much research on CEO compensation of
firms with controlling shareholders, particularly those that hold multiple voting
rights.

Through using control enhancing mechanisms (i.e., dual-class shares, pyramids
and cross-holding ownership structure1), the large shareholders2 retain a substan-
tial control of the firms, holding a larger percentage of voting rights than cash-flow
rights. Prior research indicates that firms that are dominantly controlled by large
owners are subject to a different type of agency problem. In particular, a main
source of agency problems arises in firms with excess voting rights as a conse-
quence of conflicts of interest between controlling owners and minority share-
holders (Claessens et al., 2002; Masulis et al., 2009; Morck et al., 2005; Renders
and Gaeremynck, 2012).

Divergence of voting rights and cash-flow rights, held by large shareholders, may
induce management to only serve the interests of controlling shareholders – which

1Pyramids are control structures whereby a family owner, known as the ultimate owner, holds
shares in the firm through one or more intermediate entities such as foundations, limited corpo-
rations, holdings, etc. of which the ultimate owner owns less than 100% (Villalonga and Amit,
2006). Pyramids thus allow a family with a given level of wealth to control corporate assets worth
considerably more than direct ownership would permit. In contrast to pyramids, companies with
cross-ownership structure are characterized by horizontal cross-holding of shares and their voting
rights used to control a group rather than a single company or shareholder (Bebchuk et al., 2000,
p.6).

2In different parts of this study, the terms ‘large shareholders’, ‘controlling shareholders’, and
‘majority shareholders’ are used interchangeably, as are ‘small shareholders’, ‘non-controlling
shareholders’, and ‘minority shareholders’.
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may differ from the interests of small shareholders. As discussed by Masulis
et al. (2009, p.1697), “[t]his divergence aggravates the agency conflicts between
managers and shareholders, since insiders controlling disproportionally more vot-
ing rights than cash-flow rights bear a smaller proportion of the financial con-
sequences of their decisions [. . . ]”. In these firms, the board of directors and
corporate insiders may seek to establish efficient monitoring mechanisms in or-
der to alleviate the negative consequences of expropriation (Zerni et al., 2010).
Accordingly, it is expected that in firms with differentiated voting rights, CEO
compensation is more tightly linked to performance of the firms as an effective
governance mechanism to assure outside shareholders that their interests are pro-
tected.

In this study, I examine the use of CEO compensation as an optimal contract for
mitigating the agency problems of firms with controlling owners that hold multi-
ple voting rights. In particular, this study focuses on family owners, as the most
prevalent type of controlling shareholders in many countries (see Croci et al.,
2012; La Porta et al., 1999; Prencipe et al., 2014). Founding family owners that
usually have concentrated ownership structure, undiversified portfolios and long
investment horizons are expected to have greater incentives to monitor and disci-
pline managers (Audretsch et al., 2013; Chen et al., 2013). The greater monitoring
incentives of family owners have been examined in the finance and accounting lit-
erature and were found to be associated with better performance (Anderson and
Reeb, 2003; Maury, 2006), higher earnings quality (Ali et al., 2007; Wang, 2006;
Yang, 2010), and more voluntary disclosure (Chen et al., 2008). The incentives of
controlling family owners for mitigating the agency conflicts between managers
and shareholders are identified under the alignment effect (Ali et al., 2007).

Alternatively, family owners with a significant control of firms, may extract pri-
vate benefits3 at the expense of small shareholders and have a negative influence
on corporate decision-making (La Porta et al., 1999; Morck et al., 2005). In par-
ticular, in family firms with the divergence of control rights and cash-flow owner-
ship, the potential expropriation is greater (Shleifer and Vishny, 1997). Given that
family owners are actively involved in managerial positions and with the board of

3Private benefits of control, as primarily discussed by Jensen and Meckling (1976), concerns
both direct and indirect financial benefits. Indirect financial benefits include on-the-job consumption
or shirking, and direct financial benefits are in the form of redirecting corporate assets into a personal
account. Controlling also provides intangible benefits, like status, political influence, and power
over people.
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directors, they can exercise substantial control and expropriate other sharehold-
ers’ wealth to the benefit of corporate insiders and, in particular, family-related
CEOs. The conflicts of interest between controlling owners and minority share-
holders and the expropriation act by family owners are recognized under the en-
trenchment effect (Claessens et al., 2002; Masulis et al., 2009; Morck et al., 2005;
Zerni et al., 2010). In order to examine these two competing perspectives, i.e.,
the alignment effect and the entrenchment effect of family owners, recent family
research emphasizes the importance of treating family firms as a heterogeneous
group which faces different agency problems, depending on the level and types
of family involvement (e.g., Ali et al., 2007; Chen et al., 2013; Michiels et al.,
2013; Villalonga and Amit, 2006). Accordingly, this study separately examines
the pay-performance relation in two groups of family firms with differentiated
voting rights: (a) family firms with family-related CEOs and (b) family firms with
outside family CEOs.

Using data on all firms listed on the Stockholm Stock Exchange (SSE), during the
period of 2005-2009, provides a suitable setting for empirical analyses. As ar-
gued by Carlsson (2007), Sweden has a long history of differentiated voting rights
(DVR), held by large controlling owners, and, in particular, by family spheres. For
example, in 50% of the firms in the sample, most of which are family-controlled,
dual-class shares are used. Family owners are also the dominant type of owners
on the Swedish market (around 62% of firms in my sample) and hold on average
26% of cash-flow rights and 37% of voting rights. Hence, they have a substantial
voting power, while holding only a small percentage of cash-flow rights of the
firms.

The findings of this study provide evidence for the variation of pay-performance
relation across family firms with different combinations of DVR and CEO posi-
tions. Consistent with the prediction, I find that an increasing divergence between
voting rights and cash-flow rights is associated with stronger pay-performance
relation. This result suggests that CEO incentive compensation is used as an al-
ternative governance mechanism to mitigate the agency problems in firms with
multiple voting rights. Specifically, using interaction terms between DVR and
the accounting performance measure shows significant associations for high-DVR
firms, suggesting that firms with a considerable divergence between voting rights
and cash-flow rights provide CEOs with more performance-based compensation.

Furthermore, the analysis for exploring the differences of CEO compensation
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within family firms indicates that family-related CEOs and founder CEOs receive
lower cash compensation, compared to outside family CEOs. This result goes
against the entrenchment hypothesis, in which it is predicted that family members
who have management positions in firms extract private benefits in terms of higher
compensation. However, both family-related CEOs and outside family CEOs
within family firms receive higher compensation as DVR increases, indicating
that both groups of family firms are subject to greater agency problems. Higher
compensation of CEOs within family firms is, in particular, related to those hav-
ing a large divergence between voting rights and cash-flow rights. Furthermore, in
family firms with outside family CEOs, the link between pay and performance is
stronger, suggesting that outside CEOs are more under the scrutiny of controlling
shareholders and the board of directors in receiving their pay based on an increase
in firm performance. These results indicate that the significant relation between
pay and performance is not uniform across all family firms with DVR. Specifi-
cally, the pay-performance relation becomes stronger for those family firms that
have non-family CEOs with high levels of DVR.

This paper contributes to the existing research on family ownership (e.g., Ali
et al., 2007; Chen et al., 2013; Croci et al., 2012; Gomez-Mejia et al., 2003; Mc-
Conaughy, 2000; Michiels et al., 2013; Villalonga and Amit, 2006) by providing
evidence on the use of optimal contracts in family firms. Whereas the focus of the
literature in this area is mostly on the financial or valuation consequences of the
separation of control rights from cash-flow rights, the role of effective governance
mechanisms that mitigate agency problems in firms with excess control rights has
been less examined. This paper specifically examines the CEO compensation and
provides evidence on the relation between pay and performance as an alternative
governance mechanism in these firms. Furthermore, prior research in accounting
has mostly distinguished between family and non-family firms rather than focus-
ing on the differences among family firms (Prencipe et al., 2014). In this paper, I
consider the differences among family firms with different combinations of DVR
and CEO relationships. In general, this paper adds to the literature by investi-
gating the level and structure of incentive compensation and the pay-performance
relation in different types of family firms.

The remainder of this paper is organized as follows. Section 2 describes the in-
stitutional setting in Sweden. Section 3 presents a theoretical framework and the
hypotheses of this study. Section 4 outlines the data collection procedure and
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study sample. The main model and variables are presented in Section 5. The
main results are explored in Section 6 and Section 7 expands further analyses.
Finally, Section 8 concludes the paper.

2 The institutional context in Sweden

Swedish listed firms, even very large ones, have a concentrated ownership struc-
ture and usually take the form of family-owned companies and founder fami-
lies. Family controlling owners often hold multiple voting rights or differenti-
ated voting rights (DVR) through control enhancing mechanisms, such as dual-
class shares and pyramidal ownership structure (Carlsson, 2007; Högfeldt, 2005;
Holmén and Högfeldt, 2009; Overland, 2012). Carlsson (2007) describes the
Swedish market as having a long history of using dual-class shares, which carry
voting rights up to 10 times greater than that for ordinary shares. Controlling
family spheres are usually identified in pyramid ownership structures, in which
they control firms through an intermediate highly controlled firm (Holmén and
Högfeldt, 2009). In addition to having a large control of many firms, family own-
ers often present an active role as the members of management groups and the
board of directors and hold key positions, such as CEO and Chairperson.

In fact, family owners with usually large voting rights have the possibility to gain
a considerable control of many firms by holding only a low percentage of cash-
flow rights. Hence, with a considerable influence of family spheres in financial
as well as management control of firms, the issue of minority investor protection
is critical in Sweden (Hellman, 2011; La Porta et al., 1999). The frequency of
dual-class shares and pyramidal structure in Swedish companies has provoked a
large debate and has led to more requirements for minority shareholder protection
(Carlsson, 2007; Holmén and Högfeldt, 2009). As mentioned by Holmén and
Högfeldt (2009) “controlling owners are subject to substantially more scrutiny in
Sweden as accounting and judicial standards, tax compliance and enforcement,
corruption indices and press freedom are among the very best in the world” (p.
134). Therefore, with a higher scrutiny and enforcement, one could expect that
efficient monitoring mechanisms are established in firms with DVR in order to
ensure minority shareholders that their interests in the firms are protected.

Given the importance of corporate governance in protecting minority sharehold-
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ers’ interest, the effectiveness of the boards of directors is also central in Sweden.
The structure of the board of directors in Sweden has some main features, which
differ from Anglo-Saxon corporate governance practice. Based on the Swedish
Company Act4 – as the major reference for framing the corporate governance
of the Swedish firms – there is a clear-cut division of responsibilities for three
main decision-making bodies, including the Annual General Meeting (AGM), the
board of directors and the management team (Hellman, 2011). Although Sweden
has a one-tier board structure, the supervision role of the boards of directors is
completely separated from the operational role of executives. Above all, the nom-
ination committee, which is almost entirely involved with the largest owners and
their representatives, reviews the performance of the boards and nominates new
board member candidates at the AGM (Carlsson, 2007).

Companies listed on the SSE are also required to follow the Code of Corporate
Governance which was enacted in 20055. According to the Code, the chair of the
boards cannot be the CEO of the firm and, therefore, CEO duality is not allowed
in Swedish listed firms. The Code also states that a majority of the members of
the board must be independent of the company and its management. More pre-
cisely, the Code indicates that no more than one executive (who is usually the
CEO) can sit on the board of directors. On the other hand, the board structure
of listed companies is not limited with respect to including controlling sharehold-
ers (or their representatives) on the board, to the same degree. According to the
Code, at least two directors that are independent in relation to the company and
its management should also be independent in relation to the company’s major
shareholders. This implies that the majority of the board members can be the
representatives of the major shareholders of the firms. Therefore, an important
feature of Swedish corporate governance is related to the incidence of major own-
ers and their representatives on the board, which can have a large influence over
different decision-making policies, in particular, executive compensation matters.

4Aktiebolagslagen (ABL 2005:551-556)
5The Code has been revised twice since 2005: first, in 2008 and second, in 2010. A com-

parison between the latest Corporate Governance Code, in 2010, and the earlier one, in 2008, re-
veals that there is more emphasis on the important role of the remuneration committee in respect
to executive compensation plans. This is in line with the recommendation of the EU Commis-
sion in 2009. In this recommendation, there is more emphasis on more transparency and dis-
closure on the executive compensation practices of the firms and the importance of a separate
compensation committee on the board of directors of listed firms. (For more information see
http://www.corporategovernanceboard.se/).

75



Essay 1

3 Theoretical framework and hypotheses development

3.1 CEO compensation in firms with DVR

In the compensation literature, the conflicts of interest between managers and
investors have received the most consideration. Due to the separation of owner-
ship and control (Berle and Means, 1932), agency problems arise, which create a
demand for monitoring self-interested risk-averse managers and aligning the in-
terests of managers (agents) with those of shareholders (principals) (Jensen and
Meckling, 1976). In the principal-agent framework, optimal contracting theory
concerns the role of compensation plans in motivating executives for increas-
ing shareholders’ value, by linking the managers’ pay to the firm’s performance
(Jensen and Murphy, 1990). Accordingly, the extent of CEO incentive pay is re-
lated to the magnitude of agency problems and monitoring difficulties in firms
(Murphy, 1999).

The differences in firms’ characteristics – such as size, growth opportunities, risk,
and ownership structure – reflect upon the extent of information asymmetry and
thereby agency costs in firms (Armstrong et al., 2010). Empirical research has
provided evidence that the limited possibility to directly control managers inside
the firms brings a need to determine CEO incentive compensation as an alterna-
tive governance mechanism (Beatty and Zajac, 1994; Skinner, 1993; Tosi Jr and
Gomez-Mejia, 1989). In particular, in firms with dispersed ownership structure,
shareholders may require management incentive compensation to motivate CEOs
for increasing the shareholders’ value (Core et al., 1999; Frye, 2004; Ke et al.,
1999; Mehran, 1995). Alternatively, in firms with controlling shareholders, who
hold a large percentage of firms’ capital, it is expected that CEOs obtain less pri-
vate benefits in terms of excess compensation, owing to the substantial economic
incentives of controlling shareholders for monitoring managers (Core et al., 1999;
Dyl, 1988). Evidence from previous research indicates that, due to the direct con-
trol of blockholders, agency costs related to monitoring management is mitigated
and fewer incentive plans are needed in order to motivate managers to enhance
the performance of the firms (Conyon and He, 2011; Core et al., 1999; Fernandes
et al., 2013).

However, firms with large owners – in particular those that use control enhanc-
ing mechanisms with multiple voting rights – are also associated with agency
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problems (La Porta et al., 1999). Control instruments such as dual-class shares
and pyramidal structures allow large shareholders and corporate insiders to ex-
ercise control over corporations with having voting rights in excess of cash-flow
rights. Therefore, the primary source of the agency problem arises in these firms
as a result of conflicts of interest between controlling shareholders and minority
shareholders (Cronqvist and Nilsson, 2003; Shleifer and Vishny, 1997).

Given that large owners represent their own interests, having greater control rights
than cash-flow rights may lead corporate insiders to expropriate minority share-
holders’ wealth, for example by suboptimal investment and strategic decision-
making (Claessens et al., 2002; Shleifer and Vishny, 1997). As argued by La Porta
et al. (1999), “cash-flow ownership by the controlling shareholders mitigates this
incentive for expropriation, but does not eliminate it” (p.511). In particular, by
holding only a small fraction of cash-flow rights but a higher percentage of voting
rights, controlling owners have lower incentives to monitor managers, but they
ensure that their interests are served by managers. In other words, though these
firms are not widely-held, control enhancing instruments permit the divergence of
control and ownership and lead to agency problems similar to those of widely-held
firms (La Porta et al., 1999; Morck et al., 2005).

Prior research provides evidence that the separation of voting rights from cash-
flow rights has negative consequences on firm value (c.f. Claessens et al., 2002;
Gompers et al., 2010; Masulis et al., 2009; Zerni et al., 2010). In particular,
in the absence of well-established monitoring mechanisms, managers may only
serve the interests of controlling shareholders and enjoy more private benefits.
Hence, governance mechanisms are needed to prevent collusion between con-
trolling shareholders and management. Consistent with the optimal contracting
theory, it is expected that CEO compensation becomes more closely linked to
firm performance in order to align the interests of management with the firm as a
whole.

In order to clearly explore the use of CEO incentive compensation in firms with
DVR, I empirically examine the relation between CEO pay and firm performance.
Based on the optimal contracting theory, I expect to observe a stronger link be-
tween pay and performance, as the divergence between voting rights and cash-
flow rights held by controlling shareholders increases. Given that the larger di-
vergence between voting rights and cash-flow rights is associated with a greater
agency problem in firms with controlling shareholders, I examine the higher lev-
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els of DVR and investigate whether CEO compensation is used as an alternative
governance mechanism to mitigate the agency costs and the monitoring problems
in these firms. Accordingly, I predict that the agency problem increases as DVR
becomes larger and, therefore, more performance-based compensation is used to
alleviate the negative consequences of DVR.

H1. With an increase in DVR, CEO compensation becomes more performance-
contingent.

3.2 CEO compensation within family firms

Family owners play a central role in the corporate governance of firms in many
countries and, thus, they have been the subject of much research (e.g., Anderson
and Reeb, 2003; Chen et al., 2013; Croci et al., 2012; Faccio and Lang, 2002;
La Porta et al., 1999; Wang, 2006). In addition to a highly concentrated own-
ership structure of family-controlled firms, the involvement of family owners as
being often in key management positions and on the board of directors is also
significant (Bertrand and Schoar, 2006; Chua et al., 2009). Hence, one can expect
that family owners have an important voice on how executives are compensated
in family firms. In this section, I focus on the importance of assessing CEO com-
pensation within family firms, given that CEO compensation can be considered
either as a governance mechanism for aligning interests of managers with those
of shareholders or as a source of entrenchment by family-related CEOs in terms
of extracting private benefits.

For exploring the role of family owners and explaining differences of CEO com-
pensation within family firms, there are two competing theories. On the one hand,
due to the large control and the strong economic incentives of family owners, it
is expected that the classic agency problem between managers and shareholders
is mitigated. This hypothesis, which is often referred to as the alignment effect in
the literature, presents the ability of family owners to directly monitor managers
and minimize their rent extraction behavior (McConaughy, 2000). On the other
hand, another agency problem may arise in family firms owing to the conflicts
of interests between family owners and minority shareholders. This latter agency
problem, which is identified as the entrenchment effect in the literature, concerns
the misallocation of corporate resources to the benefits of family owners and at
the expense of outside shareholders (Morck et al., 2005).
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Owing to the complex agency relations within family firms, the extant literature
on family firms focuses on different types of family firms in order to separate
the alignment and the entrenchment effects (e.g., Ali et al., 2007; Amoako-Adu
et al., 2011; Chen et al., 2013; Croci et al., 2012; Villalonga and Amit, 2006).
Prior research shows that the extent of agency problems in family firms varies,
in particular, depending on the use of control enhancing instruments (e.g., dual-
class shares) and the CEO position in family firms. Ali et al. (2007) examined the
agency problems in family and non-family firms, by comparing earnings quality
and corporate disclosure practice of these firms. They argued that family firms
face less severe agency problems due to the separation of ownership and man-
agement – ‘Type 1’ agency problem – since family owners have the ability and
incentives to directly control management. However, they also suggest that fam-
ily firms with dual-class shares face another agency problem due to the potential
entrenchment effect of family owners – ‘Type 2’ agency problem.

Villalonga and Amit (2006) studied the impact of these different agency prob-
lems on firm value where family owners retain a large control. They found that
firm value differs across different types of family firms, depending on the effect
of family ownership, control and management. In particular, Villalonga and Amit
(2006) suggested an importance of separating the effect of family ownership of
cash-flow rights and ownership of voting rights in studying the alignment versus
the entrenchment effect of family owners. Furthermore, in order to distinguish dif-
ferent types of agency problems in family firms, they focused on the management
of family firms and found that the agency problem differs across family firms with
different CEO positions (e.g., family firms with family-related CEOs and fam-
ily firms with professional CEOs). Therefore, in examining the pay-performance
relation in family firms, it is also important to take into account the differences
within family firms with respect to ownership and CEO family involvement.

According to the alignment effect of family owners, it is expected that in fam-
ily firms, the classic agency problem is alleviated and the need for investment in
alternative monitoring mechanisms is mitigated (Chrisman et al., 2004; Prencipe
et al., 2014). In particular, family-related CEOs have superior incentives for max-
imizing the firm’s value as well as higher job security and non-pecuniary benefits
from their positions, which can be considered substitutes for having incentive-
based compensation (Gomez-Mejia et al., 2003; McConaughy, 2000). Further-
more, in family firms with outside professional CEOs, the higher incentives of
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family owners to exercise control over CEOs can mitigate the CEO entrenchment
in receiving excess pay (Anderson and Reeb, 2003; Gomez-Mejia et al., 2003;
McConaughy, 2000). Accordingly, it is expected that in family firms – with ei-
ther family CEOs or non-family CEOs – the classic principal-agent problem is
mitigated, and therefore, less CEO incentive compensation is needed.

In family firms with control enhancing mechanisms, on the other hand, the simul-
taneous presence of divergence of interest problems and entrenchment problems
is likely (Morck et al., 2005, p.685). This is because family owners that invest in
a small percentage of firms’ capital but have a much higher percentage of control
rights, have the possibility to enjoy greater control of the firms without having suf-
ficient economic incentives. Therefore, firstly, the Type 1 agency problem arises
since family owners only hold a small percentage of cash-flow rights; secondly,
the Type 2 agency problem arises because of the self-control problems of fam-
ily owners and family-related managers in practicing private benefits of control.
Hence, in family dual-class firms, compared to single-class firms, it is expected
to observe incentive compensation with stronger pay-performance relation as an
alternative governance mechanism.

The pay-performance relation within family firms may also differ depending on
the relationship of CEOs with the controlling family owners (Michiels et al.,
2013). According to the entrenchment hypothesis, a large power and control of
founding family CEOs over the firms’ board of directors can lead to a possibility
of expropriation. For example, it is argued that family owners that have substantial
control in firms expropriate the minority shareholders’ value and to extract more
private benefits for family-related managers (Bertrand and Schoar, 2006; Morck
et al., 2005; Morck and Yeung, 2003). This implies that a primary source of the
entrenchment problem can occur in firms where founder managers hold more vot-
ing rights than cash-flow rights and they use their voting power to receive more
private benefits in the form of excess compensation. Another source of entrench-
ment occurs when family owners decide to benefit family-related CEOs by pro-
viding them with an inefficient incentive compensation plan (Barontini and Bozzi,
2011; Chua et al., 2009; Schulze et al., 2002). Chua et al. (2009) predicted that
family managers are paid higher incentive pay than what non-family managers
would receive with the same abilities. However, they argued that higher incentive
pay to family CEOs is not used as a form of governance mechanism. Instead, in-
centive compensation is likely to be used in CEO family firms as more of a signal
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of having professional management mechanisms (to outside shareholders, regula-
tory bodies and banks for example) (Michiels et al., 2013; Schulze et al., 2002).
However, due to the potential altruism of family owners towards family-related
CEOs or other private or noneconomic goals in this type of family firm, incentive
compensation may not necessarily lead to an improved family manager’s motive
to enhance the performance of the firm.

Based on the above discussion, family firms with dual-class shares and pyrami-
dal ownership structures have greater agency problems, compared to non-family
firms. Therefore, I expect that more incentive compensation is used for both fam-
ily CEO firms and outside family CEO firms with DVR, in order to align the
interests of corporate insiders with those of outside shareholders. However, I also
expect to observe a stronger pay-performance relationship in family firms with
outside CEOs, given that they are monitored by family owners and the board of
directors to a larger extent. For family CEOs, on the other hand, the link between
pay and performance is expected to be less well-determined, taking into account
the alternative motives that family-related CEOs have with respect to long-term
performance and/or the potential altruism of family owners towards family-related
CEOs.

H2a. With an increase in DVR, CEO compensation in family firms becomes more
performance-contingent than nonfamily firms.

H2b. With an increase in DVR, CEO compensation in family firms with outside
family CEOs becomes more performance-contingent than family firms with family
CEOs.

4 Model specification and variables

In estimating the relation between pay and performance, consistent with previous
research (e.g., Capezio et al., 2011; Conyon and He, 2011; De Franco et al., 2013;
Fernandes et al., 2013; Leone et al., 2006), I consider CEO cash compensation.
The two most common types of cash compensation are annual salaries (the fixed
component) and bonuses (the variable component). The dependent variable, CEO
compensation (Compit), is used in different regression models as the natural loga-
rithm of total cash compensation. In further analyses, I also consider the structure
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or mix of compensation by using the ratio of bonus to total cash compensation
(Rbonus) and the probability of using equity-based compensation (Pr[EBC = 1]),
in order to specifically examine the extent of CEO incentive compensation. The
models for measuring the impact of different factors on CEO cash compensation
take into account the heterogeneity in firms by using the fixed effects panel data
method6. An important advantage of this method is that it controls for unobserved
firm fixed effects heterogeneity that may affect the relation between pay and per-
formance. In particular, managerial quality and unobservable firm factors (e.g.,
corporate culture) are important features that can affect the pay-performance re-
lation; therefore, using the fixed-effect method is helpful in controlling for these
omitted variables7.

With respect to the first hypothesis, I consider model 1 in which the relation be-
tween CEO pay performance of the firms with DVR is examined. Per f ormanceit

in this model comprises an accounting performance ratio, return on assets (ROAit),
and a market performance measure, annual raw stock return (RETURNit). In
order to detect the effect of excess voting rights in firms, in line with previ-
ous research (Barontini and Bozzi, 2011; Claessens et al., 2002; Gompers et al.,
2010; Villalonga and Amit, 2006; Zerni et al., 2010), I use a continuous variable
(DVRit), which measures the deviation of percentage of voting rights from the per-
centage of cash-flow rights, held by the largest owner. The coefficient of interest
in this model is related to the interaction term DVRit ∗ Per f ormanceit, indicating
the pay-performance relation as DVR increases.

Compit = α0 + α1Per f ormanceit + α2DVRit + α3DVRit ∗ Per f ormanceit (1)

+γ′Controlit + υit

Next, I examine the second hypothesis, where I consider the impact of different
groups of family firms by using several dummy variables for different types of

6Using the Hausman test to compare OLS and random effect (RE) with panel data fixed effect
specifications reject the hypothesis that unobserved factors are uncorrelated with the determinants
of CEO cash compensation. Thus, I use the fixed effects models, which are appropriate for the
research design of this study.

7A potential endogeneity problem is one of the critical issues identified in the corporate gov-
ernance literature. One important source of endogeneity bias is the problem of omitted variables.
In this respect, the main technique for addressing this problem is to use the panel data fixed effect
(FE) method which takes into account the effect of unobserved firm characteristics on the results
(Conyon and He, 2011).
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family firms (Familyit). Firstly, I use a dummy variable, FamilyOwnerit, which
takes the value of 1 if the largest owner of the company is either a family sphere
or an individual person and zero otherwise8. I define a firm as a family firm if
it is largely owned by a family sphere or an individual, holding at least 10% of
voting shares9. Secondly, in order to capture the differences within family firms
depending on the CEO position, I define two dummy variables. FamilyCEOit

takes the value of 1 if the CEO is either the founder of the company or related (as
a family member) to the family, which is the largest owner, and zero otherwise10.
OutsideFamilyCEOit is equal to 1 for family firms with outside CEOs and zero
otherwise. In different regression models, I use several interactions with these
dummy variables to examine how the specific characteristics of family firms (i.e.,
with CEO-related family or outside professional CEO) affect the structure of CEO
compensation and pay-performance relation.

Compit = β0 + β1Per f ormanceit + β2DVRit + β3DVRit ∗ Per f ormanceit+ (2)

β4Familyit + β5Familyit ∗ Per f ormanceit+

β6DVRit ∗ Familyit ∗ Per f ormanceit+

γ′Controlit + εit

Control, in the above models, stands for several firm and governance factors in
order to control for possible effects of them on executive compensation. Firm
factors – including firm size, growth opportunities and industry characteristics
– continue to explain differences in executive compensation practices (Fernandes
et al., 2013). Firm size, measured in this study by the natural logarithm of total as-
sets (LnTotalAssets), is found in prior research to be significantly and positively
correlated with compensation of CEOs. It is also expected that risky and R&D-

8It is also important to notice that the definition of family owner includes both direct owner
and ultimate owner. More precisely, if the largest owner of a company is a corporation which is
prominently controlled by a family or an individual, it is also identified as a family-owned company.

9The threshold of 10% voting rights for defining family firms is motivated by the fact that family
owners usually hold a much higher percentage of voting rights than cash-flow rights, which means
that they retain a large amount of control by holding a larger percentage of voting rights. However,
in additional analyses (section 7), I also consider other definitions of family firms based on previous
family research.

10In order to consider a CEO as being related to the dominant family owner, the family names
and percentage of shares, held by CEO is matched to the name and share percentage of the largest
owner.
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intensive industries with more growth opportunities provide CEOs with higher
performance-based compensation (Skinner, 1993). Hence, I control for this factor
by including the ratio of R&D expenditures to total sales (R&DtoS ALE). Sol-
vency ratio reflects upon the ability of the firms to meet their long-term obliga-
tions. Firm debt may be considered as a substitute monitoring device (see Jensen,
1986); therefor, having a larger solvency ratio (less total debt) is expected to be
positively correlated with performance-based compensation. Characteristics of
CEOs are also expected to affect executive compensation (Conyon and He, 2012;
Hill and Phan, 1991). Therefore, I control for two variables of CEO tenure (the
number of years that the CEO has worked for the firm) and CEO age and add them
in the models. Finally, I control for the percentage of shares that is held by CEOs.
The economic incentives of CEOs that hold a larger number of firm shares may be
higher, and therefore, can affect their performance-based compensation (Conyon
and He, 2004).

With respect to firm ownership structures, firstly, the percentage of cash-flow
rights held by the largest owner (CapitalLargest) is controlled to control for the
effect of a concentrated ownership structure. Furthermore, other controlling share-
holders may also have incentives to directly control and monitor managers (Ren-
ders and Gaeremynck, 2012). In particular, other controlling shareholders may
limit the private benefits and entrenchment effect of corporate insiders and protect
the minority shareholders’ interest (Anderson and Reeb, 2003; Croci et al., 2012).
Hence, a dummy variable (S econdLargest) is used in the models, which is equal
to 1 if a firm has a second largest owner (who is not part of the family sphere in
family firms), holding more than 10% of capital, and zero otherwise.

The models also control for several board characteristics. According to the man-
agerial power view, CEOs’ negotiation power in determining their pay packages
and the lack of independent directors are considered the main reasons for large
payouts to CEOs (Bebchuk and Fried, 2004; Goergen and Renneboog, 2011). In
order to examine the CEO power on the board, I control for the CEO participation
on the board of directors (CEOonBoard)11. Furthermore, BoardS ize, measured
by the number of board members, is included. Larger boards are less likely to pro-
vide an effective monitoring performance and executives are more likely to have

11Given that in Sweden, according to the Code of Corporate Governance, CEOs cannot chair the
boards, I add a dummy variable and consider whether CEOs, as ordinary members on the boards,
can affect the mix and extent of their compensation packages.
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control and power over large boards (Jensen, 1993; Yermack, 1996). Therefore,
cash compensation of CEOs are expected to be positively related to the size of the
boards (Banghøj et al., 2010; Conyon and He, 2012; Core et al., 1999).

A great involvement of large owners on the boards is a common feature of Swedish
corporate governance. Earlier studies have mostly considered an independent
board of directors as a board with fewer appointments of company’s executives
(Brown and Lee, 2010; Capezio et al., 2011; Core et al., 1999). However, a non-
executive director that represents the largest shareholders of firms may not neces-
sarily be an independent director (Conyon and He, 2012). Given that the Swedish
Code of Corporate Governance requires firms to have only one executive on the
board (who is usually the CEO), this study focuses on the influence of dependent
members (DependentMember) with respect to the largest shareholders (as a per-
centage of board size). In addition, I examine the effect of the dependent chairper-
son (DependentChair) on CEO compensation by using a dummy variable which
is equal to 1 if the chairperson is the largest owner and zero otherwise. Finally,
due to the increasing approach towards having a separate compensation commit-
tee in Swedish firms, a dummy variable is added to the models (Comp.Com),
with a value of 1 if there is a separate compensation committee on the board and
zero otherwise. A general description of variables and their correlation matrix are
presented in Appendix I and Appendix II, respectively.

5 Sample and data

All listed companies on the SSE are identified for the 5-year period (200512-2009),
and their annual reports are primarily used for collecting data. In order to obtain
compensation data in the Swedish setting, there is no available database13. How-
ever, based on the Swedish Annual Accounts Act, the information of different
types of compensation offered to a CEO must be disclosed separately. Therefore,
cash components of CEO compensation (salary and bonus) were hand-collected

12This year has been considered as the initial year since IFRS and the first version of the Code of
Corporate Governance in Sweden were introduced in 2005.

13The commonly used databases in compensation empirical studies, including ExecuComp or
Capital IQ, have none or only a small number of Swedish companies and are, therefore, not appli-
cable to an empirical investigation
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from the annual reports of the companies14. Furthermore, the listed firms on the
SSE follow the governance requirements provided by the Swedish Corporate Gov-
ernance Code. These guidelines should be followed by the listed companies and
disclosed indicating whether there have been deviations. Therefore, data related to
the size and composition of the board of directors is available and hand-collected
from annual reports and corporate governance reports. Information related to
financial accounting data is obtained from Worldscope, and stock returns data
comes from Datastream database.

Ownership data, related to the percentage of voting shares and cash-flow shares,
held by the largest owner, is collected from an available database based on the
“Owners and Power”15 booklets. An important benefit of using this database is
that share ownership of closely related owners (i.e., family members) is grouped
into a single owner sphere, which gives a more accurate measure of control and
ownership of the largest owners (Overland, 2012). Furthermore, by using these
booklets, it is possible to track the ownership through control mechanisms, such
as pyramids, and to separately identify direct owners, ultimate owners and, im-
portantly, family spheres in the Swedish listed companies.

The initial sample consists of 1247 firm-year observations (listed firms on the SSE
for the 5-year period). From this sample, some companies are excluded for dif-
ferent reasons. Firstly, non-Swedish companies are excluded because of missing
data on ownership structure, based on the available database (SIS Ägarservice).
Secondly, banks are excluded (total of 4 banks), since they are subject to restric-
tive governance regulations and higher scrutiny from the public and government.
The final sample provides an unbalanced panel data, which includes 1164 firm-
year observations16. Panel A, in Table 1, reports the sample composition and the

14For equity-based compensation, it is hard to build a complete database for the value of options
and restricted stocks that CEOs receive as part of their incentive plans. This limitation owes to the
lack of available information of stock and option plans, separately, for CEOs in the annual reports
of most of the companies. Therefore, I have included a dummy variable based on whether or not
CEOs are provided with any kind of equity-based compensation plans. Furthermore, while the
information related to compensation of other executives (particularly if they are part of the family
spheres) can benefit the empirical investigation of this study, such data does not exist. Specifically,
the compensation of other executives together with the benefits that directors receive is disclosed in
an aggregated level, which makes it difficult to identify the corresponding executive.

15Fristedt, D., Sundqvist, S.I., 2005-2009.Ownership and power in Sweden‘s listed companies,
Stockholm, SIS Ägarservice.

16The numbers of observations in regression analyses are 1069 firm-year observations. This
is because around 100 firm-year observations are dropped due to the missing values of variables
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Table 1. Sample composition

Panel A. Sample composition

1 Initial firm-year observations for years 2005-2009 1247
2 Less non-Swedish firms -63
3 Less Banks -20

Panel B. Distribution of observations by fiscal years and industry

Year 2005 2006 2007 2008 2009 Total
Number of firms 228 238 238 234 226 1164
SIC Code Industry Descriptions N %

10 Metal Mining 12 1.03
13 General Building Contractors 10 0.86
20 Food and Kindred Products 24 2.06
23 Apparel and Other Textile Products 15 1.29
24 Lumber and Wood Products 15 1.29
25 Furniture and Fixtures 17 1.46
26 Paper and Allied Products 30 2.58
27 Printing and Publishing 21 1.8
28 Chemicals and Allied Products 22 1.89
33 Primary Metal Industries 24 2.06
34 Fabricated Metal Products 30 2.58
35 Industrial Machinery And Equipment 90 7.73
36 Electronic & Other Electric Equipment 65 5.58
37 Transportation Equipment 40 3.44
38 Instruments and Related Products 80 6.87
39 Miscellaneous Manufacturing Industries 14 1.2
44 Water Transportation 14 1.2
48 Communication 31 2.66
49 Electric, gas, and sanitary services 10 0.86
50 Wholesale Trade-Durable Goods 31 2.66
51 Wholesale Trade-Nondurable Goods 7 0.6
56 Apparel and accessory stores 21 1.8
57 Furniture and Home furnishings Stores 15 1.29
62 Security and commodity brokers, dealers, ex-

changers
33 2.84

65 Real estate 84 7.22
67 Holding and other investment offices 51 4.38
73 Business Services 183 15.72
79 Amusement & Recreation Services 18 1.55
80 Health Services 8 0.69
87 Engineering & Management Services 69 5.93

Others ∗ 80 6.88
Total 1,164 100

∗ The industries represented in this group include the two-digit SIC including 7, 8, 15,
16, 17, 21, 22, 29, 42, 45, 47, 52, 54, 55, 58, 64, 70, 82
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excluded items from the initial sample of this study. In panel B of Table 1, the
distribution of observations by fiscal years and the industry classification of firms
(by primary two-digit SIC code) is presented.

6 Empirical results

6.1 Descriptive statistics

The descriptive statistics are presented in Table 2, which consists of different
variables related to CEO compensation, corporate governance, and other control
variables. CEOs of firms in the sample receive, on average, a yearly total cash
compensation of around 4220 thousands SEK. However, due to the much higher
compensation of some large companies in the sample (e.g., Ericsson, Volvo, and
MTG), the median value of this variable is considerably smaller than the mean
value of total cash payments, the standard deviation is large, and the distribution
is severely skewed to the right. Hence, the natural logarithm of the CEO cash
compensation (LnTotalCashPay) is used in the analyses with the mean (median)
of 14.94 (14.88). Ratio of bonus to total cash payment is 0.16 at mean value (0.11
at median), suggesting that on average 16% of cash compensation of CEOs is re-
lated to performance-based bonus. The dummy variable EBC is 0.53 at the mean,
which means that on average around 53% of the firm-year observations have CEO
equity incentive plans (i.e., stock option plans and restricted stocks). The percent-
age of return on assets (ROA) has the mean (median) of 0.035 (0.069) and is
winsorized at the 1st and 99th percentiles in order to control for the effect of some
extreme values (or outliers) in the sample. Similarly, stock return (RETURN) is
winsorized at the 1st and 99th percentiles, which has a mean (median) of 0.18
(0.11)17.

The percentage of cash-flow rights, held by the largest owner, varies from 1.4% to
86%. The mean (median) of this variable is 24% (20.6%), which reflects upon the
highly concentrated ownership structure of many Swedish firms. The percentage
of voting rights varies from 2.1% to 93% with the mean (median) of 33% (28%).

collected from Datastream and Worldscope.
17In particular, for some variables that are collected from Worldscope and Datastream databases,

there are some extreme values. Therefore, these variables are wisnorized for these extreme values
in order to control for potential measurement bias.
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Table 2. Descriptive Statistics

Variable Mean Std. Dev. Min 25% Median 75% Max

Total Cash Pay (KSEK) 4219.7 3949.76 0 1834.5 2894.5 4951.5 24692
LnTotalCashPay 14.94 0.786 12.38 14.42 14.88 15.42 17.02
Rbonus 0.164 0.1821 0 0 0.1185 0.292 0.94
EBC 0.534 0.499 0 0 1 1 1
ROA 0.035 0.173 -0.764 0.013 0.069 0.114 0.365
RETURN 0.188 0.64 -0.82 -0.25 0.11 0.49 2.88
TotalAssets (MSEK) 12373 34717 24 441 1419 6769 361239
LnTotalAsset 14.42 1.957 10.07 12.99 14.16 15.72 19.7
Solvency% 49.7 21.18 -48.08 34.2 46.76 64.07 99.29
R&DtoSale 0.124 0.58 0 0 0 0.022 4.80
VotingLargest 32.90 21.34 2.1 15.95 28.2 44.8 93
CapitalLargest 24.00 16.66 1.4 11.75 20.6 30 86
DVR 8.89 11.79 -7.2 0 0 17.25 50
FamilyOwner 0.62 0.485 0 0 1 1 1
FamilyCEO 0.123 0.328 0 0 0 0 1
Outsidefamily CEO 0.5 0.5 0 0 1 1 1
SecondLargest 0.406 0.491 0 0 0 1 1
BoardSize 7.371 2.18 3 6 7 9 13
CEOonBoard 0.564 0.496 0 0 1 1 1
DependentMembers% 23.04 15.09 0 14.28 22.22 33.33 80
Dependent Chair 0.44 0.496 0 0 0 1 1
Comp.Committee 0.685 0.464 0 0 1 1 1
CEO Age 49.27 7.06 30 44 49 55 66
CEO Tenure 5.82 6.46 0 1 4 8 37
CEO share% 4.07 10.06 0 0.02 0.19 1.58 47.53

Note:
Table 2 presents descriptive statistics of all the variables of this study. LnTotalCashPay is the natural loga-
rithm of CEO cash compensation. RBonus is the percentage of bonus to total cash compensation of CEOs.
EBC is a dummy variable with a value of 1 if the company provides equity-based compensation for CEOs
and 0 otherwise. ROA is return on assets, used as an accounting performance measure (1% winsorized). RE-
TURN is the yearly stock return, used as a market performance measure (1% winsorized). CapitalLargest,
is the cash-flow share percentage of the largest owner. VotingLargest is the voting share percentage of the
largest owner. DVR is the difference between the percentage of voting rights and cash-flow rights of the
largest owner. FamilyOwner is a dummy variable equal to 1 if the largest owner of the company is a family
sphere or an individual person and zero otherwise. CEOfamily is a dummy variable equal to 1 if the CEO of
the firm is associated with the family owner (i.e., founder of the firm or a descendant) and zero otherwise.
LnTotalAssets is the natural logarithm of company total assets (in millions) and a measure of size of the
company. Solvency ratio is the percentage of shareholders’ funds to total assets. R&DtoSale is the ratio
of R&D expenses to total sale and measures the growth opportunities (1% winsorized). BoardSize is the
number of directors on the board. Dependent Chair is a dummy variable equal to 1 if the chairperson is
dependent to the largest owner of the firm and 0 otherwise. Dependent members the ratio of the dependent
members (in relation to largest owners) to board size. CEOonBoard is a dummy variable with a value of 1
if CEO sits on the board and 0 otherwise. Comp.Committee is a dummy variable equal to 1 if the board has
a separate compensation committee and 0 otherwise. CEO age is CEO’s age in years. CEO tenure is the
number of years the CEO has been at her/his position. CEOshare is the percentage of firm share, held by
CEO (1% winsorized).
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The subtraction of cash-flow rights from voting rights, defined as DVR, varies
from -7.2%18 to 50%. The mean of this variable is around 9%, indicating that
on average the gap between voting rights and cash-flow rights is 9% in Swedish
listed firms. Considering the dummy variables that indicate the family firm types,
around 62% of firms in the sample have families as the largest owners, in which
12% have CEO as part of the family owners, and 50% have family owners with
outside family CEOs. In addition, around 40% of the firm-year observations have
a second largest owner holding at least 10% of shares.

Regarding the composition of the board of directors in Swedish listed firms, board
size varies from 3 to 13 members, with an average of 7 members. Almost 68%
of the boards, in the sample firms, comprise a separate compensation committee,
and around 56% have CEOs involved on the boards. The percentage of dependent
members, with respect to the largest owners, varies from 0 to 80%, with a mean
(median) of 23% (22%). Furthermore, in 44% of firm year observations, the chair-
person represents the largest owners. These values reflect a dominant influence of
the largest owners on the board of directors. Finally, regarding firm factors, the
natural logarithm of total assets is used as the measure of firm size which has a
mean (median) of 14.42 (14.16). The solvency ratio has a mean (median) of 50%
(47%), indicating that on average half of the capital structure of firms is related to
shareholders’ funds. R&DtoS ale, winsorized at the 1st and 99th percentiles, has
a mean (median) of 0.12 (0). On average, CEOs in the sample are 49 years old,
have a tenure of almost 6 years, and hold 4% of the firm’s shares.

Table 3 provides the results of a preliminary analysis on different groups of family
firms. Panel A presents the mean differences of variables in two sub-samples of
family firms and non-family firms. In Panel B, family firms are divided into two
groups of family firms with family-related CEOs (family CEO) and family firms
with outside CEOs (outside family CEO). The comparison between the mean val-
ues of variables for different groups reveals some remarks. In panel A, the mean
value of total cash compensation, the average of ratio of bonus to total compensa-
tion, and the use of equity-based compensation are higher for CEOs in non-family

18More explanation about negative DVR value is important to be noted. In the models, DVR is
defined as the higher voting rights of the largest owners over the cash-flow rights. However, in the
data there were a few unusual cases, (10 observations in total) in which the separation of control
from cash-flow ownership was negative. This may occur, for example, due to issuance of new
equity (with lower voting power) which has abolished the former ultimate owner’s control (Zerni
et al., 2010).
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Table 3. Descriptive statistics: Mean differences

Table 3. Panel A: Mean Differences of variables in Family firms and Non-family firms
Variables Mean (Family firms) Mean (Non-family firms) Difference (t-stat.)

LnTotalCashPay 14.85 15.07 -4.60***
RBonus 0.144 0.198 -4.98 ***
EBC 0.54 0.62 -2.51**
ROA 0.052 0.008 4.17 ***
RETURN 0.213 0.144 1.76*
LnTotalAssets 14.41 14.42 -0.04
Solvency 48.4 51.85 -2.69**
R&DtoSale 0.104 0.156 -1.47
Secondlargest 0.49 0.27 7.56***
VotingLargest 38.35 23.87 11.87***
CapitalLasrgest 26.7 19.54 7.25 ***
DVR 11.65 4.32 10.77***
BoardSize 7.34 7.44 0.8
CEOonBoard 0.622 0.468 5.21 ***
Dependent members 26.52 17.27 10.6 ***
Dependent Chair 0.55 0.25 10.38 ***
Comp.Com 0.66 0.72 -1.92*
CEOage 49.65 48.64 2.36**
CEOtenure 7.02 3.85 8.33 ***
CEOshare 5.52 1.60 6.40***
Nr (percentage) 726 (63.14) 438 (36.86)

Panel B: Mean Differences of variables in Family CEO firms and Outside family CEO firms
Variables Mean (Family CEO) Mean (Outside family CEO) Difference (t-stat.)

LnTotalCashPay 14.29 14.99 -10.15***
RBonus 0.09 0.157 -4.25***
EBC 0.39 0.59 -4.24***
ROA 0.069 0.047 1.46
RETURN 0.25 0.187 1.15
LnTotalAssets 13.75 14.58 -4.97***
Solvency 54.97 46.8 4.33***
R&DtoSale 0.24 0.07 3.33***
Secondlargest 0.405 0.509 -2.23**
VotingLargest 47.147 36.2 5.66***
CapitalLasrgest 32.71 25.22 4.70***
DVR 14.44 10.97 2.99**
BoardSize 6.17 7.62 -7.43***
CEOonBoard 0.83 0.57 5.90***
Dependent members 22.15 27.6 -4.29***
Dependent Chair 0.22 0.63 -9.22***
Comp.Com 0.54 0.69 -3.41***
CEOage 50.87 49.35 2.29**
CEOtenure 13.47 5.43 13.65***
CEOshare 22.39 1.41 26.57***
Nr (percentage) 143 (19.67) 583(80.30)

Note:
Panel A presents the mean differences of the variables of this study in two sub-samples of family firms and non-
family firms. In Panel B family firms are divided to two sub-samples of family firms with family-related CEOs
(family CEO) and family firms with outside CEOs (outside family CEO). Definition of different variables are
provided in Table 2 as well as in Appendix 1. T-statistics is used to test the differences of mean values of
variables in two sub-samples. Asterisks denote statistical significance at the 1 % (***), 5% (**) and 10% (*)
level, respectively
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companies, compared to family companies. Furthermore, the mean value of per-
formance variables, in particular ROA, is higher in the family firm group.

Comparing the ownership structure variables including the cash-flow shares and
voting shares, held by the largest owner, reveals that there are significant differ-
ences between the mean values of these factors in two sub-samples. Specifically,
the mean values of cash-flow rights and voting rights of family owners are higher,
compared to the largest owners in non-family firms (26.7 compared to 19.54, and
38.35 compared to 23.87, respectively). Similarly, DVR is much higher in family-
owned firms, compared to non-family firms (11.65 compared to 4.32). These
numbers indicate the prominent control of family owners by holding large per-
centages of cash-flow shares and even larger percentages of voting shares of the
firms. Furthermore, the mean value of variable S econdlargest is 49% in the fam-
ily firms group but 27% in the non-family firms group, which shows that family
firms are more likely to have other controlling shareholders.

The variables related to the board structure of firms also significantly differ be-
tween family firms and non-family firms. The presence of a dependent chair (with
respect to the largest owners) is on average 55% in family firms which is almost
two times greater than the mean value in the non-family firm group (25%). Fur-
thermore, a larger fraction of boards in the family firm group is dependent on the
controlling owners (26%), compared to the same variable in the non-family firm
group (17%). CEOs sit on the boards of 62% of the family-firm group, whereas
this percentage for non-family group is lower and equal to 47%. Finally, the av-
erages of CEO tenure and CEO shareholding are much higher in the family firm
group, which is mainly related to those having family-related CEOs (7 years com-
pared to 4 years, and 5.5% compared to 1.6%, respectively).

In panel B, the mean comparison of the compensation practice of CEOs within
family firms indicates that CEO compensation and particularly CEO incentive
compensation (Rbonus and EBC) is greater for outside family CEOs in family
firms. The average of voting rights and cash-flow rights in family CEO firms
is higher, compared to the mean values in the outside family CEO group. The
deviation of voting rights and cash-flow rights is also higher and around 15% in
family CEO firms. The second largest owners are more likely to be in family firms
with outside family CEOs. The attendance of CEOs on the boards of family CEO
firms is substantial (83% compared to 57% in outside family firms). Family CEOs
have longer tenures in family firms, compared to outside family CEOs and clearly
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a much larger percentage of the firm’s shares. The average tenure for family-
related CEOs is 13 years, which is much higher than the outside family CEOs’
tenure (5 years).

To recapitulate, unconditional bivariate analyses indicate that family and non-
family firms differ significantly in compensation practices, board structure, and
ownership structure. Furthermore, even within family firms, family CEOs and
outside family CEOs have different attributes and, in particular, family-related
CEOs have greater “power” in family firms. The compensation of outside CEOs
is higher on average, compared to family CEOs, and is more differentiated for
incentive compensation. These results reflect upon the major differences among
different types of family firms and call for having more investigation on the com-
pensation plans of CEOs within family firms. In the next section, the effect of the
above mentioned factors on the compensation of CEOs is assessed in regression
models, using several interactions.

6.2 CEO cash compensation

The empirical investigation on the pay-performance relation and the effects of
variables on the CEO cash compensation is presented in Table 4. In this table,
I report the results from fixed effect (FE) models. In all empirical models, I use
clustered standard errors (by firms) and include year dummies in order to account
for the error term’s lack of independence across firms and years (Petersen, 2009;
Thompson, 2011)19.

Model 1 presents the initial specification, including all variables, without any in-
teraction terms. For measuring the impact of firm performance on CEO cash pay,
both market and accounting measures (stock return and ROA) are considered.
Results in Table 4 show that both accounting and market performance measures
are important factors determining CEO cash pay. The significant relation between
stock return and CEO cash pay is consistent with the argument that CEO cash pay,
and particularly salary, is determined by a competitive market for CEOs and, thus,

19In order to detect the possible within-time period correlation of residuals, I have compared dif-
ferent standard errors of different regressions, controlling for a firm and a time effect. As mentioned
by (Thompson, 2011), one way to simultaneously handle firm and time effects is to use clustered
standard errors and time dummies. In particular, in analysis of this study, regressors substantially
vary by firms but not so much by time. Hence, I clustered the standard errors by firms and add time
dummies in different regression models.
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Table 4. CEO pay-performance relation (Hypothesis 1)

Model 1 Model 2
VARIABLES Coeff. (t-stat.) Coeff. (t-stat.)

ROA 0.278** (2.332) 0.218 (1.511)
RETURN 0.048** (2.012) 0.049* (1.758)
DVR -0.003 (-0.499) -0.003 (-0.574)
DVR_ROA 0.009 (1.265)
DVR_RET -0.0001 (-0.108)
LnTotalAssets 0.034 (0.612) 0.034 (0.608)
Solvency 0.001 (0.515) 0.001 (0.578)
RDtoSALE 0.015 (0.573) 0.011 (0.428)
CapitalLargest -0.003 (-0.885) -0.003 (-0.912)
Family owner -0.179* (-1.707) -0.185* (-1.776)
SecondLargest -0.050 (-0.829) -0.049 (-0.796)
Board size 0.032 (1.319) 0.032 (1.314)
CEO on board -0.006 (-0.104) -0.006 (-0.108)
Dependent members 0.004 (1.526) 0.004 (1.453)
Dependent Chair -0.027 (-0.429) -0.023 (-0.359)
Comp.Committee -0.144 (-0.714) -0.147 (-0.722)
CEO Age 0.002 (0.322) 0.002 (0.322)
CEO tenure 0.003 (0.507) 0.003 (0.501)
CEOshare -0.009*** (-2.819) -0.009*** (-2.774)
Observations (Nr. of id) 1,069 (248) 1,069 (248)
R-sqd. (within) 0.126 0.127

Note:
Table presents the results for the first model, using fixed effect analyses. Two performance measures are used
in the above model: First, ROA as an accounting performance measure and, second, RETURN as a market
performance measure. Model 1 presents the initial model (i.e. without interactions). In the second model,
interaction terms are used to measure the relation of pay to performance in firms with differences between
voting rights and cash-flow rights (DVR_ROA and DVR_RET). Variable definitions are the same, as in Table
2. All regressions contain a set of time dummies (for each year). In all models standard errors are clustered (by
firm) and year dummies are included in regressions. Statistical significance levels are1% (***), 5% (**) and
10% (*).

highly linked to the firm performance as measured by stock return (Leone et al.,
2006). Furthermore, ROA is positive and significant (at the 5% level), indicating
that the profitability of the firms is an important factor in establishing CEO cash
pay. In particular, given that bonus is the variable component of cash compensa-
tion, the direct link between cash pay and ROA indicates that accounting earnings
are used in defining the pay-performance relation20.

20As mentioned before, for outliers treatment, I winsorized these two variables in 1st and 99th
percentiles. However, in order to assure that this treatment does not have a considerable effect in
the main results, I have also redone the regressions with the base variable (without winsorising).
The untabulated results are qualitatively similar to those provided in the tables, indicating no con-
siderable change in the main interpretations.
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In order to see whether DVR has any moderating impact on the performance-
based compensation, in model 2, I use interactions between performance variables
and DVR. The coefficient of the interaction term DVR_ROA indicates that the
differences between different values of DVR on pay-performance relation are not
statistically significant. However, for investigating the impact of DVR, certain
values of DVR should be specified. I specify two levels of high DVR, defined
as one standard deviation above the mean, and average value DVR. The marginal
effects (and subsequent standard errors) of interaction terms between these levels
of DVR and performance variables are calculated, respectively21.

Firstly, I consider the average level of DVR, which is almost 9%. The marginal
effect of this interaction is positive (ME = 0.305) and significant (at the 5% level).
Secondly, high DVR is defined as one standard deviation above the mean value,
which is around 21%. Prior research argues that the larger holdings of corporate
insiders’ voting rights lead to a greater possibility to extract private benefits (e.g.,
Stulz, 1988). Hence, an increased level of DVR with higher gap between vot-
ing rights and cash-flow rights is expected to be associated with higher agency
problems. Results indicate that firms with high levels of DVR also have a strong
pay-performance relation. In particular, in these firms, the marginal effect of the
interaction between DVR and accounting performance, DVR_ROA, on CEO cash
pay is high and significant (ME = 0.412, t= 3.31).

The overall results of Table 4 support the use of performance-based compensa-
tion in firms with DVR, as an alternative mechanism for monitoring management.
The insignificant coefficients of the interactions between performance variables
and DVR (βDVR_ROA and βDVR_RET ) suggests that the use of performance-based
compensation in these firms is not considerably higher than those without DVR
(βROA). However, given that firms with DVR are often controlled by large owners,
i.e., associated with concentrated control, the use of incentive compensation in

21In a model with interaction terms, the effect of an independent variable X on the outcome
variable Y depends on the value of the moderating variable (see Brambor et al., 2006). Consider a
simple following interactive model:

Y = β0 + β1X + β2Z + β3XZ + ε

The marginal effect of X on Y when the condition Z is present is:
δY
δX

= β1 + β3Z

The correpondant standard error is:
√

Var(β̂1) + Z2Var(β̂3) + 2ZCov(β̂1, β̂3)
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these firms is still interesting. Even though firms with control enhancing mecha-
nisms and, particularly, high DVR are largely under the influence of controlling
shareholders, they are still subject to agency problems, due to the potential neg-
ative consequences of control enhancing mechanisms. Accordingly, through a
strong link between CEO pay and accounting performance, the board of directors
evaluates the CEO pay and establishes the performance-based compensation as a
substitute governance mechanism to encourage CEOs to act on behalf of outside
shareholders.

Control variables, particularly related to the corporate governance of firms, do not
provide any significant coefficients. This can be due to the small or no variation
of these variables over 5 years (when their effects are removed in fixed effect
analyses) or indicating that unobserved heterogeneity captured in the firm level
fixed-effects is also very important in variables, particularly related to corporate
governance of firms (Conyon and He, 2012)22.

Table 5 reports the results related to the second hypothesis, which concerns the
CEO compensation and pay-performance relation within family firms. Similar
to previous models, FE analyses are applied in regressions, in which standard
errors are clustered (by firms) and year dummies are included. Specifically, in
assessing the second hypothesis, I firstly consider the effect of DVR in the sub-
sample of family firms, given that negative consequences of corporate control
may be more pronounced in these firms. Furthermore, I use interactions between
Per f ormance23, DVR, and different groups of family firms (depending on CEO
position) and calculate the corresponding marginal effects (and correct standard
errors) in order to examine the moderating impact of each group of family firms,
separately. Panel A of Table 5 shows the regression models, and in panel B the
marginal effects of interactions in the models are presented.

22The FE model is involved with a degree of limitation, owing to the fact that coefficients are
only identified from within-firm changes, and time-invariant variables are removed in the FE model
(Zhou, 2001). Given that some variables, particularly related to ownership structure or boards’
structure, do not vary significantly from year to year, it is not expected to observe significant co-
efficients in the FE model. However, the variables of interests in this study are used mainly in
interactions with other continuous variables which can control for this limitation.

23I only take into account the variable ROA since, based on previous research, the main vari-
able components of CEO cash compensation, i.e., bonus contracts, are not explicitly dependent on
how stock returns change across the firms (Murphy, 1999). Given that the dependent variable of
analyses is total cash compensation, it is expected to perceive a strong relation between accounting
performance, measured by ROA, and CEO cash pay (Leone et al., 2006).
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Table 5. CEO pay-performance relation within family (Hypothesis 2)

Panel A: Regression Analyses
Model 1 Model 2 Model 3

VARIABLES Coeff. (t-stat.) Coeff. (t-stat.) Coeff (t-stat.)

ROA 0.117 (0.868) 0.015 (0.086) -0.065 (-0.403)
RETURN 0.073*** (2.770) 0.076*** (2.898) 0.080*** (3.008)
DVR -0.003 (-0.601) -0.004 (-0.679) -0.004 (-0.743)
Family CEO -0.498** (-2.343) -0.468** (-2.164) -0.655** (-2.013)
FamilyCEO_ROA 0.239 (0.742) 0.626 (1.108)
DVR_ROA 0.014** (2.107) 0.015** (2.411)
FamilyCEO_DVR 0.008 (1.042)
FamilyCEO_DVR_ROA -0.026 (-0.992)
LnTotalAssets 0.081 (1.005) 0.082 (0.996) 0.092 (1.108)
Solvency 0.0005 (0.247) 0.0005 (0.260) 0.001 (0.462)
RDtoSALE 0.079*** (2.699) 0.061** (2.296) 0.055* (1.894)
CapitalLargest -0.002 (-0.488) -0.002 (-0.587) -0.001 (-0.369)
SecondLargest -0.012 (-0.203) -0.005 (-0.078) -0.010 (-0.160)
Board size 0.054 (1.635) 0.054 (1.636) 0.055 (1.651)
CEO on board 0.014 (0.183) 0.010 (0.128) 0.009 (0.115)
Dependent members 0.006** (2.021) 0.006* (1.969) 0.006* (1.953)
Dependent Chair 0.009 (0.121) 0.020 (0.277) 0.027 (0.354)
Comp.Committee -0.234 (-1.161) -0.245 (-1.213) -0.244 (-1.203)
CEO Age 0.001 (0.114) 0.001 (0.109) 0.001 (0.103)
CEO tenure 0.014* (1.731) 0.014* (1.672) 0.013 (1.524)
CEOshare -0.004 (-1.545) -0.004 (-1.504) -0.003 (-1.101)
Observations (Nr.id) 675 (165) 675 (165) 675 (165)
R-sqd. (within) 0.165 0.167 0.173

Panel B: Moderating effects of interaction variables on pay-performance relation
ME (t-stat.) ME (t-stat.) ME (t-stat)

Family CEO 0.356 (1.13)
Nonfamily CEO 0.117 (0.87)
HighDVR in family firm 0.354** (2.64)
MeanDVR in family firm 0.180 (1.36)
HighDVR and family CEO 0.301 (1.10)
HighDVR and Nonfamily CEO 0.302** (2.18)
MeanDVR and family CEO 0.434 (1.47)
MeanDVR and Nonfamily CEO 0.115 (0.88)

Note:
Table 5 presents the pay-performance relation within family firms with different specifications. The first model
considers the pay-performance relation of family firms with family-related CEOs (FamilyCEO_ROA). In the second
model, the relation between pay-performance in family firms with DVR is examined (DVR_ROA). In model 3 the
simultaneous effect of DVR and family CEOs on pay-performance relation is examined (FamilyCEO_DVR_ROA).
The regression contains a set of time dummies in order to control for the years’ effect. In all models standard errors
are clustered (by firm). Statistical significance levels are 1% (***), 5% (**) and 10% (*). The variables are described
in Table 2.
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Model 1 presents a model in which the pay-performance relation within fam-
ily firms with family CEOs and non-family CEOs is examined. The variable
FamilyCEO exhibits a negative and significant coefficient (at the 5% level), indi-
cating that family-related CEOs receive lower levels of compensation, compared
to outside family CEOs. Consistent with the incentive alignment hypothesis, the
superior incentives of founding family CEOs for maximizing firm value, as well
as a higher job security of family CEOs, substitute for higher incentive com-
pensation (Croci et al., 2012; Gomez-Mejia et al., 2003; McConaughy, 2000).
Considering the moderating impact of family CEOs and outside family CEOs on
pay-performance relation (in panel B), the results are not statistically significant.
This implies that there is no significant differences between pay and performance
within family firms (without DVR) with either a family CEO or outside family
CEO position. This result indicates that family firms are less likely to provide
performance-based compensation plans for their managers, particularly, due to
having higher incentives (holing large numbers of shares) in directly monitoring
managers (Ali et al., 2007).

Model 2 shows the regression results for pay-performance relation in family firms
with DVR. In particular, although family firms with a great involvement of owners
in management and ownership are expected to have the least agency costs, they are
still subject to agency problems (Morck et al., 2005). The significant coefficient of
the interaction between DVR and accounting performance, DVR_ROA indicates
that family firms with DVR, compared to family firms without DVR, are more
likely to compensate CEOs based on performance-based measures. Furthermore,
considering the moderating impact of DVR on the pay-performance relation in
family firms (in panel B), the results indicate that this effect is mainly related to
those having a large gap between voting rights and cash-flow rights (around 24%).

In family firms with an average level of DVR (around 12%), however, the moder-
ating effect of DVR on pay-performance relation is not significant. These findings
suggest that in family firms, agency problems arise where there is a considerable
divergence between voting rights and cash-flow rights. Higher levels of DVR sug-
gest two scenarios. First, a large gap between voting rights and cash-flow rights
can be due to a much lower cash-flow percentage, held by family owners. In this
case, the Type 1 agency problem, similar to that of widely-held firms, arises due to
the conflicts of interests between managers and shareholders. Second, high DVR
can also be an indication of large control of family owners and potential conflicts
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of interests between these owners and outside shareholders, which leads to the
Type 2 agency problem. In either case, CEO compensation is strongly linked to
firm performance in order to resolve the conflicts and align the interests of corpo-
rate insiders with those of outside shareholders.

Finally, in model 3, I examine whether the relation between pay and performance
varies over family firms with different CEO positions and different combinations
of DVR. In this model, a three way interaction between family CEO, DVR and
firm performance (FamilyCEO_DVR_ROA) is used in order to separate the mod-
erating impact of DVR on pay-performance relation of family CEO firms from
family firms with outside CEOs (i.e., DVR_ROA). Specifically, in panel B (model
3), four different conditions in family firms are considered based on the level of
DVR (i.e., average or high) and the position of the CEO (i.e., family CEO or out-
side family CEO). For family CEO firms, there is no significant impact of DVR
on the pay-performance relation. On the other hand, in family firms with outside
CEOs, a high level of DVR is associated with a significant link between pay and
performance.

The results indicate that the increase in CEO cash pay, as DVR increases, is sig-
nificantly linked to the performance of family firms when the CEO is an outside
director. Furthermore, there is a significant moderating impact of DVR on the
pay-performance relation in these firms when the DVR level is high. This sug-
gests that in family firms with outside family CEOs, compensation is significantly
dependent on accounting performance with an increase in DVR. In CEO family
firms with DVR, on the other hand, the pay and performance link is not signif-
icant. This reflects upon different incentives that family CEOs may have with
respect to the firms’ goals. Whereas non-family CEOs have a more short-term
focus and they are more under the scrutiny of owners and the board of directors,
family-related CEOs have longer perspectives for firms’ goals, and they are possi-
bly secured by the altruism of family owners (Michiels et al., 2013; Schulze et al.,
2002). In order to provide more investigation on the differences of executive in-
centive compensation and how it differs in different firms, in the next section, I
specifically consider the use of performance-based compensation (i.e., bonus and
equity-based compensation).
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6.3 CEO incentive compensation

Table 6 presents the effect of variables on the ratio of bonus to total cash pay in
the first model (based on the fixed effects model24) and the probability of equity-
based compensation in the second model (based on a binary probit model). The
interaction of DVR with family-related CEOs and outside family CEOs is used to
distinguish the effect of each group on CEO incentive-based compensation. How-
ever, in this analysis I consider the whole sample in order to also compare the
compensation practices of CEOs in family firms with CEOs in non-family firms.
Specifically, in Table 6, DVR indicates the effect of DVR on CEO incentive com-
pensation in non-family firms; the interaction term FamilyCEO_DVR shows the
effect of DVR on CEO incentive compensation in family firms with family related-
CEOs; and Non f amilyCEO_DVR specifies the DVR impact in family firms with
outside family CEOs.

Results from this table provide some evidence that both family-related CEOs and
outside family CEOs receive higher incentive compensation within family firms
as the DVR increase. Consistent with previous results and predictions, incentive
compensation is used in family firms where controlling family owners hold higher
voting rights than cash-flow rights. In other words, due to the monitoring prob-
lems and larger agency costs in family firms with DVR, it is more likely to use
bonus incentives and equity-based incentives as optimal contracts and governance
mechanisms for reducing the conflicts of interest between corporate insiders and
outside shareholders (Amoako-Adu et al., 2011).

Among control variables, firms with concentrated ownership structure are less
likely to provide CEOs with variable compensation plans. According to agency
theory in larger firms and firms with dispersed ownership structures, there is more
information asymmetry and a further need for alternative monitoring mechanisms,
including equity-based compensation for CEOs (Core and Guay, 1999; Hartzell

24In untabulated results, following (Jackson et al., 2008), I also estimate the equation of the bonus
ratio using the tobit model. Bonus ratio, as is clear from the descriptive distribution, is left-censured
at zero, meaning that the variable Rbonus includes many observations with zero value. However,
I report the results from the fixed effect (FE) model, which controls for the effect of unobserved
firm heterogeneity. The results are qualitatively similar to the results based on the FE model. In
addition, based on tobit model results, family CEO and outside family CEO dummies have negative
and significant coefficients, suggesting that in family firms without DVR, there is less proportion of
bonus plans given the effective monitoring of CEOs in family firms and higher incentives of family
owners.
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and Starks, 2003; Mehran, 1995).

Table 6. Regression analyses of CEO incentive compensation

Model 1 (Rbonus) Model 2 (D_EBC)
VARIABLES FE (t-stat.) Probit (ME) (z-value.)

ROA 0.186*** (2.999) -0.181 (-1.547)
RETURN 0.025** (2.238) 0.006 (0.250)
DVR -0.016** (-2.183) -0.006 (-1.327)
Family CEO -0.132 (-1.562) -0.124 (-0.994)
Non-family CEO -0.023 (-0.803) -0.031 (-0.486)
FamilyCEO_DVR 0.015* (1.942) 0.015** (2.087)
NonfamilyCEO_DVR 0.015* (1.910) 0.007 (1.563)
LnTotalAssets 0.014 (0.827) 0.041** (2.204)
Solvency -0.001 (-1.322) -0.0009 (-0.755)
RDtoSALE -0.025** (-2.066) 0.122** (2.358)
CapitalLargest -0.002** (-2.207) -0.005*** (-3.134)
SecondLargest 0.026 (1.162) -0.052 (-1.000)
Board size -0.006 (-0.739) -0.0001 (-0.007)
CEO on board -0.005 (-0.154) -0.065 (-1.203)
Dependent members 0.000 (0.422) 0.001 (0.790)
Dependent Chair -0.025 (-1.136) -0.053 (-1.015)
Comp.Committee -0.025 (-0.213) 0.018 (0.293)
CEO age -0.001 (-0.293) -0.007** (-2.048)
CEO tenure 0.001 (0.584) -0.001** (-2.105)
CEOshare 0.000 (0.036) -0.001 (-0.530)
Observations (Nr. of id) 1,069 (248) 1,070
R-sqd.(within)/ Pseudo R-sqd. 0.13 0.22

Note:
Model 1 presents the effect of variables on ratio of bonus to total cash compensation, as the main dependent
variable, based on fixed effect analyses. The second model is related to binary regression analysis (probit) on the
probability of providing CEOs with any kind of equity incentive plans. The Marginal effects (Average Partial
Effect) are presented for model 2 (Probit model). Two interaction terms are used in the models including:
FamilyCEO_DVR which indicate the effect of DVR in family CEO firms on CEO incentive compensation;
and NonfamilyCEO_DVR which specifies the effect of DVR on CEO incentive compensation of family firms
with outside CEOs. Clustered standard errors (by firms) are used in regressions. A set of times dummies and
industry dummies (for the probit model) are also included. Statistical significance levels are 1% (***), 5% (**)
and 10% (*).

It is also interesting to observe the negative and significant impact of the variables
CEO tenure and CEO age on CEO equity incentive probability, which indicate
that risk-averse executives usually prefer to have an increase in their base salaries,
instead of variable compensation packages (Hall and Liebman, 1998; Murphy,
1999).
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7 Sensitivity tests and additional analyses

In this section, I conduct a series of additional sensitivity analyses in order to
enhance the credibility of the results by taking into account the nature of the data,
the applied variables, and different econometrics techniques. Accordingly, I first
explore alternative proxies for the key variables of this study and apply them in
regression analyses in order to investigate the credibility of the results. Next, I
provide additional analyses using a matched sample design.

7.1 Alternative definition of family ownership and control

In general, it is difficult to observe a precise definition of family firms in the lit-
erature (Prencipe et al., 2014; Shanker and Astrachan, 1996; Stewart and Hitt,
2012). The definition of family owners in literature can be seen both as broad and
narrow (Chua et al., 2009). For example, Shanker and Astrachan (1996) consid-
ered a broad definition of family controlled businesses in which family control is
considered based on the strategic direction and decisions of the firms. The most
commonly used approach in defining family firms is based on the percentage of
shares held by family owners, although there are different approaches on the level
of thresholds (i.e., 5%, 10% , or higher) (Prencipe et al., 2014). Furthermore, the
involvement of family owners as management and the board of directors’ positions
is considered in defining a family firm, which is a narrower definition (Anderson
and Reeb, 2003; Chua et al., 2009; Wang, 2006).

Accordingly, in additional tests, I take into account different definitions of family
owners and compare the results. First, I redefine the family dummy variable by
extending the level of threshold to holding 20% of voting rights. Second, fol-
lowing family ownership literature (e.g., Amoako-Adu et al., 2011; Anderson and
Reeb, 2003; Wang, 2006), I define another measure of family firms based on the
involvement of family owners in the main decision-making bodies, i.e., CEO and
Chairperson. Based on these definitions, 47% and 37% of the sample is identified
as family firms, respectively. The results for replicating the analyses of Table 5
provide similar interpretation. Specifically, taking into account these alternative
measures, running regression models, and calculating the respective marginal ef-
fects of interaction terms indicate that in family firms with high levels of DVR
and outside family CEOs, the relation between pay and performance is stronger.
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Furthermore, for capturing the divergence between voting rights and cash-flow
rights of the largest owner, following previous research (e.g., Amoako-Adu et al.,
2011; Masulis et al., 2009), I use another variable in the analyses. This variable
measures a ratio of voting rights to cash-flow rights, held by the largest owners.
Using an alternative measure for DVR gives qualitatively similar results (untab-
ulated for brevity) with those in previous analyses. Furthermore, in untabulated
results I also examine the effect of DVR on CEO compensation by using different
dummy variables which indicate different levels of DVR, i.e., low DVR and high
DVR. LowDVR is a dummy variable, which is equal to one for firms that have
DVR greater than 0 and less than 20%. HighDVR is a dummy variable equal
to one for firms that have DVR higher than 20%. The results indicate that firms
with higher levels of DVR increase CEO compensation, which is also significantly
dependent to the accounting performance of the firms. However, there is no indi-
cation of higher compensation of firms with low levels of DVR (i.e., lower than
20%), suggesting that monitoring managers is not a problem for the owners of
these firms.

7.2 Alternative performance measures

CEO cash compensation and, in particular, bonus contracts are often tied to re-
ported accounting performance measures, particularly, accounting earnings (Fields
et al., 2001; Murphy, 1999). For measuring the accounting performance, I use the
ratio of return on assets (ROA) in the main analyses, following the main body
of research in the compensation area (e.g., Conyon and He, 2011; Core et al.,
1999; De Franco et al., 2013; Ferri and Maber, 2013; Ke et al., 1999; Leone et al.,
2006). I also use another measure of accounting performance, i.e., return on eq-
uity (ROE). Replicating the analyses provides qualitatively similar results to those
reported in previous tables, indicating that accounting performance is tied to cash
compensation of CEOs particularly in defining short-term bonus contracts.

Furthermore, previous compensation research suggests considering the use of
lagged CEO pay and lagged performance in the pay-performance model in or-
der to control for the expected pay and expected performance, respectively (Core,
2002; Lambert and Larcker, 1987; Sloan, 1993)25. Following this research, I use
the first-difference estimation in pay-performance relation. Replicating the anal-

25This model is formulated as follows. The coefficient of β indicates the pay-performance relation
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yses of Table 4 provides consistent results. Specifically, the effect of change in
return on assets (ROA) on the change in log value of CEO compensation is posi-
tive and significant in firms with High DVR (β = 0.004, t = 4.30).

7.3 Matched sample design

The analyses of this study may be subject to endogeneity problem, given that the
firm ownership structure is an outcome variable. Following extant research in
accounting literature (e.g., Bova et al., 2014; Chen et al., 2013; De Franco et al.,
2013), I use a matching research design and obtain matched sub-samples.

First, based on descriptive statistics in Table 3, family firms have a higher ac-
counting performance (see mean value of ROA), in comparison to non family
firms. Hence, an alternative explanation for a higher pay-performance relation
may be due to this difference. In order to control for the effect of this difference
on pay-performance relation, for each family firm in a year, I find a non-family
firm in the same industry and with the closest accounting performance (ROA).
Furthermore, I compare family firms with family-related CEOs and family firms
with nonfamily CEOs using the same design. A mean comparison across vari-
ous groups of family firms shows no considerable difference in firm performance
among these groups of firms after matching observations based on firm perfor-
mance (ROA). Although not tabulated, regression analyses in a matched sample
provides consistent findings with respect to performance-based compensation of
CEOs in family firms with DVR.

Second, I use propensity score matching (PSM) procedure and match dual-class
firms with single-class firms, based on the nearest PSM26.

(see De Franco et al., 2013).

Payt = Et−1[Payt] + βUnexpectedPer f ormancet + εt ⇒ Payt − Payt−1 = γ0 + β(ROAt − ROAt−1)t + εt

26The assumptions that are used in the PSM procedure are: a) choosing a matching estimator
with no replacement (i.e., 1-to-1 matching without replacement) and b) using a caliper value for
estimating the matched sample at the 0.001 value, which defines the maximum distance of treated
observations (dual-class firms) from control observations (single-class firms). These matching cri-
teria further limit the size of the sample, which includes 184 matched dual-class firms and 526
single-class firms.
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Table 7. Fixed effect regression of CEO compensation for a matched sample of
dual-class and single class firms with common supports

VARIABLES Total cash pay Rbonus EBC
FE t.stat FE t.stat Probit (ME) z-value

ROA 0.294** (2.059) 0.143* (1.908) -0.073 (-0.641)
RETURN 0.018 (0.499) 0.036** (2.305) -0.011 (-0.321)
DVR -0.007 (-0.221) -0.028*** (-3.876) -0.016*** (-2.906)
Family CEO -0.683** (-2.375) -0.134 (-1.302) -0.32 (-2.401)
Non-family CEO -0.213** (-1.985) -0.033 (-1.098) -0.062 (-0.966)
FamilyCEO_DVR 0.019 (0.569) 0.032*** (3.777) 0.038*** (3.721)
NonfamilyCEO_DVR 0.017 (0.499) 0.031*** (3.764) 0.021*** (3.25)
LnTotalAssets 0.008 (0.119) 0.018 (0.720) 0.032 (1.39)
Solvency 0.002 (0.739) -0.001 (-0.976) -0.0006 (-0.463)
RDtoSALE 0.010 (0.250) -0.034** (-2.251) 0.181** -2.355
CapitalLargest -0.001 (-0.218) -0.002* (-1.762) -0.003 (-2.045)
SecondLargest -0.080 (-0.954) 0.033 (1.253) -0.015 (-0.247)
Board size 0.032 (0.981) -0.018* (-1.674) 0.019 (0.953)
CEO on board 0.001 (0.014) -0.025 (-0.729) -0.086 (-1.455)
Dependent members 0.003 (0.823) 0.001 (0.576) 0.003 (1.434)
Dependent Chair -0.071 (-0.776) -0.022 (-0.592) -0.14 (-2.212)
Comp.Committees 0.008 (0.026) 0.012 (0.055) -0.09 (-1.393)
CEO age 0.001 (0.080) -0.001 (-0.296) -0.008 (-1.875)
CEO tenure 0.006 (0.681) 0.001 (0.377) -0.007 (-1.479)
CEO share -0.005 (-1.416) 0.001 (0.371) -0.001 (-0.282)
Observations 676 (211) 676 (211) 649
R-sqd.(within)/ Pseudo R-sqd. 0.134 0.121 0.27

Note:
This table presents executive compensation in a matched sample of dual-class and single-class firms. Model 1
presents the total cash compensation of CEOa. Model 2 specifies the ratio of bonus to total cash compensation as
the main dependent variable. The third model is related to binary regression analysis (probit) on the probability of
providing CEOs with any kind of equity incentive plans. The Marginal effects (Average Partial Effect) are presented
for the third model. Two interaction terms are used in the models including: FamilyCEO_DVR which indicate the
effect of DVR in family CEO firms on CEO incentive compensation; and NonfamilyCEO_DVR which specifies
the effect of DVR on CEO incentive compensation of family firms with outside CEOs. I use clustered standard
errors (by firms). A set of times dummies (also industry dummies for the probit model) are included in all models.
Statistical significance levels are 1% (***), 5% (**) and 10% (*).

The variables that are used to estimate the PSM include: firm size (Ln TotalAs-
sets), investment leverage (ratio of equity to total assets, S olvency), performance
(stock return, RETURN; and return on assets, ROA), industry (SIC classification),
growth opportunities (R&DtoS ales), capital percentage held by the largest share-
holder (CapitalLargest), family firm indicator (Family f irm), size of the board
(Boardsize), percentage of dependent members (with respect to large sharehold-
ers) on the board (Dependent members), and an indicator variable for firms that
have a dependent chairperson (Dependent Chair).

Accordingly, first, based on a probit model, I predict the probability of firms hav-
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ing dual-class shares (i.e., an indicator variable equal to one if DVR>0 and zero
otherwise) and compute the propensity score. Then, I include firms in each group
with the neighboring propensity score.

In the analysis of Table 7, the indicator variables related to the different types of
family owners are interacted with DVR. Similar to the analysis of Table 6, the
coefficients of interactions show positive and significant coefficients, highlighting
the greater use of incentive compensation in family firms with DVR, compared to
non-family firms with DVR (see the coefficient of DVR). In family firms with
dual-class shares, both family-related CEOs and outside family CEOs receive
higher incentive compensation. Consistent with the optimal contracting theory,
larger incentive compensation is needed to motivate managers and align their in-
terests with those of outside investors in family firms with excess voting rights.

8 Conclusion

While there has been much research on how compensation plans should be de-
signed in order to mitigate agency conflicts between managers and shareholders
in widely-held firms, the agency cost in firms with large shareholders has been
less considered in the compensation literature. In firms with dual-class shares and
pyramidal ownership structures, controlling shareholders bear only a small frac-
tion of a company’s cost. Hence, in these firms, due to the divergence of economic
incentives of the largest owners (based on their cash-flow rights) from the voting
power of the largest owners (based on their voting rights), agency problems arise.
This is, in particular, the case in family firms, where it is more common to have
differences between voting rights and cash-flow rights. In these firms, it is also
more likely to extract private benefits to the benefits of family members and at the
expense of outside shareholders.

This paper examines the use of performance-based compensation in family firms
with different dimensions (i.e., with or without dual-class shares and with or with-
out family-related CEOs). Overall, the results indicate a significant and positive
relation between pay and performance as the divergence between voting rights and
cash-flow rights increases. Accordingly, higher performance-based compensation
is used in order to mitigate the agency costs associated with monitoring corporate
insiders and to align the manager’s interests with those of the firm as a whole.
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Findings suggest that, whereas the direct control and monitoring ability of the
family owners (holding large cash-flow rights) mitigates the agency cost and lessens
the need for incentive compensation, facing a large separation between voting
rights and cash-flow rights leads to higher CEO incentive compensation and a
stronger pay-performance relation. These results provide evidence on the substi-
tute role of CEO compensation as being used for alignment of interests between
corporate insiders and outside shareholders.

Furthermore, findings are consistent with differences in agency problems within
family firms. In family firms with single-class shares, the evidence reveals that the
classic agency cost, due to the conflicts of interest between managers and share-
holders, is mitigated and CEOs are provided with less performance-based com-
pensation. Furthermore, family-member CEOs receive less total payments due to
their superior economic incentives in the firms. However, as DVR increases in
these firms, CEOs receive incentive compensation. The compensation of outside
CEOs is strongly linked to the performance of the firms, suggesting that outside
family CEOs, in comparison to family-related CEOs, are more under the scrutiny
of family owners and the boards of directors to enhance performance of the firms.
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Apppendix I: Description of variables

CEO Compensation Value label Measurement

Total Cash Compensation lnTotalCashPay Natural logarithm of Total cash compensation (Salary + bonus)
Bonus Ratio Rbonus Bonus/(Bonus + Salary)
Equity-Based Compensation EBC A dummy variable: 1=if CEO receive equity-based compensation and 0=otherwise
Firm Performance
ROA ROA The ratio of return on assets (operating income scaled by total assets)
Stock Return RETURN Annualized Stock Return (calculated using Return Index from DataStream (RIt/RIt−1) − 1)
Ownership Structure
Largest owner cash-flow share% CapitalLargest The percentage of cash-flow rights (held by the largest owner)
Differentiated Voting Rights % DVR Voting rights% – cash-flow rights% (held by the largest owner)
Family owner FamilyOwner A dummy: 1=if the largest owner is a family group, 0=otherwise
Family-related CEO FamilyCEO A dummy: 1=if CEO is associated to the family owner , 0=otherwise
Outside family CEO NonfamilyCEO A dummy: 1= if CEO is not associated to the family owner, 0=otherwise
Second largest Second largest A dummy: 1= if the company has a second largest owner (outside the family spheres) , 0=otherwise
Board Structure
Board Size Boardsize The number of directors in the board
Compensation Committee Comp.Com A dummy: 1=if there is a compensation committee, 0=otherwise
Dependent Member % Dependent member% The percentage of dependent members, in relation to the largest owners to board size
Dependent Chair Dependent Chair A dummy: 1= if the chairperson is the largest owner or related to the largest owner, 0=otherwise
CEO on Board CEOonBoard A dummy : 1=if CEO sits on the board, 0=otherwise
Control Variables
Size of the company lnTotalAssets Natural logarithm of Total assets
R&D to Sale RDtoSale Research & Development expenditures to Total Sales
Solvency ratio% Solvency (Shareholders’ funds/Total assets)*100
CEO tenure Tenure The years that the CEO has been working
CEO age CEOAge Age of CEO
CEO share CEOshare The percentage of cash-flow rights (held by CEO)
Industry Dummy SIC two digit US SIC codes (Datastream)
Year Dummy T Indicator variable (years 2005-2009)
Firm Dummy ID Individuals’ (firms’) identification
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AppendixII: Pearson Correlation, (Correlations significant at the level 5% and 1% are highlighted in bold.)

Variables 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20 21

1.lnTotalCashPay 1
2.Rbonus 0.543 1
3.EBC 0.22 0.153 1
4.ROA 0.167 0.241 -0.104 1
5.RETURN 0.069 0.132 0.019 0.163 1
6.LnTotalAssets 0.648 0.266 0.065 0.302 0.028 1
7.Solvency -0.157 -0.032 0.045 -0.037 0.027 -0.273 1
8.RDtoSALE -0.055 -0.088 0.156 -0.367 0.038 -0.211 0.219 1
9.CapitalLargest -0.221 -0.143 -0.191 0.101 -0.002 0.071 0.036 -0.058 1
10.DVR 0.129 0.003 -0.034 0.143 0.05 0.178 0.012 -0.069 0.098 1
11.FamilyOwner -0.15 -0.137 -0.052 0.139 0.049 -0.019 -0.063 -0.079 0.17 0.313 1
12.CEOfamily -0.304 -0.141 -0.196 0.085 0.05 -0.117 0.099 0.036 0.184 0.171 0.278 1
13.SecondLargest -0.036 -0.087 -0.137 0.088 -0.02 -0.008 -0.132 -0.053 -0.113 -0.024 0.164 -0.007 1
14.BoardSize 0.583 0.199 0.108 0.141 0.028 0.621 -0.212 -0.082 -0.052 0.108 -0.064 -0.197 0.014 1
15.CEOonBoard 0.148 0.033 -0.083 0.108 0.067 0.286 -0.134 -0.026 0.044 0.161 0.133 0.196 0.071 0.273 1
16.Dep.members -0.044 -0.07 -0.103 0.084 0.007 0.075 -0.045 -0.081 0.361 0.173 0.232 -0.019 0.288 -0.086 0.067 1
17.Dep.Chair 0.034 -0.112 -0.087 0.056 0.035 0.156 -0.065 -0.092 0.171 0.143 0.261 -0.154 0.209 0.101 0.104 0.46 1
18.Comp.Com. 0.348 0.187 0.167 0.041 0.014 0.258 -0.043 -0.04 -0.171 -0.043 -0.099 -0.094 0.022 0.381 0.028 -0.044 -0.108 1
19.CEOAge 0.09 -0.056 -0.093 0.006 0.017 0.161 -0.062 0.091 0.04 0.015 0.058 0.087 0.055 0.174 0.205 0.113 -0.049 0.012 1
20.CEOtenure -0.097 -0.064 -0.172 0.161 0.064 0.018 0.063 -0.037 0.137 0.24 0.235 0.457 -0.012 -0.022 0.192 0.032 -0.099 -0.045 0.355 1
21.CEOshare -0.368 -0.208 -0.207 0.04 0.028 -0.118 0.04 -0.014 0.287 0.15 0.195 0.704 -0.061 -0.269 0.171 0.037 -0.151 -0.216 0.151 0.364 1
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Abstract

This paper investigates the effect of changes in accounting and corporate gover-
nance regulations on the pay-performance relation. The sample for this study con-
sists of all firms listed on the Stockholm Stock Exchange over the period of 2001
to 2009. Within the Swedish context, a number of regulations were enforced over
the above-mentioned period. They concern the mandatory adoption of International
Financial Reporting Standards (IFRS) as well as corporate governance requirements
for increased compensation disclosures and “say on pay”. This study examines the
effects of these regulations on CEO compensation practices. The results indicate a
stronger association between CEO pay and accounting performance after the IFRS
adoption, and a positive and significant impact of increased disclosures on the pay-
performance sensitivity. Furthermore, the results provide evidence that in firms with
dual-class shares, “say on pay” is used as a mechanism to increase monitoring over
the pay-performance relation. Overall, these results suggest an improved CEO com-
pensation and increased pay-performance relation as a results of the recent regula-
tory emphasis on transparency and governance of executive compensation contracts.

JEL classification: G38, M12, J33
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1 Introduction

This paper investigates the effects of accounting and governance regulations on
CEO compensation contracts. Executive compensation has long been the subject
of ongoing debate and recently there has been more concern for greater control
over compensation plans. Listed firms in different settings have been required to
adopt new accounting and corporate governance requirements. Recent reforms
emphasize increased transparency with respect to executive compensation to en-
hance effective monitoring by the boards of directors and shareholders. Further-
more, there has been a movement towards increasingly engaging shareholders
in compensation decisions. In particular, for empowering shareholders to moni-
tor management and influence compensation policies, recent legislations require
shareholders to vote on executive compensation, i.e. “say on pay”.

The primary objective of this paper, to understand the effect of changes in ac-
counting and governance regulations on evaluation and monitoring of CEO com-
pensation, is motivated by several reasons. First, firms in European and other
countries (e.g., Australia, Hong Kong) have recently adopted the International Fi-
nancial Reporting Standards (IFRS) with the aim of increasing the comparability
and transparency of financial statements. However, more insights into the effects
of the change to new accounting standards on contractual settings, particularly on
CEO compensation, are required (see Brüggemann et al., 2013). Concerning the
widespread use of accounting performance measures in compensation contracts
(Bushman and Smith, 2001), it is important to examine the consequences of IFRS
adoption for compensation contracts and the relation between accounting perfor-
mance and executive compensation.

Second, compensation contracts have recently been subject to several corporate
governance reforms with an emphasis on increased compensation disclosures.
However, despite the recent movements towards more disclosure, the effective-
ness of mandatory compensation disclosures remains unclear. On the one hand,
mandatory disclosure requirements and improved transparency in executive com-
pensation can lead the boards to devote much effort and consideration in designing
compensation contracts. In this vein, mandated disclosure can pressure the boards
to provide more effective monitoring of executive compensation (De Franco et al.,
2013). Greater monitoring incentives of the board of directors can curb possi-
ble management entrenchments in receiving excess compensation. On the other
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hand, from a contrary perspective, more mandated disclosures may impose extra
costs on firms and, in particular, lead to an increase in CEO cash compensation
(Frantz et al., 2013; Hermalin and Weisbach, 2012). This mainly happens be-
cause, with having more transparency with executive compensation, successful
CEOs can bargain for greater compensation. Furthermore, increased mandated
disclosures, which arguably improve the board’s monitoring performance, may
impose excessive levels of risk on managers. Facing higher levels of risk, man-
agers may demand greater pay and higher compensation as a result of less job
security and much public scrutiny (Adams et al., 2010; Lo, 2003). It therefore
remains an important question whether and how increased mandatory disclosures
affect the executive compensation practices in firms.

Third, little is known about the effect of recent requirements for shareholder votes
on executive pay, particularly in Europe. Recently, the European Commission has
proposed to introduce a European say on pay which would oblige companies to
disclose information on compensation policies and cast a binding shareholder vote
for compensation plans. Stronger transparency requirements, as well as providing
a framework in which shareholders can more easily engage and exercise their
rights, are among the main aims of this proposal1. However, enforcing the practice
of say on pay is not only limited to the European setting. An increasing tendency
towards greater involvement of shareholders to vote on executive compensation
is a contemporary incidence of many countries (see Armstrong et al., 2013; Cai
and Walkling, 2011; Ferri and Maber, 2013). However, the potential costs or
benefits of this practice is the subject of much debate. While the proponents of
say on pay refer to the increased accountability of managers and the boards for
the compensation policies in firms, opponents argue that mandatory say on pay
would lead to further problems, including poor decisions on optimal pay practices,
increased power of proxy advisors, and increased disclosure and voting costs, in
particular, for smaller companies (see Bainbridge, 2008, 2009; Ferri and Maber,
2013).

The above discussion indicates that requirements for increased disclosure and
shareholders engagement on executive compensation, while current features of

1See European Commission press release, Brussels [9 April 2014],
http://europa.eu/rapid/press-release_IP-14-396_en.htm, and
Barker , A. 2014. Barnier proposes greater executive pay transparency. Financial Times 9 April
2014,
http://www.ft.com/intl/cms/s/0/4045426e-bfca-11e3-b6e8-00144feabdc0.html#axzz3KvECZDWE

121



Essay 2

many settings, are subject to contradicting perspectives. Considering the central
aim of recent changes in the regulatory environment, this study examines the role
of regulation in alleviating information asymmetry and improving the effective-
ness of monitoring executives and their compensation plans. In addition, this
study investigates how firms with different ownership structures respond to new
requirements for transparency and shareholder votes on CEO compensation con-
tracts. It is important to consider the relevance of compensation contracts, and
particularly the impact of increased disclosure, in settings with concentrated own-
ership structures given that the interest of minority shareholders is an important
concern in block-holding contexts including many European countries (Moloney,
2012). In particular, due to the influence of controlling shareholders in the gover-
nance of many firms, the effect of recent requirements for the shareholder’s right
to vote on executive compensation practice and presentation needs more investi-
gation.

This study is based on a sample of firms listed on the Stockholm Stock Exchange
over the period of 2000-2009, a period which includes several regulatory changes.
In January 2005, with the mandatory adoption of IFRS by the European Union
(EU), Swedish listed firms changed their local accounting standards to IFRS.
In July 2005, the first Code of Corporate Governance was introduced, and all
companies listed on the Stockholm Stock Exchange were required to follow this
Code, which includes several guidelines for executive compensation. Further-
more, Swedish listed firms are required to follow the Swedish Company Act,
which also provides several requirements with respect to corporate governance
of firms. An important part of this Act, which became effective on the first of Jan-
uary 2006, requires the board of directors to annually provide a detailed proposal
for executive compensation guidelines in which shareholders cast a binding vote.

The introduction of the above-mentioned rules2 and the availability of data for
executive compensation, before and after these important mandatory regulations,
provide an appropriate setting for examining a potential change in the compensa-
tion practice and presentation due to the exogenous regulatory requirements. Fur-
thermore, Sweden offers firm ownership features that are similar to many other

2In particular, the incidence of binding votes on compensation policies of senior executives in
Sweden contributes to the current debate in Europe about introducing a European binding vote.
Currently in Europe, binding votes are only required in the Netherlands and Scandinavia, whereas
the other settings have mostly introduced a mandatory non-binding shareholders vote (Gregory-
Smith et al., 2014).
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settings, but different from the current US-based research evidence. In fact, many
Swedish listed firms are closely-held and the ownership structures are usually
characterized by the use of dual-class shares and pyramidal ownership structures
(Carlsson, 2007; Högfeldt, 2005; Holmén and Högfeldt, 2009). Hence, given
the current concerns with respect to minority shareholder protection, this study
provides evidence for the relevance and implication of enhanced remuneration
disclosure and the shareholders’ binding votes in such settings.

The findings of this study show that the introduction of new mandatory require-
ments for more transparency is significantly associated with a stronger link be-
tween accounting earnings and executive pay. In particular, with the IFRS adop-
tion, the link between accounting performance and CEO pay becomes stronger,
suggesting the importance of general commitment to increased transparency of ac-
counting information in compensation contracts. Furthermore, the results indicate
that the pay-performance sensitivity (i.e., the effect of change in performance on
the change in executive cash compensation) increases as firms expand the extent
of mandatory compensation disclosures. With respect to the shareholder vote on
the compensation proposal (say on pay), the link between pay and performance
becomes stronger, albeit only for firms with dual-class shares. These findings
provide support for the importance of the recent regulations on improved trans-
parency, in particular, in firms with greater monitoring problems.

Overall, this study shows that new requirements for increased transparency and
compensation disclosures have important implications for CEO compensation
practices. In particular, the results show that the change in the extent of disclosure
items – which has significantly increased after the introduction of new mandatory
regulations – positively affects the pay-performance sensitivity. Findings suggest
that with the advent of mandatory compensation disclosure, the pay-performance
sensitivity increases. Furthermore, a stronger pay-performance association af-
ter the introduction of say on pay, in firms with dual-class shares, indicates that
boards of directors are under more scrutiny and, thus, they are more concerned
about the link between CEO pay and firm performance. By providing evidence
on the implication of say on pay for promoting minority shareholders’ interests,
this paper contributes to the current debate in Europe about introducing a manda-
tory say on pay. In particular, firms respond positively to new regulations on say
and pay and strengthen the pay-performance relation, where agency conflicts arise
between corporate insiders and outside shareholders.
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The remainder of this paper is organized as follows. Section 2 presents back-
ground related to the Swedish institutional setting and regulatory design. In sec-
tion 3, a theoretical framework for developing the hypotheses is discussed. Sec-
tion 4 explores the details of the research design. The sample and descriptive
statistics are presented in section 5. The results are explored in section 6 and in
section 7 additional analyses are provided. Finally, section 8 concludes the paper.

2 The regulatory context in Sweden

Mandatory disclosure of executive compensation in Sweden was primarily intro-
duced by the Swedish Annual Accounts Act (in 1995), and it has been followed
by Swedish firms since 1996. This law requires public companies to disclose
the total amount of remuneration and other benefits of directors and CEOs on
an annual basis. Specifically, it requires firms to disclose bonuses and compara-
ble [variable] remuneration to board members and CEOs separately3. However,
recently Sweden has developed a number of new requirements for higher trans-
parency in accounting and corporate governance practices. The following section
summarizes the important regulatory events in Sweden, particularly since 2005.

Accounting Standards

The initial accounting standard for recognition and measurement of employee
benefits – in accordance with requirements from the Swedish Financial Account-
ing Standards Council (Redovisningsrådet: RR29) – was adopted by Swedish
firms, and effective from the beginning of the year 2003. This standard specifies
the requirements for recognition and measurement of all types of employee bene-
fits, except share-based payments in which only a general description of the nature
and terms of equity compensation plans is required. In January 2005, in connec-
tion with the mandatory adoption of International Financial Reporting Standards
(IFRS) by the European Union (EU)4, Swedish listed firms changed their local
Generally Accepted Accounting Principles (Swedish GAAP) to IFRS, which led
to considerable changes in the financial reporting of firms.

3Årsredovisningslagen (ÅRL 1995:1554), 5 kap. 19§-22§
4European Union regulation (No. 1606/2002)

124



Essay 2

In Sweden, almost all prevailing IFRS requirements had gradually been adopted
into Swedish GAAP from 1991–2004 (e.g., the requirements of RR 29 are almost
an equivalent of IFRS requirements for employee benefits, based on IAS 19).
However, as stated by Hellman (2011, p.64), “the Swedish adoption of IFRS dur-
ing 1991-2004 can be characterized as a soft adoption”. He explained that it was a
national version of IFRS in which there were deviations from original IFRS when
necessary, due to the Swedish law compliance. Furthermore, adoption of IFRS in
2005 led to more comprehensive disclosure requirements for accounts following
the main objective of IFRS in increasing the transparency and comparability of
financial reporting.

In addition, enforcement institutions in Sweden were relatively weak in the pre-
adoption period of IFRS compared with the EU-regulated adoption of IFRS, with
a strong legal enforcement. However, substantive changes in the enforcement of
accounting standards in Sweden occurred after IFRS adoption and in particular
in 2007, with the formation of the Swedish Financial Supervisory Authority -
SFSA (Finansinspektionen). This suggests that the effect of IFRS adoption and
enforcement changes can be observed separately, in Sweden, which is important
to be considered when examining the general impact of IFRS (Christensen et al.,
2013).

Code of Corporate Governance

In addition to a significant change in preparation and presentation of financial
reporting, following the adoption of IFRS in 2005, listed firms have been in-
creasingly facing regulations and recommendations from the EU, with respect
to corporate governance improvements. In particular, the EU recommendations
(2004/913/EC, 2005/162/EC, 2009/385/EC)5 about the disclosure and transparency

5European Commission 2004/913/EC. Recommendations on fostering an appropriate regime for
the remuneration of directors, [2004] OJ L385/55

European Commission 2005/162/EC. Recommendations on the role of independent non-
executives or supervisory directors, [2005] OJ L52/51

European Commission 2007. Report on the application by member states of the EU of the Com-
mission Recommendations on directors’ remuneration

European Commission 2009/385/EC. Complementing Recommendations 2004/913/EC and
2005/162/EC as regards the regime for the remuneration of directors of listed companies, 2009
O.J., L 120/28.
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of compensation policy have resulted in a significant movement in developing
codes of good governance among European countries.

In response to the demand from the EU to improve the governance systems of
firms, the first Code of Corporate Governance was introduced in Sweden in 2005.
Since then, Swedish listed firms are required to follow the Code, according to the
principle of “comply or explain”. This means that the Code requires firms to fol-
low a set of rules; but it also allows firms to choose not to comply due to particular
circumstances, given that they provide an explanation for non-compliance6.

The Corporate Governance Code has been revised twice since 2005 (first, in 2008
and then in 2010). In the first version of the Code in 2005, it is suggested that
the boards provide a proposal for the company’s policy on remuneration of senior
management. Specifically, it is required that the remuneration policy should state
the relative importance of fixed and variable components of the remuneration and
the linkage between performance and remuneration7.

These guidelines are, however, excluded in the revised Code in 2008 and in 2010;
particularly, there are no specifications with respect to the remuneration policy.
The Swedish corporate governance board issued a document in May 2008, pro-
viding a comparison between the revised Code in 2008 and the original Code in
2005. With respect to the exclusion of the remuneration policy, it is mentioned
that this requirement has been removed since the corresponding rule is developed
as part of the Company Act8. This implies that these policy requirements are still
in force, but the enforcement is greater. More precisely, in contrast to the vol-
untary nature of the Code of corporate governance under the term “comply or
explain”, the Swedish Companies Act is supported by law imposition with greater
enforcement.

6The Swedish Corporate Governance Code, 2010; p.5
7Corporate Governance Code (2005:4.2.2).
8In this comparison document it is stated that: “information regarding remuneration policy etc.

is no longer required [since] the equivalent requirements already exist in the Companies Act. The
requirement to report how remuneration issues are handled by the board is regarded as unnecessary
and has been removed, even though the equivalent requirement is not found in the Companies Act”
(p.39).
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Company Act

The Swedish Company Act provides a framework for corporate governance of
listed firms in Sweden, and part of this Act deals with executive remuneration.
Based on this law, which has been in effect since 2006, the board of directors in
listed firms are required to annually prepare proposals and guidelines for the salary
and other remuneration to the CEO and other senior executives9. In this proposal,
the main structure of compensation to senior executives and the conditions under
which it is applicable should be indicated. The guidelines for executive compen-
sation shall cover the period from the next annual general meeting (AGM).

Furthermore, whether or not the guidelines of the last AGM have been followed
as well as the reasons for any deviation should be disclosed in annual reports. An
important feature of these guidelines is that they are entitled to a binding vote. In
other words, the Swedish Company Act requires mandatory say on pay rights for
shareholders. As stated in the Company Act, at the AGM, shareholders are entitled
to vote for or against the board of directors’ proposed remuneration guidelines.
The Company Act states that such proposals must be submitted to shareholder
voting at the AGM10. Another important feature of the remuneration proposal is
that it is monitored by auditors. According to the Company Act, firms’ auditors
shall – no later than three weeks before the AGM – provide a written signed state-
ment and report whether the guidelines of the last AGM have been followed11.
Any deviations from the guidelines in the previous year and the main reasons for
the deviations must be attached to the proposal.

Overall, the above description of the regulatory setting in Sweden indicates that
there has been an increasing focus on enforcing several accounting and gover-
nance requirements since 2005. In particular, increased compensation disclosure
and empowering shareholders’ voice about the remuneration of directors and ex-
ecutives are at the center of recent regulatory debates. In the next section, I pro-
vide the theoretical framework for investigating the impact of these mandatory
requirements on CEO compensation and its pay-performance relation.

9Swedish Company Act (ABL § 8:51-53)
10Swedish Company Act (ABL § 7:61)
11Swedish Company Act (ABL § 8:54)
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3 Hypothesis development

3.1 Accounting information and the pay-performance relation

Referring to agency theory, monitoring devices are required to communicate firm
performance to outside shareholders, alleviate information asymmetry, and solve
agency problems (Jensen and Meckling, 1976). Under the optimal contracting
perspective, shareholders with lower direct monitoring ability are more likely to
provide executives with performance-based compensation, as an alternative gov-
ernance tool for mitigating the agency cost (Core et al., 1999; Fernandes et al.,
2013; Jensen and Murphy, 1990; Mehran, 1995). However, the recent debate
regarding compensation contracts – expressed by the public, shareholders, aca-
demics and regulatory bodies – raised concerns about the large amount of fixed
payouts to executives, inefficiency of incentive plans, and managers’ influences on
compensation decisions. In this respect, the role of the board of directors in mon-
itoring executive compensation schemes is considered to be an important concern
and the key aspect of the corporate governance debate (Bebchuk and Fried, 2004;
Goergen and Renneboog, 2011).

In order to effectively monitor corporate managers and their compensation plans,
the role of outside or independent directors in firms is mostly considered (Arm-
strong et al., 2010). Following the recent movement towards having more inde-
pendent directors on the boards, it is expected that the compensation contracts
are efficiently monitored. However, the information asymmetry between man-
agers and outside directors may hinder the board’s monitoring performance and
the evaluation of CEO incentive pay (Bushman et al., 2004). Furthermore, del-
egating the responsibility of monitoring managers to the board leads to another
kind of agency problem between the board of directors and shareholders. This
is because, while beneficial to shareholders, monitoring requires that boards dele-
gate effort for monitoring executives, and be independent with respect to managers
(Kumar and Sivaramakrishnan, 2008).

Increased disclosure and higher quality information in different aspects of finan-
cial reporting is considered to improve firm transparency, which is critical for
mitigating the information asymmetry problem (Baiman and Verrecchia, 1996;
Diamond and Verrecchia, 1991; Healy and Palepu, 2001). Prior research has ex-
amined the role of IFRS adoption in this respect and provided evidence for the
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effects of increased disclosure and higher quality information on enhancing the
efficiency of the capital market (Daske and Gebhardt, 2006; Li, 2010). However,
the implications of mandatory IFRS adoption in the contractual context, impor-
tantly, compensation contracts and accounting-based compensation schemes are
also important to be examined (Brüggemann et al., 2013). Accordingly, the ef-
fects of IFRS adoption in contracting and governance mechanisms of firms is the
focus of extant accounting research (Ozkan et al., 2012; Wu and Zhang, 2009,
2011). This research argues that the boards of directors are able to provide a bet-
ter internal performance evaluation in firms by assessing higher quality accounting
information.

Increased transparency and higher quality of information can lead to efficiency of
the board’s function in monitoring compensation contracts by providing credible
information. In particular, firms’ commitment to higher quality accounting infor-
mation is beneficial, as it reduces information asymmetries between board mem-
bers and managers and enables outside directors to provide more efficient moni-
toring and evaluation of executive incentive compensation. Even though boards
may have access to management internal reports, they still need public informa-
tion when evaluating executives and their compensation schemes. This is mainly
because they are more likely to rely on information that is not filtered through
managers; but instead, it is subject to enforcement and the oversight of auditors
(Adams et al., 2010; Armstrong et al. 2010; Bushman et al., 2004). Moreover,
the quality of accounting performance measures in compensation contracts is im-
portant because it can filter out factors that are beyond the managers’ control and
reduce the noise in performance evaluation of managers (see Holmstrom, 1982).

Overall, the above discussion stresses the role of higher quality information and
greater transparency for the evaluation of the pay-performance relation. A general
commitment to an increased level of transparency in accounting information can
have an important role in performance-based compensation contracts. In particu-
lar, the role that accounting earnings play in governance and contracting mecha-
nisms of firms is the focus of the first hypothesis. It is expected that following the
adoption of IFRS, accounting earnings are used to a larger extent in compensation
contracts.

Hypothesis 1: The pay-performance relation increases with IFRS adoption.
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3.2 Compensation disclosure and the pay-performance relation

In addition to an overall commitment to a greater transparency through the adop-
tion of IFRS, executive compensation plans have been subject to governance reg-
ulations for mandatory compensation disclosures. Increased compensation dis-
closure can pressure the boards to act in the interests of shareholders due to being
under the scrutiny of other parties – including institutional investors, blockhold-
ers, auditors, and the labor market. In particular, requirements for preparing a
discussion on performance measures used in incentive plans can lead the boards
to devote much effort and consideration to designing an efficient compensation
contract. This becomes even more important when there are potential conflicts of
interest between the boards and shareholders, specifically, as a result of having
different economic incentives as well as interlocking connections with manage-
ment (Bushman and Smith, 2001; De Franco et al., 2013; Lo, 2003). Therefore,
more requirements for the disclosure of executive compensation provide incen-
tives for board members to increase the extent of their monitoring and evaluation
of compensation plans.

Mandatory disclosure is considered in the literature to be a credible commitment
mechanism in reducing information asymmetry (Cheng et al., 2013; Gigler and
Hemmer, 2004; Stulz, 2009). For example, in a study by Cheng et al. (2013) the
commitment effect provided by mandatory disclosure is compared to the voluntary
disclosure, while holding the disclosed information constant. Based on their find-
ings, they argued that mandatory disclosure serves as an important mechanism
to ensure commitment to providing credible information. They argued that the
information effect of voluntary disclosure cannot fully substitute mandatory dis-
closure. Furthermore, prior research suggests that voluntary disclosures are likely
to be influenced by self-serving managerial decisions, which reduce the potential
benefits of disclosure (Bushee and Leuz, 2005; Hope and Thomas, 2008).

In particular, with respect to executive compensation plans, the voluntary nature of
disclosures may constitute further problems. The extent of voluntary disclosures
varies among firms and is likely to be dependent on manager incentives and their
power over the board of directors (Laksmana, 2008). Furthermore, Holmstrom
(2004, p.713) argued that uneven compensation disclosures in firms may result in
less transparency since managers do not want to reveal the precise performance
targets in incentive plans. Lo (2003) explained the reasons why firms are unlikely
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to provide voluntary compensation disclosures. First, disclosing more information
may cause additional costs on firms followed by attention and criticism of share-
holders. Second, managers that extract rent in terms of excess compensation will
have no incentive to disclose information and possibly limit their rent-extraction
behavior.

It is expected that, with the recent requirements on more transparency and disclo-
sure of CEO remuneration, the boards of directors focus more on the link between
pay and performance. Increased transparency of executive compensation policies
can serve as an additional governance mechanism preventing the excess compen-
sation of executives, particularly in companies with poor corporate governance.

In Sweden, specific compensation disclosure requirements have been evolved over
the period of this study. An important change is related to requirements for CEO
compensation policies and guidelines that have changed from being voluntary (un-
der the “comply or explain” term in the Code) to more mandatory requirements
(according to the Company Act). Therefore, I investigate the change in compen-
sation and the pay-performance sensitivity in a period characterized by disclosure
requirements for executive compensation guidelines in Swedish listed firms. It
is expected that the pay-performance sensitivity becomes stronger with increased
requirements for compensation disclosures.

Hypothesis 2: The pay-performance relation increases with mandatory compen-
sation disclosure.

3.3 Say on pay and the pay-performance relation

The recent movements in different countries with respect to introducing say on
pay are expected to empower shareholders by giving them voices and control over
executives and their compensation plans. In particular, the mandated requirements
for enabling shareholders to vote on executive compensation policies aim to pro-
vide a mechanism for shareholders to pressure their representatives – the board of
directors – to raise governance and monitor executive compensation plans. Ferri
and Maber (2013) argued that in firms with weak penalties for poor performance,
say on pay is used as an optimal mechanism for enhancing the monitoring of exec-
utive pay. Arguments in favor of say on pay are related to increasing the account-
ability of corporate management to shareholders, encouraging the boards to align
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executive pay to firm performance, and eliminating pay structures that encourage
excessive risk taking (see Bebchuk and Fried, 2004; Thomas et al., 2011).

Considering the recent requirements for enhancing the governance over executive
compensation, an important aspect is the cross-sectional ownership structure vari-
ation in firms facing the new regulations (Armstrong et al., 2010). The extent of
agency costs is mostly related to the type and structure of ownership, which differ
over firms in different settings (La Porta et al., 1999). Prior empirical research
suggests that in a concentrated ownership setting, strong incentives and the mon-
itoring role of the large owners over executives and their pay packages imply that
other (costly) monitoring mechanisms, including performance-based compensa-
tion, are less needed (Craighead et al., 2004; Ferri and Maber, 2013). On the
other hand, there is a competing view suggesting that large owners can also in-
fluence management and secure their own private benefits (Shleifer and Vishny,
1997). Recently, research has focused more on implications for different gover-
nance mechanisms in concentrated ownership settings, given that the conflicts of
interests between large and small shareholders are also important concerns (e.g.,
Morck et al., 2005; Renders and Gaeremynck, 2012; Zerni et al., 2010).

Accordingly, firms with direct control of blockholders and large owners may react
differently to exposure to the recent requirements. On the one hand, it is expected
that firms with greater direct control of large owners or the board of directors are
less likely to change the governance policies of firms, following the new require-
ments related to executive compensation. This argument supports the substitute
hypothesis, suggesting that the possibility of directly monitoring management –
through ownership or board structure – substitutes alternative governance mech-
anisms, e.g., incentive compensation. On the other hand, due to the conflicts
of interest between large and small shareholders, particularly in firms with dual-
class shares, it is likely that these firms increase pay-performance sensitivity, after
the new mandatory requirements for binding shareholder vote on compensation
plans. With increased shareholder oversight and control, corporate insiders intro-
duce incentive compensation as an alternative monitoring mechanism to ensure
that managers’ interests are also aligned with those of outside shareholders.

An increase in legislation for say on pay in settings with a large influence of
controlling shareholders can be explained by the lower investor protection and the
greater agency conflicts between large and small shareholders. Cai and Walkling
(2011) argued that among the countries that have introduced say on pay, those that
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are identified with lower investor protection, as measured by La Porta et al. (1999)
(i.e., the Netherlands, Norway and Sweden), require mandatory shareholder votes.
In particular, in firms where it is likely that the interests of large shareholders
deviate from those of outside shareholders (e.g., in firms with dual-class shares),
a mandatory say on pay can facilitate the influence of outside shareholders in the
compensation decision of firms since it gives the right to each shareholder to vote
on the CEO compensation plan.

The second hypothesis examines the pay-performance relation of firms that intro-
duce say on pay, particularly in firms with dual-class shares. Based on the Swedish
Company Act, shareholder binding votes are required to accept the boards’ pro-
posals for CEO compensation at the AGM. Moreover, a common concentrated
ownership structure, as well as the frequent use of dual-class shares in Sweden,
offer a suitable setting for testing the second hypothesis.

Hypothesis 3a: The pay-performance relation increases with the introduction of
say on pay.

Hypothesis 3b: The increase in the pay-performance relation, following the intro-
duction of say on pay, is stronger for firms with dual-class shares.

4 Research design

The effect of IFRS adoption on CEO pay

The empirical analysis of this study begins by examining the pay-performance
relation over a period which includes the introduction of new accounting stan-
dards, i.e., IFRS. In the models, following previous research (e.g., Bushman and
Smith, 2001; De Franco et al., 2013; Leone et al., 2006; Ozkan et al., 2012), I
focus on the cash compensation of CEOs12. The two most common types of cash
compensation are annual salaries (the fixed component) and bonuses (the variable
component).

12CEO cash compensation is the major component of compensation plans of CEOs in Sweden,
as well as in many other countries (see Fernandes et al., 2013), and therefore, it is of particular
interest. Furthermore, as argued by Ozkan et al. (2012), the choice of CEO cash compensation is
important in order to understand the usefulness of accounting performance for CEO compensation,
which is expected to be mostly linked to CEO cash compensation.
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COMPit = α0 + α1Per f ormanceit + α2Postit + α3Per f ormanceit ∗ Postit (1)

+ γ′Controlit + εit

In the above model (Eqs.1), Per f ormanceit comprises an accounting perfor-
mance ratio, return on assets (ROAit), and a market performance measure, annual
raw stock return (RETURNit). Postit indicates the effect of a dummy variable
for the year 2005 (characterized by the introduction of IFRS) on CEO cash com-
pensation. The interaction term between Per f ormanceit and the dummy variable
Post indicates the extent of performance-based compensation and how it varies
before and after the adoption of IFRS.

Disclosure and pay-performance sensitivity

Over the period of this study (2001-2009), there were some reforms with respect
to mandated changes in executive remuneration disclosure. The effect of increased
disclosure requirements on pay-performance sensitivity is considered in the sec-
ond model. Specifically, following previous research (e.g., Clarkson et al., 2011;
De Franco et al., 2013; Ozkan et al., 2012), I consider the association between
the changes in cash compensation from year t − 1 to year t (∆COMPit), and the
changes in performance measures from year t − 1 to year t (∆Per f ormanceit). In
order to examine the effect of increased disclosure on pay-performance sensitiv-
ity, I use interaction terms between ∆Per f ormanceit and a proxy for disclosed
items. In measuring the effect of disclosure, following prior research (e.g., Clark-
son et al., 2006, 2011), I use a constructed disclosure index and examine how
the changes in the disclosure index, ∆Disclosureit, affect the pay-performance
relation.

∆COMPit = α0 + α1∆Per f ormanceit + α2∆Disclosureit + α3∆Per f ormanceit∗ (2)

∆Disclosureit + γ′Controlit + εit

Disclosure is an ordinal variable that takes values between 0 and 8, according to
the required items from different legislations. In order to measure the disclosure
index, I have identified the main requirements – based on the Swedish Annual
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Accounts Act, the Swedish Company Act, and the Corporate Governance Code.
The scores of disclosure items in annual reports are evaluated for each firm over
the 9-year period. The disclosure scores are based on the following criteria, which
should be disclosed in annual reports:

• Disclosure of decision-making process and guidelines of executive and board
of directors compensation13;

• Disclosure of specifics of CEO cash compensation (i.e., salary, bonus, other
benefits, etc.)14;

• Disclosure of specific fees and remuneration of each directors’ pay;

• Disclosure of performance-related pay for the CEO15.

An aggregated measure of this index for each observation is used in the analy-
ses. Each item receives three different scores: 0 if there are no guidelines; 1 if
there is broad information; and 2 if there is detailed information. Therefore, each
observation may receive a minimum value of 0 and a maximum value of 8.

Say on Pay

The third hypothesis is related to the recent mandatory legislation for empowering
shareholders to have the right of say on pay. Firms in Sweden are required to
provide and disclose the principles of executive remuneration policies. According
to the Company Act, the guidelines for remunerations to executives should be
proposed to shareholders at the AGM, which casts annual binding say on pay
votes on the proposed remuneration policy. For investigating the third hypothesis,
I again consider the pay-performance sensitivity in which the effect of say on pay,
particularly in dual-class firms, is examined.

13The Swedish Company Act: Swedish listed firms shall annually prepare proposals for guide-
lines on the salary and other remuneration to the CEO and other senior executives (Lag 2007:566,
translation).

14The Swedish Annual Accounts Act: larger companies and smaller companies that are public
must disclose the total amount of financial remuneration and other benefits for each of the following
groups: Directors, CEO, and equivalent positions (1999:1112, translation).

15The Swedish corporate governance Code: The relative importance of fixed and variable compo-
nents of the remuneration and the linkage between performance and remuneration should explicitly
be mentioned in the remuneration policy (The Swedish Corporate Governance Code,2005:4.2.2).
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∆COMPit = α0 + α1∆Per f ormanceit + α2Proposalit + α3Dualit (3)

+ α4∆Per f ormanceit ∗ Proposalit + α5∆Per f ormanceit ∗ Dualit
+ α6Proposalit ∗ Dualit ∗ ∆Per f ormance + γ′Controlit + εit

In the above model, I use a dummy variable to examine the effect of requirements
for the remuneration proposal, which is subject to the shareholders’ votes at the
AGM. This dummy variable (Proposalit) is equal to one for firms that provide
remuneration guidelines, and zero otherwise. Specifically, for testing the effect
of this regulation on the pay-performance sensitivity, I use an interaction term
between Proposalit and ∆Per f ormanceit (Specifically, ROAit as an accounting
performance measure). Next, in order to examine whether there are differences
with respect to the effect of say on pay on pay-performance relation in firms with
excess control rights, i.e., firms with dual-class shares, I use a three way inter-
action, Proposalit ∗ Dualit ∗ ∆Per f ormanceit. Dual is a dummy variable equal
to one for firms with dual-class shares, where large owners hold greater voting
rights than cash-flow rights (i.e., VotingRights − Cash f lowRights , 0), and zero
otherwise.

Control variables

In order to control for the factors that are expected to affect CEO compensation,
several variables are added to the models. Previous research indicates that firm
size is one important factor, affecting both the compensation practice and com-
pensation disclosure of CEOs. In particular, larger firms are expected to provide
more performance-based compensation for CEOs and also to disclose more infor-
mation on CEO compensation (Lang and Lundholm, 1993; Murphy, 1999). Firm
size is measured by the natural logarithm of firms’ total assets (LnT A).

Other firm factors – including ownership structure, debt structure, growth oppor-
tunities and industry differences – are also important in explaining the differences
in executive compensation practices (Anderson et al., 2000; Frye, 2004; Mehran,
1995). In order to control for firms’ growth opportunities, I add two variables:
firstly, the ratio of R&D expenditure to total sales (RDtoS ale); secondly, the natu-
ral logarithm of firms’ market to book values (LnMT BV). Furthermore, I control
for the effect of firms’ liabilities by including the ratio of total debt to total assets
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as a proxy for leverage (LEV). Considering the controlling power of the largest
owners in limiting the CEO compensation, I control for the percentage of the
largest owners’ capital shares in firms (CapitalLargest). Finally, CEO attributes
are expected to affect executive compensation. Therefore, I add CEO sharehold-
ing (CEOshare) and CEO age (CEOage), in different models, to control for the
potential impact of these factors on CEO compensation. Appendix I provides
detailed descriptions of all variables used in the analyses.

5 Sample and descriptive statistics

The sample consists of all companies listed on the Stockholm Stock Exchange
for the 9-year period (2001-2009), a period which includes several changes in the
regulatory environment. In particular, since 2005, Swedish listed firms have been
facing several major regulations (i.e., adoption of IFRS, introduction of the Code
of corporate governance, and amendment of the Swedish Company Act).

The data for years of the pre-mandatory as well as post-mandatory adoptions of
legislations is collected from different sources. Specifically, compensation data
for CEOs and disclosure items for each firm are hand-collected from the annual
reports of listed companies in each year16. The financial accounting data is taken
from the Worldscope, and Datastream databases. Ownership data, related to the
percentage of cash-flow shares held by the largest owner, is collected from an
available database based on the “Owners and Power” booklets by Fristedt and
Sundqvist (2003). This database gives us a more accurate measure of control and
ownership of the large owners, and particularly, the ownership through control
enhancing mechanisms (i.e., dual-class shares and pyramids) is separately identi-
fied.

16As mentioned in section 2, according to the Annual Accounts Act in Sweden, public firms are
required to disclose bonuses and comparable [variable] remuneration to board members and CEOs
separately. However, the compensation of other senior executives is not separately disclosed in
annual reports. For the board members, firms usually disclose the fees that board members receive
in an aggregated level (i.e., the total amount that all board members receive).
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Table 1. Sample composition

Panel A. Distribution of observations by fiscal years

Year 2001 2002 2003 2004 2005 2006 2007 2008 2009 Total
Nr.
Firms

222 232 233 227 244 240 239 230 223 2090

Panel B. Distribution of observations by industry (SIC code)

SIC Code Industry Descriptions Nr. %
10 Metal Mining 23 1.10
13 Oil and Gas Extraction 12 0.57
17 Constructions-special trade contractors 14 0.67
20 Food and Kindred Products 38 1.82
23 Apparel and Other Textile Products 27 1.29
24 Lumber and Wood Products 30 1.44
25 Furniture and Fixtures 24 1.15
26 Paper and Allied Products 54 2.58
27 Printing and Publishing 46 2.20
28 Chemicals and Allied Products 30 1.44
33 Primary Metal Industries 40 1.91
34 Fabricated Metal Products 58 2.78
35 Industrial Machinery And Equipment 155 7.42
36 Electronic & Other Electric Equipment 102 4.88
37 Transportation Equipment 72 3.44
38 Instruments and Related Products 142 6.79
39 Miscellaneous Manufacturing Industries 26 1.24
44 Water Transportation 31 1.48
48 Communication 60 2.87
49 Electric, gas, and sanitary services 20 0.96
50 Wholesale Trade-Durable Goods 55 2.63
51 Wholesale Trade-Nondurable Goods 13 0.62
56 Apparel and accessory stores 44 2.11
57 Furniture and Home furnishings Stores 15 0.72
62 Security and commodity brokers 61 2.92
65 Real estate 136 6.51
67 Holding and other investment offices 91 4.35
73 Business Services 353 16.89
79 Amusement & Recreation Services 33 1.58
80 Health Services 21 1.00
87 Engineering & Management Services 118 5.65

Others ∗ 146 6.98
Total 2090 100

∗ The industries represented in this group include the two-digit SIC including 7, 8, 15, 16, 17,
21, 22, 29, 42, 45, 47, 52, 54, 55, 58, 64, 70, 82
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The distribution of the sample is presented in Table 1. The sample consists of
all firms listed on the Stockholm Stock Exchange. From this sample, banks and
foreign companies are excluded, due to their different regulatory environments.
The final sample includes 2090 firm-year observations. In panel A, the numbers
of firms in each year are presented, which slightly differ over the 9-year period
(i.e., an unbalanced panel data). In panel B, the industry classification of firms is
presented by primary 2-digit SIC codes.

Table 2 presents the descriptive statistics for the variables of this study. The CEOs
of firms in the sample receive, on average, yearly total cash compensation of 3735
thousand SEK. The natural logarithm of direct compensation (LnCOMP) is used
in analyses with a mean (median) of 14.8 (14.73). The mean (median) of the
change in logarithm of CEO compensation (∆COMP) is 0.066 (0.057), which in-
dicates that the change in CEO compensation, relative to the previous year, is not
substantial, in Sweden. Return on assets (ROA) and the change in ROA (∆ROA)
have the mean (median) of 0.007 (0.054) and 0.008 (0.001), respectively. I win-
sorized the variable ROA at the first and 99th percentiles, due to the incidence
of some extreme values in the data. Stock return (RET ), also winsorized at the
first and 99th percentiles, has a mean (median) of 0.082 (0.033). Total assets as
the measure of firm size has a distribution skewed to the right. Therefore, I use a
natural logarithm of this variable, which has a mean (median) of 14.21 (13.93).

The percentage of cash-flow rights held by the largest owners is, on average,
24.33%, reflecting upon the concentrated ownership structure of Swedish firms.
Furthermore, almost 50% of listed firms in the sample have shares with larger vot-
ing rights than cash-flow rights through the use of dual-class shares (Dual). The
average age of CEOs is 49 and the mean value of shares that they hold in firms
is around 3%. Regarding the disclosure index, the aggregate scores for the four
main disclosure items vary from 3 to 8, and the mean (median) of this score is
around 5.85 (6). The change in disclosure items from time t−1 to time t is used in
the analyses, which has a mean (median) of 0.249 (0). Around 44% of firm-year
observations have remuneration proposals, subject to binding shareholder votes.
However, this percentage is much higher (more than 90%) after the mandatory
requirements, according to the Company Act in 2006.
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Table 2. Descriptive statistics of variables

stats Mean Std. Min 25% Median 75% Max

COMP (KSEK) 3735.40 3642.02 0 1614 2500 4366 24692
LnCOMP 14.803 0.795 11.482 14.295 14.732 15.289 17.022
∆COMP 0.066 0.409 -2.973 -0.057 0.057 0.218 2.611
ROA 0.007 0.192 -0.896 -0.007 0.054 0.101 0.339
∆ROA 0.008 0.154 -0.916 -0.042 0.0015 0.042 1.047
RET 0.082 0.528 -0.855 -0.274 0.033 0.332 2.188
CapitalLargest% 24.335 16.661 1.40 11.900 20.600 31.200 90
TA (MSEK) 10642 31089 6.6 361.4 1124.6 5517 361239
LnTA 14.210 1.973 8.790 12.798 13.933 15.523 19.705
RDtoSale 0.095 0.445 0 0 0 0.019 3.726
LnMTBV 0.671 0.802 -3.912 0.157 0.631 1.111 5.394
LEV 0.493 0.225 -1.402 0.345 0.522 0.655 2.914
CEOage 49.141 6.956 29 44 49 54 67
CEOShare% 2.803 7.643 0 0.014 0.139 1.181 47.543
Dual 0.495 0.500 0 0 0 1 1
Disclosure 5.851 1.234 3 5 6 7 8
∆Disclosure 0.249 0.586 -3 0 0 0 4
Proposal 0.466 0.499 0 0 0 1 1

Note:
The Table presents descriptive statistics of variables used in different empirical analyses. The vari-
ables are defined as: COMP is the annual total cash compensation for CEOs (in thousand SEK).
LnCOMP is the natural logarithm of cash compensation and ∆COMP is the change in the natural
logarithm of cash compensation for CEOs from year t-1 to year t. ROA is return on assets, used as
an accounting performance measure. RET is the yearly stock return, used as a market performance
measure. CapitalLargest, is the cash-flow share percent of largest owner. TA is the total assets
presented in million SEK. LnTA is the natural logarithm of company total assets. LnMTBV is the
logarithm of market value of equity divided by the book value of equity. RDtoSale is the ratio of
R&D expenditures divided by net sales. LEV is the ratio of book value of total debts divided by total
assets. CEOage presents the age of CEOs and CEOShare% is the percentage of firm shares, held by
the CEO. Dual is a dummy variable equal to one for firms that have dual-class shares and zero oth-
erwise. Disclosure is an index defined based on compensation disclosure requirements in Sweden.
Proposal is a dummy variable equal to one for firms that provide shareholders with a guidelines of
executive compensation for voting and zero otherwise.
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CEO compensation mix (Figure a,b,c) and disclosure (Figure d) over time

Figure 1 presents the CEO compensation mix, level, and the disclosure index over
the period of this study. It is clear from Figure 1.a that with some small variations,
the CEO cash compensation increased over the 9-year period. This is particularly
related to a steady rise in the salary amounts that CEOs receive in Swedish listed
firms. Bonuses also increased up to the year 2008, but they decreased in 2008,
which can be related to the impact of the financial crisis in 2007. The percentage
of CEO salaries and bonuses to total cash pay (in Figure 1.b) shows that the major
component of CEO compensation is salary, and a decrease in the salary corre-
sponds approximately with an increase in the percentage of bonuses. In Figure
1.c, the variation of the number of shares held by CEOs is shown. This graph
indicates that the numbers of CEO shares have been increasing over the years,
with the exception of the years 2004 and 2005. The reduction of the numbers of
shares that CEOs received in these two years can be explained by the introduction

141



Essay 2

of IFRS 2 in 2005. While firms did not have to recognize an accounting cost for
equity-based compensation of CEOs according to the Swedish GAAP, the adop-
tion of a new accounting treatment of equity-based compensation could have a
negative impact on granting shares to CEOs. Still, since 2005, there has been a
significant over-time increase in the numbers of shares that CEOs hold17.

The average of disclosure scores (in Figure 1.d) varies from 4.8 in 2001 to ap-
proximately 7 in 2009. It is clear that the disclosure scores have increased over
the period of the study. However, the trend in disclosure scores is not stationary
over time. In particular, the change of disclosure scores after the year 2005 is con-
siderably different from the trend before 2005. In particular, with the introduction
of the Company Act in 2006, for mandatory requirements of disclosure of the
decision-making process and guidelines of executive compensation, the level of
compensation disclosure increased. This suggests that there has been much atten-
tion on CEO compensation disclosure in many Swedish firms, after the amend-
ment of new mandatory regulations. In particular, specifying the guidelines for
remuneration of executives in the annual report was scarce before 2005. How-
ever, after the introduction of the Code of corporate governance (in 2005) and,
importantly, the Company Act (in 2006), the tendency for preparing compensa-
tion guidelines and disclosure is greater among Swedish firms.

The Pearson correlation matrix is presented in Appendix II. The correlation be-
tween performance variables (ROA and RET ) and CEO cash compensation
(LnComp) is positive and significant (at the 1% level). In addition, there is
a significant Pearson correlation between ∆ROA and changes in compensation
(∆LnComp). Another variable of interest, related to the type of ownership, is
Dual. This variable is positively (significant at 1% level) correlated with CEO to-
tal cash pay. The percentage of capital held by the largest owners (Cap_Largest)
is significantly and negatively correlated with CEO cash compensation. The change
in the disclosure index (∆Disclosure) is not significantly correlated with the change
in cash compensation (∆LnComp), but the dummy variable Proposal is signifi-
cantly correlated with ∆LnComp.

17Numbers of CEO shares that are shown in this figure are as presented in annual reports. These
numbers, however, include both granted shares as well as acquired shares by CEOs. Owing to the
limitation of separating these two, it is not possible to exactly identify CEO equity-based compen-
sation. In addition, granting options to CEOs, as part of equity incentive plans, among Swedish
listed firms is less frequent. It is also hard to find information for all listed companies in Sweden,
with respect to the number of granted options to CEOs in each year.
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6 Empirical results

6.1 Regulation, Disclosure and CEO compensation

The empirical investigation for the first hypothesis of this study, i.e., the effect
of IFRS adoption on CEO pay, is presented in Table 3. Specifically, in Table 3,
the main variable is Post, which separates the effect of years 2005 to 2009 (the
years in the post-adoption period) from 2001-2004 (the years in the pre-adoption
period). This table presents different models that examine the level of CEO cash
compensation and how that is correlated to performance measures, before and
after the regulation.

The first model includes a set of time dummies in order to control for the potential
effects of year differences on executive compensation plans. However, due to the
multicollinearity of the variable Post and time dummies after the year 2005, in the
second and the third model, instead of time dummies, I include an annual trend
variable (Trend) for the years 2001 to 2009. Furthermore, in the third model,
I modify the Post dummy as being equal to one for years 2006-2009 and zero
for years 2001-2004. Specifically, I exclude the year 2005 in order to control
for the potential effect of the first year adoption, given that firms that apply new
regulations for the first year need some time to adjust with changes. In regression
analyses on the level of CEO cash compensation (LnCOMP), the fixed effect
panel data model is considered. This model controls for heterogeneity in firms
and removes the effect of unobserved time-invariant variables on the dependent
variable. Furthermore, in all the models, standard errors are clustered by firms in
order to control for the error’s lack of independence across firms (Petersen, 2009).

The results of Table 3 show a significant increase in the link between accounting
performance, ROA, and CEO pay in the post-adoption period. Specifically, inter-
action term Post ∗ ROA is positive and significant at the 5% level, suggesting a
significant increase in using accounting performance measures for defining CEO
cash compensation after 2005. In the first model, the positive and significant co-
efficient of Post indicates that there is a substantial increase in the level CEO cash
compensation from the pre-adoption period to the post-adoption period.
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Table 3. The impact of regulation on pay-performance relation

Model 1 (LnComp.) Model 2 (LnComp.) Model 3 (LnComp.)
VARIABLES Coeff. (t.stat.) Coeff (t.stat.) (Coeff.) (t.stat.)

ROA 0.084 (0.846) 0.081 (0.824) 0.069 (0.664)
RET 0.087** (2.247) 0.076** (2.171) 0.085** (2.108)
Trend 0.055*** (7.855) 0.060*** (12.130)
Post 0.273*** (6.721) 0.050 (1.517)
Post*ROA 0.288** (2.455) 0.288** (2.466) 0.268** (2.183)
Post*RET -0.013 (-0.278) -0.026 (-0.595) 0.012 (0.214)
LnTA 0.027** (2.003) 0.028** (2.049) 0.026* (1.859)
LnMTBV -0.001 (-0.047) -0.002 (-0.127) 0.000 (0.025)
RDtoSale 0.057 (1.181) 0.057 (1.167) 0.055 (1.022)
LEV -0.039 (-0.411) -0.041 (-0.426) -0.010 (-0.098)
Cap_largest 0.001 (0.509) 0.001 (0.488) 0.000 (0.207)
CEOShare -0.003* (-1.731) -0.003* (-1.678) -0.003 (-1.588)
LnCEOage 0.223 (1.527) 0.237 (1.614) 0.130 (0.847)
Observations (#ID) 1,792 (274) 1,792 (274) 1,588 (273)
R-squared 0.258 0.254 0.268

Note:
Table presents the regression results of the effect of year 2005 on pay-performance relation. The
dependent variable is the logarithm of CEO cash pay. In Model 1 and Model 2, Post is an indicator
variable equal to one for years 2005-2009 and zero for years 2001 to 2004. In Model 3, this dummy
variable is equal to one for years 2006-2009 and zero for years 2001 and 2004 (i.e., excluding the first
year adoption effect). In Model 2 and 3, instead of time dummies in regression, a continues variable
is included: Trend is an annual trend variable for the years 2001 to 2009. Return on assets (ROA)
(an accounting performance measure) and the yearly stock return RET (a market performance mea-
sure) are used in the models. Control variables are including Cap_Largest (cash-flow share percent
of largest owner), LnTA (the natural logarithm of company total assets), MTBV (the logarithm of
market value of equity to the book value of equity), R&D (the ratio of R&D expenditures to net sales,
and LEV (the ratio of total debts to total assets). The age of CEO and the percentage of shares that
CEO holds is also controlled in the models (lnCEOage and CEOshare%). Standard errors are clus-
tered by firms and Model 1 includes year dummies. Robust t-statistics are presented in parentheses
(*** p<0.01, ** p<0.05, * p<0.1)

By including the annual trend variable (Trend) in the second model, the coeffi-
cient of Post becomes insignificant. This suggests that there is an overall increase
in CEO cash compensation of Swedish listed firms, instead of one-time shift in
the level of CEO pay. The results of model 3 are also similar to those provided in
the other models, indicating that the positive relation between accounting perfor-
mance and CEO cash compensation is stronger in the post-regulation period.

Accordingly, the coefficient of the interaction term Post∗ROA, in all three models,
remains significant, indicating that the IFRS adoption has a significant effect on
the link between accounting performance and CEO cash pay. Furthermore, the
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sum of the coefficients on ROA and Post ∗ ROA is significant and positive in all
three models. However, the interaction term Post ∗RET is insignificant, while the
sum of the two coefficients (RET and Post∗RET ) is positive and significant. This
indicates that adoption of IFRS has no discernible effect on the relation between
stock return and CEO cash compensation. Overall, these results indicate that with
the introduction of IFRS in 2005, the pay-performance link increases. This is,
in particular, related to the link between accounting performance and CEO pay,
suggesting an importance of higher quality accounting earnings in compensation
contracts.

In Table 4, I examine the second hypothesis regarding the effect of changes in the
compensation disclosures (∆Disclosure) on pay-performance sensitivity. Specif-
ically, the change in cash compensation (∆Comp) is regressed on the change in
the performance variables, interacted with the change in compensation disclosure
scores. Estimating the pay-performance sensitivity (i.e., using the first difference)
controls for the effect of expected pay, as well as for the expected accounting
performance (Core, 2002)18. However, given the modest change in cash compen-
sation over time (as shown in Figure 1.a), the results are weaker and R-squared is
relatively lower.

The first column of this table shows the effect of ∆Disclosure on pay-performance
sensitivity, in the whole period (2002-2009)19. For the overall sample, the coef-
ficient of change in return on assets (∆ROA) is positive and significant (at the
1% level), highlighting the positive pay-performance sensitivity. The coefficient
on the interaction term ∆Disclosure ∗ ∆ROA is also positive (β = 0.104), but
not significant. In order to specify the disclosure impact, the marginal effect of
disclosure changes (on the average value) and the correspondent standard errors
are calculated. The marginal effect of disclosure index, using an average value
of this variable (∆Disclosure = 0.25), is equal to 0.395 and is significant at the
1% level. This implies that one standard-deviation increase in ∆ROA (0.14) is
associated with an approximately 6% increase in CEO cash compensation, when
∆Disclosure is at mean. Using the values of disclosure change that are greater

18In the analyses of pay-performance sensitivity, I use the first-difference estimation of the main
variables in the regression. This method can control for unobserved factors. In untabulated results,
I also exclude the control variables and only consider the main variables, i.e. compensation change,
performance change, and disclosure change. The results are similar to those reported in the table.

19Firm observations in 2001 are dropped in the analyses of Table 4 due to the unavailability of
data in the year 2000.
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than the mean provides significant and higher values of marginal effects. However,
since the coefficient of ∆Disclosure ∗∆ROA is not significant, I can not conclude
that there are significant differences in pay-performance sensitivity, considering
different levels of disclosure, in the total sample.

Looking at the descriptive statistics, the change in disclosure index has been more
considerable since 2005. In order to provide more evidence on the impact of com-
pensation disclosure changes, yearly analyses of the pay-performance sensitivity
are presented in Table 4. Evidence from this table indicates that increased com-
pensation disclosures have a positive effect on pay-performance sensitivity, in the
post-regulation period.

Specifically, the interaction of the disclosure score change and the accounting per-
formance change (∆Disclosure ∗ ∆ROA) provides a significant coefficient (at the
5% level) in the years 2007 and 2009. In particular, the year 2007 is character-
ized by greater enforcements for implementation of disclosure requirements in
the Swedish listed firms. Accordingly, firms increase the level of compensation
disclosure to a greater extent after the introduction of the Company Act.

The results provide evidence of a significant increase in the pay-performance sen-
sitivity with the implementation of mandatory compensation disclosure. Specif-
ically, the mandatory requirements of the Company Act for the disclosure of the
decision-making process and guidelines of executive compensation enhanced the
pay-performance sensitivity. These findings are consistent with the prediction
that increased disclosure of executive compensation, through the introduction of
mandatory requirements, leads to a higher transparency in compensation policies
and a greater link between pay and performance.
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Table 4. The impact of disclosure on pay-performance sensitivity

2002-2009 (∆Comp.) 2005 (∆Comp) 2006 (∆Comp) 2007 (∆Comp) 2008 (∆Comp) 2009 (∆Comp)
VARIABLES Coeff. t.stat. Coeff. t.stat. Coeff. t.stat. Coeff. t.stat. Coeff. t.stat. Coeff. t.stat.

∆ROA 0.369*** (3.909) 0.584** (2.049) 0.699 (1.552) -0.258 (-0.598) 0.246 (1.424) 0.107 (1.129)
RET 0.134*** (4.301) -0.043 (-0.623) 0.105 (1.474) 0.058 (0.572) 0.249** (2.266) 0.061 (0.894)
∆Disclosure 0.009 (0.433) 0.004 (0.068) 0.072 (1.237) -0.042 (-0.706) 0.084 (0.834) 0.056** (2.499)
∆Discloaure*∆ROA 0.104 (0.995) -0.490 (-1.424) -0.259 (-0.736) 0.613** (2.160) 0.851 (0.544) 0.488*** (3.544)
∆Discloaure*RET -0.052 (-1.356) -0.008 (-0.102) -0.155 (-1.046) 0.016 (0.198) 0.496 (1.438) -0.075 (-1.605)
LnTA -0.001 (-0.230) -0.031** (-2.059) 0.014 (0.941) 0.004 (0.237) -0.022* (-1.674) -0.001 (-0.098)
LnMTBV -0.020 (-1.319) -0.056 (-0.774) -0.026 (-0.657) 0.015 (0.445) -0.010 (-0.290) -0.040 (-1.509)
RDtoSale -0.020 (-1.295) -0.079** (-2.384) 0.021 (0.466) -0.073 (-1.189) -0.025 (-0.472) 0.002 (0.053)
LEV 0.002 (0.052) -0.205* (-1.697) -0.003 (-0.012) -0.200 (-0.986) 0.333* (1.948) -0.018 (-0.144)
Cap_largest -0.000 (-0.940) -0.000 (-0.180) 0.001 (0.566) -0.001 (-0.582) 0.003 (1.190) 0.000 (0.207)
CEOShare -0.001 (-0.500) -0.004 (-1.045) 0.000 (0.071) 0.001 (0.160) -0.001 (-0.409) 0.002 (1.092)
LnCEOage 0.061 (0.936) 0.141 (0.658) 0.341 (0.913) -0.187 (-0.713) -0.065 (-0.407) -0.113 (-0.839)
Observations 1,489 184 191 199 197 200
R-squared 0.066 0.097 0.085 0.058 0.100 0.040

Note:
Table presents the OLS regressions examining the effect of change in the compensation disclosure on pay-performance sensitivity. Interactions between change in the
disclosure index and performance measures (ROA and RET) are used for the whole period (2002-2009) and for the “Post” years (i.e., 2005, 2006, 2007, 2008, 2009).
Control variables are defined in the previous tables. Standard errors are clustered by firms. Robust t-statistics, based on clustered standard errors (by firms), are presented in
parentheses. Disclosure is defined based on an index of compensation disclosure requirements in Sweden. Robust t-statistics are presented in parentheses (*** p<0.01, **
p<0.05, * p<0.1).
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6.2 Say on pay and CEO compensation

The recent movement towards say on pay in different countries is motivated by
the potential role of shareholder engagement, as an additional monitoring mech-
anisms, in enhancing the efficiency of compensation contracts (Ferri and Maber,
2013). The third hypothesis of this paper focuses on the effect of say on pay on
the pay-performance relation, given that a higher level of oversight and monitoring
over remuneration of CEOs is at the center of attention. In Sweden, the Company
Act (in effect since 2006), not only requires the boards to provide and publish a
proposal for guidelines of the executive remuneration, but it also requires share-
holders to cast a binding vote on the proposal (say on pay).

In Table 5, I examine the pay-performance sensitivity in Swedish listed firms that
provide annual binding votes on the future remuneration policy. In particular, I fo-
cus on pay-performance sensitivity separately in dual-class firms and single-class
firms. The gap between voting rights and cash-flow rights of large shareholders
is shown to be associated with agency problems in firms with controlling owners
(Masulis et al., 2009; Morck et al., 2005; Zerni et al., 2010). In dual-class firms,
the agency problem arises due to the conflicts of interest between corporate insid-
ers and outside shareholders. Therefore, it is expected that higher CEO incentive
compensation is used as an alternative monitoring mechanism in these settings
in order to mitigate agency costs associated with monitoring corporate insiders.
In this respect, the binding votes on CEO compensation guidelines can be con-
sidered as a monitoring device in settings with dual-class shares where minority
shareholders also have the right to vote on compensation plans.

In the first model of Table 5, the overall effect of a dummy variable, Proposal,
which indicates the effect of binding votes on executive remuneration policies, is
analyzed. Results show that there is no significant increase in pay-performance
sensitivity due to the implication of binding votes in the whole sample. The coef-
ficient of Proposal∗∆ROA is negative and insignificant, indicating that the say on
pay practice in the overall sample does not have any significant impact on the pay-
performance sensitivity. The sum of coefficients of ∆ROA and Proposal ∗∆ROA,
which indicates the pay-performance sensitivity of firms having say on pay, is
equal to 0.325 and significant (at the 5 % level). However, the insignificant coef-
ficient of this interaction in Table 5 indicates that the pay-performance sensitivity
does not significantly differ depending on say on pay.
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Table 5. The impact of say on pay on pay-performance relation

Model 1 (∆Comp.) Model 2 (∆Comp.)
VARIABLES Coeff. t.stat. Coeff. t.stat.

∆ROA 0.568*** (3.695) 0.738*** (3.146)
RET 0.106*** (3.735) 0.105*** (3.690)
Proposal 0.016 (0.500) 0.027 (0.777)
Dual -0.014 (-1.053) 0.002 (0.076)
Proposal*∆ROA -0.242 (-1.367) -0.482* (-1.873)
Proposal*Dual -0.020 (-0.567)
Dual*∆ROA -0.415 (-1.410)
Proposal*Dual*∆ROA 0.625** (1.967)
LnTA 0.001 (0.173) 0.000 (0.049)
LnMTBV -0.020 (-1.311) -0.020 (-1.304)
RDtoSale -0.023 (-1.355) -0.023 (-1.365)
LEV -0.020 (-0.418) -0.019 (-0.401)
Cap_largest -0.001 (-1.204) -0.001 (-1.197)
CEOShare -0.000 (-0.271) -0.000 (-0.254)
LnCEOage 0.050 (0.780) 0.054 (0.831)
Observations 1,553 1,553
R-squared 0.066 0.069

Note:
Table presents the OLS regression results of the effect of say on pay on pay-performance sensitivity.
In model 1, the overall effect of say on pay is presented and in model 2 interactions are included
to specifically examine the dual-class share firms. Proposal is an indicator variable equal to one for
firms issuing a yearly proposal for executive remuneration for shareholders vote and zero otherwise.
Return on assets ROA (an accounting performance measure) and the yearly stock return RET (a
market performance measure) is used in both models. Dual is a dummy variable equal to 1 for firms
with dual-class shares and zero otherwise. Control variables are including Cap_Largest (cash-flow
share percent of largest owner), LnTA (the natural logarithm of company total assets), MTBV (the
logarithm of market value of equity to the book value of equity), R&D (the ratio of R&D expenditures
to net sales), and LEV (the ratio of total debts to total assets). The age of CEO and the percentage
of shares that CEO holds is also controlled in the models (lnCEOage and CEOshare%). The models
include a set of time-dummies. Robust t-statistics are presented in parentheses (*** p<0.01, **
p<0.05, * p<0.1).

In the second model, I use an interaction between firm performance (ROA), pro-
posal, and the dummy variable Dual. This three-way interaction indicates the
pay-performance sensitivity of firms with dual-class shares, after the amendment
of say on pay. The coefficient on this interaction indicates that in firms with dual-
class shares, say on pay has a positive and significant impact on pay-performance
sensitivity. This suggests that with the implication of say on pay, the compensation
contracts in dual-class firms changed towards higher pay-performance sensitivity.

Overall, the findings are consistent with H3b that the impact of say on pay is
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more pronounced in firms with dual-class shares. Hence, due to the monitoring
problems in firms with dual-class share, say on pay is used as a supplementary
monitoring mechanism in these firms to facilitate the use of incentive compen-
sation for aligning the interests of managers with those of outside shareholders.
This suggests that the boards in dual-class firms that provide a proposal for re-
muneration guidelines are more concerned with increasing the link between pay
and performance. These proposed guidelines, which are reviewed by auditors, in-
duce the board of directors to monitor CEO compensation contracts and specify a
stronger pay-performance relation. The greater link between pay and performance
in these firms can be used as an alternative governance mechanism in motivating
managers to increase the shareholder value.

7 Additional analyses

Matched sample design

Comparing dual-class firms and single-class firms may be subject to endogene-
ity, given that these two types of firms are different in many respects (Masulis
et al., 2009). Therefore, I control for differences in two sub-samples by matching
dual-class firms to single-class firms using a propensity score matching (PSM)
procedure. Specifically, I examine the effect of say on pay in single class firms
and in a matched sample of dual-class firms that have the nearest PSM20. The
variables that are used to estimate the PSM include size (LnT A), growth oppor-
tunities (MT BV and RDtoS ale), performance (ROA and RET ), leverage (LEV).
It also includes ownership structure variables such as cap_largest (the percentage
of shares held by the largest owner), family firm (a dummy variable equal to one
if the largest owner of a firm is a family owner and zero otherwise), founder firms
(a dummy variable equal to one if the CEO and the chair in a firm are members of
the family owner spheres and zero otherwise), and second largest (a dummy vari-
able equal to one for firms that have more than one largest shareholders, holding

20The assumptions that are used in the PSM procedure are: a) choosing a matching estimator
with no replacement, meaning that I preform 1-to-1 matching without replacement and b) using a
caliper value for estimating the matched sample at the 0.001 value, which defines the maximum dis-
tance of treated observations (dual-class firms) from control observations (single-class firms). These
matching criteria further limit the size of the sample. Specifically, the matched sample includes 286
matched dual-class firms and 732 single-class firms.
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Table 6. The impact of say on pay on pay-performance relation (matched sample)

LnComp.(Dual=1) LnComp.(Dual=0) ∆Comp(Dual=1) ∆Comp (Dual=0)
VARIABLES Coeff. t.stat Coeff. t.stat Coeff. t.stat Coeff. t.stat

ROA -0.041 (-0.184) 0.320 (1.599)
∆ ROA 0.262 (1.165) 0.691*** (2.803)
RET 0.014 (0.247) 0.109* (1.943) 0.089 (1.239) 0.157** (2.364)
Proposal -0.095 (-0.864) 0.028 (0.404) -0.109 (-1.167) 0.005 (0.096)
Proposal*∆ROA 0.770** (2.386) -0.435 (-1.609)
Proposal*ROA 0.724* (1.768) -0.112 (-0.462)
Proposal*RET -0.034 (-0.327) 0.053 (0.651) -0.111 (-0.700) -0.071 (-0.688)
LnTA 0.092** (2.428) 0.107*** -3.82 0.011 -0.917 -0.002 (-0.226)
LnMTBV 0.107*** (2.706) -0.016 (-0.455) 0.018 (0.558) -0.029 (-1.298)
RDtoSale 0.023 (0.663) -0.002 (-0.027) -0.028 (-0.951) -0.024 (-0.608)
LEV -0.514 (-1.419) 0.158 (1.064) -0.230* (-1.661) 0.059 (0.748)
cap_largest 0.002 (0.495) -0.003 (-1.077) -0.001 (-0.646) -0.001 (-0.895)
CEOShare -0.007 (-1.053) -0.007 (-1.497) 0.000 (0.133) -0.000 (-0.034)
LnCEOage 0.390 (1.074) 0.190 (0.748) -0.113 (-0.629) 0.069 (0.617)
Observations 286 732 252 649
R-squared 0.292 0.261 0.189 0.090
Number of ID 111 159

Note:
Table presents the regression results of the effect of say on pay on pay-performance sensitivity on two sub-
sample of dual-class firms and single-class firms. The sub-sample of dual-class firms (the treatment group) is
matched to the sub-sample of single-class firms (the control group). In the first two columns the dependent vari-
able is the level of cash compensation and the second two columns examine the change in cash compensation.
Proposal is an indicator variable equal to one for firms issuing a yearly proposal for executive remuneration
for shareholders vote and zero otherwise. Return on assets ROA (an accounting performance measure) and the
yearly stock return RET (a market performance measure) is used in both models. Dual is a dummy variable
equal to 1 for firms with dual-class shares and zero otherwise. Control variables are including Cap_Largest
(cash-flow share percent of largest owner), LnTA (the natural logarithm of company total assets), MTBV (the
logarithm of market value of equity to the book value of equity), R&D (the ratio of R&D expenditures to net
sales, and LEV (the ratio of total debts to total assets). The age of CEO and the percentage of shares that CEO
holds is also controlled in the models (lnCEOage and CEOshare%). Robust t-statistics in parentheses (***
p<0.01, ** p<0.05, * p<0.1).

at least 10% of capital shares). Finally, the probit regression for estimating the
propensity score includes all the year and industry indicators.

Table 6 presents the regression results of the effect of say on pay on the pay-
performance relation for the sub-sample of single-class firms and the matched
sample of dual-class firms. In the first two columns, the dependent variable is the
level of cash compensation. The results are based on fixed effect analyses. Stan-
dard errors are clustered by firms and time dummies are included in regression
models. The variable of interest is the dummy variable, Proposal, which indicates
the effect of binding votes on the pay-performance relation. Fixed effect analyses
indicate that the moderating impact of say on pay on the relation between account-

151



Essay 2

ing performance and CEO cash pay, i.e., the interaction term Proposal ∗ ROA, is
positive (but only significant at the 10% level) in firms with dual-class shares. This
provides some evidence on higher performance-based compensation for CEOs in
dual-class firms that provide remuneration guidelines and say on pay.

In the second two columns of Table 5, the dependent variable is the change in
cash compensation to estimate the pay-performance sensitivity. A pooled OLS
regression is used for this model, which includes time dummies as well as industry
dummies. The interaction term Proposal ∗ ∆ROA specifies whether the binding
say on pay has any impact on pay-performance sensitivity. This interaction is
positive and significant (at the 5% level), suggesting that in the matched sample
of dual-class firms (controlling for observable heterogeneity of these firms), the
pay-performance sensitivity increases with the incidence of binding say on pay.
On the other hand, there is no strong impact of say on pay on pay-performance
sensitivity in the sub-sample of single-class firms. Specifically, the coefficient of
the interaction term Proposal∗∆ROA is negative and insignificant for single-class
share companies. In untabulated analyses, I have used the same specification in
Table 5, including interaction terms in the overall matched sample (instead of sub-
sample analyses). The coefficient on Proposal interacted with the performance
measure, ROA, and Dual dummy remains positive and statistically significant,
corroborating those of Table 5 on the full-sample tests.

8 Conclusion

This study concerns the effect of several recent regulatory reforms with respect to
accounting and corporate governance systems on CEO compensation contracts.
The results show that there is a significant increase in using accounting earnings in
compensation contracts after the adoption of new accounting standards (IFRS) in
Swedish firms. This suggests that the transition to mandatory IFRS adoption has
important implications in firm contacting mechanisms. Furthermore, increased
compensation disclosure requirements, as well as more shareholder engagement
in compensation policies, are examined in this study. An empirical investigation
on these aspects of disclosure and corporate governance is appealing, given that
these are the aspects of current debate in many settings. In Europe, disclosure and
oversight of executive compensation have recently been emphasized. However,
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there are still debates regarding the potential costs or benefits of higher scrutiny
in executive compensation. In particular, the relevance of these practices, in such
a context, is not clear given the concentrated ownership structures in the majority
of firms in Europe.

Studying a sample of Swedish listed firms provides a suitable setting for eval-
uating the role of regulation and the impact of new corporate governance on
CEO compensation practice. This is because Sweden is characterized by having
closely-held firms with controlling shareholders, in which presumably less incen-
tive compensation and costly disclosure practices are needed. Yet recently, there
have been several mandatory reformations with respect to the executive compen-
sation practice and presentation, which are investigated in this paper.

In studying the impact of governance regulations on CEO compensation practices,
this paper focuses on the extent of mandatory disclosure requirements as well as
the mandatory amendment of say on pay. In line with the main aim of this study,
I examine how these requirements affect the pay-performance relation. I initially
document that there has been an increase in CEO compensation disclosure since
2005 and, particularly, after the year 2007. This is mainly due to the introduction
of the Company Act, which has mandatory requirements for executive remunera-
tion guidelines and say on pay. The yearly analyses indicate that there has been
a stronger pay-performance sensitivity associated with enhanced compensation
disclosure since 2007.

Furthermore, the results regarding the impact of the recent rule of say on pay
provide evidence of an increase in pay-performance sensitivity in firms with dual-
class shares. This finding is interesting given that the ownership structure of many
firms, not only in Sweden, but also in many firms in Europe, involves control
enhancing mechanisms (i.e., dual-class shares). In these firms, another type of
agency problem (mainly as a source of conflicts of interest between large and
small shareholders) arises. Accordingly, empowering shareholders to be active
with respect to executive compensation has a stronger effect in firms with agency
costs associated with monitoring corporate insiders.
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Appendix I, Description of variables

CEO Compensation Value label Measurement
Total Cash Compensation LnComp. The natural logarithm of total cash compensation (Salary + bonus)
Change in Cash Compensation ∆Comp. Change in the natural logarithm of total cash compensation
Disclosure Disclosure A constructed disclosure index based on the items

required to be disclosed in annual reports
Proposal Proposal A dummy variable: 1=if firms provide the remuneration proposal

, subject to a binding vote and 0=otherwise
Firm Performance
ROA% ROA The ratio of return on assets (operating income scaled by total assets)
Stock Return RET Annualized Stock Return (obtained from DataStream (RIt/RIt-1)-1)
Ownership Structure
Largest owner cash-flow share% Cap_Largest The percentage of cash-flow rights (held by the largest owner)
Dual Dual A dummy variable: 1=if the largest shareholders use dual

class shares and 0=otherwise
Control Variables
Size of the company lnTA The natural logarithm of Total assets
R&D to Sale RDtoSale Research & Development expenditures divided by Total Sales
MTBV LnMTBV The natural logarithm of market to book value
Leverage LEV (Total debt/Total assets)*100
CEO age LnCEOAge Natural logarithm of CEO age
CEO share CEOshare The percentage of cash-flow rights (held by CEO)
Industry Dummy SIC two digit US SIC codes (Datastream)
Year Dummy t Indicator variable (years 2005-2009)
Trend Trend a trend variable for the years 2001 to 2009
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AppendixII, Pearson Correlation, (Correlations significant at the level 5% and 1% are highlighted in bold.)

Variable 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17
COMP (1) 1.000
LnCOMP (2) 0.869 1.000
∆LnCOMP (3) 0.144 0.252 1.000
ROA (4) 0.201 0.232 0.096 1.000
∆ROA (5) -0.0114 -0.0124 0.139 0.3446 1
RET (6) 0.103 0.114 0.113 0.360 0.1164 1.000
LnTA (7) 0.598 0.603 0.005 0.3023 -0.066 0.070 1.000
LnMTBV (8) 0.0718 0.0541 -0.0497 -0.0243 -0.0328 0.0851 -0.1823 1
RDtoSale(9) -0.061 -0.0503 -0.0217 -0.3619 -0.0084 -0.0381 -0.1883 0.1699 1
LEV (10) 0.1543 0.161 -0.0317 0.0754 0.0021 -0.0016 0.2948 0.0081 -0.2228 1
Cap_largest (11) -0.1173 -0.1757 -0.0121 0.1361 -0.0204 0.0271 0.0489 -0.0576 -0.1026 -0.0317 1
Proposal (12) 0.2164 0.2478 -0.0048 0.1149 -0.0913 -0.0001 0.1474 0.0772 -0.0075 0.0094 -0.0147 1
Dual (13) 0.1027 0.0448 -0.0294 0.0883 -0.045 0.0362 0.1181 -0.0529 -0.0143 -0.0383 0.0652 0.0046 1
CEOShare% (14) -0.1814 -0.2593 -0.0107 0.0036 0.0332 -0.0184 -0.1837 0.0552 -0.0213 -0.0379 0.2106 -0.0074 0.0647 1
LnCEOage (15) 0.1317 0.1217 0.0123 0.0869 -0.0317 0.044 0.1835 -0.0103 0.049 0.0716 0.0236 0.0378 0.0359 0.0779 1
Disclosure (16) 0.383 0.4494 -0.0056 0.1398 -0.0718 0.0373 0.2929 0.0886 -0.059 0.0637 -0.0921 0.7134 -0.0535 -0.0954 0.0409 1
∆Disclosure (17) -0.0224 -0.0147 0.0289 0.0509 0.0294 0.1444 -0.026 0.0723 -0.0041 0.0157 0.0136 0.1836 0.0115 0.0031 -0.0064 0.2141 1
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The sheep watching the shepherd:
The monitoring performance of boards with employee representatives

Niuosha Khosravi Samani* and Conny Overland**

Abstract

The board of directors plays a key role in monitoring management. However,
information asymmetry between the boards and management is an obstacle to effec-
tive monitoring. With a sample of firms listed on the Stockholm Stock Exchange, we
study the impact of employee representation on the monitoring performance of the
boards. Specifically, this paper investigates the role of employee representatives and
to what degree they contribute to the ability of boards to monitor CEO compensa-
tion and oversee financial reporting. We find evidence for lower abnormal accruals
in firms with employee participation on the boards, suggesting that these firms are
less engaged in earnings management. Furthermore, with respect to CEO compen-
sation, we find some evidence that CEO equity incentive plans are less likely to be
used in firms in which employee representatives participate on the boards.

Keywords: board of directors, employee representatives, CEO compensation, earn-
ings management
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1 Introduction

We examine how employee representatives contribute to the monitoring perfor-
mance of corporate boards. There is increasing evidence that the performance
of boards of directors is driven by different board characteristics (Adams et al.,
2010; Armstrong et al., 2010). Corporate governance research suggests that in-
dependent directors, mainly due to concerns about their reputation, are more in-
centivized to provide an effective monitoring of management (Byrd and Hickman,
1992; Fama and Jensen, 1983). However, prior research also shows that the moni-
toring performance of independent directors is dampened by limited firm-specific
knowledge, which makes the evaluation of firm performance and strategy more
difficult (Bushman et al., 2004; Jensen, 1993). Inside directors, on the other hand,
facilitate effective decision-making by providing valuable firm-specific informa-
tion, while they do not have the same monitoring incentives as outside directors
because they are not independent of the CEO (Armstrong et al., 2010). For the
same reason, inside directors are also reluctant to share their firm-specific infor-
mation with independent directors (Adams and Ferreira, 2007; Harris and Raviv,
2008). Employee representatives are interesting in this respect because they are
equipped with firm-specific information and at the same time derive their man-
date from employees, rather than from managerial nomination and shareholder
election (Fauver and Fuerst, 2006).

In the economic literature, codetermination1 is often associated with lower firm
value. With monopolistic trade unions, part of the firm value is redirected away
from investors as wages are driven above competitive market levels (DeAngelo
and DeAngelo, 1991). In Alchian and Demsetz (1972)’s analysis, resources are
allocated inefficiently when control resides with those other than owners, i.e., the
residual claimants. Jensen and Meckling (1979) concur and argue that if codeter-
mination adds value, one should also expect to see shareholders appoint employ-
ees to the boards when it is not required by law, and that the fact that they do not
is the best evidence that employee representation does not add value.

However, codetermination could still provide some value enhancing functions.

1With “codetermination” we refer to any influence exercised by employee or union participation
on corporate decision-making, e.g., through work councils, union negotiations or employee rep-
resentation. On the other hand, with “employee representation” and “employee participation” we
explicitly refer to employees acting as directors on corporate boards.
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Lazear and Freeman (1995) argue that having work councils facilitates the transfer
of information and promotes cooperative labor relations. This could be manifested
in, e.g., more expedient decision-making, moderation of worker demands in tough
times, and contributions in the form of offering solutions to firms’ problems. Also,
the information transfer that follows from codetermination could encourage em-
ployees to invest in firm-specific skills and thereby increase firm value (Furubotn
and Wiggins, 1984). Moreover, the informal influence on managers exercised by
incentivized employees, and especially by subordinate managers, could serve as a
value enhancing internal governance mechanism (Acharya et al., 2011).

These effects of codetermination and employee influence should arguably be par-
ticularly visible when employees are represented in the boards. Prior research
suggests that employee representatives bring to the board an informed monitor
with an interest in reducing agency costs induced by either managers or large
shareholders (Fauver and Fuerst, 2006). Although extensive employee represen-
tation seems to be negatively associated with firm value (Fauver and Fuerst, 2006;
Gorton and Schmid, 2004; Guedri and Hollandts, 2008), the empirical findings are
somewhat mixed on the value effects that follow from a more moderate employee
representation. Some studies indicate that moderate employee representation has
neutral (Ginglinger et al., 2011) or positive (Fauver and Fuerst, 2006; Guedri and
Hollandts, 2008) effects on firm value, whereas Bøhren and Strøm (2010) docu-
ment a negative association between employee representation and firm value.

Although the existing empirical research offers insights on the net value effects in
firms with employee representation, the mixed results indicate a need for a more
fine-grained analysis of how employee representation affects corporate decision-
making under different circumstances. In particular, there is still no ample em-
pirical knowledge about to how these value effects from employee representation
come about in more detail. This study addresses this issue by focusing on to
what degree employee representatives contribute to more effective performance
of the boards in monitoring executive compensation and the financial reporting
process. Extant research investigates the board’s monitoring role by focusing on
these two aspects (e.g., Faleye et al., 2011; Kim et al., 2014), which is also in line
with the emphasis of national codes of corporate governance for improving these
monitoring functions (e.g., introducing recommendations for having separate au-
dit committees and compensation committees to facilitate the monitoring role of
the boards).
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First, we investigate to what degree employee representatives influence the level
and structure of CEO compensation schemes. In particular, boards that can di-
rectly monitor the CEO use less incentive compensation as a substitute gover-
nance mechanism (Dicks, 2012). Hence, employee participation on the boards,
as an informed and incentivized monitor, should lessen the need for alternative
monitoring mechanisms such as incentive compensation (i.e., the substitute hy-
pothesis). Second, we examine how employee representatives on the boards of
directors contribute to monitoring of financial reporting. By providing better over-
sight over managers, the board of directors is responsible for mitigating potential
earnings management behavior and enhancing the quality of accounting earnings.
We expect that employee representatives also contribute to this critical function
of the boards by not only being independent directors, but also by having more
human capital tied to the firms and having firm-specific knowledge.

Sweden, the setting for our study, has widespread legal rights for employee rep-
resentation at the board level and ranks first in the European Participation Index,
which measures worker participation (Vitols, 2010). Almost all Swedish firms
have contracts with organized unions. These unions decide whether to appoint
employee representatives to the board of directors. The employee representation
in Swedish boards of directors could also be classified as moderate because they
are always in the minority compared to those directors appointed by shareholders.
Sweden’s strong position in terms of worker participation together with access to
high quality data makes it a suitable context for examining the governance role of
boards that include employee representatives.

Using a sample of firms listed on the Stockholm Stock Exchange, our empir-
ical analyses provide evidence for the role of employee representatives on the
board of directors. In particular, we find evidence for a positive relationship be-
tween employee representation and earnings quality, which implies that firms with
employee participation on the board are less engaged in earnings management.
Furthermore, while we find no significant impact of employee representatives on
excess CEO compensation, the design of the remuneration schemes for CEOs
in these firms includes less equity-based compensation. This is consistent with
the substitute monitoring hypothesis that in firms with direct control of the board,
incentive-based compensation is less needed. Last but not least, we control for the
effects of other board characteristics such as board independence, owner represen-
tatives and female directors on the boards and the potential endogeneity problem
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of the main independent variable, i.e., the employee participation on the boards.

Although we examine Swedish companies in particular, this study has implica-
tions for a wider international readership. Employee representation in corporate
boards is not uncommon in Europe. In no less than 18 countries within the Eu-
ropean Economic Area, employees have widespread or limited legal rights to be
represented at the board level (Vitols, 2010). Furthermore, the issue of board level
employee representation is not merely an item for national political agendas, but
is repeatedly being dealt with in the evolution of European company law (Con-
chon, 2011). Increased understanding of the effects of employee representation
should therefore be important in the international policy debate.

This paper also contributes to the accounting and corporate governance literature
in three main ways. First, we contribute to the literature on accounting quality by
providing evidence on how employee representation contributes to better board
monitoring of financial reporting. Second, we add to the literature on the impor-
tance of board diversity as employee representatives show characteristics distinct
from those of other board members, particularly with respect to their incentive to
transfer firm-specific knowledge to other board members. Third, we contribute
to the literature on board independence and CEO compensation by providing evi-
dence on the limited use of equity incentive compensation for CEOs in firms with
employee participation.

The rest of the paper proceeds as follows. Section 2 describes the institutional
setting and the characteristics of Swedish firms with respect to codetermination.
Section 3 outlines relevant previous research and develops the hypotheses of the
study. Section 4 presents the research design, and section 5 describes the data
sample. Section 6 reports the main results, while section 7 contains additional
analyses and robustness checks. Section 8 concludes the paper and suggests fur-
ther research.

2 The institutional setting in Sweden

A distinctive feature of the corporate governance system in Sweden is the sys-
tem of codetermination, which is regulated by two different legal acts (Carlsson,
2007). First, the Act on board representation (Lag om styrelserepresentation,
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LSA), enacted in 1976 and modified in 1987, gives employees the right to have
representatives on the board of directors. This law explicitly stipulates that em-
ployees are allowed to appoint two representatives and two deputies to the board of
a company that employs no less than 25 workers, and, as of 1987, three represen-
tatives and three deputies in companies with 1,000 employees or more. The main
purpose of this legal reform is to provide employees, supported by their union or-
ganizations, with a greater insight into the company policy and decision-making,
as well as to promote the same assignments, duties, rights and responsibilities
for employee representatives as those for other members of the board (Levinson,
2001).

Second, the Codetermination Act (Medbestämmandelagen, MBL), enacted in 1976,
is directly related to codetermination and the right of information and negotiation
given to local unions. Based on this law, employees should be informed and be
allowed to negotiate with management with respect to operational issues that con-
cerns the employees’ interests (Carlsson, 2007). This Act also makes the Swedish
setting different from the much-studied US setting. This is important because
a large body of research mainly considers the US setting and examines the role
of strong unions on decision-making in firms (e.g., Bova, 2012; DeAngelo and
DeAngelo, 1991; D’Souza et al., 2000; Hilary, 2006). The lack of legal support
for codetermination in the US, however, implies that only forceful unions will
have the possibility to negotiate collective bargaining contracts with firms. For
the same reason, they are presumably also more likely to be able to redirect value
from investors to employees. The Swedish model of codetermination, on the other
hand, has two main features. First, in the Swedish governance system, employee
representatives at the board level are elected among the employees of the firm
with firm-specific human capital. Second, these employee representatives are not
part of the boards to provide a strong influence from unions; instead, they are
subject to the same legal obligations as the other directors. As is clearly stated by
Carlsson (2007, p.1039):

A fundamental reason why the LSA and MBL are working so well is that
employee involvement and representation on the board are local at the busi-
ness unit or company level. There is no involvement from unions above the
local or company level. The employee representatives know the business
and are still active in company operations.
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The attendance of employee representatives on the board can therefore positively
contribute to the board’s work, particularly if there is a lack of executives on the
board of directors. In the Swedish corporate governance system, it is uncommon
to have executive participation on the board, mainly because of the recommenda-
tions of the Code of Corporate Governance in Sweden. The Code states that the
majority of board members must be independent of the company and its manage-
ment, while at least two directors should also be independent of the company’s
major shareholders. Hence, employee representatives could be valued by the out-
side board members, since they are active as employees in the company and have
a good knowledge regarding the company’s business. In the next section, we
appraise the role of employee representatives on the boards and develop our hy-
pothesis.

3 Literature and hypothesis development

3.1 Employee representatives and CEO incentive compensation

Prior research suggests that the ownership structure and the board structure can
affect executive compensation by providing stronger monitoring. In particular,
investors with larger ownership stakes have greater incentives to directly monitor
firm insiders and mitigate agency costs (Core et al., 1999; Ke et al., 1999). Fur-
thermore, other monitoring mechanisms such as independent directors can limit
managerial opportunism in general (Fama, 1980; Fama and Jensen, 1983) and ex-
cess compensation in particular (Brown and Lee, 2010; Core et al., 1999; Faleye
et al., 2011; Mehran, 1995). The board of directors should assess managers’ per-
formance and provide them with well-designed compensation plans (Adams et al.,
2010). However, large payouts to CEOs and the weak pay-performance relation
have been criticized in literature and, in particular, the boards of directors and their
monitoring role have been the center of attention. Specifically, according to the
managerial power view, a CEO’s negotiation power in determining his or her pay
package and the lack of independent directors are considered the main reasons
for large payouts to CEOs (Bebchuk and Fried, 2004; Goergen and Renneboog,
2011).

This issue has been the subject of a large body of research (e.g., Brown and Lee,
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2010; Conyon and He, 2011; Core et al., 1999; Mehran, 1995; Yermack, 1996),
which concludes that executives with control and power over the board of direc-
tors receive excess compensation. In particular, it is suggested that more outside
or independent directors should sit on the boards of directors to better monitor
managers in receiving excess compensation. Furthermore, board monitoring and
incentive-based compensation schemes are likely substitute corporate governance
mechanisms. Fama (1980) views the board of directors as a market-induced insti-
tution with the main role of monitoring the highest decision-makers. This means
that if this institution provides efficient monitoring, other costly mechanisms are
less necessary. An independent board of directors offers an alternative governance
mechanism. Accordingly, in boards with a greater direct monitoring capability,
variable remuneration schemes are likely to be less used to incentivize the CEO
(Cohen et al., 2013; Dicks, 2012).

While prior research typically has considered the monitoring role of outside di-
rectors (see, Adams et al., 2010; Hermalin and Weisbach, 2003), less attention has
been given to how other stakeholders, such as employees, contribute to monitor-
ing CEO compensation. There are several arguments why employee representa-
tives could contribute to more efficient compensation monitoring. Employee rep-
resentatives are independent, informed and incentivezed. They are independent
members with respect to both managers and major owners of the firms (similar to
outside directors). Through their daily involvement in operations, they facilitate
the transfer of information and improve the board’s decision-making (Fauver and
Fuerst, 2006). Employees, deriving their income from and having more human
capital tied to the firm, also have stronger incentives to monitor managers and
exercise control over different corporate policies (Acharya et al., 2011).

In a few studies, the relationship between CEO compensation and union con-
tracts has been examined. These studies indicate that the presence of unions
within a firm is associated with lower levels of total executive compensation and
substantially lower stock option rewards (Banning and Chiles, 2007; Gomez and
Tzioumis, 2006). Analogously, the presence of employee representatives on the
board may mitigate the need for other monitoring mechanisms, such as incentive
packages. Having direct access to inside information via employee representatives
on the boards substitutes the need to align managerial and shareholder interests
through incentive-based compensation.

Moreover, employee representatives are similar to managers in one respect – they
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obtain the lion’s share of their income from the particular firm and are exposed
to idiosyncratic risk. Therefore, risk-averse employees likely promote diversifica-
tion within the firm (cf., Aggarwal and Samwick, 2003) and other risk reducing
policies. Faleye et al. (2006) studied the effect of labor unions on corporate gov-
ernance specifically and they found that a labor voice in corporate governance is
associated with a significant reduction in corporate risk-taking. Incentive-based
compensation schemes, in contrast, are typically designed to promote risk-taking.
In fact, CEOs who hold shares and options as part of their compensation, may par-
ticipate in inefficient risky investment projects to increase short-term share price
volatility and gain excessive compensation (Bebchuk and Fried, 2004). It is thus
plausible that employee representatives tend to discourage the use of incentive
pay.

From the above discussion, one could expect that employee representatives would
try, to the degree they are capable, to curb both excessive pay to managers and
the adoption of incentive-based remuneration. Whether this expectation also can
be supported empirically, is something we address by testing the two following
hypotheses:

H1a.The presence of employee representatives on the board is associated with
lower excess compensation for CEOs.

H1b.The presence of employee representatives on the board is associated with less
use of incentive based compensation to CEOs.

3.2 Employee representatives and earnings quality

Higher quality earnings, one of the primary and fundamental accounting features,
have important implications for the transparency and information quality of firms.
Specially, the nature and extent of accounting accruals are considered important
elements in predicting future performance (Dechow and Dichev, 2002). However,
the quality of accruals is embedded in accounting choices, which are contingent
on managerial discretion. Opportunistic managerial behavior through earnings
management can restrain the quality of accruals and thereby the ability of earn-
ings to predict future performance (Dechow et al., 1995; Jones, 1991). Therefore,
previous research has considered the importance of corporate governance, partic-
ularly the role of the board of directors, concerning the quality of firms’ reporting
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decisions (Brown and Caylor, 2006; Klein, 2002; Larcker et al., 2007). In this
respect, various features regarding the structure of the boards are covered in the
literature. In this paper, we focus on the importance of diversity on the board by
specifically evaluating the role of employee representatives, which has not been
examined before.

Several studies have examined the relationship between the board’s structure and
the quality of earnings (e.g., Ball et al., 2000; Brickley et al., 1994; Klein, 2002;
Larcker et al., 2007; Peasnell et al., 2005; Xie et al., 2003). This research indicates
that the structure of the board of directors and the audit committee determines to
what degree board members monitor the financial reporting of firms. In particu-
lar, the independence of board members is emphasized in the literature as a driver
of earnings quality. For example, Klein (2002) shows a significant negative rela-
tionship between the proportion of outside directors on the board and abnormal
accruals. Dechow et al. (1995) examine various motives for and consequences
of earnings manipulation in firms that were subject to accounting enforcement
actions. They document that the number of incidences of earnings management
is related to weaknesses in corporate governance. Furthermore, an independent
board of directors mitigates the possibility of earnings management and enhances
the quality of accounting earnings.

In addition, the effect of board diversity on monitoring performance of boards has
been examined in recent literature (e.g., Adams and Ferreira, 2009; Gul et al.,
2011; Srinidhi et al., 2011). For instance, Adams and Ferreira (2009) focus on fe-
male board members and they find that female representation enhances the boards’
monitoring of managers. Similarly, Srinidhi et al. (2011) and Gul et al. (2011) ar-
gue that more gender diverse boards improve the monitoring process which results
in higher earnings quality in these firms. Considering the recent research that
investigates how board diversity affect the boards’ monitoring effectiveness, we
examine an important, yet less noticed, aspect of board diversity, i.e., employee
representation.

Edling et al. (2012) argue that there are several pieces of legislation in the Scan-
dinavian setting (Sweden, Norway, Denmark) that limit the preservation of an
“old-boys network” (implying a social elite, including individuals with similar
background, shared norms and beliefs in a homogeneous environment). For ex-
ample, all three countries have regulations giving rights to employees to have
representatives on the boards. Edling et al. (2012) further suggest that the pres-
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ence of employee representatives on the board of directors has also increased the
diversity of the boards by increasing the fraction of female directors on the board.

We focus on the quality of financial reporting when boards include employee rep-
resentatives and provide various reasons why these board members contribute to
the boards’ monitoring of financial reporting quality. First, employee representa-
tives with firm-specific knowledge contribute to the function of the boards on the
whole. Experienced employees can provide outside board members with knowl-
edge from inside the firms and at the same time be independent with respect to
management. Hence, the transfer of information from employee representation
is expected to contribute to improved monitoring by the boards. Furthermore,
employee representatives on the board introduce different perspectives and can
thereby enhance the quality of communication inside the boardroom. A better-
informed board of directors with better communication is expected to improve the
quality of accounting earnings.

Second, the risk-averse behavior of employee representatives and union members
also has implications for the monitoring of accounting earnings. Poorer earnings
quality are associated with higher levels of risk, and lower valuations will follow
(Francis et al., 2005; Gaio and Raposo, 2011). Furthermore, when facing earnings
with lower quality, the firm and its directors are more exposed to litigation risks
(Srinidhi et al., 2011). Therefore, in boards with employees represented, one
could expect a higher demand for a higher quality of earnings for purposes of risk
reduction compared to boards without employee representation.

Third, given that employee representatives provide a link between firms and labor
unions, they can be considered additional monitors of managers’ actions. Being
under more scrutiny from a board of directors that includes employee representa-
tives, managers are more inclined to provide high quality accounting information.
Therefore, a possible earnings management and opportunistic behavior in these
firms for withholding relevant information is mitigated. Liberty and Zimmer-
man (1986) examined earnings management behavior of firms with labor contract
negotiation. They predicted that managers in these firms would try to manage
earnings downward prior to union contract negotiations. Their results, however,
did not support this hypothesis. Among several reasons, they proposed that union
members have incentives to undo management’s manipulations of accounts. In
our setting, union members are also able to sit on the board, which should en-
hance their ability to counteract such earnings management even further.
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Employee representation could also contribute to improved accounting quality
indirectly. For instance, Jung et al. (2014) find a positive and significant relation-
ship between accounting quality and labor investment efficiency and state that this
relationship is even stronger in unionized firms. They explain that union effect de-
rives from the fact that collective agreements make wages sticky and layoffs more
costly. This, in turn, dampens the propensity to hire and makes it more costly
to adjust the labor force to external shocks. Good accounting quality becomes
even more important in unionized firms to promote labor investment efficiency.
Therefore, the presence of employees on boards, with the increased possibility to
exercise influence decisions on adjustments of the workforce, will contribute to
increased demand for higher accounting quality from investors to promote labor
investment efficiency.

From this discussion we conclude that arguments related to better information
transfer, risk aversion, and the enhanced capability to voice diverging opinions
indicate that employee representation should foster improved earnings quality.
Accordingly, we hypothesize that:

H2. The presence of employee representatives on the board of directors is associ-
ated with a higher quality of accounting earnings.

4 Research design

CEO compensation

In testing the CEO compensation monitoring hypothesis, we firstly focus on the
excess CEO compensation. This hypothesis assumes that the strength of board
monitoring in improving the executive compensation practice should negatively
affect the excess compensation of CEOs. Following prior research (e.g., Core
et al., 1999; Faleye et al., 2011; Kim et al., 2014), we estimate excess compen-
sation, using residuals from the model predicting benchmark pay, including eco-
nomic determinants of executive pay (Eqs.1).

Compit = δ0 + γ1LnTotalAssetsit + γ2MT BVit + γ3ROAit + γ4RETit + γ5S DROAit (1)

+ γ6S DRETit + εit
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Following Core et al. (1999), we include firm size, measured by total assets
(LnTotalAssetsit); return on assets (ROAit) and stock return (RETit), as two prox-
ies for firm performance; the standard deviation of both performance measures
over the preceding five-year period (S DRETit and S DROAit), as the proxies for
firm risk (indicating the risk of the firm’s information environment as well as its
operating environment); and growth opportunities, measured as market-to-book
ratio (MT BVit). The residuals from Eqs.1 provide an estimation of excess pay
that is used as a dependent variable in the following model.

ExcessCompit = α0 + α1ERRit + γ′ControlVariablesit (2)

In this model (Eqs.2), ERRit is the percentage of employee representatives on the
board2. We also control for the effect of governance characteristics (i.e., board
of director composition and ownership structures) and other firm as well as CEO
characteristics (i.e., CEO age and CEO tenure).

Furthermore, we replace the compensation variable in Eqs.2 with CEO incentive-
based compensation. Given that employee representatives contribute to the boards’
monitoring performance, variable compensation is expected to be less needed. We
examine this negative association using the ratio of CEO bonus pay to total cash
pay (based on a tobit model3) and the use of CEO equity-based compensation
(based on a probit model4) as the dependent variables in the main model (Eqs.2)
and examine the effect of ERR on the structure of CEO compensation, specifically
on the variable components.

2It is expected that as the size of the boards becomes larger, employee representatives (maxi-
mum two to three members) have less influence on the boards. Hence, examining the effect of the
proportion of these members on the boards provides more evidence.

3Following (Jackson et al., 2008), we estimate the equation of bonus ratio using the tobit model.
Bonus ratio is left-censured at zero, meaning that this variable includes many observations with
zero value.

4For equity-based compensation, it is hard to build a complete database for executive compen-
sation plans in Swedish listed firms because of the lack of available information of stock and option
plans, separately, for CEOs in the annual reports of most of the companies. Therefore, we have
included a dummy variable, indicating whether CEOs are provided with any equity-based compen-
sation plans.
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Accruals quality

In perceiving the role of financial reporting as being informative and transparent,
earnings quality plays an important role. Firms measure earnings using accru-
als, which aim to increase the relevance and informativeness of financial report-
ing. However, the determination of accruals involves managerial discretion that
may result in distortion of earnings, e.g., to increase their earnings-based bonuses
(Healy, 1985). The quality of earnings is therefore conversely related to the in-
crease in discretionary accruals, which indicates the extent of bias infused into
financial reports by managers (Dechow et al., 1995; Jones, 1991).

Consistent with extant research that investigates the relationship between earnings
management and corporate governance (e.g., Cormier et al., 2014; Faleye et al.,
2011; Kim et al., 2014), we adopt the modified Jones model developed by Dechow
et al. (1995). Furthermore, we adjust this model and control for the effect of firm
performance following the approach suggested by Kothari et al. (2005). Kothari
et al. (2005) suggest controlling for lagged return on assets (ROA) in the modified
Jones model due to the concern about the correlation between performance and
residuals (Dechow et al., 2010). Furthermore, we include the intercept in both
models as recommended by Kothari et al. (2005). Models below (Eqs.3 and Eqs.4)
present the modified Jones model (Dechow et al., 1995) and the performance-
adjusted model (Kothari et al., 2005), respectively. Specifically, we estimate the
following annual cross-sectional models for each group of industry classification
benchmarks (ICB):

T Ait

Assetsit−1
= β0 + β1

1
Assetsit−1

+ β2
∆REVit − ∆RECit

Assetsit−1
+ β3

PPEit

Assetsit−1
+ εit (3)

T Ait

Assetsit−1
= β0 + β1

1
Assetsit−1

+ β2
∆REVit − ∆RECit

Assetsit−1
+ β3

PPEit

Assetsit−1
+ β4ROAit−1 + εit

(4)

where T Ait indicates total accruals for firm i in year t, calculated as the change in
non-cash current assets minus the change in current liabilities minus depreciation
and amortization (T Ait = [∆CurrentAssetsit − ∆Cashit] − [∆CurrentLiab.it −
∆S hort.T Debtit]−Depreciation); Assetsit−1 is total assets for firm i in year t− 1;
∆REVit is equal to change in sales for firm i between year t−1 and year t; ∆RECit

presents change in accounts receivable for firm i between year t − 1 and year t;
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PPEit is gross property, plant and equipment for firm i in year t; and ROAt−1

indicates lagged return on assets.

The residuals from estimating Eqs.3 and Eqs.4 provide estimations of discre-
tionary accruals (DAit). Expecting that earnings management involves either income-
increasing or income-decreasing accruals, we follow previous research (e.g., Kim
et al., 2012; Klein, 2002; Srinidhi et al., 2011; Ye, 2010) and estimate the absolute
value of residuals. The absolute value of residuals is then used in our main model
that represents an inverse measure of financial reporting quality. In other words,
an increase in absolute value of residuals implies lower earnings quality.

DAit = δ0 + δ1ERRit + γ′ControlVariablesit + υt (5)

In the above model (Eqs.5), DAit represent the abnormal accruals, obtained as
the residuals from the accrual quality models (Eqs. 3 and 4). The variable of
interest is ERRit, which indicates the percentage of employee representatives on
the boards. We include firm characteristics in this model that previous research
identifies as factors that affect the extent of accruals (e.g., Cohen et al., 2013;
Kim et al., 2012; Klein, 2002). Specifically, we use logarithm value firm market
value (LnMV) as a proxy for firm size, firm’s financial leverage (LEV), a dummy
variable equal to one for firms reporting negative earnings (DLoss), and market-
to-book ratio (MT BV). We also control for several corporate governance factors
that have been considered in previous research. In the next section, a detailed
definition of control variables is presented.

Control variables

We control for the effects of other board characteristics, ownership structures, and
firm factors by including several variables. With respect to board structures, we
first control for board size (Board size). The empirical research on the effect of
board size on the board’s monitoring ability is mixed. Yermack (1996) argues
that larger boards are inefficient due to higher communication and coordination
costs. However, as argued by Xie et al. (2003), even though smaller boards may
be more functional in providing more monitoring over managers, larger boards
may incorporate a broader range of experience and thereby promote the monitor-
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ing of managers. Hence, no directional prediction is made for board size. Prior
research argues that the CEO being part of the board of directors negatively af-
fects the monitoring of the board (Brickley et al., 1994). Hence, we also control
for the presence of the CEO on the board of directors by including an indicator
variable, equal to one if the CEO is a member of the board and zero otherwise
(CEO on Board). Furthermore, the percentage of outside directors on the board is
considered an important indicator of the monitoring incentives of the board of di-
rectors (e.g., Core et al., 1999; Klein, 2002; Peasnell et al., 2005; Xie et al., 2003).
Non-executive directors, due to no affiliation with the CEOs and more concerns
for their reputations, are expected to contribute to the monitoring function of the
boards. However, a precise definition of independent directors not only includes
executives on the board but also considers the presence of large owners on the
board (Conyon and He, 2011). Thus, we measure the percentage of independent
members on the board, considering those members that have no affiliation to ei-
ther executives or large owners (InDepDR). In addition, since the chairperson on
the board of directors usually represents the largest owners of firms in Sweden,
we separately control for this factor including a dummy variable (Dep_Chair).
The role of female directors in improving the monitoring of financial reporting
has been recently studied and found to be associated with better oversight of man-
ager’s reporting (e.g., Adams and Ferreira, 2009; Srinidhi et al., 2011). Hence, we
also include the percentage of female directors on the boards in the accruals mod-
els (FDonBoard). Finally, having separate board committees (i.e., compensation
and audit committees) is recommended in corporate governance guidelines for
improving the monitoring ability of the boards. Therefore, we include a dummy
variable equal to one for firms in which the boards have audit and compensation
committees and zero otherwise (Committees).

Regarding the firm ownership structures, prior research suggests that firms that
are highly concentrated and controlled by blockholders and family owners are less
likely to engage in excess compensation and earnings manipulation due to mon-
itoring incentives of the largest shareholders (Ali et al., 2007; Core et al., 1999;
Wang, 2006). In particular, in Sweden, the extent of concentrated ownership struc-
tures and the role of family owners are considerable. Hence, in regression models,
we control for several ownership variables, which we expect to have negative ef-
fects on CEO excess compensation and discretionary accruals. Capital largest
represents the percentage of shares held by the largest owners of firms. Family
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firm is a dummy variable equal to one if the largest owner of the firm (holding
at least 10% of cash-flow shares) is a family owner and zero otherwise. Second
largest is a dummy variable equal to one if the firm has more than one largest
owner (holding at least 10% of cash-flow shares) and zero otherwise.

Finally, several firm-specific characteristics are controlled in regression models,
including firm size, measured by natural logarithm of firm market value (LnMV)
or natural logarithm of total assets (LnTotalAssests); growth opportunities, deter-
mined by logarithm value of market-to-book ratio (LnMTBV); leverage, calculated
by the ratio of total debt to total assets; firm performance, measured by profitabil-
ity (ROA) and stock return (RET); and firm age. Definitions of the variables in this
study are presented in Appendix I.

5 Sample and descriptive statistics

The sample consists of listed companies on the Stockholm Stock Exchange for the
five-year period (2005-2009). These firms follow the governance requirements
provided by the Swedish Corporate Governance Code and the Swedish Company
Act, which require the disclosure of information with respect to the structure of
boards. Hence, data related to the size and composition of the boards of directors
are available and hand-collected from annual reports and corporate governance
reports. Furthermore, the information regarding executive compensation is dis-
closed in annual reports of firms, following the requirements of the Swedish An-
nual Accounts Act. Hence, the remunerations of CEOs are also hand-collected
from the annual reports. Finally, accounting and market data is obtained from
Worldscope and Datastream.

The initial sample consists of 1227 firm-year observations. From this sample
foreign companies are excluded since they might follow other country-specific
rules. Furthermore, banks are excluded since they are subject to higher regulatory
scrutiny. Last but not least, for some variables, particularly those collected from
Worldscope and Datastream, there are missing values, so these observations are
dropped in different regression analyses. Table 1 presents the sample composition
and the distribution of observations by years and two-digit industry classification
benchmark (ICB).

179



Essay 3

Table 1. Sample composition

Panel A: Sample composition

1 Initial firm-year observations for years 2005-2009 1247
2 Less non-Swedish firms -63
3 Less Banks -20

Panel B: Distribution of observations by fiscal years

Year 2005 2006 2007 2008 2009 Total
Number of firms 228 238 238 234 226 1164

Panel C: Distribution of observations by Industry composition

ICB Industry Descriptions With ER Without ER Total
13 Chemicals 0 4 4
17 Basic Resources 43 8 51
23 Construction & Materials 51 10 61
27 Industrial Goods & Services 155 144 299
33 Automobiles & Parts 15 5 20
35 Food & Beverage 11 0 11
37 Personal & Household Goods 36 32 68
45 Health Care 39 86 125
53 Retail 30 38 68
55 Media 8 18 26
57 Travel & Leisure 15 22 37
65 Telecommunications 12 13 25
86 Insurance and Real Estate 11 77 88
87 Financial Services 8 106 114
95 Technology 44 123 167
Total 478 686 1,164

Note:
Panel A, in Table 1, reports the sample composition and the excluded items from the initial sample
of this study. In Panel B the yearly distribution of firms and in Panel C the industry classification
of firms by two-digit industry classification benchmark (ICB) are presented. Panel C shows firms
with employee representatives (ER) on the boards in each industry; firms without ER on the boards
in each industry; and the industry classification of the whole sample.

Table 2 presents the descriptive statistics of variables, for the whole sample as
well as in sub-samples of firms with employee representatives (ER) on the board
and those without. In 41% of the firms in the sample, employees have at least
one representative on the board. This implies that more than half of the sample
do not include any ER on the boards. This number is surprising despite the legal
support for employees having the same rights and responsibilities as those for
other directors on the boards.

In the sub-sample of firms with ER on the board, the number of these representa-
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tives varies from 0 to 4, and the average percentage of employee representatives on
the boards in these firms is around 23%. Boards of directors in the sample consist
of 7 directors, on average, but the size of the boards with ER is larger and include
an average of 9 members. The percentage of independent directors as disclosed
in the annual reports is 69% on average. Yet, in approximately 44% of the firms
in the sample, the chairperson is the representative of the largest shareholder, sug-
gesting a considerable influence of the largest owners on the boards of directors.
Furthermore, CEOs sit on the boards in 56% of the firm-year observations, and
this percentage is higher (around 69%) in boards with ER. On average, the largest
shareholder holds 24% of firm cash-flow rights, and in almost 40% of firm-year
observations, second largest shareholders hold at least 10% of cash-flow rights.
In 57% of the firm-year observations, CEOs are provided with equity-based com-
pensation, and almost 16% of CEO cash compensation derives from bonuses or
profit-sharing plans.

With respect to firm characteristics, the mean (median) firm age is 33 (20) years
in the overall sample. However, firms with ER on the board are, on average, older
(46 years compared to 24), suggesting that older firms are more likely to have
employees on the boards. Return on assets (ROA), which is winsorized at the 1st
and 99th percentiles, has a mean of 3.52% in the whole sample and is somewhat
larger in the sample of ER firms (5.31%). The average firm in our sample has total
assets of 12 373 million SEK (in logarithm value 14.41). However, comparing
this value for the sub-sample of ER firms indicates that there are considerable size
differences, and firms with ER on the boards are larger in total assets

Fixed assets (PPE) are 21% of total assets on average. Total accruals T A (scaled
by lagged total assets) has the mean (median) of -0.028 (-0.023). In general, a
glance at the standard deviations of financial characteristics reveals a consider-
able variation in financial variables in the sample. In Appendix II, the correlation
matrix of all variables of this study is reported. The Pearson correlation matrix
indicates that firm age, firm size and board size are positively correlated with the
percentage of employee representatives on the boards. This suggests that local
unions are less likely to appoint employee representatives on smaller firms, which
is expected because the number of possible candidates is less in small firms. Fur-
thermore, standard deviations of ROA and RETURN are negatively correlated
with ERR, indicating that in firms exposed to higher performance volatility and
risks, employee participation on boards is lower.

181



Essay 3

Table 2. Descriptive Statistics

Statistics Full sample (N=1162) At least one ER on the board No ER on the board
(N=478) (N=686)

Board structure Mean Median Std Dev Mean Median Std Dev Mean Median Std Dev
D_ER 0.411 0 0.492 1 1 0 0 0 0
Emp_rep 0.893 0 1.134 2.176 2 0.585 0 0 0
ERR 9.64 0 11.99 23.48 23.07 4.98 0 0 0
Boards Size 7.377 7 2.178 9.289 9 1.702 6.045 6 1.308
Committee 0.686 1 0.464 0.816 1 0.388 0.595 1 0.491
InDepDR 69.09 66.66 17.73 71.70 70 14.98 67.26 66.66 16.23
CEOonBoard 0.564 1 0.496 0.695 1 0.461 0.474 0 0.500
FDonBoard 18.99 20 13.73 22.78 22.22 13.97 16.35 16.66 12.93
Dep_Chair 0.439 0 0.496 0.469 0 0.500 0.418 0 0.494
Ownership structure
CapitalLargest 23.983 20.6 16.643 23.220 20.15 14.266 24.515 20.7 18.108
Dual 0.506 1 0.500 0.556 1 0.497 0.472 0 0.500
SecondLargest 0.406 0 0.491 0.441 0 0.497 0.381 0 0.486
family firm 0.636 1 0.481 0.628 1 0.484 0.642 1 0.480
CEO Compensation
EBC 0.576 1 0.494 0.563 1 0.497 0.586 1 0.493
Rbonus 0.165 0.119 0.183 0.185 0.183 0.163 0.150 0.058 0.194
LnPay 14.938 14.879 0.784 15.285 15.22 0.713 14.66 14.622 0.737
CEO tenure 5.824 4 6.468 5.634 4.0 6.47 5.95 4 6.467
CEOAge 49.27 49 7.064 50.48 50.0 6.519 48.43 47 7.307
CEOshare% 3.994 0.19 9.713 1.506 0.045 4.900 5.775 0.45 11.713
Firm Characteristics
RETURN 0.188 0.11 0.637 0.178 0.130 0.592 0.194 0.1 0.666
ROA 3.522 6.89 17.29 5.314 6.955 13.053 2.265 6.75 19.638
Total Assets (MSEK) 12373 1419 34717 21173 2810 48612 6245 788 17597
LnTotal Assets 14.42 14.17 1.96 15.18 14.85 1.857 13.89 13.58 1.85
SDRET 0.494 0.415 0.295 0.438 0.378 0.251 0.532 0.441 0.317
SDROA 9.526 5.477 11.538 6.261 3.997 6.650 11.854 6.970 13.551
LnMTBV 0.655 0.631 0.902 0.700 0.735 0.825 0.622 0.565 0.952
lnMV 6.793 6.856 2.440 7.655 7.780 2.513 6.152 6.082 2.175
RDtoSale 0.124 0 0.583 0.112 0 0.616 0.129 0 0.559
LEV 0.516 0.523 0.450 0.556 0.585 0.177 0.488 0.463 0.567
FirmAge 33.54 20 28.14 45.81 40.50 32.22 24.99 17 21.04
Financial Characteristics
TA (a) -0.028 -0.023 0.220 -0.023 -0.031 0.125 -0.031 -0.019 0.271
PPE (b) 0.212 0.110 0.281 0.235 0.176 0.208 0.210 0.063 0.323
CFO (b) 0.059 0.073 0.141 0.073 0.085 0.118 0.049 0.058 0.155
∆ Sale (b) 0.077 0.062 0.305 0.056 0.064 0.238 0.091 0.062 0.343
OC 154.2 135 95.6 142.129 133.5 67.7 165.6 136 114.766

Note:
This table presents the descriptive statistics (mean, median and standard deviation) of the key dependent and independent vari-
ables, in the whole sample as well as sub-sample of firms with employee representatives (ER) and without ER.
(a) scaled by lagged total assets; (b) scaled by average total assets
Detailed variable definitions are in Appendix I.
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6 Empirical results and analyses

6.1 CEO compensation regressions

Table 3 presents results for the CEO excess compensation model. Specifically,
in panel A, the economic determinants of CEO cash compensation are specified
and the residuals are predicted that explain the excess compensation (in loga-
rithm). As expected, we find a positive and significant association between cash
compensation and firm size (LnTotalAssets), market-to-book value (MT BV), and
performance (RETURN).

Panel B presents the effects of governance factors and particularly the effect of em-
ployee representatives on excess cash compensation. It is expected that in firms
with efficient monitoring mechanisms through the structure of ownership or the
boards of directors, the CEOs’ ability to extract rents in terms of excess CEO
compensation is limited (Core et al., 1999). In particular, the negative and signifi-
cant (at a 1% level) coefficient of CapitalLargest suggests that in firms with con-
centrated ownership, excess compensation is limited. Furthermore, Dep_Chair,
indicating the boards with chairs who are representatives of the largest sharehold-
ers, has a negative and significant coefficient, suggesting the important influence
of large owners on boards in limiting excess CEO cash compensation. However,
other features of the boards of directors, and in particular the variable of interest
ERR, indicate no significant results. This suggests that employee representatives
on the board of directors do not have strong voices on the level of CEO cash
compensation and lessening excess cash payments to the CEO.

Next, in Table 4, we focus on the CEO incentive compensation (i.e., CEO bonus
and equity-based compensation). Specifically, the dependent variable in the first
model is RBonus, which presents the ratio of bonus to total CEO cash pay. In the
second model, we examine the probability of equity-based compensation, consid-
ering an indicator variable (EBC) as the dependent variable.

The results show that, consistent with the substitute governance hypothesis, CEO
incentive compensation is less likely to be used in firms with direct monitoring
of the large shareholders and boards of directors. In particular, the results show
that the percentage of capital shares held by the largest owners, CapitalLargest,
is associated with less variable compensation, either in the form of bonus ratio
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Table 3. Excess CEO Compensation

Panel A: Economic determinants of total cash compensation

VARIABLES coeff. t.stat
LnTotalAssets 0.319*** (17.67)
ROA -0.002 (-0.923)
RETURN 0.164*** (4.445)
SDRET -0.083 (-0.798)
SDROA 0.002 (0.871)
LnMTBV 0.133*** (4.069)
Observations 949
Adjusted R-sqd. 0.551

Panel B: Excess cash compensation

VARIABLES coeff. t.stat
ERR -0.001 (-0.330)
FirmAge -0.002** (-2.154)
CapitalLargest -0.009*** (-3.832)
SecondLargest -0.073 (-1.430)
Dual 0.042 (0.828)
Familyfirm 0.039 (0.743)
Boardsize 0.033 (1.688)
Committees -0.025 (-0.411)
CEOonBoard -0.022 (-0.302)
InDepDR -0.002 (-0.801)
Dep_Chair -0.142** (-2.226)
CEOAge 0.003 (0.659)
CEOtenure -0.003 (-0.700)
CEOshare% -0.018*** (-4.715)
Observations 914
Adjusted R-sqd. 0.211

Note:
This table reports results from Pooled OLS regressions, the coefficient estimates and t-statistics
based on the clustered standard errors (by the firm level), in order to control for correlation of
residuals over the firms. Panel A in this table presents the regression of CEO cash compensation
as a function of the economic determinants of executive pay. The dependent variable in panel
A is the natural logarithm of cash pay (salary+bonus). The economic determinants of compen-
sation include: S ize, measured by logarithm of total assets of firm; accounting performance,
measured by return on assets ROA; market performance, measured by stock return RETURN;
firm risks, measured by standard deviation of both performance measures S DRET & S DROA;
and growth opportunities, measured by logarithm of market to book value ratio LnMT BV .
Panel B, presents the main model related to monitoring effect of employee representatives on
excess CEO compensation. The dependent variable in this model in the residual from the re-
gression in panel A. The variable of interest is the proportion of employee representatives on
the board ERR. All other variables are described in Appendix I. All regressions include years
and industry dummies. Robust t-statistics are presented in parentheses (*** p<0.01, ** p<0.05,
* p<0.1)
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or the use of equity-based compensation. In family firms, CEOs are provided
with a smaller proportion of variable pay in terms of bonuses, and firms with the
second largest shareholders are also less likely to provide CEOs with equity-based
compensation plans.

Table 4. CEO incentive compensation structure

Model 1 (Tobit Rbonus) Model 2 (Probit EBC)

VARIABLES ME t.stat ME z-value
ERR -0.001 (-0.791) -0.006** (-2.109)
ROA 0.002*** (3.426) -0.002 (-1.247)
RETURN 0.064*** (5.069) 0.012 (0.392)
LnTotalAssets 0.027*** (4.138) 0.033 (1.577)
LEV -0.009 (-1.245) 0.073 (1.082)
RDtoSale -0.014 (-0.685) 0.121* (1.935)
FirmAge -0.001** (-2.485) 0.002 (1.549)
CapitalLargest -0.001** (-2.402) -0.005** (-3.233)
Dual 0.020 (1.333) -0.025 (-0.446)
Familyfirm -0.033** (-2.077) 0.093* (1.754)
Secondlargest -0.018 (-1.162) -0.105** (-2.049)
Boardsize 0.007 (1.254) 0.024 (1.130)
InDepDR -0.001 (-1.417) -0.000 (-0.228)
Dep_Chair -0.064*** (-3.792) -0.049 (-0.903)
CEOonBoard -0.008 (-0.410) -0.065 (-0.989)
Committees 0.024 (1.206) 0.006 (0.110)
CEOAge -0.003*** (-2.802) -0.008** (-2.350)
CEOtenure 0.001 (0.668) -0.008** (-2.116)
CEOshare% -0.005*** (-3.932) -0.0004 (-0.114)
Observations 1,061 1,059
Pseudo R-sqd. 0.466 0.187

Note:
This table presents the effect of variables on incentive compensation. In Model 1, the dependent variable is
the ratio of bonus to total cash compensation (Rbonus). Tobit model is used to estimate the equation of the
bonus ratio. The bonus ratio is left-censured at zero, meaning that several companies provide no bonus for
CEOs. The marginal effects are calculated for the tobit model, correcting for the corner solution. In Model
2, the dependent variable is a dummy variable equal to one if firms have equity incentive plans and zero
otherwise (EBC). The marginal effects are also calculated for the probit model and are presented in the
table. Independent variables are described in Appendix I. In all regressions standard errors are clustered by
firm level and all regressions include years and industry dummies. Robust t-statistics in parentheses (***
p<0.01, ** p<0.05, * p<0.1).

Regarding the board structure variables, the presence of a dependent chairperson,
with respect to the largest owners, is negatively related to the extent of bonus that
CEOs receive. Importantly, the proportion of employee representatives on the
boards has also a negative and significant (at a 5% level) impact on the probabil-
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ity of CEOs receiving equity incentive compensation. This result suggests that,
controlling for other firm and governance factors, equity incentive plans are less
likely to be provided in firms in which employee representatives are part of the
board of directors.

Consistent with the substitute monitoring hypothesis, in firms with direct control
of stakeholders, equity-based compensation may be less necessary. Furthermore,
equity incentive compensation is typically designed to promote risk-taking by ex-
ecutives. The negative association between ERR and the probability of EBC also
suggest that employee representatives, who are usually risk-averse employees, re-
quire less of inventive compensation for CEOs to decrease excessive risk-taking
behavior. In sum, the results generally indicate that the presence of employees
on the boards has no discernible effect on the level of CEO cash compensation.
However, there is some evidence that the mix of pay, in particular, with respect to
less usage of equity incentive for CEOs is affected by the proportion of employee
board members.

6.2 Accrual quality regressions

The main analyses for investigating the accruals quality of firms with employee
representatives on the boards are presented in Table 5. In this regression, the
dependent variable is the absolute value of residuals from the accrual models, as
described in section 4.2. In model 1, the dependent variable is the absolute value
of abnormal accruals from the modified Jones model (Dechow et al., 1995). In
model 2, performance-adjusted discretionary accruals are used by including the
lagged return on assets (ROAt−1) in the modified Jones model to control for the
effect of performance on accruals (Kothari et al., 2005). In all regressions, we
use clustered standard errors (by firms) and year dummies to account for the error
term’s lack of independence across firms and time (Petersen, 2009; Thompson,
2011).5

5The year 2005 is the first year that the listed firms in Sweden adopted IFRS following the
mandatory adoption of IFRS by the European Union (European Union regulation No. 1606/2002).
This year is selected as the first year of our analyses in order to control for any changes in accounting
numbers due to the change in accounting standards. However, the first year adoption may also
affect our results. Therefore, we also replicate analyses excluding the year 2005. The finding are
consistent with those that are presented for the analyses of accruals quality models.
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The variable of interest is related to the presence of employee representatives on
the boards (ERR)6. Based on the earnings quality hypothesis, we expect a neg-
ative association between ERR and abnormal accruals. Prior research provides
evidence on the importance of boards’ monitoring performance in enhancing the
quality of information presented in firms’ financial reports (Faleye et al., 2011;
Kim et al., 2014). We predict that employee representatives improve the moni-
toring performance of the boards with respect to better quality financial reports,
in particular by promoting more effective communication and providing more in-
sights from the firms. Consistent with our prediction, the results in Table 5 in-
dicate that the fraction of employee representatives on the boards (ERR) is nega-
tively and significantly (at a 1% level) related to abnormal accruals7. The coeffi-
cient implies that with one percent increase in the fraction of employee represen-
tatives on the boards, the ratio of discretionary accruals to total assets decreases
by 0.001 basis point.

Considering an average discretionary accruals of 8% of total assets, this coefficient
represents an economically significant reduction of 1.2% in abnormal accruals.
This result implies that firms with employee representatives on the boards are
associated with less earnings management. In other words, boards that include
employee representatives are associated with improved board monitoring, which
results in higher quality financial reporting.

We also include other firm and governance factors that previous research indi-
cates to be negatively associated with abnormal accruals. The variables related
to the monitoring influence of large owners (i.e., CapitalLargest, secondlargest,
and f amily f irm) provide negative coefficients in the regressions. However, the
coefficients of these variables are not statistically significant to be interpreted.

6The main independent variable of this study is related to the effect of employee participation
on boards. We primarily consider the extent of employee representatives’ influence over the boards
by measuring the percentage of these members on the board of directors (ERR). However, in unt-
abulated results, we instead use a dummy variable that is equal to one for firms that have employee
representatives (ER) on the board of directors and zero otherwise. The results are similar to those
presented for the effect of ERR in the tables.

7Looking at the Pearson correlation matrix (Appendix II), the correlation between Boardsize
and ERR is high and significant. To control for this high collinearity among these two variables we
have dropped Boardsize from the model. Regression results still provide a negative and significant
coefficient for the ERR variable (Also, excluding ERR from the model does not significantly change
the coefficient of Boardsize).
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Table 5. Abnormal Accruals

Model 1 (Abnormal Accruals) Model 2 (Performance
-Adjusted Abnormal Accruals)

VARIABLES coeff. t.stat coeff. t.stat
ERR -0.001** (-2.254) -0.001** (-2.214)
LnMV -0.007* (-1.780) -0.007** (-2.034)
LnMTBV 0.012* (1.810) 0.014** (2.016)
Dloss 0.033** (2.544) 0.020* (1.722)
LEV -0.014 (-1.589) -0.014 (-1.458)
FirmAge -0.0003* (-1.957) -0.0002 (-1.507)
CapitalLargest -0.0004 (-1.585) -0.0004 (-1.523)
SecondLargest -0.017* (-1.778) -0.017* (-1.923)
Familyfirm -0.003 (-0.337) -0.003 (-0.420)
Boardsize 0.004 (1.016) 0.004 (1.124)
InDepDR -0.000 (-0.159) -0.000 (-0.681)
Dep_Chair 0.005 (0.409) 0.005 (0.462)
CEOonBoard 0.010 (0.835) 0.005 (0.487)
FDonBoard -0.001** (-2.323) -0.001* (-1.759)
Committees -0.010 (-0.776) -0.018 (-1.414)
Observations 824 816
Adjusted R-sqd. 0.098 0.088

Note:
Table 5 presents the effect of variables on inverse accruals quality using Pooled OLS regression. In all
regressions, standard errors are clustered by firm level. In model 1, the dependent variable is Abnormal
Accruals based on the modified Jones Model (Dechow et al., 1995) and in model 2, Performance-Adjusted
Abnormal Accruals are used by adding the lagged value of return on assets ROAt−1 into the accrual model
(Kothari et al., 2005). ERR is the percentage of employee representatives on the board. Firm size is
measured by the natural logarithm of market value of the firm LnMV . Firm growth is measured by the
natural logarithm of market to book value LnMT BV . Dloss is an indicator variable for firms with negative
income and zero otherwise. Detailed description of all variables is presented in Appendix I. Regressions
include a set of year dummies. Robust t-statistics are presented in parentheses (*** p<0.01, ** p<0.05, *
p<0.1)

With respect to board size and other board characteristics, the results are also
weak. However, consistent with Srinidhi et al. (2011), we find that firms with
greater female board participation (FDonBoard) show higher earnings quality.
Finally, consistent with previous research, larger firms (higher lnMV) and firms
that do not report negative earnings (zero DLoss) provide higher earnings quality.
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7 Additional analyses

7.1 An alternative measure of earnings quality

We also consider an alternative model for measuring earnings quality that presents
the ability of current accounting earnings to predict future cash flows and earnings.
Dechow and Dichev (2002) define earnings quality in a model, in which they
expect a significant relationship between accruals and cash flows from operations.
They estimate the error in the model in which accruals, specifically short-term
accruals (or working capital accruals), are regressed over the past, present and
future cash flow from operations. Abnormal accruals are measured as the standard
deviation of the residuals in their model, in which a higher standard deviation of
residuals implies a lower quality of earnings.

McNichols (2002) argues that in this model, estimation errors caused by manage-
ment discretion are not independently considered, but it is likely to be dependent
on the cash-flow realization. Hence, McNichols (2002) proposes a model in which
the earnings quality model of Dechow and Dichev (2002) is combined with the
discretionary accruals model by Jones (1991). This means that the change in
revenues and the net value of property, plant and equipments (PPE) are used as
additional explanatory variables in the model developed by Dechow and Dichev
(2002). McNichols (2002, p.65) argues that combining these two models strength-
ens both approaches and reduces the extent to which the correlated omitted vari-
ables affect the model.

∆WCit = α0 + α1CFOi,t−1 + α2CFOit + α3CFOi,t+1 + α4∆REVit + α5PPEit + υit (6)

Following previous research that adopts this combined model (Francis et al.,
2008, 2005; Jung et al., 2014; Srinidhi et al., 2011), we estimate the earnings qual-
ity as the extent to which accounting accrual is associated with the past (CFOi,t−1),
current (CFOit) and future cash flows (CFOi,t+1), controlling for the effect of
sales growth (∆REV) and net property, plant and equipments PPEit. In the above
model, ∆WCit represents the change in non-cash working capital8. All the vari-

8Following McNichols (2002) we use short-term accruals in this model. McNichols (2002,
p.66) states that “Jones (1991) included depreciation in her measure of accruals, but to allow for
consistency with Dichow and Dichev (2002), the measure of accruals adopted here excludes de-
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ables are scaled by the average of total assets.

AQRit = β0 + β1ERRit + β2LnMVit + β3LEVit + β4MT BVit+ (7)

β5DLossit + β6S aleS Dit + +β7OCit +

10∑
k=1

γkGovernanceit + υt

The absolute value of residuals from Eqs.6 is used in the main model (Eqs.7),
which indicates the effect of different variables on inverse accruals quality (i.e.,
higher value of residuals indicate poor accruals quality)9. Furthermore, as clearly
discussed in previous research (e.g., Dechow and Dichev, 2002; Francis et al.,
2005), some factors including firm size, measured by natural logarithm of firm
market value (LnMVit); standard deviation of firms’ sales, calculated over the past
10 years operating (S aleS Dit); leverage (LEVit); natural logarithm of market-to-
book ratio (LnMT BVit); the incidence of losses (DLossit); and the firms’ operat-
ing cycle (OCit) affect the extent of accruals. Therefore, we include these vari-
ables in the analysis and also control for other governance factors regarding the
ownership structures and board structures of firms.

The results are presented in Table 6 (Model 1) and are consistent with those pre-
sented in Table 5. In particular, ERR provides a negative and significant coefficient
(β= -0.0007, t= -2.04), suggesting that as the proportion of employee representa-
tives on the boards increases by one percent, the ratio of abnormal accruals to total
assets decreases by 7 basis points (i.e., a reduction of 1.13% compared to a mean
value of 0.062). This result provides further evidence for our prediction and in-
dicates that, controlling for alternative measures of earnings quality, the presence
of employee representatives on boards is associated with lower abnormal accru-
als. Other than the effect of employee representatives’ proportion on the boards,

preciation”. Therefore, total accrual is calculated here as T Ait = [∆CurrentAssetsit − ∆Cashit] −
[∆CurrentLiab.it − ∆S hort.T Debtit].

9Using the absolute value of residuals in the model is consistent with previous research. As men-
tioned by Srinidhi et al. (2011), using the absolute value of residuals instead of standard deviation
of residuals will solve the problem of changes in independent variables over the years. In particular,
the period of this study begins from 2005, along with the changes in several regulations (e.g., the
IFRS and the Code of Corporate Governance). To control for the effect of these changes before
and after 2005, we use the absolute value of residuals for each firm-year observation. However, the
limitation of this approach is that a firm may have consistently large residuals but small standard
deviations. In other words, firms with extreme accruals have also extreme abnormal accruals, which
may impose limitations to interpretation of accrual regressions (Dechow et al., 2010).
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there is evidence that firms with concentrated ownership structure, i.e., greater
cash-flow shares held by the largest shareholders (Capitallargest), and firms with
higher leverage ratios (LEV) have lower abnormal accruals.

7.2 Controlling for endogeneity – self-selection bias

Studying the attendance of employee representatives on the boards is subject to
the potential endogeneity problem10. This is mainly due to the fact that unions
have the rights but not the obligation to elect employee representatives on the
boards. Even though the law gives an opportunity for employee representatives
to be part of the board of directors, not all the boards of listed companies include
employee representatives. Given that other underlying factors affect the presence
of employee representatives on the boards, models may suffer from the selection
bias. Therefore, it is important to identify the differences of firms in which union
members participate on the boards.

We conduct the Heckman (1979) model to control for the differences of firms with
employee representatives and those without. Following the Heckman procedure,
the choice of employee representatives on the boards is estimated using a pro-
bit model. Accordingly, in the first stage, we estimate the effect of several firm
and governance factors on the probability of having employee representatives on
the board of directors. Importantly, we include some variables in the first stage
Heckman procedure that are excluded in the main models in the second stage.
These exogenous independent variables, namely exclusion restrictions or instru-
ments, are important features of convincing the implementation of the Heckman
procedure (Lennox et al., 2011).

10Given that we have panel data, a fixed effect (FE) model can provide an advantage in removing
the time-invariant unobservable factors (the variables that are constant or change vaguely over time).
However, the main variables of interest in the models with respect to governance structures of firms
do not considerably change over a short time period (5 years) which means that they are removed
in the FE model. Hence, applying this method has major limitations (Zhou, 2001).
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Pr[D_ERit = 1] = Φ[β0 + β1LnEmployeesit + β2Firmageit+ (8)

β3Per f ormanceit + β4R&DtoS aleit + β5LEVit + β6S DRETURNit

+ β7ERRIndustryit + β8CapitalRegionit +

10∑
k=1

γkGovernanceit]

In the first stage, we control for the variables that affect the probability of the em-
ployee representatives’ attendance on the boards of directors (Pr[D_ERit = 1]).
Based on the Swedish regulations, firms with larger numbers of employees are
entitled to elect at least two or three employee representatives to the boards of di-
rectors. Hence, we control for the numbers of employees in firms (LnEmployeeit).

The descriptive statistics reveal that among Swedish listed firms with employee
representatives on the board, the average of R&D expenses (scaled by total sale) is
higher than those without employee representatives, which can be due to a higher
demand in boards of R&D-intense firms for having access to inside information.
Therefore, we also add the ratio of R&D to total sales in the first stage model
(R&DtoS aleit). Firm age often captures the tradition of firms in continuing spe-
cific practices and can be an important determinant of employee representatives
on the board. Looking at the descriptive statistics, the firms that have employee
representatives are older than firms without employee representatives.

Firm risk can also influence employee participation on the board of directors. In
particular, it is expected that firms with employee representatives on the board
are less exposed to risk. We control for firm risk in the first stage including stan-
dard deviation of stock return over 5 years period (S DRETURNit) in the model.
Fauver and Fuerst (2006) propose that firms in industries that require more co-
ordination and higher skills (i.e., trade, transportation, pharmaceuticals and other
high-skilled manufacturing firms) can benefit from employee representation. It is
more likely that firms have employee representatives on the boards of firms in in-
dustries in which there is a tendency to have union representatives on the boards.
Hence, we use an instrument in the first stage that measures the percentage of em-
ployee representatives on the boards of other firms in the same industry category
(ICB) (ERRIndustryit). Another instrument in the first stage is CapitalRegionit,
which is equal to one for firms that have their headquarters outside the capital re-
gion and zero otherwise. Given that in Sweden regional unions decide upon hav-
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ing representatives on the boards of directors, it is expected that in regions with
less alternative employment possibilities (i.e., outside the capital region), unions
are more likely to elect employee representatives (Gregoric et al., 2014).

There are several variables in the model to control for the effects of ownership
structures and board structures on the probability of having employee represen-
tatives on the board of directors. With respect to ownership-related factors, we
control for family-owned firms, highly concentrated firms and firms with second
largest shareholders. These variables may affect the presence of employee repre-
sentatives on the boards, particularly due to the substantial control of large owners
in these firms. Other boards’ characteristics including size of the board, the CEO
being a member of the board, and major owner representatives on the board can
also affect the probability of employees’ participation on the board, and therefore,
they are added to the analysis.

In the second stage of Heckman procedure, we again consider Eqs.7 in estimating
the accruals quality, based on the model by (McNichols, 2002). The second model
of Table 6 presents the results for the first and second stage Heckman model.
The inverse Mills ratio (λ̂) in the accrual model, controls for the endogeneity
and sample selection bias of employee representatives being part of the boards.
The significant coefficient of Mills ratio indicates the presence of selection bias.
Several factors affect the likelihood of employee representatives’ attendance on
the boards. With respect to our instruments in the first stage, we can see that
both ERRIndustryit and CapitalRegionit are important determinants of employee
representatives on the boards. However, these two variables are not expected to
affect abnormal accruals directly, and therefore, they are exogenous to the main
model for estimating abnormal accruals (i.e., exclusion restrictions)11.

Controlling for other firms and governance variables that affect the accruals qual-
ity, we find similar results in the second model that are also consistent with the
results in Table 5. Specifically, the effect of ERR on abnormal accruals remains
negative and significant, indicating that in firms with attendance of employee rep-
resentatives on the boards, the earnings quality is higher.

11As clearly described by Lennox et al. (2011, p. 593), selection model is more likely to suf-
fer from multicollinearity problems when there are no exclusion restrictions. To detect and run
diagnostics for multicollinearity, post estimation Variance-Inflation-Factors (VIF) are applied after
Heckman analyses, which result to 8.36. Since VIF higher than 10 typically indicate high multi-
collinearity (Greene, 2008), we can conclude that this is not a problem in the use of the Heckman
model in this study.
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Table 6: Additional Analyses

Model 1 Model 2 (Controls for self Selection)

VARIABLES First stage Heckman: Second stage Heckman:
Dependent variable AQR Dependent variable D_ER Dependent variable AQR

ERR -0.0007** (-2.036) -0.001** (-2.005)
LEV -0.009** (-2.344) -0.154 (-0.759) -0.044* (-1.943)
FirmAge -0.0000 (-0.259) -0.002 (-0.474) -0.000 (-0.751)
CapitalLargest -0.0004*** (-2.619) -0.006 (-0.945) -0.0004** (-1.978)
SecondLargest -0.009 (-1.477) 0.391** (2.181) -0.001 (-0.209)
Familyfirm 0.004 (0.630) 0.242 (1.271) 0.001 (0.188)
Boardsize 0.002 (0.988) 0.746*** (11.130) 0.005* (1.813)
InDepDR 0.000 (0.021) 0.019** (2.557) -0.000 (-0.648)
Dep_Chair 0.005 (0.614) 0.208 (1.039) -0.001 (-0.133)
CEOonBoard -0.008 (-0.997) 0.377 (1.781) -0.013 (-1.555)
FDonBoard -0.000 (-0.883) 0.03*** (4.405) -0.000 (-0.991)
Committees -0.006 (-0.654) -0.272 (-1.178) 0.005 (0.750)
LnMV -0.003 (-1.046) -0.000 (-0.183)
LnMTBV 0.007* (1.744) 0.012** (2.192)
Dloss 0.011 (1.232) 0.014 (1.747)
OC 0.000 (1.456) 0.0001** (2.378)
SaleSD 0.014 (1.247) 0.013 (1.282)
RDtoSale -0.457 (-0.317)
LnEmployees 0.215*** (4.162)
ROA -0.007 (-1.121)
RETURN -0.661*** (-3.251)
SDRET -0.948*** (-3.130)
ERRInd 0.132*** (7.187)
CapitalRegion 0.317* (1.755)

λ̂ 0.019** (2.335)
Observations 619 880 567
Adjusted R-sqd. 0.148

Note:
Table presents the regression on accruals quality, using an alternative measure of abnormal accruals and controlling
for sample selection bias. In Model 1, an alternative measure of accruals quality is considered based on the model
of Dechow and Dichev (2002) combined with the fundamental variables from Jones (1991) (i.e., change in Sales
and PPE) (McNichols, 2002). Factors affecting the extent of accruals are controlled, including firm size (LnMV),
growth (LnMT BV), sales volatility (S alesS D), incidence of loss in firms (Dlocc), leverage (LEV), and the firms’
operating cycle affect (OC). Several governance factors, related to the ownership structure and boards structure,
are also added. Model 2 presents the same model, addressing the potential selection bias. All regressions include
year dummies. The variables are described in Appendix 1. Bootstrap standard errors are used for Heckman model.
Robust t-statistics in parentheses (*** p<0.01, ** p<0.05, * p<0.1)
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8 Conclusion

In this study we investigate how employee representatives contribute to the moni-
toring role of the boards. In particular, we argue that employee representatives on
the board promote information transfer, which can lead to effective board commu-
nication and thereby enhanced monitoring performance of the boards. Employee
representatives on the board of directors can improve the quality of the board’s
decision-making and the board’s ability to better oversee and monitor manage-
ment by providing more inside information about the firm. Employee represen-
tatives are expected to enhance the monitoring performance of the boards since
they invest their human capital in firms and are also independent of the CEO and
controlling shareholders.

In examining the monitoring role of the boards that include employee represen-
tatives, we focus on CEO compensation as well as quality of financial reporting.
The results indicate that employee representatives do play some role in enhanc-
ing the monitoring capabilities of the boards. In particular, there is evidence for
significantly higher earnings quality in firms in which the boards consist of em-
ployee representatives. Furthermore, CEO incentive compensation is less likely to
be used in these firms, consistent with the substitute governance argument. Over-
all, our results have important policy implications, given that employee partici-
pation is a common feature of corporate governance in many firms in Europe. In
addition, the unique evidence for codetermination in corporate governance and in-
creasing intensity of board monitoring has implications on the quality of financial
reporting that has not been examined in prior research. In this study, we focus on
the monitoring performance of the boards. However, prior research suggests that
increased intensity of board monitoring and higher board scrutiny over managers
may occur as the result of a trade-off between boards’ monitoring and advising
functions. For example, based on a survey study, Adams et al. (2010) present evi-
dence for managers providing less strategic information when they are monitored
by the boards intensively. Future research can also examine the advisory role of
the boards that include other stakeholders such as employee representatives.
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Apppendix I: Description of variables

Board Structure Value label Measurement
#Employee Rep. Emp_rep The number of employee representatives in the board
%Employee Rep. ERR The percentage of employee representatives on the boar d
Board Size Board size The number of directors in the board
separate committees Committees A dummy: 1=if there is a separate committee, 0=otherwise
Independent directors % InDepDR The percentage of independent or outside directors
CEO on Board CEOonBoard A dummy : 1=if CEO sits on the board, 0=otherwise
Female directors FDonBoard The percentage of female directors on the board
Dependent Chair Dep_Chair A dummy: 1= if the chairperson is the

largest owner or related to the largest owner, 0=otherwise
Ownership Structure Value label Measurement
Cash-flow share% CapitalLargest The percentage of cash-flow rights (held by the largest owner)
Voting share % VotingLargest The percentage of voting rights (held by the largest owner)
Dual Dual A dummy: 1=if the largest owner holds dual class shares
SecondLargest SecondLargest A dummy: 1= if the company has a second largest owner , 0=otherwise
CEO Compensation Value label Measurement
Total cash compensation lnTCC Natural logarithm of Total cash compensation (Salary + bonus)
Bonus Ratio Rbonus Bonus/(Bonus + Salary)
Equity Based Compensation EBC A dummy variable: 1=if CEO receive EBC and 0=otherwise
CEO tenure Tenure The years that the CEO has been working
CEO Age CEOAge Age of CEO
CEO share CEOshare% The percentage of shares held by CEOs
Firm Characteristics Value label Measurement
Size of the company lnTotalAssets Natural logarithm of Total assets
ROA% ROA Return on Assets%
Stock Return Stock Return Share Return (calculated using Return Index from Datastream)
Standard deviation of ROA SDROA Standard deviation of return on assets over preceding five years
Standard deviation of RET SDRET Standard deviation of stock return over preceding five years
R&D to Sale RDtoSale Research & Development expenditures to Total Sales
Leverage LEV The ratio of total debt to total assets
Market to book value MTBV Market value of equity divided by book values
Market value MV Market value of equity
Sales Growth Growth Average of change in the Sale over proceding 3 years
Industrial categories Industry Industry Classification Benchmark (ICB)
Firm age FirmAge Number of years since the company was founded
Financial variables Value label Measurement
Cash-flow from operation CFO Cash-flow from operations (scaled by beginning of the year total
working capital WC Change in operating noncash working capital following Francis et al
Change in Sale Dsale Change in the firm’s sale between the period t and t-1
Plant, Property and equipment PPE Firm’s Plant, Property and Equipment
Total Accruals TA Change in operating noncash working capital minus depreciation
Dummy Loss D_Loss A dummy:1=if the firm reports a net loss, otherwise zero.
Operating Cycles OC 360 / (sales average AR) + 360 / (cost of goods sold) / (average inventory)
Avgerage of DWC AvgDWC Average of absolute value of DWC over two years from year t − 1 to t
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Apppendix II: Pearson Correlation, (Correlations significant at the level 5% and 1% are highlighted in bold.)

1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17

1.ERRp 1
2.Boardsize 0.6975 1
3.Committees 0.2308 0.3808 1
4.InDepDR 0.1313 0.1141 0.0932 1
5.CEOonBoard 0.1851 0.2731 0.0283 -0.447 1
6.FDonBoard 0.2357 0.1694 0.0207 0.1367 -0.1389 1
7.Dep_Chair 0.0503 0.1004 -0.1056 -0.4184 0.1067 -0.0036 1
8.CapitalLargest -0.0302 -0.0467 -0.1647 -0.3377 0.0486 -0.0048 0.1734 1
9.Dual 0.0741 0.0937 0.0347 -0.2499 0.1483 0.0378 0.1896 0.0446 1
10.secondlargest 0.079 0.0185 0.0247 -0.2768 0.0698 -0.0066 0.2012 -0.1155 0.175 1
11.familyfirm 0.0026 -0.0284 -0.062 -0.2843 0.1391 -0.0172 0.2575 0.1872 0.2797 0.199 1
12.EBC -0.0277 0.0654 0.1273 0.1307 -0.0832 0.0171 -0.0616 -0.2219 -0.0568 -0.0918 -0.0735 1
13.Rbonus 0.0749 0.1989 0.1866 0.0864 0.0331 0.084 -0.1085 -0.1354 -0.015 -0.084 -0.1344 0.1273 1
14.lnTCC 0.3459 0.583 0.3475 0.0724 0.1479 0.2042 0.0354 -0.2124 0.0723 -0.0307 -0.1423 0.2025 0.5429 1
15.CEOtenure -0.0297 -0.0219 -0.0453 -0.1234 0.1918 -0.0337 -0.0983 0.1372 0.2168 -0.0097 0.2237 -0.1734 -0.0641 -0.097 1
16.CEOAge 0.1297 0.1737 0.012 -0.1667 0.2045 0.0508 -0.0472 0.0529 0.0661 0.0574 0.064 -0.1267 -0.0555 0.0904 0.3545 1
17.CEOshare -0.198 -0.2691 -0.2157 -0.1739 0.1705 -0.1142 -0.1528 0.2843 0.1127 -0.0537 0.1808 -0.1606 -0.2077 -0.3683 0.3642 0.1507 1
18.RETURN 0.0007 0.0283 0.0139 -0.0278 0.0669 0.0239 0.035 0.0093 0.0149 -0.0323 0.0423 0.0042 0.1323 0.0685 0.0641 0.0173 0.0283
19.ROA 0.0935 0.1405 0.0375 -0.0915 0.1084 0.1041 0.0659 0.1089 0.0988 0.0851 0.0986 -0.0969 0.2291 0.1614 0.1563 0.0085 0.0342
20.LnTotalAssets 0.3265 0.6213 0.2576 -0.0918 0.2863 0.1139 0.1591 0.0766 0.1257 -0.0108 -0.0236 0.0062 0.266 0.6475 0.0183 0.1612 -0.1182
21.SDRET -0.1441 -0.1656 -0.1205 0.1516 -0.0576 -0.093 -0.0823 -0.1281 -0.1734 -0.1193 -0.0594 0.0781 -0.0237 -0.1191 -0.0399 -0.0545 0.0051
22.SDROA -0.244 -0.295 -0.2065 0.0868 -0.1396 -0.0873 -0.103 -0.0476 -0.1599 -0.1056 -0.0435 0.0261 -0.0855 -0.2381 -0.1627 -0.1833 0.0547
23.LnMTBV 0.0512 -0.0098 0.0485 0.0785 -0.0186 0.163 -0.0315 -0.0477 -0.0254 0.0148 0.0235 0.1667 0.0737 0.0453 0.0272 0.0376 -0.0006
24.lnMV 0.3033 0.5324 0.3058 0.0492 0.2419 0.1434 -0.0016 0.0116 0.0157 -0.0877 -0.0425 0.1011 0.2203 0.5587 0.0142 0.1319 -0.1255
25.RDtoSale -0.0088 -0.0616 -0.0424 0.0672 0.0001 0.0088 -0.0698 -0.0521 -0.0729 -0.0176 -0.0452 0.1331 -0.082 -0.048 -0.0113 0.0992 -0.0166
26.LEV 0.0817 0.0682 0.0854 -0.0871 0.127 0.0442 0.0821 -0.0065 0.032 0.0694 0.0715 0.0409 0.0411 0.185 -0.0105 -0.0195 -0.0312
27.FirmAge 0.3503 0.4899 0.2028 -0.0664 0.2767 0.043 0.1241 0.0221 0.3057 0.027 -0.0049 0.0427 0.0675 0.3327 0.0755 0.1022 -0.1238
28.TA_LTA 0.0108 0.0089 -0.0335 0.0188 0.022 0.0093 -0.0114 0.0274 0.0086 -0.0546 -0.0179 -0.0443 0.0578 0.0303 0.0207 0.069 0.0654
29.WC_TAA 0.014 0.0117 -0.0629 -0.0162 0.039 0.0059 0.0255 0.0122 0.0025 -0.0352 -0.029 -0.0362 0.0465 0.0061 0.0291 0.0553 0.0437
30.PPE_TAA 0.0352 0.1209 -0.0304 -0.1618 0.1548 -0.09 0.1382 0.0605 0.014 0.0839 0.0945 -0.1737 -0.1022 -0.0146 0.109 0.1487 0.0556
31.CFO_TAA 0.0874 0.123 0.106 -0.0892 0.0955 0.1054 0.0357 0.0503 0.096 0.0664 0.0956 -0.0393 0.1997 0.1836 0.106 -0.0034 -0.0095
32.DSale_TAA -0.05 -0.0471 0.0106 0.08 -0.034 0.0766 -0.0994 -0.0589 -0.0067 -0.0212 0.0409 0.0673 0.1741 -0.0167 0.0364 -0.0321 0.0364
33.OC -0.1311 -0.1075 0.0075 -0.0209 -0.0112 -0.0775 -0.0749 0.0144 0.001 -0.1929 -0.16 0.1751 -0.0914 -0.0387 0.006 0.0864 0.0487

18 19 20 21 22 23 24 25 26 27 28 29 30 31 32 33

18.RETURN 1
19.ROA 0.1564 1
20.LnTotalAssets 0.0276 0.3009 1
21.SDRET 0.0775 -0.0993 -0.1823 1
22.SDROA -0.031 -0.2723 -0.3695 0.2933 1
23.LnMTBV -0.2499 -0.0575 -0.186 0.0847 -0.084 1
24.lnMV 0.02 0.2305 0.7109 -0.1169 -0.2577 0.0954 1
25.RDtoSale 0.0502 -0.3231 -0.1757 0.0898 0.0693 0.1617 -0.0087 1
26.LEV 0.0045 0.0212 0.2277 -0.0541 -0.1919 0.0247 0.1229 -0.0943 1
27.FirmAge 0.0177 0.1464 0.4703 -0.1782 -0.2433 -0.1074 0.3727 -0.1005 0.036 1
28.TA_LTA 0.0612 0.0377 -0.0143 0.0151 -0.1207 0.0958 0.06 0.0199 -0.0281 -0.0189 1
29.WC_TAA 0.037 0.1209 0.0173 0.0317 -0.0347 0.0143 0.0646 -0.0022 -0.0188 -0.0209 0.7976 1
30.PPE_TAA 0.0167 0.0939 0.3446 -0.0492 -0.1594 -0.2614 0.1534 -0.0285 0.0911 0.1528 -0.1612 -0.0092 1
31.CFO_TAA 0.1611 0.7009 0.23 -0.0577 -0.2485 0.0156 0.1971 -0.336 0.0443 0.1262 -0.1118 -0.0703 0.0392 1
32.DSale_TAA 0.0837 0.2697 -0.0608 0.0887 0.05 0.1384 -0.0079 -0.03 -0.0029 -0.0708 0.0432 0.0887 -0.0622 0.1809 1
33.OC -0.0713 -0.3118 -0.1283 0.1253 0.1001 0.1623 0.0397 0.4048 -0.0305 0.0008 0.0355 0.0098 -0.1571 -0.3526 -0.162 1
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