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1. Introduction

In 2002 the United Kingdom (UK) was the first country to mandate an annual non-
binding shareholder vote on executive pay (hereafter referred to as say on pay). The regulations
marked the first instance of a non-binding advisory vote in UK company law (Cheffins and
Thomas, 2001) and were to improve the “accountability, transparency and performance linkage
of executive pay” (Baird and Stowasser, 2002) after a decade of growing concerns with “fat cat”
pay and rewards for failure (e.g., Financial Times, 1995, 1998). Say on pay subsequently
garnered considerable interest from investors and policy makers and has been adopted in many
countries, including the United States (in 201 1).1

The merits (or lack thereof) of say on pay have been hotly debated. Proponents argue that
enhanced shareholder voice, as formalized in a say on pay vote, and reputation concerns will
help boards overcome psychological barriers to negotiating with CEOs on behalf of
shareholders, resulting in more efficient compensation contracts (e.g., Bebchuk, 2007). Critics
counter that say on pay votes will be ignored at best (since they are non-binding) and, at worst,
will cause directors to pander to ill-informed shareholders, ultimately resulting in the adoption of
suboptimal pay practices (Kaplan, 2007; Bainbridge, 2008). But empirical evidence is scant. This
study examines the UK experience with regard to the effects of say on pay on shareholder value
and executive pay practices.

We perform three sets of analyses. First, we examine the market reaction to the
announcement of say on pay regulation. According to the business press (e.g., Financial News,

2002), the submission of say on pay regulations to the UK Parliament on June 25, 2002 was

" On July 21, 2010, President Obama signed into law the Dodd-Frank Wall Street Reform and Consumer Protection
Act, one provision of which mandates that, beginning in 2011, publicly traded firms allow shareholders a non-
binding vote on executive pay at least once every three years. For details about the adoption of say on pay in other
countries, see Institutional Shareholder Services (2007).



largely unanticipated, making it a powerful setting in which to assess investor perception of the
value of say on pay. Using standard event study methodologies, we find positive abnormal
returns for firms with excess CEO pay (relative to the level predicted by its economic
determinants), especially in instances in which excess CEO pay is combined with poor
performance (i.e., firms that recently provided large payouts despite poor performance
realizations). We also find positive abnormal returns for firms with generous severance contracts,
often criticized as a form of reward for failure, that weaken penalties in the event of poor future
performance. These findings are consistent with shareholders perceiving say on pay as a value
enhancing monitoring mechanism for firms with weak penalties for poor performance.

Next, we test whether changes to compensation contracts disclosed in firms’
remuneration reports were the result of say on pay by comparing changes made by 75 high
dissent firms (i.e., firms that experienced more than 20% voting dissent) before and after the first
say on pay vote, with changes made by a matched sample of low dissent firms (i.e., firms that
experienced less than 5% voting dissent but with otherwise similar characteristics).

Our analyses indicate that shareholders viewed generous severance contracts as the most
controversial pay practice. In particular, they used say on pay to pressure firms to reduce to 12
months notice periods that exceeded 12 months (implying severance payments greater than one
year’s compensation). Among firms with such notice periods, the percentage of high dissent
firms that reduced them after the first vote (80.0%) is significantly higher than before the first
vote (20.0%) and also significantly higher than among low dissent firms after the first vote
(33.3%). This pattern suggests that reduction of notice periods was driven not by a general trend,
but rather by the say on pay vote. The high rate of responsiveness among high dissent firms is

particularly noteworthy because these firms were likely the most reluctant to change



controversial pay practices in the past (otherwise they would not have experienced high dissent).
Interestingly, 70.0% of low dissent firms (compared to 20.0% of high dissent firms) reduced
their notice periods during the year before the vote, suggesting that proactive pre-vote changes
helped to avoid voting dissent. Consistent with this conjecture, we also find that high dissent
firms that reduced their notice periods were rewarded by a 23.9% decrease in dissent at the
second say on pay vote (from an average of 34.3% at the first vote), whereas the few firms that
ignored the first vote were penalized by a 12.2% increase in dissent at the second vote, and then
all of them reduced the notice period after the second vote. In essence, by the end of the second
say on pay season, the ex ante and ex post effects of say on pay combined to eliminate the use of
notice periods longer than one year.

The second most affected compensation item was performance-based vesting conditions
in equity grants, namely, so-called retesting provisions. Retesting provisions provide for
reevaluating in subsequent years performance targets not achieved during the initial
measurement period (rather than allowing the options to lapse) and, as a result, are often
criticized for the potential to reward failure. We find that 76.3% (5.0%) of high dissent firms and
28.0% (25.0%) of low dissent firms with retesting provisions shortened or removed them after
(before) the first say on pay vote. Thus, as for notice periods, it appears that these contractual
changes were the direct result of say on pay.

While the foregoing analysis provides direct evidence of the effect of say on pay, it may
understate that effect because it examines only changes in disclosed, and thus readily observable,
provisions of compensation contracts. Important elements of CEO pay (e.g., merit raises,
bonuses, and the size of equity awards) involve considerable discretion, and boards do not

disclose how they exercise such discretion year-to-year. Our third set of tests attempts to detect



changes in these discretionary choices by using regression analysis to evaluate the sensitivity of
CEO pay to realized performance and other economic determinants before and after say on pay
regulation. Using a large sample of UK firms, we find a significant increase in the sensitivity of
CEO pay to poor performance, while the relationship between pay and other economic
determinants remains unchanged. It thus appears that say on pay has a moderating effect on the
level of CEO compensation only conditional upon poor performance. We further find the
increase in the sensitivity of CEO pay to poor performance to be most pronounced in high
dissent firms and firms characterized as having excess CEO pay before the adoption of say on
pay, two proxies for controversial CEO pay practices. We do not find a similar increase in a
control sample of UK firms not subject to say on pay (specifically, UK firms traded on the
Alternative Investment Market). Taken together with our evidence of explicit changes to
compensation practices, these additional tests support a causal interpretation of our findings.

Overall, our tests suggest that UK investors perceived say on pay to be a value enhancing
monitoring mechanism, and were successful in using say on pay votes to pressure firms to
remove controversial pay practices and increase the sensitivity of pay to poor performance.

Our study contributes to the literature on say on pay in two ways. First, and most
important, it is the first study to examine the impact of say on pay on firms’ compensation
practices, prior research having focused on the market reaction to say on pay-related events (Cai
and Walkling, 2011; Larcker et al., 2011). Second, our event study provides new evidence on
investor perception of say on pay. This is important given the mixed findings in prior US-based
research. For example, whereas Cai and Walkling (2011) find the stock prices of firms with
excess CEO pay to respond positively to the US House of Representatives’ passage of a say on

pay bill in 2007, using slightly different methodologies, Larcker et al. (2011) report no abnormal



returns around the same event (and no or negative abnormal returns around related regulatory
events). This sensitivity to different specifications may reflect the low power of the setting. The
passage of a say on pay bill by a Democratic-controlled House may have had only a marginal
impact on the likelihood of say on pay regulation because the Senate was Republican-controlled
and the Bush White House opposed say on pay (Associated Press, 2007; New York Times,
2007). The UK government’s decision to submit say on pay regulation to Parliament, because it
represents a marked and largely unexpected increase in the likelihood of say on pay regulation,
arguably provides a more powerful setting for an event study.

More broadly, our study contributes to the literature on the effect of shareholder voice.
Early studies concluded that shareholder proposals are generally a weak governance mechanism
(see Karpoff, 2001 and Romano, 2001, for a review of the evidence).2 However, more recent
research suggests that they have become increasingly effective, but mostly when they achieve
majority vote support (Thomas and Cotter, 2007; Ertimur et al., 2010). For example, Ertimur et
al. (2011) find that between 1997 and 2007 boards implement 40.3% (3.8%) of compensation-
related shareholder proposals winning (failing to win) a majority vote. In stark contrast, we find
that a say on pay dissent vote higher than 20% (well below a majority vote) results in boards
implementing 75%-80% of shareholder requests to remove specific provisions. This figure is
comparable to the success rate of hedge fund activism.” Moreover, our finding that firms respond
to the mere threat of voting dissent highlights the importance of accounting for ex ante effects

when studying the impact of shareholder votes.

> With respect to compensation, an exception is Thomas and Martin (1999), who report a significantly lower
increase in pay levels for firms targeted by compensation-related shareholder proposals over the two-year period
subsequent to the proposal relative to a size/industry matched sample. Other studies of compensation-related
activism have focused on management-sponsored compensation plans, examining the market reaction to and
shareholders' votes on these plans (Thomas and Martin, 2000; Morgan and Poulsen, 2001; Morgan et al., 2006).

? Brav et al. (2008) and Klein and Zur (2009) find US hedge fund activists to achieve their goals (fully or partially)
in about 60%-70% of cases, and Becht et al. (2008) find the success rate of the Hermes UK Focus Fund to range
between 44% and 100% depending on the stated objective.
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This high rate of responsiveness may reflect the fact that say on pay votes are more likely
to generate reputation concerns (relative to shareholder proposals), because they directly
question directors’ choices. This is an effective threat because “no insurance policy for managers
or directors can protect them from such reputational penalties” (Dyck and Zingales, 2002). In
this sense, our results are consistent with the claim that public expressions of outrage, such as say
on pay votes, are perhaps the only effective constraint on CEO pay given boards’ incentives to
acquiesce to CEO requests and the limited effectiveness of other mechanisms (Bebchuk and
Fried, 2004). It is also possible that say on pay votes are more effective because, rather than
force investors and boards to agree on a specific shareholder proposal, they spur a broader
dialogue about executive pay. In these respects, say on pay votes are similar in spirit to vote-no
campaigns, which prior research has shown to be an increasingly effective activism tool (Del
Guercio et al., 2008; Cai et al., 2009; Ertimur et al., 2011).

Lastly, our study contributes to the research on the effect of monitoring mechanisms on
executive pay,4 and complements a broader literature that examines how executive pay is
affected by institutional arrangements that alter the allocation of decision rights.5 In this sense,
our finding that say on pay is associated with steeper penalties for poor performance and greater
shareholder value indirectly provides insights into how (and how much) extant compensation
practices may be deficient when shareholders are diffuse and lack a low-cost mechanism for

communicating their dissatisfaction with executive pay.

* Prior studies have examined the effect of institutional ownership, board independence, hedge fund activism,
disclosure, financial reporting, tax rules, and media coverage (Harris and Livingstone, 2002; Hartzell and Starks,
2003; Almazan et al., 2005; Carter et al., 2007; Brav et al., 2008; Core et al., 2008; Go6x, 2008; Chhaochharia and
Grinstein, 2009; Dikolli et al., 2009; Ferri and Sandino, 2009; Grinstein et al., 2009; Guthrie et al., 2010).

> Research in this area has examined firms that go private with a private equity sponsor (Cronqvist and Fahlenbrach,
2011), firms with independent blockholders on their boards (Agrawal and Nasser, 2010), and privately held firms
(Gao et al., 2011).



The paper proceeds as follows. Section 2 examines the market reaction to the passage of
say on pay regulation. Section 3 presents the analysis of explicit changes to compensation plans
around say on pay votes. Section 4 documents changes in the sensitivity of CEO pay to

performance and other determinants. Section 5 concludes.

2. Market Reaction to Say on Pay Regulation

On June 25, 2002, the UK Department of Trade and Industry (DTI) submitted say on pay
regulations to Parliament, which approved them on July 25, 2002, effective for fiscal years
ending on and after December 31, 2002 (Directors’ Remuneration Report Regulations, 2002).

As noted in the press at the time, the DTI’s June 25, 2002 submission of say on pay
regulations to the UK Parliament was viewed as a surprise.6 Although say on pay had been
discussed by DTI officials for some time and had been the subject of two consultation documents
(one in 1999, the other in 2001), after three years of inaction and rhetoric the market had become
skeptical of any chance of near-term regulation.” Since it was largely unexpected and it
represented a substantial increase in the probability of say on pay regulation, the June 25, 2002
event is an ideal setting for an event study.8

To examine the market reaction to this event, following the approach in Larcker et al.

(2011), in Table I we present cross-sectional regressions of event-day abnormal returns

% For example, the Financial News (2002) reported: “The UK government has surprised companies by pressing
ahead with the rapid implementation of new regulations giving shareholders an annual vote on executive pay... one
DTI official suggested that the recent pay furores at Prudential and Vodafone may have contributed to the
government's desire to see the new standards in place as soon as possible.”

" See, for example, Ward, L. and Treanor, J. (2002) Investors to vote on top pay: Government curbs boardroom
excess — three years after promising action. The Guardian. June 26.

8 An appendix that examines four prior events that either increased or decreased (arguably to a lesser extent) the
probability of say on pay regulation as well as one subsequent event (Parliament’s approval of say on pay on July
25, 2002) is available as supplemental material on the journal’s homepage www.revfin.org and from the publisher’s
web site http://rof.oxfordjournals.org.



(computed relative to an equally-weighted market index of all UK firms in our sample) on
proxies for controversial CEO pay and controls for size, momentum, and book-to-market.

We begin our investigation by examining whether the market reaction was more positive
for firms with controversial CEO pay levels, proxied for by excess CEO pay. Consistent with
Core et al. (1999) and subsequent research, we compute excess pay as the residual from a cross-
sectional regression of the natural log of total compensation on key economic determinants —
namely, size (the natural log of sales), performance (ROA and annual stock returns), the market-
to-book ratio, and industry indicators. Panel A documents a positive and statistically significant
association between excess CEO pay and abnormal returns (p-value = 0.023).

While sometimes interpreted as a pay-level metric, excess pay captures not only
performance-independent rents (e.g., a CEO who simply receives an extra 100,000 pounds) but
also abnormal pay practices (e.g., abnormally weak penalties for poor performance). Put
differently, although excess pay appears to speak to how much CEOs are paid (i.e., pay levels),
these deviations from expected pay likely result from inefficiencies in how CEOs are paid. To
examine whether the market reaction is more pronounced for firms with weak penalties for poor
performance, in Panel B we re-estimate our model including the interaction between excess pay
and an indicator for poor performance (coded 1 for firms in the bottom quartile of ROA, and 0
otherwise). The results indicate that the association between excess CEO pay and abnormal
returns documented in Panel A is driven by firms with weak penalties for poor performance,
consistent with the claim that shareholders view misaligned incentives as more costly and
controversial than performance-independent rents (the latter typically representing a small

portion of firm value; Jensen and Murphy, 1990; Bebchuk and Fried, 2004).



Finally, in Panel C we examine a more direct and easily observable measure of weak
penalties for poor performance: notice periods greater than 12 months (implying severance
payments greater than one year’s compensation).9 Generous severance terms can be viewed as
provisions that weaken penalties in the event of poor future performance. We find that firms with
these provisions at the time of the June 2002 announcement had incremental positive abnormal
returns of approximately 50 basis points (p-value < 0.05).

Overall, our event study analyses indicate that the submission of say on pay regulation to
the UK Parliament was accompanied by positive stock price reactions at firms with controversial
pay practices and, more specifically, practices that weaken penalties for poor performance,

consistent with investors perceiving say on pay as a value-creating governance mechanism.

3. The Effect of Say on Pay: Evidence from Changes to Compensation Contracts

The foregoing event study captures shareholders’ expectations about the value of say on
pay. We now analyze the effect of say on pay on firms’ CEO compensation practices.

Prior research casts doubt on the likelihood of any effect. Levit and Malenko (2011)
analytically show non-binding shareholder votes to generally fail to convey shareholder
preferences and, thus, to have a limited advisory role. The empirical evidence is more nuanced,
with boards in recent years increasingly responsive to non-binding shareholder proposals that
win a majority vote (e.g., Thomas and Cotter, 2007; Ertimur et al., 2010; Ertimur et al., 2011).
However, as shown in Table II, say on pay votes rarely achieve majority dissent, raising the

question of whether they will have any impact.

 In Section 3 we present evidence that notice periods longer than 12 months were the most controversial
compensation practice before say on pay and the provision most affected by say on pay votes.
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Table II reports summary statistics for say on pay voting outcomes in 2003 and 2004 for
FTSE 350 firms (data from Manifest, a UK proxy advisor). Consistent with prior research on
pay-related shareholder votes (e.g., Thomas and Martin, 1999, 2000; Ertimur et al., 2011), Table
IT shows high voting dissent, as measured by votes against plus abstention votes (scaled by votes
cast), to be relatively rare. For example, in 2003 (2004), we observe voting dissent in excess of
20% in only 26.5% (15.5%) of FTSE 350 firms (we focus on the 20% threshold because it is
viewed by practitioners and previous studies as an indication of substantial opposition, e.g., Del
Guercio et al., 2008). Between 2003 and 2004, mean voting dissent decreased from 14.0% to
10.9%, a decline driven by firms with the highest dissent (e.g., from 63.1% to 19.4% for firms
with dissent in excess of 50% in 2003).

Episodes of high dissent, being relatively rare, are likely to attract boards’ attention. The
large vote against GlaxoSmithKline’s remuneration report received worldwide coverage in the
press, causing the board to engage in an extensive consultation process with shareholders (BBC
News, 2003)."° On the other hand, given that say on pay votes are non-binding, firms may
choose to ignore them, particularly when the voting dissent is relatively low. Ultimately, whether
and how firms respond to say on pay votes is an empirical question.

3.1 IDENTIFYING CHANGES IN COMPENSATION PRACTICES AROUND SAY ON PAY

As a starting point for our analysis, we examine changes in compensation practices
around say on pay for the 75 firms that experienced more than 20% voting dissent at their first
say on pay vote (their average dissent was 31.6%), hereafter referred to as high dissent firms. As
shown in Table III, high dissent firms are generally similar to the other FTSE 350 firms, except

that they experienced significantly worse returns before the vote and were somewhat larger.

' At GlaxoSmithKline, 50.7% of shares voted were cast against approval of the remuneration report. Shareholders
objected to an estimated £22 million severance arrangement for the CEO (reflecting a two-year notice period), lack
of challenging performance targets, and the presence of a retesting provision in the stock option plan.
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For each of the high dissent firms, we compare pre and post vote remuneration reports
and find that most changes occurred in two areas, severance contracts and performance-based
vesting conditions in equity plans (see Table IV). With respect to the former, 16 firms reduced
the notice period for existing executives’ contracts from 24 to 12 months, which implies a 50%
reduction in severance pay. As only 20 of the 75 firms had notice periods greater than 12 months
to begin with, this implies that 80.0% of eligible companies reduced their notice periods.11

With respect to performance-based vesting conditions, we find that 29 firms agreed to
eliminate or reduce their retesting provisions, which allow targets to be re-evaluated if missed
during the initial measurement period, for future option grants. As shown later in Table VI,
before the first say on pay vote 38 of the 55 high dissent firms with an option plan allowed
retesting. Thus, the rate of removal or reduction of retesting, like that for changes in notice
periods, is high at 76.3% (29 out of 38 firms).

Note that two approaches to retesting are common among UK firms. Under the so-called
three-year rolling retesting approach, if the performance target (say, EPS growth of 9% over
three years) is not met by the end of the third year (that is, between years 0 and 3), the plan
allows for the condition to be retested during each subsequent three-year period (i.e., EPS growth
between years 1 and 4, years 2 and 5, and so on until expiration). Under the so-called fixed point
retesting, if the performance target is not met by the end of the third year, the plan allows for the
condition to be retested, from the same fixed point (the grant date), at the end of the fourth year
and again at the end of the fifth year, with the performance target adjusted accordingly (EPS
growth of 12% over four years, 15% over five years); if the performance condition is still not

met after the fifth year, the options lapse. Shareholders generally express stronger concerns about

" We also find that four firms reduced the notice period upon a change in control to 12 months (some firms with a
regular notice period of 12 months allow for a 24-month notice period upon change in control).
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rolling retesting than about fixed point retesting (average voting dissent 34.8% vs. 27.6%,
untabulated). Consistent with this view, Table IV shows that the rate of removal of retesting is
higher among firms that allow rolling retesting (15 out of 18 firms, or 83.3%) than among firms
that allow fixed point retesting (11 out of 19 firms, or 57.9%).

We also find that 11 firms incorporated tougher performance-based vesting conditions in
their equity plans, usually by adopting higher performance targets (e.g., higher EPS growth
conditions for stock options to vest).

The foregoing changes to severance contracts and performance-based vesting conditions
share two important features. First, they are essentially directed at removing or modifying
provisions that increase the likelihood of rewards for failure (i.e., payments after poor
performance). Second, they often can be traced to consultations with shareholders, as shown in
the online appendix. As the bottom of Table IV shows, 31% of sample firms explicitly state that
they changed pay practices in response to consultations with shareholders after a say on pay
vote.' Most of these cases refer to severance contracts or performance-based vesting conditions.

Other, relatively infrequent, reported changes can be classified as measures aimed at
increasing executive ownership (e.g., minimum ownership requirements, mandatory holding
periods for stock awards, bonus plans with awards payable in stock). In a few instances, firms
shifted from stock options to restricted stock. Apart from being infrequent, these changes usually
are not reported as responses to shareholder requests or say on pay votes, but rather as efforts to
comply with best practice guidelines (e.g., increase executive ownership; see Sheehan, 2007) or

new accounting rules (e.g., the shift towards restricted stock).

"2 Publicly reported cases of consultation with shareholders are likely to understate the full extent of such
communication. Indeed, when asked, “Has the extent to which companies actively consult with you about
remuneration increased [after say on pay],” 60% (32%) of surveyed UK institutional investors answered 5 (4) on a
5-point scale, 5 denoting “to a large extent” (Deloitte, 2004).
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Perhaps surprisingly, reported changes to bonus plans are few, and mostly involve
increasing or decreasing the maximum bonus rather than changing plan parameters (performance
targets and measures, slope, and so forth). It is important to note, however, that UK firms, like
US firms, generally disclose few or no details about their bonus plans (UK shareholders have
long complained about the lack of disclosure about bonus plans; Deloitte, 2004). For this reason,
we employ a regression-based methodology to infer whether the sensitivity of bonuses to
performance changed as a result of say on pay (see Section 4).

3.2 ARE CHANGES IN COMPENSATION PRACTICES DUE TO SAY ON PAY?

To formally test whether the changes in Table IV are the result of say on pay or other
confounding factors, we collect for our sample of 75 high dissent (HD) firms information on
changes in remuneration practices before the first say on pay vote. We collect an analogous set
of pre- and post-vote information for a carefully matched sample of low-dissent counterfactual
firms selected using a variant of the binary hybrid matching procedure introduced by Rosenbaum
and Rubin (1985) and Lechner (2002). This procedure, which is designed to identify control
firms that differ from the treatment sample in terms of realized voting dissent (our treatment), but
are similar in terms of expected dissent (that is, in terms of the firm characteristics expected to
drive voting dissent), involves the following steps. To ensure the highest-powered comparisons,
we first draw potential matches from the pool of firms with low dissent at the first say on pay
vote (defined as voting dissent less than 5%; our sample includes 85 such firms). Then, using
data for the combined sample of high and low dissent firms, we estimate a logistic regression

where Y=1 (0) if the firm experiences high (low) dissent."? Using the outputs of the logistic

> We include as explanatory variables proxies for size (natural log of sales), performance (one-year stock returns,
return on assets), growth (market-to-book ratio), leverage (debt-to-equity ratio) and monitoring mechanisms
(institutional ownership, board independence, and CEO ownership). We find high dissent to be more likely among
larger firms and firms with worse stock performance.
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regression, we compute a propensity score for each firm and, for each high dissent firm, identify
the set of low dissent firms with a similar propensity score (that is, within 25% of the standard
deviation of the propensity scores; see Rosenbaum and Rubin, 1985; Mola et al., 2010). From
this subset of potential matches, we select the single match closest to the HD firm in natural log
of market value of equity and stock returns (the variables with the largest imbalances in Table
III) based on the Mahalanobis distance (for a description, see Rubin, 1980; Roberts and Whited,
2011). Hereafter, we refer to the resulting matched sample of 75 low dissent observations as LD
firms."* As shown in Table V, the matching procedure produces suitable counterfactuals for the
HD firms. In particular, we no longer observe the significant difference in returns and size
documented in Table III.

Next, we hand collect information on compensation changes for the LD firms. To
increase the power of our tests, we focus on the two changes Table IV indicates to be most
frequent (and thus amenable to statistical tests) and most often linked to shareholder pressure:
reduction of notice periods to 12 months, and elimination or reduction of retesting provisions.

The results are reported in Table VI. With respect to severance, Panel A yields three
major insights. First, at the beginning of the fiscal year prior to the first say on pay vote (e.g., at
the beginning of 2002 if the vote is in April 2003), the proportion of firms with a notice period in
excess of 12 months is larger in the HD than in the LD group (33.3% vs. 13.3%). Second, 70.0%
of LD firms, but only 20.0% for HD firms, reduce the notice period to 12 months during the year
before the vote. Consequently, at the time of the vote, 26.7% of HD firms, but only 4.0% of LD
firms, still have a notice period greater than 12 months. Third, after the vote, 80.0% of HD firms

but only 33.3% of LD firms, reduce their notice period to 12 months. All of these differences are

'* The low dissent sample in Table VI was selected by matching with replacement. Matching without replacement
results in 58 closely-matched high/low dissent pairs and produces identical inferences.
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statistically significant. Most important, the likelihood that an HD firm will reduce its notice
period is higher during the year subsequent to the vote (80.0%) than during the year preceding
the vote (20.0%). Given that the opposite pattern obtains for LD firms, HD firms’ high
probability of a post-vote reduction is not likely to be driven by other events or a general trend."

The foregoing evidence raises the question of whether the reduction in voting dissent
among HD firms documented in Table II is driven by the removal of controversial pay practices.
To address this question, Panel B of Table VI examines how voting dissent changed for HD
firms between the first and second say on pay votes conditional on whether a firm reduced its
notice period. As can be seen in row A, the 16 HD firms that reduced their notice period
experienced a 23.9% decrease in dissent (from an average of 34.3% at the first vote) versus an
increase of 12.2% among the (admittedly small sample of) four HD firms that maintained a
notice period longer than 12 months, resulting in a significant difference of 36.1% (p < 0.01).
When we repeat this test in row B after excluding firms that removed retesting provisions (in
order to eliminate any effect of that on the change in dissent), the difference is even more
pronounced at 51.9%. All three HD firms that did not reduce their notice period (and did not
remove retesting provisions) experienced an increase in dissent, respectively, of 22.3%, 24.3%
and 28.4%, suggesting a strong penalty for lack of responsiveness to shareholder pressure.

During the year after the second say on pay vote (the year with the spike in dissent), all three

1> After the passage of say on pay, the National Association of Pension Funds and Association of British Insurers,
the most influential institutional investor groups in the UK, released a Joint Statement on Best Practice on Contracts
endorsing the use of one-year notice periods. A UK government study of severance contracts made the same
recommendation (Department of Trade and Industry, 2003; House of Commons Trade and Industry Committee,
2003). However, these events cannot explain the pattern exhibited by the reduction of notice periods documented in
Table VI (i.e., after the vote for HD firms, before the vote for LD firms), which is more consistent with a causal
effect of the say on pay vote. Also, firms explicitly link the decision to reduce notice periods to consultation with
institutional investors around the say on pay vote (see the online appendix).
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firms reduced their notice period to 12 months, suggesting that continued shareholder pressure
ultimately succeeds at inducing governance changes (untabulated analysis).

Overall, the findings in Panels A and B of Table VI indicate that (i) long notice periods
were a major source of shareholder discontent (high dissent was observed in 20 of 23 sample
firms with notice periods exceeding 12 months), (i1) many firms removed this provision ahead of
the vote, presumably in an attempt to avoid voting dissent and consistent with institutional
investors’ preference for “bargaining in the shadow” (Black and Coffee, 1994; Becht et al., 2008;
Listokin, 2008), (ii1) most firms reluctant to remove the provision ahead of the first vote did so
after the adverse vote and experienced a significant decrease in dissent at the second say on pay
vote, and (iv) the few firms that did not respond to the first vote were penalized by a substantial
increase in dissent at the second vote, after which they reduced the notice period to 12 months.
By the end of the second say on pay season, the ex ante effect of say on pay regulation, together
with the ex post effect of shareholder votes, prompted firms to adopt the one-year notice periods
best practice recommended by the Combined Code.

Panels C and D of Table VI present results of analyses related to retesting provisions.
Consistent with our investigation of notice periods, these analyses confirm that say on pay votes
affect firm behavior, and firms’ response to say on pay votes, in turn, impacts future shareholder
votes. Specifically, (i) at the beginning of the fiscal year prior to the first say on pay vote,
retesting provisions are more common among HD than among LD firms (74.1% vs. 51.6%), (ii)
LD firms are more likely than HD firms to remove retesting provisions in the year preceding the
first vote (25.0% vs. 5.0%), (iii) HD firms are more likely than LD firms to remove retesting
provisions in the year following the first vote (76.3% vs. 28.0%), (iv) after the first vote, the

likelihood of retesting provisions being removed increases for HD firms (from 5% to 76.3%), but
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not for LD firms, and (v) HD firms that remove retesting provisions in the year after the first
vote experience a substantial decline in voting dissent relative to HD firms that do not remove
them (22.1% vs. 3.4%, excluding the effect of reductions in notice periods). Of the nine HD
firms that did not eliminate retesting provisions after the first say on pay vote, seven out of eight
(one firm was acquired) eliminated them in the subsequent year, after facing similar dissent
(untabulated). Hence, as for notice periods, over the course of two years say on pay essentially
resulted in the elimination of retesting provisions among HD firms.

The similarity of results regarding changes in the retesting and severance provisions is
noteworthy given differences in the prevalence of the two practices. In contrast to notice periods
exceeding 12 months, retesting provisions were quite common (and not only among HD firms)
in the years leading up to say on pay. For example, at the beginning of the fiscal year prior to the
first vote, across the HD and LD samples 62.1% of the sample firms (i.e., 72 of the 116 firms
with an option plan) had a retesting provision, but only 23.3% (35 out of 150) had notice periods
in excess of 12 months. This suggests that retesting provisions were generally less controversial
than long notice periods. Consistent with this observation, whereas notice periods exceeding 12
months essentially vanished from both the HD and LD groups within two years of the first vote,
retesting provisions disappeared only in HD firms.'® This suggests a nuanced shareholder use of
say on pay votes, contrary to the notion that they would result in one-size-fits-all compensation
practices (Gordon, 2009). For a subset of firms (the LD firms), shareholders viewed retesting as
a benign practice, hence, the lack of a voting penalty. Our reading of LD firms’ remuneration

reports further supports this inference. Many LD firms that retained retesting provisions provided

'® The 23 LD firms that continued to allow retesting after the first say on pay vote experienced low dissent at the
second say on pay vote (average ~5%), and more than 60% of them continued to use retesting after the second say
on pay vote (untabulated), despite the peer pressure potentially occasioned by the high frequency of elimination by
HD firms.

17



an economic rationale like business cyclicality or challenging vesting conditions that apparently

resonated well with shareholders. "’

4. The Effect of Say on Pay: Evidence from Cash and Total Direct Compensation
4.1 RESEARCH DESIGN

Because it documents only changes in disclosed, and thus observable, provisions of
compensation contracts (e.g., retesting), the evidence presented in Section 3 may not capture the
full effect of say on pay on compensation practices. As noted earlier, important elements of CEO
pay including merit raises, bonuses, and the size of equity awards involve considerable
discretion, the exercise of which on a year-to-year basis is rarely disclosed by boards. To
examine changes in these discretionary choices, we regress CEO pay on its economic
determinants before and after say on pay. This analysis enables us to examine as well whether
the changes documented in Section 3 are offset by increases in other elements of compensation.

As a starting point, we estimate an OLS panel regression of CEO pay on its economic
determinants for a broad sample of UK firms over the 2000-2005 period. The dependent variable
is Ln(Compensation), defined as the natural log of either CEO cash compensation (CEO Cash
Pay) or CEO total direct compensation (CEO Total Pay)."® The independent variables include

Industry-Adjusted Returns™”, defined as the difference between the one-year stock return of a

7 For example, Scottish Radio Holdings asserted that: “Given the cyclical nature of advertising revenue, the
Committee considers it appropriate that should the performance condition not be met over this period [3 years] it
would be extended to four years” (Scottish Radio Holdings, 2003, p.20). At the same time, the firm raised the
performance target for vesting from an EPS growth of 2% over inflation to an EPS growth of 4-9%. Another
interesting example is SABMiller. After the say on pay vote and in response to shareholder pressure, the firm
decided not to remove retesting because it would put its UK executives at a disadvantage relative to its US and
South African executives, who receive options with time-based rather than performance-based vesting (SABMiller,
2003, p.20).

'8 Similar to the corresponding data for US firms, CEO cash compensation is defined as salary plus cash-based
bonus. CEO total direct compensation is defined as the sum of CEO cash pay, stock options (valued using the Black-
Scholes formula), restricted stock grants (valued at 100% of performance contingent awards), benefits (e.g.,
company car, health insurance, life insurance, etc.) and other compensation (e.g., pension contributions, loans, ad
hoc payments such as relocation expenses, etc).
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given firm and that of its industry, if positive (negative), and 0 otherwise; Industry Returns, the
average one-year stock return of firms in a given industry; Industry-Adjusted ROA*", the
difference between the annual ROA of a given firm and that of its industry, if positive (negative),
and O otherwise; Industry ROA, the average annual ROA of firms in a given industry;19
Ln(Sales), the natural logarithm of annual revenue; Market-to-Book, the ratio of market to book
value of equity; CEO Ownership, the percentage of the firm’s equity held by the CEO; and
Trend, defined as the fiscal year minus 1999 (2002) for observations from the pre- (post-) say on
pay period. We include firm fixed effects to control for omitted firm-specific characteristics that
are constant over time (Murphy, 1985).%

To capture any post-regulation changes in the sensitivity of CEO pay to its determinants
we utilize an indicator variable, Post, equal to 1 for observations in the period 2003-2005 (post-
say on pay) and O for those in the period 2000-2002 (pre-say on pay). In particular, we interact
the aforementioned determinants of pay both with Post and with /-Post (see the notes to Table
IX for the full equation). Thus, we essentially stack two regressions: the first where the
observations are from the pre-say on pay period (2000-2002), and the second where the
observations are from the post-say on pay period (2003-2005). By stacking the regressions, we

are able to test whether the coefficient estimates (e.g., the sensitivity of pay to performance)

' We do not split the market- and accounting-based industry performance measures into positive and negative
realizations because no sample industries experience a negative average ROA, and only one industry realizes a
negative average stock return in the post-period.

% More detailed definitions are provided at the bottom of Tables VIII and IX. An extensive literature on executive
pay highlights the role of size, performance, growth options, and CEO ownership (e.g., Murphy, 1985; Jensen and
Murphy, 1990; Rosen, 1992; Smith and Watts, 1992; Sloan, 1993; Core et al., 1999; Core et al., 2003b; Gabaix and
Landier, 2008). Examples of studies that analyze asymmetry in the sensitivity of CEO pay to positive and negative
performance realizations include Dechow et al. (1994), Gaver and Gaver (1998), Comprix and Muller (2006), and
Shaw and Zhang (2010). Studies that investigate the relation between CEO pay and sector performance include
Bertrand and Mullainathan (2001), Oyer (2004), Garvey and Milbourn (2006), Rajgopal et al. (2006), and Gopalan
et al. (2010). Note that we include stock returns as determinants of cash CEO compensation because they may proxy
for other (omitted) performance measures explicitly used in compensation contracts (individual and nonfinancial
performance measures; see, for example, Bushman and Smith, 2001) or implicitly used in determining discretionary
bonuses (e.g., Murphy and Oyer, 2004).
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change after say on pay. In addition, we include among the independent variables the indicator
Post, to capture any one-time, performance independent shift in the average level of CEO pay.
Our sample is based on a database compiled by BoardEx, an independent research
company that tracks compensation and governance data for the 750 largest UK firms including
all FTSE 350 firms. From BoardEx, we obtain CEO compensation, CEO ownership, board
independence, institutional ownership, and industry classification data between 2000 and 2005.
We obtain financial data from Worldscope and stock returns from Datastream. To ensure
consistency in the sample composition over time, we restrict the analysis to firms with available
data in at least one year in both the pre- and post-say on pay periods. We also exclude firm-year
observations for years with a CEO turnover event to avoid the effect of confounding factors that
typically accompany a change in CEO (e.g., mega grants, sign-on bonuses, big bath accounting)
and maintain a clearer link between firm performance and the compensation of a single CEO.
The final sample used in our regression analyses consists of 3,305 firm-year observations.
Finally, note that although we present our results for both cash and total CEO pay, our
inferences emphasize the former. First, cash compensation is especially relevant in UK firms
because it represents two-thirds of CEO total pay, as shown in the next subsection. Second, due
to the formulaic nature of most cash-based bonus plans, there is typically a direct structural link
between realized cash pay and realized operating performance that allows for a powerful
empirical analysis (e.g., Dechow et al., 1994; Gaver and Gaver, 1998; Murphy, 1999). In
contrast, the link between the grant value of equity awards (the major component of non-cash
total direct compensation) and realized performance is less clear because rewarding past

performance is only one of many objectives of equity-based paly.21 Moreover, virtually all UK

! Firms use equity-based pay mostly to re-align incentives for future performance (Core and Guay, 1999), attract
and retain executives (Oyer and Schaefer, 2005), and for liquidity, accounting, and tax-related reasons (Core et al.,
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firms employ in their equity plans some performance-based vesting conditions (Carter et al.,
2009) that are likely to be a key lever used by boards to obtain the desired sensitivity of (future)
realized equity pay to (future) performance. Indeed, they draw significant attention from
shareholders, as shown in Table IV. But the Black-Scholes estimates of the value of equity
grants included in our measure of total CEO pay do not account for these conditions. For all
these reasons, we view the analysis of cash pay as a more powerful test of the effect of say on
pay on the sensitivity of CEO pay to performalnce.22 We nevertheless report the total CEO pay
analysis, to shed light on whether cash compensation effects are offset by other elements of pay.
4.2 DESCRIPTIVE STATISTICS ON CEO PAY

Table VII provides descriptive information for our regression sample. Consistent with
prior studies (e.g., Conyon and Murphy, 2000; Conyon et al., 2011), most UK executives are
paid primarily in cash. Median cash compensation is £363,000, while median equity
compensation is £100,000 (Panel A), with cash pay representing about two-thirds of total pay
(Panel B). There is some evidence that compensation increased over our sample period, with
greater weight on the performance-based component (bonus and equity pay). But as Table VIII
indicates, at least part of this increase can be attributed to a stronger economy, with bull markets
raising the value of equity grants for firms issuing options according to fixed number policies
(Hall, 1998). To assess the effect of say on pay on CEO compensation, it is thus necessary to
control for its economic determinants using regression analysis.

4.3 RESULTS - THE IMPACT OF SAY ON PAY ON CEO COMPENSATION

2003a). Indeed, most studies find no association between the value of equity grants and realized performance
(Yermack, 1995; Baber et al., 1996; Baber et al., 1998; Core and Guay, 1999).

2 In the online appendix we replace cash pay with its most performance-sensitive component, bonus pay. Our
inferences are unchanged.
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Table IX provides the results of our analysis of the determinants of CEO compensation in
the pre- and post-say on pay periods. Our main focus is on the test for differences in coefficients
across the two periods (i.e., the Difference Post-Pre column).

For both cash (Panel A) and total pay (Panel B), the analysis yields two main insights.
First, we observe a marked increase in the sensitivity of CEO pay to poor performance. In
particular, the coefficients on Industry-Adjusted ROA™ and Industry-Adjusted Returns  switch
from negative and insignificant in the pre-period to significant and positive in the post-period,
with a statistically significant increase. One interpretation of this finding is that the introduction
of say on pay leads to higher accountability for poor performance, consistent with calls to
eliminate rewards for failure.

This result is in line with, but incremental to, the evidence presented in Tables IV and VL.
Most of the documented changes (e.g., reduction in notice periods, removal of retesting, tougher
vesting conditions) are not reflected in our measures of CEO cash and total pay, and thus cannot
drive our results. Hence, it appears that investors have used say on pay to pressure firms to
increase the sensitivity of CEO pay to poor performance through changes not only to observable
provisions, but also to less observable elements of pay (e.g., performance targets of bonus plans).
Our finding also implies that firms did not offset the explicit changes reported in Table VI
through other elements of pay that are more difficult for investors to monitor.

The second key insight from Table IX is that affer controlling for performance and other
determinants there is no change in the growth rate of CEO pay, as captured by the coefficient on
Trend. The coefficient on Post is also insignificant, suggesting the absence of any one-time,

performance-independent shift in the level of CEO pay.”

3 With respect to the other variables, we find in both the pre- and the post- periods, as expected and consistent with
prior studies, that CEO cash pay shows a significantly positive association with size (Ln Sales), positive operating
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Taken together, our findings suggest that say on pay had a moderating effect on the level
of CEO compensation only conditional upon poor performance. These results are consistent with
voting UK investors focusing more on how CEOs are paid (e.g., the linkage between pay and
performance) than on how much they are paid. Ertimur et al. (2011) similarly find that voting US
shareholders support pay-related proposals that address pay design and the pay-setting process
while ignoring proposals that attempt to micromanage target levels of pay.

These results are robust to (i) restricting the analysis to firms with available data in at
least two (rather than one) years in both pre and post periods, (ii) removing the observations
from 2002 to allow for the possibility of pay changes in response to the announcement of the
regulation, and (iii) clustering standard errors by industry or firm-period rather than by firm.

Finally, to investigate whether the effects documented in Table IX are attributable to say
on pay or to other factors that affect all firms, we examine a control sample of UK firms not
subject to say on pay because they are traded on the AIM, a sub-market of the London Stock
Exchange with a more flexible regulatory system. We show in the online appendix that the
increased sensitivity of CEO cash compensation to poor operating performance documented in
Table IX is observed only for firms subject to say on pay (i.e., non-AIM UK firms).

44 1S THE IMPACT OF SAY ON PAY MORE PRONOUNCED IN FIRMS WITH
CONTROVERSIAL CEO PAY PRACTICES?

If the increased penalty for poor performance documented in Section 4.3 was the result of

say on pay, we would expect it to be more pronounced for firms with more controversial CEO

pay practices (and thus under greater shareholder pressure to revise those practices). We use two

performance (Industry-Adjusted ROA™), and growth options (Market-to-Book Ratio). CEO cash pay is also
positively related to Industry ROA and (only in the post-period) Industry Returns. As for CEO total pay, in both the
pre- and post-periods it shows a significantly positive association with size (Ln Sales), positive stock and operating
performance (Industry-Adjusted ROA™ and Industry-Adjusted Returns®), and Industry Returns. The Trend variable is
significant in both periods for both CEO cash pay and CEO total pay.
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proxies to identify such firms. The first, degree of voting dissent, captures shareholder perception
of the quality of CEO pay pralctices.24 Our analysis of changes in specific provisions (Section 3)
indicates that firms that experience higher voting dissent are more likely to respond to
shareholder calls to remove contractual features that soften penalties for poor performance. Here
we examine whether degree of voting dissent also explains changes in unobservable elements of
CEO pay. In particular, we test whether firms that experience high voting dissent respond by
imposing stronger pay penalties for poor performance.

To do so, we effectively stack four regressions, two for HD firms (one for the pre- and
one for the post-period) and two for non-HD FTSE 350 firms (see the notes to Table X for the
full equation). As in Tables III-VI, HD is coded 1 for firms with more than 20% voting dissent at
their first say on pay vote and 0 otherwise (results are robust to using 15% and 25% thresholds).
Stacking the regressions enables us to test not only whether coefficients change across periods,
but also whether such changes differ across the two subsamples (difference-in-differences).

The results, presented in Table X, indicate a greater increase in penalties for poor
operating performance among high dissent firms. In the CEO cash compensation regression
(Panel A), we find a positive and significant increase in the coefficient on Industry-Adjusted
ROA’ only for the HD subsample, and this increase is significantly greater than for the non-HD
group (Difference in Difference column). Notably, the increase in the coefficient on Industry-
Adjusted ROA™ is larger than for the overall sample (Table IX). In contrast, degree of voting
dissent does not seem to affect the change in the sensitivity of CEO pay to other determinants.

Results are similar when the dependent variable is CEO total compensation (Panel B).

24 Survey evidence and numerous press reports (Deloitte, 2004; Sheehan, 2007) indicate, consistent with our
evidence in Table VI, that voting dissent increases with the presence of controversial compensation provisions (e.g.,
long notice periods, low performance hurdles, retesting, one-time and discretionary awards, and large termination
payments). Also, Carter and Zamora (2009) find dissent to be higher in firms with higher salaries, weaker pay-for-
performance sensitivity in bonus pay, and greater potential dilution in equity pay.
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Our second proxy for controversial CEO pay practices is average excess CEO pay in
the pre-period. To estimate excess CEO pay, similar to other studies (e.g., Core et al., 1999) we
run a regression of the natural log of total pay on its economic determinants over the pre-period,
controlling for industry (as opposed to firm) effects. We then compute for each firm the average
residual over the pre-period (i.e., across the yearly residuals). Lastly, we construct an indicator
variable, Excess CEO Pay, that is equal to 1 for firms with an average residual value in the top
25% of the distribution, and 0 otherwise, and substitute this variable for the HD variable (see the
notes to Table XI for the full equation). Unlike voting dissent, this measure is not affected by
actions taken by the firm immediately prior to the vote (e.g., commitment to change pay
practices to avoid dissent), and may thus be a useful complement to the prior analysis. As
reported in Table XI, we find a significant increase in the sensitivity of CEO pay to Industry-
Adjusted ROA™ only for Excess CEO Pay firms (see Difference Post—Pre columns), and this
increase is significantly larger than for No Excess CEO Pay firms (see Difference in Difference
column). Again, the results are similar when the dependent variable is CEO total pay (Panel B).

Note that the correlation between HD and Excess CEO Pay, although positive, is only
0.148 (significant at the 1% level, untabulated). Thus, consistent with the analysis of specific
provisions reported in Table VI, the evidence in Table XI implies that the effects of say on pay
were not confined solely to a simple ex post response in high dissent firms, but extended to firms
with controversial practices (e.g., excess pay) that may have avoided voting dissent by
committing to strengthen the pay for performance link. This finding highlights the importance of

performing a pre vs. post analysis to capture the full effect of say on pay regulaltion.25

* In additional tests (untabulated), we examine whether the change in the sensitivity of CEO pay to its economic
determinants after the introduction of say on pay depends on the level of monitoring already in place. To the extent
that say on pay serves as a substitute (complementary) monitoring mechanism, one would expect a stronger effect in
firms in which the current level of monitoring is low (high). Using the concentration of institutional ownership as a
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Collectively, these tests indicate the increase in sensitivity of pay for poor performance to

be more pronounced in firms with controversial pay practices.

S. Conclusion

This paper examines the effects of regulation introduced in the UK in 2002 mandating an
advisory (non-binding) shareholder vote on the executive remuneration report (known as a say
on pay). We document a positive market reaction to the announcement of say on pay regulation
for firms with controversial CEO pay practices and, more specifically, weak penalties for poor
performance, consistent with shareholders perceiving say on pay as a value enhancing
monitoring mechanism. We also find that firms respond to high voting dissent by removing
controversial provisions criticized as rewards for failure, such as long notice periods and
retesting provisions for option grants. Finally, we find a significant increase in the sensitivity of
CEO pay to poor performance, particularly among firms that experience high dissent at the first
vote and firms with excess CEO pay before the regulation. Our study contributes to the literature
on executive compensation and shareholder voting, at a time when policy reforms are increasing

the role of shareholder voice in corporate governance.

proxy for monitoring (e.g., Hartzell and Starks, 2003; Dikolli et al., 2009), we find an increase in the sensitivity of
cash and total CEO pay to poor performance in firms with high and low concentration of institutional ownership,
and the increase does not differ significantly based on the level of monitoring. We find similar results when we use
board independence and size as proxies for monitoring. Hence, we cannot determine whether say on pay acts as a
substitute or complement, which suggests that its interaction with other monitoring mechanisms may be more
nuanced.
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Table I. Market Reaction to the June 25, 2002 Announcement of Say on Pay Regulation

Regression Coefficients:
Event Day Market-Adjusted Returns (p-Values)

Excess pay
X
Bottom Bottom
Notice Period Excess Quartile Quartile
Model > 12 Months Pay ROA ROA Size BM Momentum
Panel A: Excess Pay
(Al 040% ** 0.17% ™ 0.00% 0.14%
(0.023) (0.007) (0.931) (0.741)
Panel B: Excess Pay Decomposition
(B] 0.15% 0.80% ™ -0.08% 0.18% ™ 0.00% 0.23%
(0.489) (0.030) (0.739) (0.005) (0.950) (0.601)
Panel C: Long Notice Periods
C] 0.53% 0.19% ™ -0.01% 0.03%
(0.017) (0.002) (0.757) (0.953)
(C.] 049% 037% 0.17% ™ 0.00% 0.04%
(0.026) (0.035) (0.008) (0.909) (0.921)
(Ca] 0.50% ™ 0.11% 0.81% ™ -0.02% 0.17% ™ 0.00% 0.14%
(0.023) (0.592) (0.027) (0.929) (0.007) (0.958) (0.741)
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This table reports results from estimating the following cross-sectional regression: Abnormal Returns; = dy + J;Controversial Pay; + 0,Size; + J;BM; +
o;,Momentum; + ¢; where i denotes firm i. The sample consists of 301 firms with fiscal 2001 annual reports filed before June 1, 2002 and data from BoardEx,
Datastream, Manifest and Worldscope. Abnormal Returns is the abnormal event-day return relative to an equally-weighted market index of all firms in our
sample (source: Datastream). Size is the natural logarithm of market value (in millions) measured 6 months prior to the event date (source: Datastream). BM is
the ratio of book value to market value measured 6 months prior to the event date (source: Datastream). Momentum is the market-adjusted return over the six
months before the event date (source: Datastream). In Panel A, Controversial Pay is measured using Excess Pay, defined as the residual from an annual cross-
sectional regression of the natural log of total compensation on size (the natural log of sales), performance (ROA and 1-year stock returns), market-to-book, and
industry dummies (source: BoardEx, Datastream, Worldscope). In Panel B, Controversial Pay is measured as Excess Pay x Bottom Quartile ROA. Thus, Panel
B investigates whether the association documented in Panel A is concentrated among firms where excess pay is likely due (at least in part) to weak penalties for
poor performance. For Model C, Controversial Pay is measured using an indicator coded one for firms with notice periods greater than 12 months (and zero
otherwise) (source: Manifest and annual reports collected from CreditGate, Mergent, Mint Global, OneSource, and company websites). Model C, (Cg) examines
the Controversial Pay proxies from Models C and A (Models C and B) simultaneously. P-values are based on two-tailed heteroskedastic-robust #-statistics

(Larcker et al., 2011). *, **, “* indicate statistical significance at the 0.10, 0.05, and 0.01 levels, respectively.
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Table I1. Voting Outcomes for Proposals to Approve the Directors’ Remuneration Report

Proxy Season 2003 (FY 2002) Proxy Season 2004 (FY 2003)

Mean Voting Dissent (VD) 14.0% 10.9%
Median VD 11.0% 6.4%
Number (%) of Firms with VD > 50% 6 (2.1%) 5 (1.8%)
Among Firms with VD > 50%:
# of Firms with decrease in VD next year 6 out of 6 N/A
Mean decrease in VD next year  43.7% (from 63.1% to 19.4%) N/A
# of Firms with VD >50% next year 0 out of 6 N/A
Number (%) of Firms with VD > 20% 75 (26.5%) 44 (15.5%)
Among Firms with VD > 20%:
# of Firms with decrease in VD next year 69 out of 75 N/A
Mean decrease in VD next year  18.0% (from 31.6% to 13.6%) N/A
# of Firms with VD >20% next year 17 out of 75 N/A

This table reports summary statistics on voting dissent for UK firms in the years 2003 and 2004 (source: Manifest). Following the practices of UK proxy voting
services, voting dissent is defined as the sum of votes against and abstention votes, divided by votes cast (in the UK, institutional investors use abstention votes to
signal dissent and indicate that, in the absence of action, they will vote against the remuneration report at subsequent meetings). To facilitate comparisons across
time, we present statistics for a constant sample of 283 firms with data in both years.
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Table I11. High Dissent Firms vs. Other FTSE 350 Firms: A Comparison

Means: Medians: Analysis of differences in distributions:
75 high Other 75 high Other p-values
dissent  FTSE 350  dissent FTSE 350  Standardized Two sample Two sample
firms firms firms firms  differences (%a) f test Wilcoxon test

Performance
Raw returns -21.7% 98%  -175%  -133% -33.89 0.007 " 0.045 ~
ROA 3.8% 7.8% 7.1% 7.9% 12.04 0.378 0.824
ROE 25.2% 26.2% 19.3% 19.2% -2.48 0868 0844
Size
Ln(Mkt Val. Eguity) 6.52 5.97 6.28 5.83 31.17 0.022 0.017 ~
Ln{Assets) 6.76 6.33 6.79 6.25 26.28 0.065 0.040
Ln(Sales) 6.26 6.06 6.30 3.92 11.02 0426 0.231
Waluation and Leverage
Mariket-to-bool ratio 3.37 2.81 2.17 1.68 1261 0.344 0.321
Debt-to-equity ratio 0.53 0.67 042 0.32 -12.25 0443 0333
Governance
Board independence 33% 32% 35% 0% 6.58 0.626 0.570
Inst. ownearship conc. 26% 20% 22% 27% -16.08 0.234 0.167
CEQ Ownership 2.7% 3 2% 0.2% 0.2% -4 52 0.742 0.238

This table compares the financial and governance characteristics of high dissent firms (defined as firms with at least 20% voting dissent at the first say on pay
vote) to those of other FTSE 350 firms as of the end of the fiscal year before the first say on pay vote. Differences in the distributions of characteristics are
assessed using standardized differences and two-sample tests (parametric ¢ tests and non-parametric Wilcoxon tests). The standardized difference in percent is

2 2
- - Sip 1S - . . . . . - .
IOO(XHD - XOtherFTSE ) / 1/% , where Xup (s, ) is the sample mean (variance) of the 75 high dissent firms and XowerTse (83rse ) i the sample mean

(variance) of the other FTSE 350 firms. Standardized differences below 20 or 25 are commonly viewed as small (e.g., Cochran, 1968; Chari et al., 2009).
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Variable Definitions:
Raw Returns = fiscal year stock return (source: Datastream);
ROA = net operating income, deflated by lagged total assets (source: Worldscope);
ROE = net operating income, deflated by lagged book value of equity (source: Worldscope);
Ln(Mkt Val. Equity) = the natural logarithm of lagged market value of equity, reported in millions of nominal UK pounds (source: Datastream);
Ln(Assets) = the natural logarithm of lagged total assets, reported in millions of nominal UK pounds (source: Worldscope);
Ln(Sales) = the natural logarithm of lagged annual revenues, reported in millions of nominal UK pounds (source: Worldscope);
Market-to-book ratio = the lagged ratio of market to the book value of equity (source: Datastream, Worldscope);
Debt-to-equity ratio = the lagged ratio of long-term debt to the book value of equity (source: Worldscope);
Board independence = the lagged percentage of board members classified as independent (source: BoardEx);
Inst. ownership conc = the lagged cumulative percentage ownership by institutional investors holding more than 3% of the firm’s equity (source: BoardEx);
CEO Ownership = the lagged percentage of the firm’s equity held by the CEO (source: BoardEx).

38



Table IV. Changes to Compensation Practices: The Ex Post Effect of Say on Pay Votes

Number of HD firms
reporting changes to pay

75 High Dissent (HD) Firms practices after the first say

on pay vote
...changes to severance contracts
...reduction of notice period to 12 months 16
...reduction of notice period upon change in control to 12 months 4
...changes to performance-based vesting conditions in equity plans
...elimination (reduction) of retesting provisions 27 (2)
...elimination (reduction) of 3-year rolling retesting 15(1)
...elimination (reduction) of fixed point year 4 & 5 retesting 11(1)
...other 1
...'tougher' performance-based vesting conditions 11
more challenging targets 9
more challenging comparator group
...initiatives to increase executive ownership
...introduced deferred share bonus plan 5
...introduced minimum ownership requirements 4
...imposed minimum holding period for stock
...shift from option plans to restricted stock plans
...replacement of options plan with restricted stock plan 2
...shift of equity mix from options to restricted stock
...changes to annual bonus plan
...tougher performance targets in bonus plan
...reduced maximum bonus as % of salary 4
...increased maximum bonus as % of salary 3
...other changes
...salary freeze 2
...reduced maximum equity award as % of salary 2
...created separate remuneration committee 1
...introduced performance vesting conditions in matching shares plan 1
...greater % of performance-based pay 1
...changes agreed upon with shareholders 23
...as a % of 75 firms 31%

This table reports the frequency of post-vote compensation changes for 75 high dissent firms, defined as firms with
at least 20% voting dissent at the first say on pay vote. At the time of the first say on pay vote, 55 of these firms had
an option plan and 38 allowed retesting (19 had fixed point retesting, 18 had rolling retesting, and one had another
form of retesting) (sources: CreditGate, Mergent, Mint Global, OneSource, company websites).
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Table V. High Dissent Firms vs. Low Dissent Firms: A Comparison

Analyais of
differences in distributions:
Means: Medians: p-walues:
Standardized Two sample Paired
75 high 75 lowr Tihigh 5 lowr differences tests: tests:
disgent firms  dissent firms  dissent firms  dissent firms (%) f Wile oxon f Wilcoxon
Petformance
Faw refurns -21.7% -21.6% -17.5% -19.6% -0.50 0.97& 0909 0939 0.706
ROA 2.89% T.2% T1% T.4% 1672 0317 0.588 0.307 0.401
ROE 25.2% 27.5% 19.3% 22.9% -4.92 0.766 0673 0758 0285
Size
Lufhdkt Vel Equity) 652 6.41 6,28 6.1%9 6.39 0702 0613 0.170 0.324
Lnjdssefs) .76 & .60 679 6.25 954 0.568 0.407 0.2a0 0.217
IniSales) .26 6.55 .30 .54 -17.89 0.285 0.425 0121 0.171
Valuation and Leverage
Mearkef-fo-book rafio 337 394 217 205 -10.66 0.524 0212 0.528 0.258
Debf-fo-equify rafio 053 063 0.4 041 -13.38 0.424 0.394 0.43% 0.7a0
Govertiatice
Board independence 51E% 533% 54. 5% 56E%, -4.15 0.204 0837 0.794 0.643
Inst. ownership cone, 258% 27 4% 22.1% 220% -2.04 0.630 0.2a0 0.4a6 0938
CEC Chwnership 2.79% 2.2% 0.2% 0.2% 509 0.720 0774 0728 0.356

This table examines the quality of our matching algorithm by comparing 75 high dissent firms to a matched sample of 75 low dissent firms. Following
Rosenbaum and Rubin (1985) and Lechner (2002), we assess match quality using two sample and matched pair tests (parametric ¢ tests and non-parametric
Wilcoxon tests) and standardized differences. Two-sample tests are relevant for comparing the distributions of covariates in the high- and low-dissent samples,
whereas the paired tests are relevant for detecting residual biases within the matched pairs. The standardized difference in percent is

_ _ 2 2 — —
IOO(XHD - XLp ) / A /% , where Xupand Xip (sjpands;,, ) are the sample means (variances) in the high- and low- dissent groups. Standardized differences

below 20 or 25 commonly viewed as indicating a good match (e.g., Cochran, 1968; Chari et al., 2009).
All variables are defined at the bottom of Table III.
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Table VI. The Relationship between Voting Dissent and Controversial Compensation Provisions:
Evidence from and Ex Ante and Ex Post Changes in Severance and Retesting Provisions

Panel A: The Effect of Voting Dissent on the Removal of Controversial Compensation Practices: Evidence From Severance Contracts

() (i) (i)
Conyparison Sample of Difference:
Sanple of Fims With Fims With High Dissent vs.
High Dissent at First Vote Low Dissent at First Vote LowDissent
[A]: % of Firns with Notice Period > 12 months One Year Before the First Say on Pay Vote 33.3% (25/75) 13.3% (10/75) 200%
[B]: % of Firns Renmoving Notice Period > 12 months during the year before the First Say on Pay Vote 20.0% (5/25) 70.0% (7/10) -50.0% "
[CI: % of Firns with Notice Period > 12 months at the Time of the First Say on Pay Vote 26.7% (20/75) 4.0% (3/75) 27% "
[D]: % of Firns Removing Notice Period > 12 months during the year after the First Say on Pay Vote 80.0% (16/20) 33.3% (1/3) 46.7%
[El: % of Firms with Notice Period > 12 months One Year After the First Say on Pay Vote 5.3% (4/75) 2.7% (275) 2.6%
[F]: Change in the Rate of Removal: Afier the Vote vs. Before the Vote (D] - [B]) 00% -36.7% %6.7%
Panel B: The Effect of Removing Controversial Conpensation Practices on Voting Dissent: Evidence from Severance Contracts
(M) (ii) (iii)
Difference:
High Dissent Firms Not Firns that Remove

High Dissent Firms Removing ~ Removing Notice Period>12  Provision vs. Firms that
Notice Period > 12 Months After Months After the First Say on do not Remove

the First Say on Pay Vote Pay Vote Provision
[A]: Average A in Voting Dissent between 1% and 2™ Say on Pay Vote 23.9% 122% 36.1%
[B]: Average A in Voting Dissent between 1% and 2 Vote, excluding firms removing retesting 269% 25.0% 519%"
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Panel C: The Effect of Voting Dissent on the Removal of Controversial Compensation Practices: Evidence From Retesting Provisions in Option Plans

() (i) (i)
Conparison Sample of Difference:
Sanple of Fims With Fims With High Dissent vs.
High Dissent at First Vote Low Dissent at First Vote Low Dissent

[A]: % of Firns Allowing Retesting One Year Before the First Say on Pay Vote 74.1% (40/54) 51.6% (32/62) 25%
[B]: % of Firms Removing/Reducing Retesting during the year before the First Say on Pay Vote 5.0% (2/40) 25.0% (8/32) 200%
[C]: % of Firms Allowing Retesting at the Time of the First Say on Pay Vote 9.1% (38/55) 43.1% (25/58) 260%
[DJ: % of Firns Removing/Reducing Retesting during the year affer the First Say on Pay Vote 76.3% (29/38) 28.0% (7/25) 483%

[El: % of Firms Allowing Retesting One Year After the First Say on Pay Vote 20.0% (11/55) 39.7% (23/58) -197%"
[F: Change in the Rate of Removal/Reduction: After the Vote vs. Before the Vote ([D] - [B]) 71.3% 3.0% 683%

Panel D: The Effect of Removing Controversial Conpensation Practices on Voting Dissent: Evidence from Retesting Provisions in Option Plans

@) (ii) (i)

Difference:
High Dissent Firms not Firms that Remove
High Dissent Finns Removing/Reducing Retesting Provision vs. Finms that
Removing/Reducing Retesting After the First Say on Pay do not Remove
After the First Say on Pay Vote Vote Provision
[Al: Average A in Voting Dissent between the 1% and 2 Say on Pay Vote 21.6% 9.1% -125%"
[B]: Average A in Voting Dissent between 1% and 2™ Vote, excluding firms removing Notice Period > 12 months 2.1% 34% -187%

This table reports information on voting and compensation provisions for two samples of FTSE 350 firms. The first sample is the 75 high dissent firms from
Tables III-V. The second sample is a matched group of firms with low dissent (i.e., below 5%) at the first say on pay vote (source: Manifest). For each firm, we
record the prevalence of, pre-vote change in, and post-vote change in severance and retesting provisions (the two most controversial provisions based on the
results in Table IV) using hand-collected data from annual reports (source: CreditGate, Mergent, Mint Global, OneSource, company websites). Panel A (Panel C)
reports univariate tests comparing the prevalence of severance (retesting) and its ex ante and ex post likelihood of removal across the high and low dissent
samples. Panel B (Panel D) splits the high dissent sample into two subsamples — firms that make changes to severance (retesting) in response to the first vote and
firms that do not make such changes — and reports univariate tests comparing changes in voting dissent across the two subsamples of firms. -, ", " indicate
statistical significance at the 0.10, 0.05, and 0.01 levels, respectively (based on two-tailed exact tests).
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Table VII. The Level and Composition of CEO Pay in UK Firms

Panel A: Level and Composition of CEO Pay (£ thousands)

Mean Median
Year 2000 2001 2002 2003 2004 2005 All 2000 2001 2002 2003 2004 2005 All
N 473 558 611 602 566 495 3,305 473 558 611 602 566 495 3,305
Salary 281 290 302 318 331 366 314 250 245 256 272 285 325 270
Bonus 149 127 144 181 208 256 176 56 46 60 94 107 141 78
Cash Pay 430 417 446 499 538 622 491 310 314 335 378 404 484 363
Stock Options 216 250 174 198 159 143 190 0 6 3 4 0 0 0
Restricted Stock 121 103 144 228 312 447 223 0 0 0 0 0 82 0
Equity Pay 338 355 321 434 481 610 420 72 82 48 121 136 214 100
Other Pay 60 64 68 67 86 91 73 28 29 33 34 39 44 34
Total Pay 828 836 835 1,000 1,105 1,323 984 468 478 467 585 622 820 549

Panel B: Composition of CEO Pay (as a % of Total Pay)

Mean Median

Year 2000 2001 2002 2003 2004 2005 All 2000 2001 2002 2003 2004 2005 All

Salary 53% 54% 56% 50% 48% 44% 51% 50% 54% 55% 46% 44% 40% 48%
Bonus 14% 13% 15% 16% 17% 18% 16% 11% 10% 13% 14% 16% 17% 14%
Cash Pay 67% 67 % 70% 66 % 65% 63 % 67 % 69 % 69 % 73 % 68 % 67 % 60 % 68 %

Stock Options 16% 16% 11% 14% 11% 8% 13% 0% 1% 1% 0% 0% 0% 0%

Restricted Stock 8% 7% 7% 11% 14% 20% 11% 0% 0% 0% 0% 0% 12% 0%
Equity Pay  23% 23% 19% 25% 25% 29 % 24 % 19% 20% 13% 23% 23% 31% 21%

Other Pay 9% 10% 11% 9% 10% 9% 10% 7% 7% 9% 7% 7% 6% 7%
TotalPay 100% 100% 100% 100% 100% 100% 100% 100% 100% 100% 100% 100% 100% 100%

This table reports summary statistics for CEO compensation. The variables in Panel A, which were obtained from BoardEx, are reported in thousands of UK pounds (nominal) and
are defined as follows: Salary equals annual salary; Bonus equals the annual performance bonus. Cash Pay equals the sum of Salary and Bonus; Stock Options equals the Black-
Scholes value of stock options granted during the year; Restricted Stock equals the value of the restricted stock granted during the year; Equity Pay equals the value of all equity
awards (stock options, restricted stock, and other equity awards) granted during the year; Other Pay equals the value of other remuneration not included in Cash Pay and Equity
Pay (e.g., pension contributions); Total Pay is the sum of Cash Pay, Equity Pay, and Other Pay. The variables in Panel B were constructed by dividing each variable in Panel A by
Total Pay. Means and medians are based on these proportions. For example, Salary is the sample mean (or median) of the ratio of Salary to Total Pay.
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Table VIII.

Descriptive Statistics for the Regression Sample

Pre Period (2000-2002) Post Period (2003-2005) 2000-2005
(N=1,642) (N=1,663) (N=3,305)
Q1 Median Mean Q3 Q1 Median Mean Q3 Median Mean
CEO Cash Pay (thousands) 210 320 432 499 257 413 549 672 363 491
CEO Total Pay (thousands) 283 470 833 881 370 658 1132 1225 549 984
Raw Returns 31.3% -3.5% -2.6% 18.0% 5.3% 242%  32.6%  47.4% 11.6% 15.2%
Industry Returns -184%  -3.1% -4.5% 10.6% 17.0% 27.8%  32.8%  46.0% 13.2% 14.3%
Industry-Adjusted Returns 21.9%  -1.8% 1.9% 20.0% 249%  -5.1% -0.1% 16.4% -3.5% 0.9%
ROA 2.4% 7.0% 6.5% 12.2% 3.0% 7.2% 7.1% 12.1% 7.1% 6.8%
Industry ROA 2.3% 5.9% 5.0% 10.6% 2.9% 6.4% 5.6% 9.0% 6.3% 5.3%
Industry-Adjusted ROA -2.8% 0.9% 1.5% 6.5% -2.8% 0.6% 1.5% 6.0% 0.8% 1.5%
Sales (millions) 64 220 2496 730 74 237 2669 831 227 2583
Market-to-Book Ratio 1.1 1.8 3.5 3.6 1.2 1.9 2.7 3.0 1.8 3.1
CEO Ownership 0.0% 0.2% 2.7% 1.1% 0.1% 0.4% 2.5% 1.3% 0.3% 2.6%

This table reports summary statistics for the main variables in our regression analyses. The sample consists of 3,305 UK firm-year observations with the
necessary data on BoardEx, Worldscope, and Datastream. To ensure consistency in the sample composition over time, each firm must have complete data in at

least one year in both the pre- (2000-2002) and post- (2003-2005) say on pay periods.

Variable Definitions:

CEO Cash Pay = the sum of Salary and Bonus, reported in thousands of nominal UK pounds (source: BoardEx);

CEO Total Pay = the sum of Cash Pay, Equity Pay, and Other Pay, reported in thousands of nominal UK pounds (source: BoardEx);

Raw Returns = fiscal year stock return (source: Datastream);
Industry Returns = mean Raw Returns for all firms in the same BoardEx industry code (source: Datastream, BoardEx);

Industry-Adjusted Returns = the difference between Raw Returns and Industry Returns;

ROA = net operating income, deflated by lagged total assets (source: Worldscope);

Industry ROA = mean ROA for all firms in the same BoardEx industry code (source: Worldscope, BoardEx);

Industry-Adjusted ROA = the difference between ROA and Industry ROA;
Sales = lagged annual revenues, reported in millions of nominal UK pounds (source: Worldscope);
Market-to-Book Ratio = the lagged ratio of market to the book value of equity (source: Datastream, Worldscope);

CEO Ownership = the lagged percentage of the firm’s equity held by the CEO (source: BoardEx).
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Table IX. Determinants of CEO Pay in the UK Pre- and Post- Say on Pay Regulation

Panel A Panel B
Y = Ln (CEQO Cash Pay) Y = Ln (CEO Total Pay)

Pre Period Post Period Difference Pre Period Post Period Difference

Post - Pre Post - Pre
Variable Coeff. Pval Coeff. Pval Coeff. Pval Coeff. Pyval Coeff. Pval Coeff. Pval
Post Period 0.12 0.35 0.12 0.35 0.18 0.36 0.18 0.36
Trend 0.09 ™ 0.00 0.08 ™ 0.00 0.00 0.80 0.06 ™  0.00 0.08 ™ 0.00 0.01 0.63
Industry-Adjusted Returns * 0.04 0.22 0.04 0.20 -0.01 0.87 0.16° 005 0.08 ™  0.03 -0.07 0.39
Industry-Adjusted Returns” 0.09 0.14 0.25™  0.00 0.16°  0.05 0.15°  0.08 0.44™ 0.0 0.29 ™ 0.01
Industry Returns 0.01 0.89 0.10™ 005 0.09 0.29 0.14°  o0.10 0.29™  0.00 0.15 0.16
Industry-Adjusted ROA ™ 0.94™ 0.00 1.06 ™ 0.00 0.12 0.63 1.14™  0.00 1127 0.00 -0.01 0.97
Industry-Adjusted ROA” -0.26 0.24 0.69 "  0.02 0.95™ 0.00 -0.26 0.41 075" 0.09 1.01™  o.01
Industry ROA 091 ™ o0.01 1.07 ™" 0.00 0.16 0.55 0.27 0.55 0.61 0.16 0.34 0.31
Ln Sales 0.08 ™ 0.00 0.06™ 003 -0.02 0.13 0.10™ 0.1 0.11™ 0.01 0.00 0.68
Market-to-Book Ratio 0.00 ™ 0.05 001" 007 0.00 0.48 0.00 0.32 0.01 0.18 0.00 0.43
CEO Ownership 0.06 0.66 0.08 0.70 0.02 0.93 -0.12 0.61 -0.17 0.47 -0.05 0.85

This table reports results from estimating the following OLS panel regression on a sample of 3,305 firm-year observations over the period 2000-2005:
10 10
Ln(CEO Compensation;) = §; + (1 - Post; ){z a;xPay Determinantsj,i,} + v Post, + Post, {ZBijay Determjnantsjyh} + &

=1 =1

In Panel A (B), the dependent variable is the natural logarithm of CEO Cash Pay (CEO Total Pay). Post is an indicator variable equal to 1 (0) for observations
occurring in the 2003-2005 (2000-2002) period. The set of Pay Determinants are defined as follows: Trend = fiscal year minus 1999 (2002) in the pre- (post)
period; Industry-Adjusted Returns*” = the difference between Raw Returns and Industry Returns if positive (negative), and 0 otherwise; Industry Returns = mean
Raw Returns for all firms in the same BoardEx industry code; Industry-Adjusted ROA*” = the difference between ROA and Industry ROA if positive (negative),
and O otherwise; Industry ROA = mean ROA for all firms in the same BoardEx industry code; Ln Sales = the natural logarithm of lagged annual revenues;
Market-to-Book Ratio = the lagged ratio of the market to the book value of equity; CEO Ownership = the lagged percentage of the firm’s equity held by the
CEO. The coefficients a () measure associations between CEO pay and its economic determinants for the pre- (post-) say on pay observations. The coefficients
§; are firm fixed effects and the coefficient y detects whether say on pay resulted in a one- time, performance independent shift in the average level of CEO pay.

*, **, “* indicate statistical significance at the 0.10, 0.05, and 0.01 levels, respectively (based on a two-tailed test). Reported P-values are based on
heteroskedasticity-adjusted standard errors clustered by firm.
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Table X. Determinants of CEQO Pay in the UK Pre- and Post- Say on Pay Regulation: the Effect of Voting Dissent

Panel A Panel B

Y = Ln (CEO Cash Pay) Y = Ln (CEO Total Pay)

|
|
LOW Voting Higl.l Voting High - Low : Lov‘j Voting Higl.l Voting High - Low
Dissent Dissent i Dissent Dissent
Difference Difference Difference in | Difference Difference Difference in
Post - Pre Post - Pre Difference l Post - Pre Post - Pre Difference
Variable Coeff. Pval Coeff. Pval Coeff. Pl : Coeff. Pval Coeff. Pval Coeff. Pval
Post Period 0.15 0.32 0.22 0.19 0.07 0.65 I 0.15 0.29 0.29 0.14 0.14 0.61
Trend -0.02 0.59 0.03 0.49 0.05 038 ! -001 0.78 0.05 0.37 0.06 0.44
Industry-Adjusted Returns -0.06 0.38 -0.17 0.32 -0.11 0.54 : -0.09 0.38 -0.41 0.21 -0.32 0.35
Industry-Adjusted Returns” 0.20 0.15 0.22 0.18 0.02 0.83 I 0.30 0.11 0.77 002 047 0.21
Industry Returns -0.01 0.95 0.02 0.91 0.02 091 ! 0.10 0.54 0.17 0.51 0.07 0.81
Industry-Adjusted ROA ™ 0.24 0.26 0.33 0.57 0.09 0.48 : 0.79 0.15 -0.27 0.74 -1.06 0.28
Industry-Adjusted ROA” -0.20 061 2237 003 2437 o011 -0.04 097 1.82 00s ~ 1.867 om
Industry ROA 0.42 0.41 0.76 0.31 0.33 0.71 ' 0.53 0.36 0.04 0.96 -0.49 0.65
Ln Sales -0.01 0.38 001 077 002 045 | 000 093 0.01 073 001 079
Market-to-Book Ratio 0.00 0.77 0.00 0.60 -0.01 0.57 : 0.00 0.98 0.01 0.59 0.01 0.74
CEO Ownership 0.06 0.35 0.04 0.86 -0.02 053 ; -0.05 0.44 -0.58 0.74 -0.53 0.43

This table reports results from estimating the following OLS panel regression on a sample of 1,564 FTSE 350 firm-year observations over the period 2000-2005:
Ln(CEO Compensation ;) = 6; + (1-HD;) x [(1-Post;) x ( le(il a;x Pay-Determinants; ;) + y Post; + Post; x (Z;O:I B;x Pay- Determinants;;)] +
+ HD; x [(1-Post;) x (Z;O:I ¢;x Pay- Determinants;;) + A Post; + Post; x ( le(il 0;x Pay- Determinants; ;)] + &

In Panel A (B), the dependent variable is the natural logarithm of CEO Cash Pay (CEO Total Pay). HD is an indicator variable equal to 1 for firms with more than 20%
of votes cast against the approval of the remuneration report at the 2003 annual meeting, and O otherwise. All other variables are defined in Tables VIII and IX.

*, **, “* indicate statistical significance at the 0.10, 0.05, and 0.01 levels, respectively (based on a two-tailed test). Reported P-values are based on heteroskedasticity-
adjusted standard errors clustered by firm.
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Table XI. Determinants of CEO Pay in the UK Pre- and Post- Say on Pay Regulation: the Effect of Excess CEO Pay

Panel A Panel B

Y = Ln (CEO Cash Pay) Y = Ln (CEO Total Pay)

|
i
No Excess Excess CEO Excess Pay - : No Excess Excess CEO Excess Pay -
CEO Pay Firms Pay Firms No Excess Pay i CEO Pay Firms Pay Firms No Excess Pay
Difference Difference Difference in ; Difference Difference Difference in
Post - Pre Post - Pre Difference i Post-Pre Post - Pre Difference
Variable Coeff. Pval Coeff. Pval Coeff. Pval : Coeff. Pval Coeff. Pval Coeff. Pval
Post Period 0.13 0.24 0.17 0.28 0.04 0.77 ' 0.11 0.31 0.20 0.23 0.09 0.70
Trend -0.01 0.73 0.01 0.77 0.02 0.69 : 0.00 0.77 -0.03 0.48 -0.03 0.63
Industry-Adjusted Returns* 0.00 093 -0.09 0.28 -0.10 032 | 0.02 0.46 -0.12 0.31 -0.14 0.53
Industry-Adjusted Returns” 0.14 " 0.09 038" 009 0.24 0.33 ' 0.18 " 0.08 0.66 0.07 0.48 0.11
Industry Returns 0.03 0.73 035" 009 0.32 0.16 : 0.05 0.51 0.29 0.11 0.24 0.38
Industry-Adjusted ROA ™ 043" o0.10 0.14 0.40 -0.29 063 | 1017 om 044" 009 -0.57 0.40
Industry-Adjusted ROA™ 0.49 0.12 1.60 ™" 0.00 L1177 oo i 0.37 021 L1777 oot 0.80 " 007
Industry ROA 0.21 0.46 0.14 0.68 -0.06 0.70 : 0.40 0.36 -0.15 0.63 -0.55 0.18
Ln Sales -0.01 0.50 0.00 0.79 0.00 064 0.01 0.58 -0.02 0.49 -0.03 0.36
Market-to-Book Ratio 0.00 0.95 0.02 0.12 0.02 015 | 0.00 0.89 0.01 0.21 0.01 0.55
CEO Ownership -0.10 057 0.29 070 0.39 061 | 0.46 044 -1.04 0.23 -1.50 0.14

This table reports results from estimating the following OLS panel regression on a sample of 3,305 firm-year observations over the period 2000-2005:
Ln(CEO Compensation ;) = &; + (1- Excess-CEO-Pay;) x [(1-Post;) x (Z;O:I a;x Pay-Determinants;;) +y Post + Post; x ( Z;O:I B;x Pay- Determinants;;)] +
+ Excess-CEO-Pay ; x [(1-Post;) x (Z;O:I ¢;x Pay- Determinants;;) + A Post; + Post; x ( le(il 0;x Pay- Determinants;;)] + €

In Panel A (B), the dependent variable is the natural logarithm of CEO Cash Pay (CEO Total Pay). Excess CEO Pay is an indicator variable equal to 1 for firms with average
‘excess CEO pay’ (defined as the residual from a yearly regression of total CEO pay on its economic determinants) in the top 25% of the sample distribution over the pre

perlod (2000-2002), and 0 otherwise. All other variables are defined in Tables VIII and IX.

", ", ™ indicate statistical significance at the 0.10, 0.05, and 0.01 levels, respectively (based on a two-tailed test). Reported P-values are based on heteroskedasticity-adjusted
standard errors clustered by firm.
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Online Supplementary Appendix for

Say on Pay Votes and CEO Compensation: Evidence from the UK

Section A1l: Additional Market Reaction Tests

Since it was largely unexpected and it represented a substantial increase in the probability of say
on pay regulation, the June 25, 2002 event is an ideal setting for an event study. In this appendix, we also
examine four prior events that either increased or decreased (arguably to a lesser extent) the probability of
say on pay regulation as well as one subsequent event (Parliament’s approval of say on pay on July 25,
2002). These events (identified through a search of Lexis-Nexis) and a list of coincident and potentially
confounding events are described in Panel A of Appendix Table I.

Following Cai and Walkling (2011) and Larcker et al. (2011), we investigate whether the market
reaction to these events is associated with excess CEO pay. Consistent with Core et al. (1999) and
subsequent research, we compute excess pay as the residual from annual cross-sectional regressions of the
natural log of total compensation on key economic determinants — namely, size (the natural log of sales),
performance (ROA and annual stock returns), the market-to-book ratio, and industry indicators. Event-
day abnormal returns are computed relative to an equally-weighted market index of all UK firms in our
sample.

Similar to Cai and Walkling (2011), in Panel B we compare the event-day raw and abnormal
returns of firms in the top and bottom quartiles of excess CEO pay. We find that, for events 5 and 6 (i.e.,
submission of say on pay to Parliament and subsequent Parliamentary approval), firms in the top quartile
of excess CEO pay experience significantly positive raw and abnormal returns that are 0.69% (event 5)
and 0.93% (event 6) higher than those experienced by firms in the bottom excess CEO pay quartile (both
differences significant at the 1% level).' No abnormal returns are observed on the other event dates.

The analyses reported in Panel C are similar to those in Larcker et al. (2011). First, we present
cross-sectional regressions of abnormal returns on excess CEO pay, size, momentum, and book-to-
market. These analyses confirm the significant positive association between excess CEO pay and
abnormal returns for event 5 (June 25, 2002), while the positive coefficient on excess CEO pay for event
6 is no longer significant at conventional levels (p-value = 0.19). As in Panel A, no abnormal returns are
observed on the other event dates. Second, in the last row of Panel B, we report the results of a single
pooled-multi-event regression, where we multiply abnormal returns by negative one for events associated
with a decrease in the probability of regulation (Events 2 and 3) and we cluster the standard errors by date
to correct for cross-sectional dependence (Larcker et al., 2011). We continue to find a positive association
between excess CEO pay and abnormal returns (p-value = 0.029).

! For comparison, using a similar design, Cai and Walkling (2011) report a difference of 0.64% around the passage
of a say on pay bill by the House of Representatives in the United States.

1
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Section A2: Examples of Changes to Compensation Policies in Response to Shareholder Pressure

A. Changes to severance contracts

Reduction of notice periods to 12 months
“...as requested by some shareholders, Stephen Thomas and the Company agreed an amendment to his
contract to reduce the notice period [from 24 months] to 12 months.” Luminar plc, Annual Report 2004

“Shareholders should note that...the executive directors have agreed to reduce the notice periods of their
contracts to twelve months.” Whitbread plc, Annual Report 2003/2004

“Dr Garnier and Mr Coombe have agreed to changes in their own contractual terms without
compensation...including the reduction of contractual notice period from 24 to 12 calendar months.”
GlaxoSmithKline plc, Annual Report 2003

Reduction of notice periods upon change in control to 12 months

“...following consultation with major shareholders, the service contract of Alain Levy, CEO EMI
Music, was amended as from 1 April 2004 [to reduce his severance payment upon a change in control to
from 24 to 12 months]” EMI Group plc, Annual Report 2004

“...following consultation with some of the Company’s major shareholders ... in the event of termination
of employment within 12-months of a change of control...the amount payable is reduced from two years’
to one year’s salary and the cash equivalent of one year’s pension, car and other contractual benefits.”
Shire Pharmaceuticals Group plc, Annual Report 2003

B. Changes to performance-based vesting conditions in equity plans

Elimination/Reduction) of Retesting Provisions

*“...The Remuneration Committee has taken into account the wishes of shareholders and this option to the
Group Managing Director will not allow re-testing of the performance target.” Berkeley Group Holdings
plc, Annual Report 2004

“Shareholders should note that... the Remuneration Committee has endorsed the policy that performance
conditions applying to executive share options should not be subject to retesting” Whitbread plc, Annual
Report 2003/2004

“... following consultation with major shareholders...it was agreed that ...options granted from 2004
onwards will not be subject to re-testing...” Millennium & Copthorne Hotels plc, Annual Report 2003

“The Remuneration Committee, after consultation with some of its major institutional shareholders in
2003, has decided that, for options granted under the scheme from 2004 onwards, the performance
condition should be retested once only, at five years after the grant...Any new option scheme established
in the future will not contain a retesting feature.” Shire Pharmaceuticals Group plc, Annual Report 2003

“Shareholders' views of the appropriateness of re-testing...have evolved since the plan was approved...in

2001. The Committee is aware of these views and has considered whether the policy of allowing two re-
testing opportunities for future grants of options should continue...The conclusion of the review was that
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for grants made in 2004, one re-test only will be allowed at the end of year five...A further review...will
take place prior to any grant of options in 2005.” Bae Systems plc, Annual Report 2003

Introduction of tougher performance-based vesting conditions

“Prior to 2003...in order for the options to vest in full, EPS growth had on average to be at least 3
percentage points per annum more than the increase in the UK Retail Prices Index (RPI) over any 3-year
performance period. For the 2003 grant, vesting increases on a straight line basis for EPS performance
between the hurdles set out in the table below.

Annualized growth in EPS Percentage of award vesting
>RPI+5% 100%

RPI+4% 75%

RPI+3% 50%

<RPI + 3% 0%

This performance condition is substantially consistent with UK shareholder guidelines and expectations
and is considerably more demanding than any operated by other global pharmaceutical companies.”
GlaxoSmithKline plc, Annual Report 2003

“Comparative performance was previously measured by reference to the FT'SE 100 but the Committee
concluded that the measurement of performance against the performance comparator group of
[international] pharmaceutical companies...would provide a better assessment of the company's
performance.” GlaxoSmithKline plc, Annual Report 2003

“Following consultation with principal shareholders... awards were granted to executive directors under
the Performance Share Plan for which the eventual quantum capable of exercise will be determined by a
TSR ranking relative to a comparator group of 18 other defense and aerospace companies operating in the
international arena...Use of a sectoral comparator group was considered by our principal shareholders
and institutional investor bodies to be more appropriate than using the FTSE 100 as had been the case
historically with awards under this plan.” Bae Systems plc, Annual Report 2003

“The committee considered moving from the FTSE Global telecoms Sector Index to the FTSE Index [as
comparator to assess relative TSR performance], but during consultations shareholders expressed the
view that they would prefer to retain the existing comparator group.” Cable & Wireless plc, Annual
Report 2004

C. Initiatives to increase executives’ ownership

“Following consultation with some of its major shareholders and the subsequent revision of the design of
the Plan, the Company asked shareholders in 2003 to approve a Deferred Bonus Plan...This Plan
provides for participants to use up to 50% of their annual bonus to buy shares in the company. The
company will match any shares bought, but the matched shares will vest for executive directors only if the
company’s EPS grows more than 15% in excess of RPI over a 3-year period” Shire Pharmaceuticals
Group plc, Annual Report 2003

“The Committee has consulted with the Company’s principal shareholders and, taking into account their
views, proposes to make the following changes...awards under the 2002 Cash Plan will, in future, be
made in shares, subject to the achievement of TSR performance targets, rather than in cash.” Wolseley
plc, Annual Report 2004
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D. Changes to annual bonus plans

“...the Remuneration Committee has taken into account the concerns of shareholders regarding the
uncapped nature of the Executive bonus arrangements and has decided to alter the structure of the bonus
to reflect these concerns... In anticipation of the future change in policy, the Executives agreed to the
introduction of a retrospective cap on bonuses [equal to] 300% of salary. However, for the year ended 30
April 2004, where the Remuneration Committee did in fact determine a bonus greater than 200% of
salary..., they decided of their own volition to cap the bonus payment at 200% of salary.” Berkeley Group
Holdings plc, Annual Report 2004

“Bonuses for executive directors will in future be based on the out-turn in the Group's profits compared to
the budgeted profits approved by the Board at the beginning of the financial year. This replaces the FTSE
100 share index multiplier approach adopted in the past which was criticised during the review process.”
Freeport plc, Annual Report 2004

E. Consultation/communication with shareholders

“The remuneration policy...was finalised after undertaking an extensive consultation process with
shareholders and institutional bodies. During the year the Chairman of GlaxoSmithKline and the
Chairman of the Committee met shareholders representing nearly half of [equity] capital...as a result [the
Committee] has instigated a major shift in the way GlaxoSmithKline sets the remuneration of its most
senior executives...”GlaxoSmithKline plc, Annual Report 2003

“This [new] policy was formulated ... in response to concerns raised by shareholders at the 2003 AGM
and was only finalised after extensive consultation with the Company's major shareholders and
institutional shareholder bodies...” Berkeley Group Holdings plc, Annual Report 2004

“On 10 November 2003 the Company announced that it would instigate a review of its remuneration
policy...This review has involved communicating with representatives of the Company's leading
investors and seeking their views on all aspects of remuneration. Having considered these views, the
Company has implemented a number of changes that are described below...The Chairman of the
Remuneration Committee will always be available to hear investors' views on remuneration matters and
can be contacted via the Company Secretary.” Freeport plc, Annual Report 2004

“The chairman of the company ensures that the company, through the committee, maintains contact with
its principal shareholders about remuneration matters. To this end, the committee consulted during the
year in connection with the introduction of the new executive share option scheme which was duly
approved at the 2004 AGM.” Cobham plc, Annual Report 2004

“In line with company policy, extensive consultation took place with the company's principal
shareholders...as well as institutional investor bodies. Taking on board views expressed during the
consultation process, a number of modifications were made to the application of the Executive Share
Option Plan and the Performance Share Plan.” Bae Systems plc, Annual Report 2003

“As part of its continued review of executive remuneration policy...the Chairman consulted a number of

the Company's principal institutional shareholders and other major institutional bodies...” International
Power plc, Annual Report 2003
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“During the year the Committee has undertaken a full review of executive remuneration. To address
structural concerns raised by major shareholders changes have been made to certain elements of the
package, and these are detailed in this report ... Throughout the process the Committee has consulted
with major shareholders to ensure their support for the approach taken.” Barratt Developments plc,
Annual Report 2004/2005

“During the year, the Remuneration Committee reviewed the current remuneration structure. A number of
changes are proposed as a result of this review. These changes have been discussed with leading
shareholders and their representative bodies, who have been generally supportive.” Cable & Wireless plc,
Annual Report 2004/2005

“We plan to seek shareowner approval for a number of changes at our Annual General Meeting in 2004
... Before finalising the proposals, the Committee sought the views of a number of major shareowners, as
well as the Association of British Insurers (ABI) and National Association of Pension Funds (NAPF).
Following this consultation the Company took the comments from shareowners and investment
committees into account in developing its remuneration arrangements.” Cadbury Schweppes plc, Annual
Report 2003

“The 2004 LTIP was approved by shareholders at the EGM on 24 February 2004. Prior to the EGM, the
Company conducted a full consultation with major shareholders and shareholder bodies which ensured
that the terms of the Plan were acceptable to the majority of shareholders by percentage holding and
complied with corporate governance best practice.” Berkeley Group Holdings plc, Annual Report 2004

“In determining the performance measure for the Executive Share Option Plan, the Committee took the

view that our major investors believe EPS to be a key indicator of long-term financial performance...”
Bae Systems plc, Annual Report 2003
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Section A3: Bonus Pay in the UK Pre- and Post- Say on Pay Legislation

Panels A and B of Table VII report the breakdown of pay into its various components and suggest
that in our sample salaries are the dominant component of cash pay (about three fourths).

In our regression analysis, similar to other studies (e.g., Dechow et al. 1994; Core et al. 1999), we
focus on cash pay (salary plus bonus) to allow for the possibility that salaries, at least to some extent, may
be performance-sensitive. CEO salary increases tend to be discretionary (none of 150 UK firms we
analyzed links yearly salary increases explicitly to inflation or some other formula) and some firms
indicate that firm performance is one of the factors that they take into account when revising the CEO’s
salary.”

Nevertheless, to ensure that our results are not driven by salaries, we repeat the analysis in Table
IX using only bonus pay. As reported in Appendix Table II, we obtain similar results. This is not
surprising given that fixed effects absorb cross-sectional, performance insensitive variation in salaries
leaving behind what largely amounts to bonuses.

* For example, AMEC plc in its 2002 Annual Report states: “The base salaries...are reviewed annually, having
regard to personal performance, company performance and competitive market practice, as determined by external
research” (p. 44).
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Section A4: Controlling for Unobservable Contemporaneous Changes in the UK Governance
Environment

A major challenge in pre-post studies is to attribute the documented effects to the event of interest
rather than to other factors that affect all firms. We address this possibility by examining a control sample
of UK firms not subject to say on pay because they are traded on the AIM, a sub-market of the London
Stock Exchange with a more flexible regulatory system than the Main Market. We obtain from
Hemscott/Morningstar a sample of about 900 AIM firms with CEO cash compensation data (the dataset
does not contain data on the value of equity compensation) for at least one year between 2000 and 2005.
After imposing the condition that firms have the required data in both the pre- and post-periods, we end
up with a sample of 243 AIM firms (yielding more than 1,100 observations in the regression analysis).

The evidence presented in Panel A of Appendix Table III indicates that the increased sensitivity
of CEO cash compensation to poor operating performance documented in Table IX is observed only for
firms subject to say on pay (i.e., Non-AIM UK firms). For AIM firms, the sensitivity of CEO pay to its
economic determinants does not change after the introduction of say on pay.

AIM firms, by their very nature, differ systematically from firms traded on the major exchanges.’
In particular, they tend to be substantially smaller and less profitable. In our sample, AIM firms’ sales
range between 5 and 500 million pounds (with a mean of 36 million) and the mean (median) ROA is -
6.7% (1.2%). AIM firms also tend to have higher growth opportunities (mean and median market-to-book
ratios are 4.4 and 1.6, respectively) and higher CEO ownership (mean and median of 8.4% and 3.1%,
respectively).* However, these differences do not necessarily affect the validity of using AIM firms as a
control group. In a differences-in-differences design, the levels of the variables need not be the same
across the treated and untreated groups. The key identification assumption is that, in the absence of
treatment (i.e., the introduction of say on pay regulation), the coefficients for the treated (i.e., non-AIM
UK firms) and the untreated (AIM UK Firms) would have behaved similarly.

Moreover, as discussed in the manuscript (see footnote 25),within the non-AIM sample the effect
of say on pay does not depend on institutional ownership, firm size, or board independence, implying that
differences in these and other correlated characteristics are unlikely to drive the difference-in-difference
result in Panel A of Appendix Table III. Finally, recognizing size to be both a key difference and a proxy
for a number of related economic characteristics, we repeat the analysis in Panel A of Appendix Table III,
limiting the AIM UK and non-AIM UK samples to the region where the size distributions overlap (i.e.,
the region of common support, which occurs between 5 and 500 million pounds). The results, reported in
Panel B of Appendix Table III, are unchanged. While the AIM sample is admittedly not a perfect control
sample, the test is consistent with an increase in the sensitivity of CEO pay to poor operating performance
only for firms subject to the say on pay regulation.

? Mallin, C. and Ow-Yong, K. (2008) Corporate governance in alternative investment market (AIM) companies, The
Institute of Chartered Accountants of Scotland, Edinburgh, Scotland.

* We do not have access to governance data for AIM firms, except for 70 AIM firms covered in BoardEx. For these
AIM firms, on average, 43% of the directors on the board are independent and institutional blockholders own 28%
of equity. Comparative figures of 50% and 28% for UK firms on the Main Market suggest limited differences at
least in terms of these two governance characteristics.
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Appendix Table I. Additional Market Reaction Tests

Panel A: Events signaling changes in the probability of say on pay regulation*

Effect on
Event Description Date Pr(Regulation)
(1] The prf‘:ss reports that the Department of Trade and Industry (DTI) is considering say on pay 6/13/1999 Increase
regulations.
2] The DTI announces that it will defer its decision on say on pay until at least October when 7125/2000 Decrease

Parliament re-adjourns.

Say on pay is dropped from the list of topics for the coming Parliamentary session. According
[3] to the press, the government wants to avoid alienating business voters in advance of the May  10/29/2000 Decrease
general election.

The DTI announces a say on pay consultation document inviting comments on the draft

[4] ) 10/19/2001 Increase
regulations.

[5] The DTI submits say on pay regulation to the Parliament (to be debated in July). 6/25/2002 Increase

[6] The UK Parliament approves say on pay. 7/25/2002 Increase

29 < ELINT3 ELINT3

*Identified by searching Lexis-Nexis using various combinations of the words “remuneration,” “compensation,” “pay,” “government,” “Department of Trade and

Industry,” “DTI,” “legislation,” and “regulation.”
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Event Market commentary / Possible confounding events*

The FTSE 100 falls 54.7 points to 6,430.1. The FTSE 250 edges 0.7 higher to 5,818.2. Wal-Mart makes a surprise bid for

[1] Asda.

The FTSE 100 trades within a narrow range, closing 9.4 higher at 6,390.7 — essentially flat. The FTSE 250 closes down 16.9

(2] at 6,805.

The London market trades in a narrow range all day with limited volume. Many trading desks are empty as the south of
[3] England suffers its worst storm since 1987. The FTSE 100 closes 21.9 ahead at 6,388.4. The FTSE 250 is up 20.8 at
6.589.5.

The FTSE 100 index falls 98.3, or 1.9 per cent, to 5,017.7. The FTSE 250 loses 66.8, or 1.2 per cent, to 5,391.9. Among the
reasons for the market decline are (i) unease with the continuing war on terrorism and (ii) an anthrax scare affecting the UK

[4] Parliament. Internationally, the German IFO business climate index comes in much lower than expected, while inflation data
from the US come in higher than expected. Domestically, Rolls-Royce announces a largely expected restructuring plan,
which includes 5,000 job losses.

The FTSE 100 falls 3.8 to 5,661.9. The FT'SE 250 falls 3.6 to 6,336.9. Media stocks dominate as the worst performers in the

5 ) . .. ..
[5] FTSE 100, amid renewed concerns about the extent of the downturn in television advertising.

Investors respond positively, though cautiously, to strong performance on Wall Street. London's initially cautious response is
(6] a reflection of the news, announced after US markets closed, that the US Securities and Exchange Commission is

investigating accounting procedures at AOL Time Warner's online division. At the end of the session the FTSE 100 is up
188.8, or 5 per cent, at 3,965.9. The FTSE 250 moves up 68.1, or 1.5 per cent, to 4,653.8.

*Identified by searching the "Stock Markets: London Stock Exchange" section of the Financial Times for the next day after each event. This section of
the newspaper reports the aggregate market activity for the previous day (in our case, the event day) and contains a short commentary, often a single
sentence, speculating on the cause of that activity.
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Raw Returns (p-values)
by Excess Pay Quartile

Abnormal Returns (p-values)
by Excess Pay Quartile

Effect on Q1 Q4 Difference Q1 Q4 Difference
Event Pr(Regulation) N (Low) (High) (Q4-Q1) ;i (Low) (High) (Q4-Q1)
-0.08% 0.09% 0.18% -0.03% 0.15% 0.18%
[1] Increase 343
(0.606) (0.574) (0.446) (0.876)  (0.356) (0.446)
2] Decrease 298 -0.09% 0.03% 0.12% -0.07% 0.05% 0.12%
(0.615) (0.858) (0.629) (0.709)  (0.757) (0.629)
0.04% 0.27% 0.24% -027%  -0.04% 0.24%
[3] Decrease 298
(0.871) (0.215) (0.448) (0.216)  (0.866) (0.448)
-0.24% -0.51% -0.27% 0.19% -0.08% -0.27%
[4] Increase 499
(0.320) (0.033) (0.423) (0.425)  (0.738) (0.423)
5] Increase 545 0.00% 0.69 % 0.69 % -0.39%  0.30% 0.69 %
(0.996) (<.001) (0.005) (0.023)  (0.087) (0.005)
(6] Increase sg9  117%  2.09% 093% | .048% 0.45% 0.93%
(<.001) (<.001) (0.003) (0.035)  (0.047) (0.003)

Panel C: Regression of Abnormal Event-Day Returns on Excess Pay and Control Variables

Regression Coefficients (p-values)

Effect on

Event Pr(Regulation) N Excess Pay Size BM Momentum
i Increase 343 0.22% -0.25%  0.18% -0.29%
(0.125) (<.001)  (0.277) (0.282)
o] Decrease 208 -0.07% 0.05%  0.15% 0.53%
(0.658) (0.450)  (0.355) (0.138)
;3] Decrease 208 0.00% 0.00%  0.12% 0.19%
(0.991) (0.990)  (0.503) (0.628)
(4] Increase 499 0.04% 0.17%  -0.04% -1.01%
0.836 (0.009)  (0.026) (0.033)
0.30% 0.17%  0.00% 0.85%
151 Increase M 0.025 (<001)  (0.943) (0.003)
0.22% 037%  0.05% -0.20%
(6] Increase >89 0.197)  (<.001)  (0.015) (0.587)
(- 6] N/A 257y 018% 0.07%  0.00% -0.09%
(0.029) (0.538)  (0.950) (0.767)
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This table presents an event study around six events that (arguably) signaled changes in the probability of say on pay
regulation. Since the analyses in this appendix do not utilize severance data, for this test we examine an expanded
sample of up to 589 firms (depending on data availability). Panel A provides a description of the six events. Event 5
is the June 25, 2002 announcement examined in the manuscript.

Panel B reports the mean values of Raw Returns and Abnormal Returns for the highest and lowest Excess Pay
quartiles. Raw Returns is the event-day return (source: Datastream). Abnormal Returns is the abnormal event-day
return relative to an equally-weighted market index of all firms in our sample (source: Datastream). Excess Pay is
the residual from annual cross-sectional regressions of the natural log of total compensation on size (the natural log
of sales), performance (ROA and 1-year stock returns), market-to-book, and industry dummies. For events 4 — 6, we
use BoardEx compensation data for our annual cross-sectional excess pay regressions (all other variables are from
Datastream). For event 4, we use observations from fiscal 2000. For event 5, we focus on fiscal 2001 observations
with annual reports filed before June 1, 2002. For event 6, we focus on fiscal 2001 observations. Events 1-3 precede
the start of the BoardEx database. For these events, we use 1997 data generously supplied by Martin Conyon and
Kevin J. Murphy and described in Conyon and Murphy (2000). Data availability differs across the events,
explaining the differences in sample size. P-values are based on two-tailed heteroskedastic-robust 7-statistics. Values
that are statistically significant at the 10% level appear in bold.

Panel C reports the results of six cross-sectional regressions and one pooled regression. For the cross sectional
regression, we estimate the equation Abnormal Returns; = dy + 0;Excess Pay; + 0,Size; + 0;BM; + o ,Momentum; + ¢;
where i denotes firm i. For the pooled regression, we estimate the pooled analog: Abnormal Returns;, = dy +
01Excess Pay;, + 0,Size;; + 0;BM;, + o, Momentum;, + ¢;,, where i denotes firm i and ¢ denotes event 1, 2, 3, 4, 5, or
6. For the pooled regression, when ¢ = 2 or 3, Abnormal Returns;, is multiplied by negative one. Size is the natural
logarithm of market value (in millions) measured 6 months prior to day ¢ (source: Datastream). BM is the ratio of
book value to market value measured 6 months prior to day ¢ (source: Datastream). Momentum is the market-
adjusted return over the prior six months (source: Datastream). For the cross-sectional regressions (pooled
regression), we report p-values based on two-tailed heteroskedastic-robust (date-clustered) -statistics (Larcker et al.,
2011). Values that are statistically significant at the 10% level appear in bold.
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Appendix Table I1. Determinants of CEO Bonus Pay in the UK Pre- and Post- Say on Pay Legislation

Y =Ln (1 + CEO Bonus)

Pre Post Difference

Period Period Post - Pre
Variable Coeff. P val Coeff. P val Coeff. P val
Post Period 0.16 0.17 0.16 0.17
Trend 029 7 0.00 019 0.05 -0.10 0.33
Industry-Adjusted Returns® 052 0.02 0.09 0.63 -0.43 0.12
Industry-Adjusted Returns 227 7 0.00 177 7 0.00 -0.50 0.31
Industry Returns 143 77 0.00 075 77 0.00 -0.68 0.15
Industry-Adjusted ROA* 696 7 0.00 554 77 0.00 -1.42 0.29
Industry-Adjusted ROA” 0.16 0.89 632 7 0.00 6.16 ™ 0.00
Industry ROA 870 7 0.00 813 ™ 0.00 -0.57 0.68
Ln Sales -0.15 0.34 -0.16 0.33 -0.01 0.85
Market-to-Book Ratio 003 0.02 0.03 0.16 0.00 0.78
CEO Ownership 0.24 0.79 -1.07 0.41 -1.31 0.28

This table reports results from estimating the following OLS panel regression on a sample of 3,305 firm-year observations over the period 2000-2005:

10 10
Ln(1 + CEO Bonus;) = ; + ( 1- Postﬂ) Zaijay Determinants j,i,} + v Post, + Post,, {ZBjXPay Determinants. . |+ ;.

=1

Jiit
=1

The dependent variable is the natural logarithm of 1 + CEO Bonus. Post is an indicator variable equal to 1 (0) for observations occurring in the 2003-2005 (2000-2002) period. The set
of Pay Determinants are defined as follows: Trend = fiscal year minus 1999 (2002) in the pre- (post) period; Industry-Adjusted Returns*”’ = the difference between Raw Returns and
Industry Returns if positive (negative), and O otherwise; Industry Returns = mean Raw Returns for all firms in the same BoardEx industry code; Industry-Adjusted ROA*” = the
difference between ROA and Industry ROA if positive (negative), and 0 otherwise; Industry ROA = mean ROA for all firms in the same BoardEx industry code; Ln Sales = the natural
logarithm of lagged annual revenues; Market-to-Book Ratio = the lagged ratio of the market to the book value of equity; CEO Ownership = the lagged percentage of the firm’s equity
held by the CEO. The coefficients o () measure associations between CEO bonus pay and its economic determinants for the pre- (post-) say on pay observations. The coefficients ;
are firm fixed effects and the coefficient y detects whether say on pay resulted in a one- time, performance independent shift in the average level of CEO bonus pay. ", ™, " indicate
statistical significance at the 0.10, 0.05, and 0.01 levels, respectively (based on a two-tailed test). Reported P-values are based on heteroskedasticity-adjusted standard errors clustered
by firm.
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Appendix Table I11. Determinants of CEO pay in the UK Pre- and Post- Say on Pay Regulation: AIM UK Firms vs. Non-AIM UK Firms
Panel A: Full Sample

Y = Ln {(CEO Cash Pay)

Non-AIM UK
AIM UK Firms Non-AIM UK Firms Firms —

AIM UK Firms
Pre Post Difference Pre Post Difference Difference in

Period Period Post - Pre Period Period Post - Pre Difference
Yariahle Coeff. Coeff. Coeff. Pval Coeff Coeff. Coeff. Pwval Coeff. P wal
Post Period 0.27% 027 007 0.12 0.12 0.35 -0.15 0.67
Trend o1 ™  00s™ 008 030 003™ po08™ 000 0.80  0.05 0.37
Indusiry-Adjusted Returns* 0.08 ™ 0.03 -0.05 0.14  0.04 0.04 -0.01 0.87  0.04 0.45
Indusiry-Adjusted Returns” 0.02 0.00 -0.01 0.91  0.09 0.25™ 016" 005 017 0.26
Indusiry Returns 0.03 -0.05 -0.09 0.51  0.01 010 ™ 009 0.2 0.18 0.26
Industry-Adjusted ROA™ 067 099™ 032 029 0947 106™ 012 063 -0.20 0.61
Indusiry-Adjusted ROA™ 0.00 -0.11 -0.11 0.59 -0.26 063 ™ 095 ™ poo o 106 ™™ 000
Indusiry ROA 061 ™ 103" 04z 027 09l ™ 107™ 01 0.55 -0.26 0.58
Lin Sales 0.1t ™  012™ 00z 043 003" oo™ 002 0.13  -0.03 0.23
Market to Book 0.00 0.00 0.00 o0 ooo™ oot 0.0 048 0.00 0.50
CEO Cwrership 0.12 0.12 0.00 0.99  0.06 0.08 0.02 0,93  0.02 0.96

This table reports results from estimating the following OLS panel regression on a sample of 4,459 firm-year observations over the period 2000-2005:

Ln(CEO Cash Pay;) = §; + AIM; x [(1-Post;) x ( Z;O:l a;x Pay-Determinants; ;) + y Post; + Post;; x ( leil Bjx Pay- Determinants;;)] +

+ (1-AIM;) x [(1-Post;) x ( le(ll @jx Pay- Determinants; ;) + A Post;; + Post;; x ( le():] 0;x Pay- Determinants; ;)] + &

Ln(CEO Cash Pay) is the natural logarithm of CEO Cash Pay. AIM is an indicator variable equal to 1 for UK firms traded on the Alternative Investment Market
(AIM) and O for all non-AIM UK firms. All other variables are defined in Tables VIII and IX of the manuscript. This table reports coefficients, pre-post differences
in coefficients, and differences in pre-post differences across the AIM and non-AIM UK subsamples (i.e., “differences-in-differences”).

. “* indicate statistical significance at the 0.10, 0.05, and 0.01 levels, respectively (based on a two-tailed test). Reported P-values are based on heteroskedasticity-
adjusted standard errors clustered by firm.

13

www.revfin.org rof.oxfordjournals.org



Online Supplement

Panel B: Common Support Sample

Y = Ln {(CEOQ Cash Pay)

. . Non-ATM UK Firms

ATM UK Firms Non-ATMW UK Firms _ ATM UK Firms
Pre Post Difference Pre Post Difference Difference in
Period Period Post - Pre Period Period Post - Pre Difference

Variable Coeff. Coeff. Coeff. Pwval Coeff. Coeff. Coeff. Pwal Coeff. P val
Past Feriod 028" 0.28 0.07 0.14 014 0.36 -0.14 0.47
Trend 010" 0.05 -0.06 0.30 0.09 " 0.0 *** 0.00 027 0.05 038
Industry-Adjusted Returns 0.08"" 003 -0.05 0.14 0.02 0.04 0.02 0.71 0.07 023
Industry-Adjusted Returns” 0.02 0.00 -0.02 091 0.10 021" 012° o024 0.13 0.4z
Incdustry Returns 0.03 -0.05 -0.08 0.51 0.00 0.07 0.07 0.49 0.15 0.35
Incdustry-Adiusted RoA™ 067" 099" 0.32 0.29 073" 1.03 ™ 0.30 034 -0.02 0.95
Incdustre-Adiusted ROA" 0.00 -0.11 -0.11 0.60 -0.52 0.67 " 0,99 oot 110" om
Incdustry ROA 061" 103" 042 0.7 068" 1.16 ™ 048 0.20 0.0& 091
Ln Sales 011" 012" 0.02 0.51 0.0 " 0.06" -0.03 016 -0.05 0.14
Markei fo Book 0.00 0.00 0.00 0.99 0.00° 0.01 0.00 027 0.00 0.7
CEO Chonership 0.12 012 0.00 0.99 0.07 0.00 -0.07 074 -0.07 0.83

This table reports results from estimating the following OLS panel regression on a sample of 2,257 firm-year observations over the period 2000-2005:

Ln(CEO Cash Pay;) = &; + AIM; x [(1-Post;) x ( 21,0:1 a;jx Pay-Determinants; ;) + v Post + Post; x ( 21/0:1 Bjx Pay- Determinants; ;)] +

+ (1-AIM;) x [(1-Post;) x ( 21,0:1 @;x Pay- Determinants; ;) + A Post;; + Post;; x ( 21/0:1 0;x Pay- Determinants; ;)] + &

Ln(CEO Cash Pay) is the natural logarithm of CEO Cash Pay. AIM is an indicator variable equal to 1 for UK firms traded on the Alternative Investment Market
(AIM) and O for all non-AIM UK firms. All other variables are defined in Tables VIII and IX of the manuscript. This table reports coefficients, pre-post differences
in coefficients, and differences in pre-post differences across the AIM and non-AIM UK subsamples (i.e., “differences-in-differences”).

., 7 indicate statistical significance at the 0.10, 0.05, and 0.01 levels, respectively (based on a two-tailed test). Reported P-values are based on heteroskedasticity-
adjusted standard errors clustered by firm.
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