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Abstract

A set of policy experiments regarding binding say-on-pay in Switzerland sheds
light on the hitherto mostly theoretical argument that shareholders may prefer
to have limits on their own power. The empirical evidence suggests a trade-off:
Binding say-on-pay provides shareholders with an enhanced ability to ensure
alignment; but when shareholders can (partially) set pay ex post, this may distort
ex ante managerial incentives for extra-contractual, firm-specific investments.
These findings inform the design of policy. The direct-democratic process by
which say-on-pay was introduced in Switzerland also highlights the conflicts
between society and shareholders when it comes to executive compensation.
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Abstract

A set of policy experiments regarding binding say-on-pay in Switzerland sheds light on
the hitherto mostly theoretical argument that shareholders may prefer to have limits
on their own power. The empirical evidence suggests a trade-off: Binding say-on-pay
provides shareholders with an enhanced ability to ensure alignment; but when share-
holders can (partially) set pay ex post, this may distort ex ante managerial incentives
for extra-contractual, firm-specific investments. These findings inform the design of
policy. The direct-democratic process by which say-on-pay was introduced in Switzer-
land also highlights the conflicts between society and shareholders when it comes to

executive compensation.
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1. Introduction

In this paper, we study shareholder reactions and management responses to a push for an
enhancement of shareholder rights. 68% of Swiss voters approved, in a referendum, a con-
stitutional amendment that requires binding shareholder votes on compensation. Strikingly,
around 70% of Swiss public corporations responded with negative abnormal stock returns
when it became known that the referendum would be held.

This result indicates two things. Firstly, there is a tension between society and sharehold-
ers in the perception of the necessity and impact of additional shareholder rights. Secondly,
and counter-intuitively at first, more shareholder power appears to be eyed critically by
shareholders on average. The purpose of this study is to shed light on the value implications
of changes in shareholder rights by dissecting the reaction of shareholders and companies to
events related to the referendum. We find that alignment benefits of enhanced shareholder
rights can explain part of the stock price reactions, but we provide novel evidence that
shareholders also worry significantly about the distortion of executives’ extra-contractual
incentives when shareholders obtain particularly large power by being able to vote retro-
spectively on compensation for the elapsed year. We also find corresponding real effects in
terms of CEO turnover, compensation structure, and pay levels. Overall, our results imply
that there is a trade-off between agency and hold-up when it comes to the role of shareholder
power in shareholder value creation.

Understanding the advantages and disadvantages of shareholder power and say-on-pay
is of significant policy relevance. For example, the UK began mandating non-binding share-
holder votes on executive pay already in 2002 and revised these rules in 2013 to provide
shareholders with a binding vote on the companies’ pay policies at least every three years.
In 2016, the UK government conducted a consultation on whether binding say-on-pay should

be extended to not only cover the compensation system, but also apply ex post to compen-



sation amounts (p. 16 of the November 2016 Green Paper).! Such retrospective votes would
have a similar spirit as the say-on-pay rules analyzed in this paper. Several other countries
are considering or have implemented a (partially) binding say-on-pay rule.? The revised
EU Shareholder Rights Directive, approved by the European Parliament in March 2017, in-
troduces, among other things, a shareholder say on the remuneration policy for the board
of directors and the executive management, as well as a mandatory advisory vote on the
compensation report throughout the European Union. Whether or not the vote on remu-
neration policy is of binding or advisory nature is left to each member country to decide. In
the U.S., following the “Dodd-Frank Wall Street Reform and Consumer Protection Act” of
2010, the SEC adopted a rule in January 2011 that requires an advisory shareholder vote on
executive compensation at least once every three years. Binding say-on-pay rules have also
been considered in in the U.S., though less intensely.?

The regulatory push for binding say-on-pay is understandable from a political economy
perspective, with voters dissatisfied with the governance of corporations and the perceived
widening inequality as a result thereof. Yet, it is remarkable that the implementation of
binding rules occurs without much evidence regarding its effects, as existing studies (reviewed
below) concern advisory say-on-pay only.

This paper fills this gap by providing unique empirical evidence from a recent natural
experiment in Switzerland. The Swiss market provides a good setting for this study. Accord-
ing to the World Federation of Exchanges, Switzerland’s stock market ranks 14th worldwide

in terms of market capitalization World Federation of Exchanges (2017) and most Swiss

!The consultation of the Department for Business, Energy and Strategy (2017) revealed that the market
favors specific consequences against companies with continued large shareholder opposition in advisory votes
on compensation. Respective rules will be put in place. The introduction of binding compensation votes
was also supported by the market, though at lower levels. The government intends to reconsider this option
should the newly introduced rules not deliver the desired outcome.

2For example, Belgium, the Czech Republic, Denmark, Finland, France, Hungary, Latvia, the Nether-
lands, Norway, Portugal, and Sweden have introduced laws on say-on-pay with partially binding elements.

3For example, the Excessive Pay Shareholder Approval Act (May 2009) would have required a 60%
shareholder approval if an executive received more than 100 times the average salary within a firm.



companies have a significant fraction of US and UK-based investors. According to data on
investor shareholdings from Orbis, non-Swiss investors hold more than 50% of the disclosed
shareholdings in three out of five of the largest 100 Swiss-listed companies. On average, non-
Swiss investors hold 55.1% (62.86% median) of the disclosed shareholdings of the largest 100
Swiss companies as of December 2016. Moreover, CEO compensation levels and structure
are comparable to UK companies (c.f. Table 5 of Edmans, Gabaix, and Jenter (2007)).

We exploit four relevant regulatory events. Specifically, on February 26, 2008 (event 1),
it became public that enough Swiss voters had signed the “Anti-Rip-Off-Initiative” (“Fat-
Cat-Initiative,” “Initiative gegen die Abzockerei”) to force a constitutional referendum. The
initiative’s central element was the introduction of binding say-on-pay for shareholders of
all publicly traded firms in Switzerland. On March 3, 2013, almost 70% of Swiss voters
accepted this constitutional amendment (event 2). In June 2013, a draft ordinance for the
actual implementation of the law was released (event 3). Since November 20, 2013, the final
Ordinance against Excessive Compensation (OaEC) is in place, retaining the basic features
of the earlier draft ordinance (event 4 ).

The new law coming out of the referendum provides for the most stringent version of
binding say-on-pay, namely, votes on actual amounts of compensation (not merely the com-
pensation system). However, over time two quite different implementation proposals were
made: Under the original initiative (events 1 and 2), only “retrospective” (“ex-post”) binding
say-on-pay was envisioned: Shareholders would vote on compensation for the past year. By
contrast, under the OaEC regime (events 3 and 4), a “prospective” (“ex-ante”) approach also
became possible. Thus, shareholders would vote on a “bonus budget” for the upcoming year.

In this quasi-experimental setting, we test the prediction that enhancing shareholder
power may lead to hold-up problems and distort firm-specific investment incentives of CEOs
(Hypothesis 1). Burkart, Gromb, and Panunzi (1997) study optimal shareholder ownership
dispersion, and Blair and Stout (1999) and Stout (2003) deal with the relationship between

the board and shareholders. The common idea of these studies is that when one stakeholder



has more power, other stakeholders who make specific investments in the firm are more
likely to fear that the more powerful stakeholder “holds them up” (Grossman and Hart,
1986; Hart and Moore, 1990). Applied to the present setting the hypothesis implies that, as
shareholders obtain the power to set pay ex post, CEOs expect that they will not receive
the full returns on their firm-specific investments, and their ex-ante incentives to engage
in such efforts are diminished, leading to lower firm value. Gox, Imhof, and Kunz (2014)
develop this idea theoretically and find support for this idea in a laboratory experiment, but
no empirical evidence exists so far regarding this prediction. We also consider a competing
hypothesis based on manager selection, which yields some overlapping, but also some distinct
empirical predictions. Additionally, we explore to what extent a binding say-on-pay may
align shareholder and manager interests and improve shareholder value (Hypothesis 2).

We test these two hypotheses from two viewpoints. First, we consider the cross-sectional
variation in stock price reactions of Swiss corporations to the four events. The advantage of
considering asset price changes is that they capture current expectations; the researcher does
not need to trace all the future changes to cash flows and discount rates separately (Schwert,
1981). Second, we evaluate whether there were real adjustments in companies’ management
and policies that were in line with the observed market reactions.

While there is no obvious direct measure of the intensity of the hold-up problem (Hypoth-
esis 1), we propose four (largely uncorrelated) groups of proxies: First, shareholders of firms
that use only cash bonuses — which would be subject to an ex-post shareholder vote under
the terms of the original initiative, — may especially worry about a distortion of the ex ante
incentives for executives. Second, shareholders of firms with CEOs that were only recently
appointed will find it more difficult to secure firm-specific investments by CEOs as these
CEOs likely worry whether their efforts will ultimately be rewarded. Third, shareholders
of firms with younger CEOs are likely to worry more that their CEOs will have diminished
incentives to make firm-specific investments; these CEOs would be more inclined to improve

or exercise their outside options. Fourth, shareholders of firms with higher uncertainty con-
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cerning their annual sales or costs will find it more difficult to contract with management
efficiently as more contingencies would have to be planned for.

Supporting the prediction of Hypothesis 1, we find that abnormal stock price declines in
events 1 and 2 were more pronounced in these four groups of firms. Moreover, in line with
the hypothesis, we find that these firms’ stock prices reacted more positively to events 3
and 4, which resolved, or at least significantly ameliorated, the hold-up concern by giving
shareholders the opportunity to choose a prospective, budget-based say-on-pay regime.

Our results further show that larger firms reacted, on average, more positively to the
first two events and that companies with an international CEO did not react differently
than companies with a Swiss CEO. These findings are at odds with the managerial selection
hypothesis. According to this hypothesis, the most capable managers, who also have the
broadest set of outside opportunities, select into the largest companies. If a (binding) say-
on-pay law makes it relatively less attractive to be employed at a Swiss company (negatively
impacting a manager’s participation constraint), the selection hypothesis would predict,
counterfactually, more negative reactions for larger firms (and for non-Swiss CEOs) as these
managers are now more likely to leave.

Hypothesis 2, regarding the alignment benefits of binding say-on-pay, also receives sup-
port. Firms which had outperformed size- or risk-based benchmarks in the past experienced
particularly substantial abnormal stock price drops, whereas poor performers reacted rela-
tively more positively. Also, the stock prices of firms where abnormal executive pay was
either highly positive or negative reacted positively. Again, these effects are stronger for
stricter say-on-pay (events 1 and 2) than for the more flexible system (events 3 and 4).

Companies with a large blockholder tended to react more negatively to the initiative.
This is consistent with expectations. For companies with a large blockholder, benefits from
the initiative in terms of better alignment are arguably small, while direct costs from the
implementation and, to a lesser extent, from hold-up remain.

Besides the fact that most companies chose the prospective voting system for future say-



on-pay votes, the changes in CEO turnover behavior and compensation policies following
the events also vindicate the stock price reactions: CEO turnover rose markedly in those
firms that reacted most negatively to event 1, that is, in companies whose shareholders per-
ceived high hold-up costs and limited alignment benefits. Companies that awarded cash-only
bonuses prior to the initiative adjusted their variable compensation structure by reducing
the cash-share of CEO pay, thus ameliorating the hold-up problem. Conversely, to improve
alignment, companies that had paid their CEOs abnormally high variable compensation prior
to the regulation reduced it in economically and statistically significant ways.

In sum, we obtain considerable evidence that, while the idea of shareholder power may
appeal to the public as a control mechanism, shareholders themselves may feel that less can
be more when it comes to shareholder rights. Shareholder power reduces agency costs, but

accentuates hold-up problems. This trade-off should be reflected in policy design.

2. Contribution to the literature

By documenting the basic tension between voter preferences and shareholder reactions, this
paper contributes, first, to the study of the political economy of finance and corporate gov-
ernance (see Pagano and Volpin (2001), Perotti (2014), and Roe and Vatiero (2015) for
reviews). Pagano and Volpin (2005) show how the electoral system can shape political pref-
erences and government decisions on investor rights. Tensions between the political majority
and shareholders can arise, for example, in Perotti and von Thadden (2006), who show that
individuals with lower financial wealth prefer high labor rents to higher financial returns.
While elections may provide some insight into society’s views on corporate governance, a

direct-democratic referendum allows us to match a concrete policy chosen by the people (not



by a regulator) to stock price reactions in a fairly clean way.?

Second, with our focus on shareholder and manager reactions, we contribute to the liter-
ature on the effects of shareholder power on shareholder value. Overall, the literature draws
a fairly positive conclusion on shareholder rights, generally focusing on alignment benefits:
Cai and Walkling (2011) find neutral to slightly positive stock market effects of advisory
say-on-pay, with positive outcomes in firms that paid their CEOs large excess compensa-
tion. Ferri and Maber (2013) find that the UK’s advisory say-on-pay law led to a positive
stock price reaction at firms with weak penalties for poor performance. Conyon and Sadler
(2010) argue that this law only had little impact on CEO pay in real terms, though Thomas,
Palmiter, and Cotter (2012) document that firms tend to adjust their pay practices after
negative voting outcomes.” In a cross-country study, Correa and Lel (2016) document that
say-on-pay laws reduce the upward trend in CEO pay and contribute to increased firm value.
They also present additional evidence suggesting that say-on-pay with a binding component,
which they define mostly based on “whether or not the board of directors must address
shareholder disapproval of executive pay” (p. 517) is less effective than purely advisory say-
on-pay in aligning pay and performance.® More generally, the literature documents that
enhanced proxy access and provisions that shift power to shareholders are met with positive

reactions in firms with pronounced agency problems (Becker, Bergstresser, and Subrama-

4Switzerland has a lively tradition of direct democracy (see, for example, Frey (1994)). It is conceivable
(but not the subject of our paper) that society’s strong support for comprehensive say-on-pay in Switzer-
land partially occurred because the idea of a shareholder democracy appealed to Swiss voters. In Pagano
and Volpin (2005), ideology plays a role in addition to economic interests; Roe (2000) instead ascribes all
differences between the European and US corporate governance system to ideology.

5See Kronlund and Sandy (2014); Zhang, Lo, and Yang (2014); Brunarski, Campbell, and Harman (2015)
for additional studies on firm responses.

6They are careful to note that say-on-pay laws come in many forms. Indeed, each country in their
sample implemented the binding element differently. For example, Denmark has votes on forward-looking
remuneration policy, Norway requires an advisory vote on the compensation structure of senior management
and a binding vote on share-based payments to the board of directors, and South Africa provides only for
votes on non-executive director compensation. Switzerland, which requires votes on compensation amounts
of both executive management and the board of directors, is not included as a country with legally mandated
say-on-pay because their sample period ends in 2012.



nian, 2013; Cohn, Gillan, and Hartzell, 2016; Cunat, Gine, and Guadalupe, 2016).” These
positive results do not necessarily mean that more governance regulation is in the interest
of shareholders. For example, Larcker, Ormazabal, and Taylor (2011) document negative
market reactions to legal developments that suggest higher probabilities of governance and
executive pay regulation.

Our analysis adds to this existing work by offering a combination of several features:
First, we document that shareholders appear to consider a trade-off: They welcome binding
say-on-pay because it helps them reign in agency costs, but they also anticipate hold-up
problems when they have too much power. This confirms a prediction that so far has only
been documented theoretically. The only study we know of that addresses potential hold-up
effects of binding say-on-pay is Gox, Imhof, and Kunz (2014). Consistent with our empir-
ical evidence, they show in a laboratory experiment that, while advisory say-on-pay votes
do not distort investment decisions, binding rules do so and may thus impair shareholder
value. Second, this paper focuses on binding say-on-pay, as a currently fashionable policy
alternative to advisory say-on-pay.® Third, the analysis exploits different characteristics of
the various implementation proposals, thus allowing us to flesh out the effects of different
designs of binding say-on-pay. Fourth, the direct-democratic process by which say-on-pay
was introduced in Switzerland allows us to highlight the potential conflicts between society

and shareholders when it comes to corporate governance.

"Other literature has focused on the idea that authority within the governance framework should be
placed with the best-informed party (see, e.g., Burkart, Miglietta, and Ostergaard (2017) for a study of
allocation of powers in early 20th century Norwegian corporations) and that shifts in authority induce
different information acquisition incentives (Cornelli, Kominek, and Ljungqvist, 2013). In the Swiss legal
system, even if the authority on the compensation decision rests with shareholders, the responsibility for the
overall company remains with the board. In practice, the board needs to be equally well-informed under any
decision-making authority regarding pay because it needs to prepare the annual general meeting materials
(and is ultimately held responsible by shareholders for poorly prepared compensation proposals).

8An ex-post binding say-on-pay resembles to some extent a clawback option for shareholders. While
clawbacks are generally triggered by criminal charges or intentional wrong-doing with negative impact on
the company, the ex-post binding votes are only driven by the perception of shareholders about whether an
executive deserves a particular compensation amount for the year the vote refers to.



3. Legislative setting and the binding say-on-pay initiative

To provide a better understanding of the setting in which our study is conducted, we first
describe the political environment that surrounds it. Second, we describe the main proposals
of the binding say-on-pay initiative as well as the implementation in actual Swiss law. In a
third step, to validate the appropriateness of the events for the empirical analysis, we provide

an overview of how each event was discussed in the media.

3.1. The Swiss legislation process

The Swiss political system knows two common ways of enacting new laws (see Kloeti,
Knoepfel, Kriesi, Linder, Papadopoulos and Sciarini (2007) for a more detailed summary
of the Swiss system). One way is through a consensus decision between parliament and
senate. The second way is through the public itself, by means of an initiative which can be
started by every Swiss citizen. If an initiative receives the backing of at least 100’000 Swiss
citizens (about 2% of the electorate of around 5’000°000) within 18 months, it must be put
on the agenda for a national vote. In case the public vote supports the initiative, it will
turn into an amendment to the Swiss constitution. The fraction of public initiatives that

eventually pass the popular vote has been increasing in recent years.

3.2. Content of the initiative and its implementation in law

We consider the so-called “Initiative gegen die Abzockerei” (“Anti-Rip-Off-Initiative,” “Fat-
Cat-Initiative”). This initiative was launched by entrepreneur Mr. Thomas Minder. Accord-
ing to the initiative’s text, it was proposed “to protect the economy, private property and
the shareholders,” making the initiative and the following regulatory events reasonably well
suited to study shareholder reactions.

We exploit various steps in the implementation of the initiative from 2008 to 2013. On

February 26, 2008, the announcement was made that the above-mentioned threshold of



signatures in favor of the initiative had been collected. Unlike many initiatives that are
a general call for legal action to parliament and senate rather than original proposals to
turn into law, the present initiative had a clear program that it aimed at turning into
legislation. The fact that the approval of the initiative only represents a step towards a
possible law implies that by studying stock market reactions to the initial announcement we
likely underestimate the true economic impact it would have upon enactment. The initiative
affects all public Swiss limited liability companies. It requires a binding annual vote on
total compensation (the sum of all pay components, such as fixed and variable pay) for each
of three groups: the board of directors (BOD), the executive board (EB) as well as the
advisory council. On March 3, 2013, almost 70% of Swiss voters accepted this constitutional
amendment.”

The constitutional amendment required an ordinance by the Swiss Federal Government
to become actionable law. In June 2013, such a draft ordinance for the actual implementation
of the law was released by the Federal Council. Since November 20, 2013, the final Ordi-
nance against Excessive Compensation (OaEC) is in place. It turned out that the Federal
Government retained the basic features of the earlier draft ordinance.’

Interestingly, the way this binding say-on-pay would be implemented was understood
more narrowly when the original initiative was passed (that is, up to March 3, 2013) than
what the Federal Government’s OaEC now allows for companies.

The main differences concern variable compensation.!! The original initiative (events 1

90n February 26, 2008, the probability of the initiative passing into law quickly was seen as substantial and
serious enough to catch the attention of the stock market participants. That subsequent political discussions
delayed a vote on the initiative is similar to the case that occurred in the US, where it took more than three
years for the 2007 U.S. House Say-on-Pay Bill to find its way into law in the form of the Dodd-Frank Act in
2010).

0The full text of the initiative can be found in Supplementary Appendix B. An (unofficial) translation of
the OaEC is available here: http://bit.ly/OaEC-E.

"The original initiative and the OaEC do not differ much with respect to fixed pay (salary). As this does
not typically vary much from year-to-year, even under the original initiative there was little question that
this amount would be annually approved in advance of the upcoming year.

10



The European Corporate Governance Institute has been established to improve corpo-
rate governance through fostering independent scientific research and related activities.

The ECGI will produce and disseminate high quality research while remaining close to
the concerns and interests of corporate, financial and public policy makers. It will draw on
the expertise of scholars from numerous countries and bring together a critical mass of
expertise and interest to bear on this important subject.

The views expressed in this working paper are those of the authors, not those of the ECGI
or its members.
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