The Effects of Sustainable Corporate
Governance Mechani s ms

Incentives: Evidence from the United States

ETIENNE DEVELAY

Nottingham Business School

A thesis submitted in partial fulfilment of the requirements of

Nottingham Trent University for the degree of Doctor of Philosophy

May 2023



Copyright Statement

This work is the intellectual property of the author. You may copy up to 5% of thidovqrtvate

study, or personal, necommercial research. Any-tese of the information contained within this
document should be fully referenced, quoting the author, title, university, degree level and
pagination. Queries or requests for any other usi&aamore substantial copy is required, should

be directed to the owner(s) of the Intellectual Property Rights.



Acknowledgements

This journey would not have been possible without the advice, guidance, and support of numerous

people who helped me complete this thesis for the Doctor of Philosophy (PhD) degree.

First, | am extremely grateful to my supervisors. Both afforded me edinaoy opportunities to
develop my skills, discover the different facets of academia, and participate in research events. My
Director of Studies, Associate Professor Yan Wang, was always there for me and went above and
beyond to support me. His implicatiand supervision throughout this PhD journey allowed me to
stay motivated and on track. My supervisor, Associate Professor Stephanie Giamporcaro, was also
highly involved throughout this PhD journey. Her pieces of advice and supervision pushed me to
challenge my ideas, think more critically, and get out of my comfort zone. To both of you, the

benefits of your supervisions will be valuable well beyond my academic research.

Second, | am grateful to the joint French SIF (FIR in French) and Principles foorizdsp
Investment (PRI) initiative for funding this thesis. This financial help has significantly improved
my student experience and my ability to produce bejiatity research by giving me more time

to study. However, beyond the financial value, | vdolike to highlight the symbolic value of
receiving this award. The FIRRI initiative is highly regarded in the field of sustainable finance
and has worked with renowned researchers. The honour of receiving this award gave me the

motivation to complete th thesis.

Third, | would like to thank my family and friends for encouraging me during the troubled times
and celebrating the small wins. Your love, friendship, and support made a significant difference in

completing this thesis.

Fourth, 1 am gratefula the different directors of the Doctoral Programme at the Nottingham
Business School (NBS) for sponsoring several of my conferences. Additionally, | am particularly

thankful to Dr Ishan Jalan for his support.

Finally, | would like to thank my partner, ha, for her encouragement, patience, and unconditional

love. Thank you for supporting me throughout this journey, especially during the tough times.



Abstract

Despite regulatory efforts to increase transparency and reduce corporate misconduct,
environmental, soci al, and governance (ESG) f
sustainability grows. This situation challenges the traditional role of attoguand corporate
governance by pushing corporations to communicate mordimamcial information alongside
financial information. Accordingly, researchers have called for the development of an integrated
corporate governance model to effectively dissae information to all legitimate stakeholders

while advancing sustainability objectives. This thesis seeks to address this pressing issue by
examining the components of a corporate governance model that aligns with the principles of
sustainability andeal uati ng the extent to which they 1in
incentives. Through three empirical studies, it delves into the effects of three sustainable corporate
governance mechanisms (regulation, CEO compensation, and the board ofgjirBcawing on

the stakeholdeagency theory, this thesis employs quantitative methods to analyse a sample of US
listed companies from the Russell 3,000 index over the last decade. Chapter 5 examines the impact
of regulation on CEO incentives by examuithe mediating role of shareholder say on pay votes

in the relationship between CEO-worker pay disparities and CEO compensatiGhapter6
investigates the influence of the type of ESG targets (general or material) in CEO compensation
contracts on cograte financial and nefinancial performance. Chapter 7 studies the structure and
effectiveness of suboard corporate social responsibility (CSR) committees in shaping the
inclusion of ESG targets in CEO compensation contr&atslings reveal that theseechanisms
enhance CEO accountability by ensuring the flow of information to all legitimate stakeholders,
fostering relationships that align business models more closely with sustainability principles.
However, they also have limitations and potentiahterided consequences that require caution.
Overall, this thesis demonstrates the importance of sustainable corporate governance in promoting
success for all legitimate stakeholders by pushing CEOs to consider the interdependence between
corporations, soctg, and the environment. This thesis contributes to the literature on corporate
governance and sustainability by exploring the nuances of sustainable corporate governance and

has theoretical and practical implications relevant for academics, practitiangnggulators.

Keywords: Corporate governance, sustainable development, CEO compensation, corporate social

responsibility, stakeholdexgency theory, sustainable corporate governance.



Research Outputs

List of outputs for Chapter 5
Publications

Develay, E., Wang, Y., & Giamporcaro, (2021).CEO-to-Worker pay ratio, say on pay votes,
and executive compensatickcademy  of  Management Proceedings 2021.
https://doi.org/10.5465/AMBPP.2021.12466abstract

Develay, E., Wang, Y., & Giamporcaro,(@023).The effect of CEGo-worker pay disparities on
CEO compensation: The mediating role of sharehadgron pay votesnternational Journal of
Finance & Economigsl-18. https://doi.org/10.1002/ijfe.2866

Conferenceontributions

Develay, E., Wang, Y., & Giamporcaro, S. (2020, Septemb&HMP-to-Worker pay ratio, say on
pay votes, and executive compensati@onference presentation]. British Academy of
Management Doctoral Symposium 2020, online event.

Develay, E.Wang, Y., & Giamporcaro, S. (2021, July-28gust 4).CEO-to-Worker pay ratio,
say on pay votes, and executive compensffionference presentation]. 8Annual Meeting of
the Academy of Management, online event.

Awards

| received the Tony Beasley Awafor the best research article produced by a PhD student. This
award was given by the British Academy of Management in September 2020 for my first project
on the CEGo-worker pay ratio, say on pay votes, and executive compensation.

List of outputs for Chapter 6
Publications

Everett, C. (2021, February 148hould you tie ESG to executive pdy® Raconteur (Sunday
Times supplement). Some elements of my second research on CSR contracting are quoted in this
Sunday Times supplement on sustainable investing.

Develay, E., Giamporcaro, S., & Wang, (2022).CSR contracting, materiality, and their effects
on financial and noffinancial performance Academy of Management Proceedin@922.
https://di.org/10.5465/AMBPP.2022.12151abstract

Develay, E., Giamporcaro, S., & Wang, (2023). Material CSR contracting and its effects on
financial and noffinancial performancelournal of Management Studjesder review.

Conference contributions

Develay, E., Giamporcaro, S., & Wang, (2021, July 810). CSR contracting, materiality, and
their effects on financial and ndmancial performancdConference presentation]. BEGOS

(European Group for Organizational Studies) Colloquium, Amsterdam, Netherlands.


http://irep.ntu.ac.uk/id/eprint/44422/
http://irep.ntu.ac.uk/id/eprint/44422/
http://irep.ntu.ac.uk/id/eprint/44422/
http://irep.ntu.ac.uk/id/eprint/44422/
https://doi.org/10.1002/ijfe.2866
https://doi.org/10.5465/AMBPP.2022.12151abstract

Develay, E., Giamporcaro, S., & Wang, (2021, August 38September 3)CSR contracting,
materiality, and their effects on financial and riamancial performance[Conference
presentation]. 35British Academy of Management conference, Lancaster, UK.

Develay, E., Giamporcaro, S., & Wang, (2022, August 8). CSR contracting, materiality, and
their effects on financial and ndimancial performancgConferencepresentation]. 82 Annual
Meeting of the Academy of Management, Seattle, Washington, USA.

List of outputs for Chapter 7
Publications

Develay, E., Wang, Y., & Giamporcaro,S2023) . The i mpact of CSR co
and effectiveness on CSRontracting. Academy of Management Proceeding2023.
https://doi.org/10.5465/AMPROC.2023.14174abstract

Conference contributions

Develay, E., Wang, Y., & @Gimporcaro, S. (2022, August-&eptember 2)The impact of CSR
commi tteesd characteri st i c s[Comferdnceepfedertatianj.B6ene s s
British Academy of Management conference, Manchester, UK.

Develay, E., Wang, Y., & Giamporcarg, (2023, March 280).The i mpact of CSR ¢
characteristics and effectiveness on CSR contrag@ingference presentation]. Joint Early Career
and Doctoral symposium Kedge Business School and Nottingham Business School, Paris, France.

Develay, E. Wang, Y., & Giamporcaro, $2023, August8). The i mpact of CSR ¢
characteristics and effectiveness on CSR contradi@unference presentation]. '83Annual
Meeting of the Academy of Management, Boston, Massachusetts, USA.

List of outputs for the overall thesis
Publications

Develay, E., & Giamporcaro, £023). Sustainable finance and the role of corporate governance
in preventing economic crimes. In: M. Dion (EdSystainable finance and financial cringep.
267-287). Springer.

Awards

My thesis has been distinguished by th& g8ition of the joint French Sustainable Investment
Forum (SIFi FIR in French) and Principles for Responsible Investment (PRI) award on the
OFinance & SustainabilityotofBURHIDO0. I was awar d

Vi


https://doi.org/10.5465/AMPROC.2023.14174abstract

Table of Contents

LO4 0= T (= S PP RPP PR PPPP 1
1.1.Background of the study, problem statement, and research qUESLONS...........ccvvieeeeeeeeeennnn. 2
1.2.RESEAICh ODJECHIVES. ... .ot e e e e e e e e e e e aaaeas 7.
1.3.Contributions and practical iIMPlCALIQNS.............ooiiuuriiiieee e 7.
O 8 1= TS RS 1 o =T 9

L0 =T o] (=] 2P 12
200 I 11 0T [T 1o 13
2.2. Baclground information 0N @CCOUNTING..........uurriiiieeiiiiimee et e e smees e e e e 13

2.2.1. Accounting information, accountability, atmtporate democraéyé é é
2.2.2. The place of accounting in the corporate sustainatidhaté ¢ é é é é

2.3. The challenges surrounding corporate sustaiNahility.............ccccceeiiecceeeiiiiiiiiiiieeeeee oo 1
2.3.1. Raison deetrecckRrteftictééséepercpgese .16

D
(o]

sz

2.3.2. Temporality: Shorttermvslongteind é € é € é € é é 6 6 6 ¢ é é é

2.3.3. Materiality: Singlevsdoulleé é ¢ 6 é 6 6 ¢ ééééééééeéééeééééé.l8
233 1.Definitiod é ¢ ééééééééééeéeéééeeécéeeeceeeececece .18

2.3.3.2. Different perspectives on materidity € ¢ ¢ 6 6 6 6 ééééééééé .éé .19

sz

2.3.3.3.Controversiésé e e é e éeéeeéeéeéeéeéeée
2.3.4. Regulation: Principlbased vs rukbase@ é ¢ ¢ é € é € € é é €

sz

ééééééeéee.21

2.3.5. Integration of sustainability: Separation vs combinétiéré ¢ ¢ é ¢ ¢ é é 6 é ¢ é é 24
2.4. Implications fOr COrporate gGOVEINANCE........uuuiiieeie i e e i et eeeeeeeeeeeeeeeeeeee s eerr e s e e e e e e s e eeaaaeaaaens 26
2 T o] o Tod 1§13 o o 1 PRSPPI 27

(O 0= T 01 (=] S OO PP PP PPPPPPPIN 28
I 0 I 11 0T [T 1o P PEERPRR SR 29
3.2. Corporate governance, CEO compensation, and sustainahility.............cccccoeeeeeeeeeeeeeeeeee.n. 29

3.2.1. Corporategovernarce é ¢ é ¢ e ééecéeééeéécééecéeééeée 29
eéeééeééé .2

3.2.1.1. Definitions, origins, and theories of corporate govergagcé é é

o
o
D~
o
M-
D
w
w

3.2.1.2. Different corporate governance models and controweréig€s é é é
é

sz

3.22.CEOcompensatibré ¢ € ¢ 6 ¢ 6 ¢ e ééééeééé
3.2.2.1. Background, level, and structure of CEO compengaBoé
3.2.2.2. Theories on CEO compensatian é é é é e é
3.2.2.3. Controversies on CEO compensé&tiéné é

@D D
o
@D D
o D
o O
@D D
@D D
o D
o D
[N N
w w
A D

-
-
-
-
-
-
-
-
-
-
-
-
w
(0)]

s

ée
éeee

D
o
(O
o
o
D
w
0o

éeé

D
D

é

M-

3.23.Sustainabiliy 6 ¢ 6 ¢ 66 éééééeéééééééeéeééeéeceeeéeé. .38
5 ¢ é é é é é38

3.2.3.1. Overview of sustainable developmené ¢ ¢ é € é 6 ¢ é ¢ é € é

Vil



,,,,,,,,,,,,,,,

,,,,,,,,,,,,,,,

,,,,,,,,,,,,

,,,,,,,,,,,,,,,,,,,,,,

,,,,,,,,,,,,,,,,,,,,,,,

G T O o] o o] 1§13 o o 1P SUPP 62
(O 0 F= T (=] O OO PP PPPPPPPPRPPPRI 63
vt [ o (o T U Tt o ] I PP PPPRRRPRSRR 64
4.2. Research philosophy, approach, and Strategy.......ccccceeeiiiiiiccceriieeeeeeeeeeeeeeeeeeeverer e 64
4.3. DAt AN SAMPIE. ... eeeeiiiieei it iree e e e e neer e et e e e e e e e s b e eeer e e e e e e e e 65
R N g = 1V ES (=T a1 1o [0 1= 67
4.5. Data management and research ethiCs..............ooi i ieeeeiiiiiii i 70
T o ] o U] 0] o S 70
(O 0= T 01 (=] 25 PP PP PP PP PP PPPPPPPPPRIN 12
LN Y T= ) =101 0 T Y P 73
02 [ 110 To [T 1o P PPPPPRPRRR £
5.3. Literature revievand hypotheses development............ooooiiiimmniiiiie e 76

531.The background of the 06Say on RBRa&y¥& éamrdé

,,,,,,,,,,,,,,,,,,,,,,,,,,,

,,,,,,,,,,

,,,,,,,,,,,,,,,,,,,

,,,,,,,,,,,,,,,,,,,,,,,,,,,,,

,,,,,,,,,,,,,,,

////////////////////////////

,,,,,,,,,,,,,,,,,,,,,,,,

,,,,,,,,,,,,,,,,,,,,,,,,

,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,

viii

6Pay

R



5.6. DIiSCUSSION @nd CONCIUSION......cciiiiii et mene e e e e e e e e e eeeeeeeeeeeeeesaneasnnnnnnnns
(O 0= T (=] S G PP PP PP P PP PP PPPRPPPPP 104
L0 =Y 1= BT 10 0T Y PP 105
L2 [ 11 0 To [T 1o TSP PPRRPPPPUPRRIN 105
6.3. Literature review and hypotheses deVvelOpmENL. ..........coou i 108
6.3.1. CEO compensationandGSR é é ¢ é e é e é ééeéééecéeéeéeéeééélos

sz

6.3.2. The concept of materiality and CSR contraétidgé ¢ € ¢ é ¢ € € é é é € é é é . 109
6.3.3. Hypotheses developmért ¢ ¢ é € é 6 é e e ééeéééeéeéeéeééeéeé. 110
6.3.3.1. Material CSR contracting and corporate financial perforréa@oge é
6.3.3.2. Material CSR contracting and corporate-firmancial performanae é

(D m\
()} D
()} D
()} D
@ D
D

e
[ N
w N

6.4. Data and MethodOIOgY.......cccooiiiiiiiii e e e e e e e e e e e e e e e e e e e e e e asenre e anaaaaas
6.4.1. Dataand samg@et € é é € é é é
6.4.2. Variable definitions and regression moélaisé é¢ ¢ € 6 ¢ é 6 6 6 é 6 é é é é é .118

o8
o8
o8
o}
(0]
(0]
(0]
(0]
(0]
(0]
(0]
(0]
(0]
(0]
(0]
(0]
(0]
o8
o8
o
o
=
\'

6.4.2.1. Dependentvariableg ¢ e e € é éeéeeéééeeeeééeeeeéeéee. 118

D
o8
o8
o8
D
D
(0]
o8
D
D
o8
(0]
(0]
(0]
o8
D
D
(0]
o8
D
o8
o8
o

6.4.2.2. Independent variabéeg é
6.4.2.3. Control variablésé ¢é é ¢é

(0]
(0]
(0]
o8
o8
o8
D
D
D
D
D
D
(0]
(0]
D
D
D
(0]
D
D
D
o8
o
(0]

6.5. EMPIFCAl fINAINGS ... oo rr e e e e e e e e e e e e e e e e e e e e e e e e s seserareenrraannanaaaanas
6.5.1. Descriptive statistiésé ¢ 6 é € 6 é 6 éé e ééeéééeéécééecéeééeé . 122
6.5.2. General vs material CSR contracting and corporate financial perfoémaree é é é .124
6.5.3. General vs material CSR contracting and corporatéimanmcial performanae é é é é .125

s 7z 7z z

6.5.4. Robustnessteétg ¢ ¢ ¢ ¢ ééééééeééééécécéeéeecececece 127
a

6.5.4.1. Alternative measures of financial and-financial performance é € é é € é é é 127

6.5.4.2. Effecttiming é é ¢ é éeéécééeééeéécéeééeééeéeéeé . 131
6.5.4.3.Endogencifyé ¢ 6 ¢ 6 é 6 ééecééécééeéééeééeécéeecéeéé. 133

6.6. DIiSCUSSION @and CONCIUSION......cciiiiii e mrne e e e e e aeeaeaeeeaeeeeeeeesenanssnnnnnnns 135
(O 0= (= S SO PO PO PP PP PP PPPPPPPPP 138
7.1, BriEf SUMIMIAIY. .. ceiiiiiiiiiiiiiiiiiiieeer e e e e e e e e e e e e e e e e e e e ee e s eaeeae e aa e e a— e a e aas s mmmeeeeeeeeeeeeeeeeeeeeeeeeeen 139
47280 1 10 To [T 1o PP SRRPSPPPRN 139
7.3. Literature review and hypotheses deVelOPmMIENL. ... 142

7.3.1. CSR committees: Structuresand effeéist ¢ 6 € 6 6 € 6 € 66 ééééééé. 142
7.3.2. CSR committees and CSR contraétidgé ¢ ¢ 6 6 6 6 é 6 éééééééééé .l44
7.3.3. Theoretical framewotké ¢ 6 6 é 6 € 6 ¢ é e ééééeéééécééééeéé.lab
7.3.4. Hypotheses developmért é € é 6 6 6 66 e éééééeééeééeéééeéeéé.la

7341.Sizéééééééééeéeéceéeceeceeeeeeceeecececée la7

s 7z oz =z sz

7.34.2.Independenéeé ¢ ¢ é e é e éeeééeéeéééeééeéeéeééeée . 148

iX



7.3.43.Frequencyof meetige é e é é e ééeééeééeééecéeeéeéé. 149
7.3.4.4. Effective structuéeé é ¢ e é e e éeééeééeéeééeééeéeé . 150
7.4. Data and MethodoIOgY. ......cccooiiiiiiii e e e e e e e e e e e e e e e e e e e e e e aneee e 153

741. Dataandsamd@lee é ¢ € € ééééeéééceééééecéeééeéeécéeééeéeéélbs
7.4.2. Variable definitions and regression moéledsé ¢ € ¢ é € é 6 € é € é e é é é é .154

[0
D
D
D
[0
[0
o8
o
[0
[0
[0
[0
o
o
o
[0
[0
[0
o
[0
[0
[0
[0
o
'_\
(6)]
N

7.4.2.1. Dependent variales é

-
-
-
-
-
-
-
-
-
-
-
-
-
-
-
-
-
-
-
-
-
-
-
-
H
a1
N

7.4.2.2. Independent variabéeg

D
[0
[0
[0
o
[0
[0
[0
[0
D
D
D
[0
[0
[0
o
[0
[0
o8
[0
o
o
'_\
a1
(6]

s 7z oz

7.4.2.3. Control variablésé é é é é
ééeé

D
D
D
D
[0
o
o
D
D
[0
[0
[0
o
o
o
[0
o}
o}
o}
o}
[0
'_\
(6)]
\l

7.4.2.4. Regression modélg é
ST = oL L=V 1 T [T o =SS 158
7.5.1. Descriptive statistiésé ¢ 6 é 6 6 é 6 éé e ééeéééeééécéécéeéééeé .158

s sz oz 7

75.2.Baselineanalyses é e € 66 ééeéééécéeééeéééeéeéeéeéeéeé . 161

7.5.3.Robustnessteéte ¢ 6 ¢ 6 6 e éeééécéécééééecééeecéeéecéceled
75.3.1.Endogencifyé ¢ 6 ¢ 6 éééééeéééeéécéecécéeééeceeéecé. 164
7.5.3.2. Effectiveness o6EéE€EReé6MMEEE E RS
7.5.3.3. Proportion of ESG targets in CEO compensatioré é € ¢ € € é € é € é é é . 166
7.5.3.4. Norfinancialcompanies é ¢ ¢ 6 6 6 6 é 6 ééééééééeéeéeééé. 169

7.6. DISCUSSION @Nd CONCIUSION.......uuiiiiiiiiie i iiieee st eres e e e e e e e e e n e e nneeees 169
(O g F= T (=] O S PP PP OO PP PP PPPPPPPPP 175
S0 I 11 0T [T 1o SRR SSPPRIN 176
8.2. SUMMArY Of fINAINGS .. uuuiiiiiiiiiii e e e e e e e e e e eeaeees 177
8.3. Theoretical and practical IMPICALIONS...........ccoiriiiiiiiieeeii e 182

S S I 101 = 0 ) 1 185
8.5. FUtUre areas Of reSEALCKL.........iii i e e e enenre e eeae e s 186
] 1] (= o 3SR 188

0

char



List of Tables

Table 1: Comparison of the enlightened shareholder theory and stakedmgaey theory.................. 46
Table 2: Selected literature reviews for Chapter.5i.........ooooiiiiiiieee e 52
Table 3: Selected literature reviews for Chapter.B............ooiiiiiiieeeiiieee e 56
Table 4: Selected literature reviews for Chapter.Z............ooooiiiiiieeecrre e 61
Table 5:Final sample and Sector ClasSifiCation..............uiiiie e 84
Table 6:DefinitionNs Of VANIADIES.........cooo i aee e s e 87
Table 7:DESCIIPLIVE STALISTICS. ... uvreerieeeiiiiiittirees e e e e e e s s eeens e e e e e e e e s s s s s e e enensreeeeeeeeeeeaann 90
Table 8:Pearson COrrelation MAaLIX.........cccuuuriiiiiiiis et rmme e e e e e e e smmne e 91
Table 9:CEOto-worker pay disparities and the shareholder engagement channel...................... 93
Table 10:Alternative measures for the dependent variable..............coooiemiiiiieeee 97
Table 11:Sample selection and sector classificatian..................coo i e e, 118
Table 12:Definitions Of VAraDIES.........oooiiiieiiie e 121
Table 13:DeSCriPiVe STAtISTICS .....cceii e eieeeeee e rmmr e e e e e e e e e e eeerrrer e e e e e e e e eeeas 122
Table 14:Pearson correlation MatfiX...........ooiiiiiiiii e e e eeeeeeeearreeeees 123
Table 15:BaSEliNg ANalYSIS..........uuuuiiiiiiiiiiiiiee e e eee e eee e e e eeee s s s s e e e e e e e e e eeeeeees 126
Table 16:Alternative measures of financial and A@mancial performance.............ccccoeevvvieeninnnnee. 129
Table 17 EfECT tIMING ....coi ittt rmmee e r e e e e e e s e s rmmne s st nr e e e e eeeeeanns 132
LIE=T o] (ST R H =t o To o [=T 0 1= oY 28 OOt 134
Table 19:Sample selection and patterfdtribUtioN..........cccoooeiiiiiii e 153
Table 20:Definitions Of VariableS............uuuiiiiiiiiee e 156
Table 21:DeSCriplive STAtISTICS.......ccooiiii e e e e e e e e e e e e e e erer s e e e e e e e eeeas 158
Table 22:Pearson COrrelation MEALMIX...........eeeiiiiiirieieeeieeeeeeeee e e s s enenseeeeeeeeeeesaannnnneeeeeennnseees 160
Table 23:BaSEliNE @QNAIYSIS........ueiiiiiiiiiiiii e rena et e e e e e s e nenr e e e e e e e e e 163
Table 24 ENUOQENEITY TESTS. .. .iiiiiiiiiiiieiii ittt ettt e e eemr e e e e e e e e e e e e e ammme e e e e e e s nnneee s 165
Table25Ef f ecti veness of CSR..c.ammi.t.t.ees.b..c.har.d6t eri st
Table 26:Proportion of ESG targets linked to CEO COMPENSALON............vvvvviiiiimemneeeeeeeeeeeeeeeennn. 168
Table 27:Non-fiNnanCial COMPANIES........ouiiiiiiiiiiitiieeeie e rees e e e e e s s b b e s enenseeeeees 170
Table 28: New indicators for sustainable corporate governance...............ooeeeeeceeeiieeieiiiveennnennnnns 185

Xi



List of Figures

Figure 1: The noffinancial information COSYSIEM............uuiiiiiiiiiiii e 15
Figure 2: The double materiality CONCEPL..........cciiiiiiiiiiree e e 20
Figure 3: | SSB6s proposal for s.ws.t.ai.nab.i.l.i22y repo
Figure 4: The different approaches to ffimancial information integration............ccccccevvvvvvvieeenennnnn. 26
Figure 5: The principahgent relationship..............oooo e 30
Figure 6: Mediation MOEL...........ooiiiiiiie et erer e e e e e e 83
Figure 7: CE&o-worker pay ratio mediated influence on total CEO compensation...................... 94
Figure 8:Test using alternative measures for the dependent variable.................ccccooiinninnns 98
Figure 9: Structural equation modelling (SEM).........ccuuiiiiiiiiiiee e 100
Figure 10: Research model for Chapler.B..........coouiiiiiimeeiii e e 116
Figure 11: Research model fOr Chapter.Z..........uuuuiuiiiie e eeeer s 152

Xli



List of Appendices

Appendix 1:Variance inflation factors (VIFs) and tolerance for Chapter.b............cccoo oo 103
Appendix 2:Variance inflation factors (VIFs) and tolerance for Chapter.6.............cccvvvveeeeveeennn.. 137
Appendix 3:Variance inflation factors (VIFs) and tolerance for Chapter.7...........ccccvvvviieeeneeennn.. 173
APPENiX 4:FIrSESIAQE FEOIESSIONS. .. uuuuuuueiieieiieee s smme et et e ee et et et e eeeeeeeaesrees s s e e s aeaaaeaaeeaaaeaeeeeemenserenes 174

Xiii



List of Abbreviations

2SLS Two-Stage Least Squares
CDP Carbon Disclosure Project
CDSB Climate Disclosure Standards Board
CEO Chief Executive Officer
COP Conference Of the Parties
COVID Coronavirus Disease
CSR Corporate Social Responsibility
CSRD Corporate Sustainability Reporting Directive
DEF Definitive Proxy Statement
Electronic Data Gathering, Analysis, and
EDGAR Retrieval system
ESG Environmental, Social, an@overnance
EU European Union
FTX Futures Exchange Trading Limited
GHG Greenhouse Gas emissions
GMM Generalised Method of Moments
GRI Global Reporting Initiative
IFRS International Financial Reporting Standards
IIRC International IntegrateBeporting Council
ISSB International Sustainability Standards Boart
MSCI Morgan Stanley Capital Investment
NBS Nottingham Business School
NFRD Non-Financial Reporting Directive
OLS Ordinary Least Squares
PhD Doctor of PhilosophyRhilosophiae Doctor)
PRI Principles for Responsible Investment
R&D Research and Development
RID Ratio of Indirect effect to Direct effect
RIT Ratio of Indirect effect to Total effect

Xiv



S&P Standard and Poor 6s

SASB Sustainability Accountintandard Board
SDG Sustainable Development Goals

SEC Security and Exchange Commission
SEM Structural Equation Modelling

SIF Sustainable Investment Forum

TCE Transaction Cost Economics

TCED 'I[;?Sscli(;‘glrﬁ:son Climateelated Financial
UK United Kingdom

UN United Nations

us United States

VIF Variance Inflation Factors

VRF Value Reporting Framework

World Banki IFC World Banki International Fund Cooperatio

XV



Chapter 1

Introduction



1.1.Background of the study, problem statement, and research questions

Modern corporations must build and maintain solid relationships with shareholders and other
stakeholders to grow and prosper. Over the past two decades, myriad of corporate environmental,
soci al, and governance ( ESG) tih corporatione @rickerav e er
2019). For example, in the United States (US) in 2001, the chief executive officer (CEQO) and other
top executives of the energy company Enron realised accounting manipulations to virtually inflate

t he company0s ceitsdekts)laadisg toatmbanknuptcy and to major financial losses

for its stakeholders (Healy & Palepu, 2003). In the same country in 2022, the CEO of a crypto
trading platform, Futures Exchange Trading Limited (FTX), was accused of diverting his
compamy O6s funds for personal purposes (Conl on,
bankrupt after an investigation, which led to losses for investors, employees, and users. Such
failures also appear in other parts of the world. For example, in 2010, thef@E@sb Petroleum

(BP) and other top executives were accused of enabling the catastrophic Deepwater Horizon oil
spill by implementing aggressive casitting measures, resulting in the deaths of 11 employees

and the release of millions of barrels ofiotb the Gulf of Mexico (LirHi & Blumberg, 2011). In

2015, the CEO of Volkswagen resigned after the company admitted to using a software to
manipulate emissions tests on its diesel vehicles, deceiving regulators about their pollution output
and affectingoublic health globally (Alexander & Schwandt, 2022). Common to these different
failures is the recognition that corporate governance systems did not provide sufficient control over

the activities of CEOs and protect the interests of all stakeholders.

Al t hough recently coined, 6corporate gover
focuses on a 6system of <checks and bal ances |
(Cadbury, 1992, p. 15). Two main models of corporate governance systemghexsstareholder
centric and the stakeholdeentric (Charreaux & Desbrieres, 2001). On the one hand, the
shareholdecentric modet r i es t o | -interésted bEéHavibsiré and pratett the financial
interests of owner s, Diom RP04G) It is askotiaed with effectiverebso | d e r
because it promotes economic prosperity (Crifo & Rebérioux, 2016). However, the shareholder
centric model i's accused of encouraging the n
undermine their wéhre in different time frameg¢Stout, 2012; Maley, 2014; Supiot, 2017,
Belinfanti & Stout, 2018 On the other hand, the stakehotdentric model considers the interests

of all |l egi ti mate groups of i ndi vidkahe!l daé¢rf £
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(Mason & Simmons, 2014). It is associated with orientaasnt promotes environmental integrity

and social equity for all stakeholders (Crifo & Rebérioux, 2016). Nevertheless, the stakeholder
centric model is criticised for being ineffectias it fails to attract the attention of CEOs on relevant
sustainability issues, insulates them from market pressures, and delays stalaieritien
reforms (Bebchuk & Tallarita, 2020; Roe et al., 2021; Bebchuk & Tallarita, 2022; Walker, 2022).
The acadmic community remains divided concerning the merits of these two corporate
governance models due to divergences in time frames, due to negative externalities/impact, and

due to distributional concerns among stakeholders (Roe et al., 2021).

Despite the effds of regulators to increase more transparency and to reduce corporate
misbehaviour, the evolving needs of society for more sustainable development are questioning the
construction of current corporate governance systems (Paine & Srinivasan, 2019; BY, 202
Sustainable devel opment consists of Omeeting
ability of future generations to their own
Development, 1987, p. 43). Corporations are now expected to enttegm@énciples of sustainable
development by implementing effective corporate governance systems oriented toward all
stakeholders to pursue economic prosperity, environmental integrity, and social equity (Goergen,
2022). However, this new demand has imgattimplications for corporations because it implies
an evolution of their governance practices, processes, and policies. Indeed, shaoeieoitket
systems are constructed around shareholder value creation, which incentivise CEOs to mostly
consider ecoomic prosperity through shererm financial gainsOion, 201§. Alternatively,
stakeholdepriented systems are built around stakeholder value creation, incentivising CEOs to
mostly consider environmental integrity and social equity through-temy sooo-environmental
incentives (Bebchuk & Tallarita, 2022). Nevertheless, both corporate governance systems reduce
the accountability of CEOs to legitimate stakeholders, leading to partial corporate governance and

dubious incentives.

The stakeholdeagency teory (Hill & Jones, 1992) provides a new paradigm by which to
examine the components of a corporate governance system aligned with sustainable development,
as wel |l as, to determine the extent of t hese
combining he agency theory (Jensen & Meckling, 1976; Schleifer & Vishny, 1997) and the
stakeholder theory (Donaldson & Preston, 1995; Freeman, 1984; Jones, 1995), the stakeholder



agency theory extends the contractual relationship between CEOs and shareholder&s$ooé s
relationships between CEOs and all legitimate stakeholders (Coombs & Gilley, 2005). It assumes
that CEOs should act in the best interests of all legitimate stakeholders, not just shareholders.
Legitimacy is established through an exchange relgstiipnwhere the stakeholders who provided
critical resources to the corporation have a
( Kock, Santal -, & Diestre, 2012) . Er go, corpo
resources, andtakeholders have the right to be informed and empowered about the use of their
resources by the corporation. According to the stakehalgency theory, corporations must
preserve and enhance these resources over time to sustain their exchange rpsatmatishi
stakeholders. Consequently, this theory posits that corporations and their CEOs should act as the
agents of their stakeholders and in congruence with sustainable development as it covers all
legitimate stakeholders, different time frames, and matdity issues, making corporations more

democratic, inclusive, and participatory (Winschel & Stawinoga, 2019).

Facing the changing needs of society, corporations adopt new or transform current
corporate governance systems, embracing the principlestisable development, to influence
CEOs to consider the interests of all legitimate stakeholders in different time frames and for
different sustainabilityelated matters. Thus, this work is organised around the following central

research question:

Central research question:What are the components of sustainable corporate governance

influencing CEOsO incentives?

The concept of sustainable corporate governance (Goergen and Tonks, 2019; Cardoni,
Kiseleva, & Lombardi, 2020; EY, 2020; Goergen, 2022; Kav&dihhomsen, 2023) emphasises
the importance of balancing the interests of various stakeholders in the pursuitigfiarghared
value creation. However, among its main challenges is the implementation of mechanisms
incentivising, guiding, and rewarding EOs for making decisions in the interests of all
stakeholders, acting on different time frames, and mitigating sustainability issues (Cardoni &
Kiseleva, 2023). The corporate governance literature classes such mechanisms, traditionally as
external or intemal (Tricker, 2019). Where external corporate governance mechanisms are
established by actors outside the organisation, internal corporate governance mechanisms are set

up by actors within the organisation. For example, Aguilera et al. (2015) identify mhaen



internal corporate governance mechanisms (the board of directors, ownership concentration, and
CEO compensation) and six main external corporate governance mechanisms (regulation, the
market for corporate control, external auditors, stakeholdessmti rating organisations, and the

media).

While initially these mechanisms were designed to align CEO and shareholder interests,
societal demand for more sustainable development is pushing corporations to implement
mechanisms better aligned with theeir@sts of all stakeholders (Ayuso et al., 2014). Set in the
context of the United States, this thesis focuses on three key corporate governance meghanisms
regulation, CEO compensation, and the board of directorthat evolved in response to the
changimg needs of society and are supposed to align with the principles of sustainable development.
The choice of the United States as the country of focus is motivated by the size and influence of its
publicly listed companies nationally and internationally,db&&blished corporate governance and
sustainability regulatory landscape permitting initiatives such as shareholder activism, and data

accessibility.

The first mechanism of interest is regulation. After the 2B00G9 financial crisis, United
States filancial regulation evolved to restore confidence in capital markets and to protect economic
actors from corporate misbehaviour (SEC, 2015). Several rules, such as the shareholder say on pay
votes one and the CEtO-worker pay ratio disclosure one, have b@aplemented to increase
transparency about corporate remuneration practises and to empower shareholders to vote on CEO
compensation contracts based on this information (Crawford, Nelson, & Rountree, 2021). This set
of rules was concerned with improving caantability and transparency for shareholders,
employees, and consumers, hence, contributing to sustainable development. However, the complex
role that shareholder engagement towards @&®orker pay ratios plays on CEO compensation

remains unclear, andore research is necessary to understand their relationships.

The second mechanism of interest is CEO compensation. An increasing number of
corporations have begun to integrate ESG targ
attention to noffinancial objectives that are in the interests of different groups of stakeholders and
benefitting the corporation in the long run (Hong, Li, & Minor, 2016; Maas, 2018). Nevertheless,
the financial significance, or materiality, of these ESG targets ti€E® compensation has been

overlooked. Consequently, some scholars are concerned about the ability of this initiative to attract



CEOs6 attention to relevant ESG issues and t
(Bebchuk & Tallarita, 2022; Walker, 20R2Therefore, more research is needed to understand
whether including material ESG targets in CEO compensation contracts improves corporate

performance, both financial and ninancial.

The final mechanism of interest is the board of directors. Withrtiezad role of the board
of directors in the governance of sustainability, many corporations are concerned about their
corporate soci al responsibility (CSR). CSR de
environmental, ethical, and philanthfopresponsibilities towards society into its operations,
processes, and core business strategy i n coopec¢
& Moon, 2017, p. 483). In this way, corporations have implemented CSR committees to coordinate
and entralise CSR initiatives to contribute to sustainable development (Mallin & Michelon, 2011).
CSR committees can be seen aslsoérd committees that monitor, guide, and reward-ES&ed
activities, possibly influencing CEO behaviour {8haer & Zaman, @9). However, their
structures and effectiveness are crucial since CEOs may engage in sustainability activities only if
they have incentives to do so (Berrone & Gofivigia, 2009). Thus, more research is necessary
to understand wh e tucteral ch&&Rristcamheifectiveness idgflueace the

initiative of tying ESG targets to CEO compensation contracts.

Overall, this thesis examines the effects of three sustainable corporate governance
mechanism® regulation, CEO compensation, athe koard of director® on CEO incentives.

Specifically, from the central research question, three research questions are proposed.

Research question 1To what extent do shareholders say on pay votes, motivated by CEO

to-worker pay disparities, influence CEOmpensation?

Research question 2To what extent does the inclusion of financially material ESG targets

in CEO compensation contracts impact corporate financial andimaorcial performance?

Research question 3:To what extent is an effective CSR comeditmore likely to

influence the presence of ESG targets in CEO compensation contracts?



1.2.Research objectives

This thesis proposes to gain an understanding of the components of sustainable corporate
governance i nfl uenci ngse@Edthrée empiricat studiésyiteseeks toT hr o

achieve the four following research objectives:

1 To explore the nuances of the concept of sustainable corporate governance and propose a
theoretical approach that promotes the integration of sustainabilibypprate governance
to incentivise CEOs to consider the interests of all legitimate stakeholders on different time
frames and for different sustainabilitglated matters.

T To examine the extent to which reguwtheati on
shareholder dissent say on pay votes mediate the link betweertodfidker pay
disparities and CEO compensation.

1T To examine the extent to which the constru
incentives for corporate performance. More wely, whether the inclusion of material
ESG targets in CEO compensation contracts influences corporate financial and non
financial performance.

T To examine the extent to which board c¢ommi
whet her CSR rectral tdmponents and effectiveness influence corporations

to opt for CSR contracting.

1.3.Contributions and practical implications

This thesis makes three main contributions to the literature on corporate governance and
sustainability. First, it add® research on sustainable corporate governance by advocating for the
implementation of governance mechanisms incentivising CEOs to consider the interests of all
legitimate stakeholders in different time frames and for different sustainaieidtied matrs
(Goergen & Tonks, 2019; Cardoni, Kiseleva, & Lombardi, 2020; EY, 2020; Goergen, 2022;
Kavadis & Thomsen, 2023). More specifically, it suggests that implementing corporate governance
mechanisms aligned with sustainability ensures the good flow of falaacd norfinancial
information to all legitimate stakeholders, promoting more transparency and accountability. These
mechanisms also serve as safeguards to prevent potential misuse of resources provided by

legitimate stakeholders, as more informatiorttoir use by corporations will better protect those
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stakeholders. In summary, this thesis offers a different perspective on sustainable corporate
governance by promoting stronger accountability relationships prioritising the preservation and
enhancementfdhe resources brought by legitimate stakeholders. This approach permits us to go
beyond the traditional debate between sharehaleetric and stakeholdeentric corporate
governance models through an integrated corporate governance model bettengribeereeds

of society for sustainable development (Crifo & Rebérioux, 2016).

Second, this thesis expands upon the stakehalgkncy theory of Hill and Jones (1992)
by showing its applicability and relevance to the study of the effects of sustaimapteate
governance mechanisms on CEOs®6 incentives. Thi
the extent to which CEOs balance the different interests of legitimate stakeholders to avoid harm
and to preserve and enhance the sustainable use offegitt e st akehol der sdé r e:
their success (Kock, Santal6, & Diestre, 2012). Additionally, this thesis contributes to the
stakeholdesagency theory by proposing certain refinements of its assumptions to consider the
shifting behaviour of sharelders towards sustainability, the dynamic prioritisation of

stakeholders, and the structural characteristics of CSR committees.

Third, this thesis provides empirical evidence on the effectiveness of three sustainable
corporate governance mechanisms (rafjpih, CEO compensation, and the board of directors) in
incentivising CEOs to follow the principles of sustainable development and align their interests
with those of all stakeholders. While some researchers in the fields of corporate governance and
sustamnability suggest that the mechanisms promoting accountability are -tesarched
(Brennan & Solomon, 2008), this thesis attempts to fill this gap by examining their effectiveness
to incentivise CEOs to consider the interests of all stakeholders inedifféme frames and for

different sustainabilityrelated matters.

Finally, this thesis has important implications for practitioners and regulators. Drawing on
its findings, three indicators are proposed to better assess sustainable corporate governance
practi ses. The first i ndi cator is the Osay on
shareholder votes supporting the sustainability initiatives implemented by a corporation. The
second i ndiwaygt araties i at w&€C SR c dether aacorporatiog bas me a
integrated double materially significant ESG targets in CEO compensation contracts. The third

indicator is 6multiple CSR committeesd, captur



CSR committees. These indicators miglet helpful to a wide range of economic actors. For
example, analysts and investors could use these indicators to better evaluate-fthancai
performance of corporations. Data providers could substantiate their ESG scores by integrating
new measureghat better capture the efforts of corporations concerning sustainability. Lastly,
regulators could use them to design more democratic, inclusive, and participatory regulations better

aligned with the evolving needs of corporations and society.

1.4.Thesis stucture

The remainder of this thesis is organised as follows. Chapter 2 presents the context in which the
nascent concept of sustainable corporate governance is embedded. To fully understand this
concept, it is necessary to return to the constructionaafusting information and its importance

to accountability and corporate democracy. First, the chapter deals with the evolving role of
accounting due to the growing need for more information on sustainability in this context. Then,

this chapter continues xamining the main points of the sustainability debate, such as raison
doéo°tre (purpose of corporations), temporal i
sustainability. Finally, the chapter discusses the implications of the evolving role ofiticgalue

to the sustainability debate in corporate governance.

Chapter 3 investigates the theoretical and empirical literature on corporate governance,
sustainability, and CEO compensation. It then presents the concept of sustainable corporate
governanceand finally, it discusses the three mechanisms tested in this research. A selected

literature review of the relationships examined is provided for each mechanism.

Chapter 4 presents the studyods methodol ogy
strategies are discussed. Building on this section, the chapter introduces the data, sample, and
analysis techniques employed. Finally, data management and research ethics considerations are

briefly discussed.

Chapter 5 tries tdisentangle the complex mthat shareholder engagement towards CEO
to-worker pay disparities plays in CEO compensationresponse to alarming levels of pay
disparities between CEOs and employees, the US financial regulator has taken a number of

initiatives to inform and mobiliseshareholders. However, the usefulness of these rules for



shareholders and their ability to reduce CEO compensation have generated a heated debate. Using
a sample of 1,594 neimancial firms from 2013 to 2019, a regresslmsed mediation analysis is
conducted to examine the mediation role of shareholder dissent votes in the relationship between
CEO+to-worker pay disparities and CEO compensation. Firms with higher-©GE&@rker pay

ratios are found to increase the proportion of shareholder dissent vateshaaeholder votes are

found to increase CEO compensation, after controlling for @E@Worker pay disparities.
Furthermore, shareholder engagement is found to partially mediate the relationship between CEO
to-worker pay disparities and CEO compensatioough their votes. Overall, these findings have
important implications for regulators, demonstrating the usefulness of the regulatory initiatives to

shareholders and documenting their unintended consequences on CEO compensation.

Chapter 6 examines whethmaterial ESG targets tied to CEO compensation contracts
improve corporate financial and néinancial performancerhis initiative raises questions about
which stakeholders should take priority as it
match those of the corporation and influence corporate outcomes. Thus, the concept of materiality
is applied to help select and include ESG targets based on their financial significance to the
corporation. Using a sample of 1,577 firms from 2011 to 20&fh feneral and material CSR
contracting are found to positively impact romancial performance, but not financial
performance. More precisely, the use of general ESG targets in CEO compensation reduces
corporationsd® abil it yassets;thy ase & madriad ESG takgetninuCE® f r ¢
compensation has a greater effect on environmental performance than do general ESG targets
immediately; and the effect of material ESG targets on corporatdimacial performance is
superior to that ofgneral ESG targets after three years of implementation. Given these competing
results, the merits of material CSR contracting for corporations and all stakeholders are discussed.
This raises tough questions concerning the simultaneous achievement ofafirzant non

financial performance and the soundness of sharehotaeited materiality frameworks.

Chapter 7 investigates whether a CSR commit
influence corporations to opt for CSR contracting. Companies haxesaisingly begun to establish
a CSR committee to guarantee the accountability of their CEOs to all stakeholders. However, the
structural characteristics and effectiveness determine the ability of CSR committees to

appropriately monitor, guide, and rewd&Rrelated activities. In a sample of 575 corporations
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from 2015 to 2019, those with an independent and more effective CSR committee structure were
more likely to opt for CSR contracting. This study demonstrates that the structural characteristics
and efectiveness of CSR committees are key to improving the controllability of this initiative,
facilitating its monitoring, and promoting the accountability of CEOs towards the corporation and

all stakeholders. These findings have implications for practitipmdrs should consider adopting

more objective | eadership to effectively mon
regulators and standardisation institutions, who should more specifically guide best practises

concerning the implementation anahétioning of CSR committees.
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Chapter 2

Context of research
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2.1. Introduction

The changing societal priorities towards sustainable development have led to a common
understanding that achieving sustainable finance requires a better understanding of how
corporations impact the environment and society. This shift in expectationscneased the
demand for noffinancial information, inducing changes in accounting and subsequently affecting
corporate governance practises. A thorough understanding of the research context is necessary to
appreciate the evolution of accounting caused lagdhnew social expectations for corporate
sustainability. It will help us identify current issues in this field, situate the research within a larger
context, and understand their implications for the construction of corporate governance systems.
The remander of this chapter is organised as follows. Section 2.2. presents background information
on accounting. It then introduces the main poi
temporality, materiality, regulation, and integration of smstaility. Finally, it discusses the

consequences of this debate for corporate governance.

2.2. Background information on accounting

This section explains the role of accounting information in promoting accountability and corporate
democracy. Moreovert discusses the evolving role of accounting due to the growing need for

better information on corporate sustainability.

2.2.1. Accounting information, accountability, and corporate democracy

The flows of accounting information distribute information taid®nmakers, which then define
accountability and, finally, determine the level of corporate democracy (Gray, Adams, & Owen,
2014) . I n this way, accounting can be seen as
negotiated, whose purposetiso measure the value means and r
Bensadon, & Rambaud, 2018, p.ildwn translation). Ergo, the type of information produced to

me et one stakehol derds needs might not necess
divergence raises questions about how information flows within corporations, how it grants

accountability to other stakeholders, and the state of corporate democracy in the face of the lack of
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consideration of their needs. Thus, accounting systems arelcrititao o6 col | ect |, proc

informationd (Gelinas, Dul | | & Wheel er, 2014,

Accounting information systems have four main objectives: to take into account, to be
accountable (for onedés actions) , dambaud; 20L8nht |, an
First, accounting information systems consider particular events based on their importance to the
corporation and its environment. They permit one to increase the visibility of certain events and to
define what is important (or material) farcorporation. Second, accounting information systems
establish a corporationés responsibilities th
They enable us to define the corporationds ac
information systems provide metrics and measurement techniques to transform data into
meaningful information. They raise questions about how these measures have been created and
why. Finally, accounting information systems facilitate the communication of infmmmda hey
allow a corporation to organise how information is reported based on the needs of its beneficiaries.
Thus, accounting information systems are constructed based on the needs of their recipients and
for a particular objective (Richard, BensadonR&mbaud, 2018).

As only one of the four objectives of accounting information systems, accountability is
crucial for modern accounting (Bebbington, Un
duty to provide information to those who have arightto 6 ( Gr ay, Adams, & Ow
Accountability is a concept with two dimensions, as it involves accountability to someone for

somet hing and holding someone accountable for

agent) dischargesitsaccoartt i | i ty by providing information t
on the other side, an 6accountord gives instr.
the actions of an O6accounteeb6 (Gray, iithdams,

conditions the distribution of power within the corporation as accountors grant certain rights and
responsibilities to accountees who govern on their behalf. Subsequently, this dynamic affects the
level of democracy within a corporation because ta&idution of power affects the distribution

of information. Overall, accountability defines the purpose of information and establishes the level

of corporate democracy according to the people it considers.

Accountability is pyarde boaft et obdeacyadbuss es utshtea i cnhe

expectations redefine the responsibilities of companies and question the current state of corporate
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democracy (Dillard & Vinnari, 2019) . Corporat
accountability betweepe opl es and t hose who govern on thei
2014, p. 39). Accordingly, information flows within organisations must be oriented toward all
groups deserving of information. In this way, political theorists advocate for a mticepgaory

corporate democracy that returns power to all individuals, including those supplying resources to
companies and those affected by corporate actions (Palazzo & Scherer, 2006; Scherer & Palazzo,

2011). Overall, soci equisedentsarenchangng theyoleaofcaccounting. a b i |

2.2.2. The place of accounting in the corporate sustainability debate

Demand is currently growing for more néinancial information expressed by different economic
actors due to its relevance for decisinaking (EU HighLevel Expert Group on Sustainable
Finance, 2018). Investors increasingly requestfimancial information to improve their returns,
reduce risk, and contribute to the greater good (SASB, 2021). Moreover, other institutions, such as
compangés, industry bodies, stock exchanges, or regulators, also requdstammial information

for different purposes (SASB, 2021). Hence, this growing demand shapes a new ecosystem for
nonfinancial information. Figure 1 presents this ecosystem: on tharéefhformation producers,
composed of reporters, disclosure platforms, software providers, and auditors; on the right are

information users, composed of data providers, analytics platforms, end users, and regulators.

Figure 1: The non-financial information ecosystem
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Source: SASB FSA Level 1 study guide (SASB, 2021, p. 47).
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In this ecosystem, accountants are key because they produce information influencing
corporate decisions. Their main power lies in their ability to make things visible or invisible (Hines,
1988; Hopwood, Unerman, & Fries, 2010). Consequently, the push doe monfinancial
information drives organisational change to better reveal sustainability issues requiring changes in
accounting. The tasks of accountants are no longer limited to the traditional activities of
bookkeeping, taxation, or financial servitesause they are in a position to help identify problems
and make recommendations affecting the sustainable development of organisations (ACCA, 2021).
In addition, accountants can use their skills to support the measurement, management, and
communication bnonfinancial data and its transformation into relevant information (ICAEW,
2021). Thus, accountants are at the heart of the sustainability debate due to their ability to create
purposeoriented information meeting the changing needs of corporationsctimmy, and the
broader society (Bakker, 2013; Bebbington & Unerman, 2018).

2.3. The challenges surrounding corporate sustainability

The growing recognition that financial and Aomancial data should be combined to provide
relevant information andomntribute to the sustainable development of corporations creates a
number of tensions subject to a heated debate. This section aims to review the main points of
tension and summarise the current debate on corporate sustainability. The main points discussed
wi || be as foll ows: Raison doé°tre (profit V'S
materiality (single vs double); regulation (princyilased vs rulbased); and integration of
sustainability (separation vs combination).

2.3. 1. R a Prafiove purppase t r e

The first point of tension in the sustainabild]
Di fferent perspectives on corporationso obj ec
accounting information systems andithrecipients. On the one hand, some academics argue that

the only objective of a corporation is to generate profit for shareholders. Historically, the seminal
works of Friedman (1970) and Jensen and Meckling (1976) concluded that the interests of

sharehdlers are the most important elements to consider for corporations. This shareholder view,
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al so known as O6sharehol der capitalismo, l ed t
accounting information and the organisation of corporate procesaessgs, and policies around

the idea of shareholder value creation (Davis, 2005). The shareholder view became mainstream in
the 1970s with the neoclassical economic theory of the Chicago School of thought and remains

dominant today.

On the other hand, s®e academics support a more socioeconomic objective for
corporations combining profit and purpose for all stakeholders. Based on the stakeholder theory
(Donaldson & Preston, 1995; Freeman, 1984; Jones, 1995), this approach promotes the
considerationofalkt akehol dersdé i nterests, as they are
(Freeman, Harrison, & Wicks, 2007). It posits that stakeholders affected by corporate actions
should receive accounting information, and corporate processes, practises, @ad gldiuld be
organised around stakeholder value creation. Also known as stakeholder capitalism, this vision of
corporate purpose is increasingly popular, and society is exerting pressure on corporations to
implement its practices (BlackRock, 2018; Bussm&oundtable, 2019; EY, 2020).

2.3.2. Temporality: Short term vs long term

The second point of tension in the sustainability debate relates to temporality, puttirgishort

and longterm considerations for business activities in opposition. Séortism is often defined

as O6the myopic, i -terenfgdinis at the expensé af anges losses in thé longer
termd (Roe et al ., 2 0-2dnjsm pave pal8igj the adatemic debdtee c t s
On the one hand, some scholars argii@ shorterm shareholder value maximisation is
insufficient to meet the investorsod informat
temporalities (Stout, 2012; Maley, 2014; Supiot, 2017; Belinfanti & Stout, 2018). On the other
hand, some scholatsave contested this argument, demonstrating that-t#rantsm is not the
problem (Fried & Wang, 2021) . Il nstead, t hey ¢
selfishness and a lack of political action (Roe, 2022). Despite these contradictorgrigamthe

merits of shortermism, the lack of consideration of other temporalities (i.e., medameh long

term) is problematic. Some scholars have documented that corporations focusing exclusively on
shortterm value maximisation might neglect certaisks that can become relevant over time

(Hillman & Keim, 2001; Freeman, Harrison, & Wicks, 2007) and may also miss profitable
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opportunities (Freeman, Harrison, & Wicks, 2007; GBzMandojana & Bansal, 2016; Flammer
& Bansal, 2017).

2.3.3. Materiality: Single vs double

Due to the complexity of this tension point, this sdggtion is divided into three main parts. The
first aims to define materiality. The second deals with the different perspectives on materiality, and

the last presents related contrmsres.

2.3.3.1. Definition

Although numerous definitions exist (Vance, 2011; Brennan & Gray, 2005; Messier, Martinov
Bennie, & Eilifsen 2005) and its origins are difficult to trace (Hicks, 1964; Holmes, 1972),
materiality is considered as O6any information
userso6 (Lai, Mel |l oni, & St acche azounting becauBel 7 , p
it helps determine key elements of decismaking. It connects information with decistamaking

by emphasising the importance of given information. Materiality is essential to making information
visible or invisible, hence its centrallape in accounting. Materiality also appears as a
O6multidi mensional 6 and 6émall eabled concept fo
whose definition evolves depending on the circumstances of use (Edgley, 2014,-gp7p595

this way, accouing researchers have seen materiality as a social construction (Lai, Melloni, &
Stacchezzini, 2017; Eccles, Krzus, & Ribot, 2014). Overall, materiality is about focusing on central
decisionmaking elements. However, the importance of these elements gapeading on the

context of their use.

Materiality has been chiefly employed in accounting to report information (Eccles, Krzus,

& Ribot, 2014), although the concept can be o
(KPMG, 2014, p. 3; Kotsaaohis & Bufalari, 2019; Beske, Haustein, & Lorson, 2020). In the
context of financi al reporting, o6éinformation i

reasonably be expected to influence the decisions that the primary users of genese purp
financial statements make on the basis of those financial statements, which provide financial

information about a specific reportHinagcialent i ty
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information, mat er i al i t y ave sghicans repercussions brotkee i
company (both positive and negative)o6 (NYU,
reported (financial or sustainable) is crucial because different tools and techniques are necessary
for different kinds of information (Eccles et al., 2012). While financial reporting uses materiality
thresholds to establish the significance of information, this tool cannot be applied in the context of
sustainable information due to the nature of the information (mix of quali@tideguantitative

data) and its temporality (different time frames considered). Therefore, these different features

make reporting nofiinancial information more complex than traditional financial information.

2.3.3.2. Different perspectives on materiakt

Usual ly, two main types of materiality are
sustainability factors. The first ty-financials oOf i
information based on its financial impact on the corpona European Commission, 2019). From

this perspective, a corporation perceives its broader environment as a source of risk and
opportunity. Its reporting focuses on the impact of sustainability factors on the company and seeks
to provide investors with ore information on sustainability issues that might affect future
corporate activities and outcomes (Abhayawansa, 2022). The second type of materiality is
6environment al and soci al materialitydéd or 06i
on its broader environment (European Commission, 2019). From this perspective, a corporation
reports on the effects of its activities on the environment and society. This second type may also
financially impact the corporation (Abhayawansa, 2022). Finalhgratypes of materiality exist,

such as dynamic materiality, extended materiality, or core matefidiioyvever, these different
concepts are not considered in this thesis as they have been accused of contributing to the
O6material ity mmecessasyxdnplibayionsataltdei maig idea of materiality (GRI,
2022, p. 2).

1 Among these different terminologies, the one of dynamic materiality is the most popular. The evolving nature of
sustainability factors implies that materiality is not static and chamgeadime (Kuh et al., 2020). this way, dynamic

materiality extend the idea of financial materiality to different temporalities and intrcgludee n ot ifiramcialo f o6 pr e

i nformati on 62). FdBRdre infoRriatib2 gn dymamic materiality, see Eccles (2020), Kuh et al. (2020),
World Economic Forum (2020) and GR022).
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With the growing demand for more nbni nanc i al i nformation, t
materialityd has been introduced to make the
under accounting standards (Tager, 2021). In its guidelines on reporting alatadée
information, the European Commission (2019) advocates for combining the financial materiality
and socieenvironmental materiality perspectives to assess the majeofinformation. The term
6doubl e materialityé refers to 6(1) materiald]
materiality in the context of significant i mpeé
2021, p. 66). However, the Exypean Union (EU) guidelines suggest potential interrelations
between the two perspectives (Adams et al., 2021). Figure 2 shows the double materiality concept
in the context of climateelated information, although this concept is applicable to any other
environmental, social, and governance information. As it can be seen, it combines both types of
materiality (financial and socienvironmental) to determine the impact of climate on a company
and the impact of the compasyodosn aptipiosietsi ¢ heom

materialityd, where the only financi al I mpact

Figure 2: The double materiality concept

FINANCIAL ENVIRONMENTAL & SOCIAL
MATERIALITY MATERIALITY
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Source: European Commission (2019).
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2.3.3.3. Controversies

The different perspectiveson materiality have generatedvivid controversiesconcerningits
determinationprocessand implementationwithin corporations(Puroila & Mékel&, 2019). This
sectionpresentdhe main controversyregardingthe adoptionof a single materiality or a double
materiality. While somescholarsarguethat the use of financial materiality satisfiesi nve st or s 0
informationneeds(Khan, Serafeim,& Yoon, 2016; Schiehll& Kolahgar,2021),otherssuggest
thatdoublematerialityis necessaryo fully engagewith stakeholderandunderstandheimpactof
their organisatioron the broaderenvironmen{Puroila& Méakel&,2019;Adamsetal.,2021).In a
survey of 39 academicsubmissiongo the International Financial Reporting StandaftisRS)
Foundatiorfor consulationon sustainabilityreporting, AdamsandMueller (2022a)foundthat28
academicsubmissionswere opposedto the IFRS F o u n d a propasal @ sising a single
materialityin its sustainabilityreportingstandardsamongotherkey points. The mainreasongor
criticsconcernd t lack of compatibilitywith the United NationsSustainabléevelopmentGoals
(UN SDG), the difficulty to meeti n v e dnfoonat®rineeds the potentialencouragemenf
shorttermism,the omissionof negativeexternalitiedacilitatinggreenwashingandthe opposition
to the going concernp r i n gAdanis & Mueller, 2022a,p. 1317). To conclude,defining
materialityin the contextof nonfinancial informationis subjectto debatebecauset concernsa
broaderaudienceandimpliesdifferentconception®f whatvalueis (Lai, Melloni, & Stacchezzini,
2017).

2.3.4. Regulation: Principlebased vs rulebased

The fourth tension point of the sustainability debate deals with regulation. Due to the growing
needs of various economic actors for more -fisancial information, accounting reporting
standards play a central role (Barker, Eccles, & Serafeim, 2020)ri3ihig demand has led to a
surge of mandatory (rueased) and voluntary (principleased) initiatives for sustainability
reporting. For example, the regulatory database of Morgan Stanley Capital Investment (MSCI)
identified the implementation of only B&gulations for sustainability reporting in 2010 worldwide,
compared to 256 in 2021 (MSCI, 2023). Therefore, the sustainability reporting ecosystem is
evolving quickly to provide higlguality sustainability disclosures that meet the information needs

of emnomic agents.
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Concerning principléased initiatives, numerous voluntary initiatives propose guidance on
sustainability disclosures. However, there are concerns about their reliability, comparability, and
decisionusefulness (Bernow et al., 2019). Aseault, in 2020, five main sustainability reporting
initiatives (Carbon Disclosure Projéc€DP, Climate Disclosure Standards Boaf@DSB, Global
Reporting Initiativei GRI, International Integrated Reporting CouncllRC, and Sustainability
AccountingStandard Board SASB) emitted a statement of working together to harmonise their
sustainability disclosure standards (Impact Management Project, 2020). Moreover, in 2021, the
IFRS Foundation announced at the Conference of the Parties (COP) 26 the aykdlien
International Sustainability Standards Board, named ISSB (Eccles & Mirchandani, 2022). The
| SSB i s s uppbé st publiointeedie\canprehgnsive global baseline of high
quality sustainability disclosure standards to meet investors nf or mat i on needso
1). It aims at providing investarriented sustainability reporting standards. The ISSB has emerged
through the consolidation of the Climate Disclosure Standards Board (CDSB) and the Value
Reporting Framework (VRF). Téinitiative complements the GRI standards and employs the Task
Force on Climatdkelated Financial Disclosures (TCFD) framework to bring sustainability
di scl osure standards together. Figure 3 shows

sustainabilly disclosure standards.

Figure 3: | SSB6s proposal for sustainabild]

SNCDP

establishes

INTEGRATED IR
REPORTING

consolidates

\ |

Climate
Disclosure ' VALUE
Standards REPORTING

Board FOUNDATION

consolidates ‘

IFRS
@ complements N @ P influences Tcm

Source: Farmer et al. (2022).
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Concerning rulébased initiatives, the EU has been at the forefront of sustainability
regulation (Ringe & Go6zlugpl2022). For example, the directive 2014/95/EU for-financial
reporting (NFRD) requires the disclosure of dorancial information to listed companies with
more than 500 employees since 2018 (European Commission, 2014). However, the NFRD faced
severalimitations due to a lack of normalisation (i.e., the process of standardising data to make it
comparable across corporations) and the lack of a framework for the quality and presentation of
the information disclosed (ANC, 2019). Thus, in 2021, the NFR® been extended by the
Corporate Sustainability Reporting Directive
flaws and extend the requirements to all listed companies with more than 250 employees and a
turnover of more than EUR 40 million, or EUR 2dlion of total assets (BDO, 2022). At the same
time, in 2020, the EU established a taxonomy to classify business activities according to their
sustainability characteristics and to create a common language among practitioners (European
Commission, 2020)n sum, other regulators have started to take action, such as the US Security
and Exchange Commission (SEC) did in March 2022 with its proposal for a set of rules to mandate

sustainability disclosures (Aguiar, Bandy, & Woan, 2022).

Although these initiaties share the same recognition that sustainability reporting is crucial
to meeting the challenging goals of sustainable development, the reasons for their implementation
differ (Christensen, Hail, & Leuz, 2021). On the one hand, voluntary initiativebyadefinition,
based on the will of corporations to disclose-fioancial information. However, certain concerns
have emerged that such standards might not provide all environmental and social information about
corporate activities because they might egel information that portrays them negatively (Giner
& Luque-Vilchez, 2022). On the other hand, mandatory initiatives involve the disclosure-of non
financial information by law. However, mandating sustainability disclosures can be costly and can
restrictor por ati ons6 discretion more than voluntar
given the fragmentation of the voluntary sustainability disclosure ecosystem (despite the efforts of
the ISSB), some practitioners are calling for immediate actiom fregulators to increase

transparency, reliability, and comparability of Aiamancial information (Van Hoorn, 2021).

Additionally, investoffocused and principleased initiatives (e.g., the ISSB) are

controversial for three main reasons. First, theymssthat all investors have the same needs,
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which is not given (Adams & Mueller, 2022a). Second, they overlap with the work of other
initiatives (such astdkhehodRder sabd ofpac unsg (amd adnes
Finally, their legitimacy is gestionable as they are privately owned, meaning that their interests

mi ght not be those of the gener al public and
commitments towards UN sustainable development goals (Adams & Mueller, 2022a). In
conclusion the debate on mandatory versus voluntary regulation is delicate, as some positions in

this debate promote the standaedting processes and ideologies of certain groups of individuals

to the detriment of the common good. This sensitive subject hasatgthest tumultuous
conversation in the press and between academics (see Adams & Cho, 2020; Eccles, 2021; Adams

& Mueller, 2022b; Eccles, 2022).

2.3.5. Integration of sustainability: Separation vs combination

The final point of tension in the sustainalyildebate concerns the connection between financial
and nonfinancial information. Today, there are different ways to integrate-financial
information, such as through the collection of indicators with sustainability reporting, through the
creation of aspecific accounting system (e.g., carbon accounting), through a connection between
sustainability reporting/accounting and financial reporting/accounting, or through integrated
reporting and accounting (Gray, Adams, & Owen, 2014). However, these difégmerdaches

might lead to a separation or a combination of financial anefinancial information. Thus, it is
important to examine these different approaches to understand their implications for corporations
and for society.

First, let us examine the fhof financial information in a business context where-non

financial information is absent. Initially, data is transformed into financial information through an
internal accounting system within the <corpor
int er nal accounting system is O6con¢cthatin eabplewi t h
inside an organisation who direct and control
type of accounting systvenas to redoit this imformadidn inghe c o u n t
financial statements of corporations. This type of accounting is external, as the information is
prepared through the accounting standards of ¢

information to shateo | der s, creditor s, and ot her s who ai
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2018, p. 3). This information must be interpreted to help economic actors in their detakiomg,
however, which is the role of f i formanceirmthe anal \
context of I1Its industry or economic environme.]
2022, p. 1). From this financial analysis, the information will be compiled, summarised, and
assessed by rating agencies, who will rate thparation based on the information given by the

financial analysis (IOSCO, 2008). Finally, this financial rating will fuel financial markets and
motivate investment decisions. Column (1) of Figure 4 depicts the flow of financial information in

a business auext where noifinancial information is absent. In sum, the role of accounting is

central to this process because it fuels financial markets with information about corporations that
motivates investment decisions and influences the behaviour of ecoratarg (&ray, Adams, &

Owen, 2014).

Then, norfinancial information can be added to the flow of financial information through
a disconnected approach. Column (2) of Figure 4 illustrates this approach, showing that
sustainability analysis, sustainabilitycacinting, sustainability reporting, and sustainability ratings
are added and treated separately from financial information. Although this approach might affect
financial markets, it is disconnected from the financial business context of corporations.
Consegjuently, certain problems of ndimancial information reliability, comparability, and
decisionusefulness can emerge due to a lack of normalisation and assurancefiofinoial
information compared to financial information (Bernow et al., 2019). Finally integrated
approach can combine financial and +#imancial information flows. Promoted by certain
practitioners and scholars, this approach influences the financial business context of corporations
by using the same processes, practises, and pabdiest financial and nefinancial information,
improving their quality (Hallstedt et al., 2010; Crifo & Rebérioux, 2016; EU Highel Expert
Group on Sustainable Finance, 2018). Column (3) of Figure 4 presents this integrated approach.
Overall, the itegration of sustainability should combine financial and-fieancial data into its

accounting systems to provide standardised information relevant to all sustainable finance actors.
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Figure 4: The different approaches to norfinancial information integration
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Source: Own adaptation from the introductory training on the challenges of ecological
accounting and to the principles and methodological stages of the CARE (Comprehensive
Accounting in Respect of Ecology) model. The teaching was administered by Dr Alexand
Rambaud in July 2022 as part of the Ecological Accounting Chair and CERCES joint training.

2.4. Implications for corporate governance

This section discusses the implications of the evolving role of accounting due to the growing
expectations for sustaability in corporate governance. With the recognition that no sustainable
finance is possible without a more robust accounting base, the challenges concerning the
integration of sustainable development in accounting are redefining the issues and chaflenge
corporate governance. Where accounting is traditionally focused on the collection, management,
and communication of information, corporate governance ensures the good flow of this information
to decisiommakers. In this way, corporate governance systguarantee accountability to the
recipients of this information, giving them power and determining the level of corporate
democracy. Thus, corporate governance systems are subjective and political, due to their ability to
orient the flow of informationawards different recipients.
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However, the evolving needs of society for more-financial information have questioned
the construction of current corporate governance systems (Paine & Srinivasan, 2019; EY, 2020).
There are suspicions that corporate governance systems traditiorsdtgdtowards shareholders
are limited because the control mechanisms in place have not been designed to guarantee CEOs
will act in the best interests of the corporation and its stakeholders (Mitchell, Agle, & Wood, 1997;
Ayuso et al., 2014; Mason & Simms, 2014). Some scholars argue that this corporate governance
model has been des.i-mterestand opportunisoni wtile Cals@ iningle | f
interference with shareholder value creation (Dion, 2016). Alternatively, there are suspicions that
comporate governance systems oriented toward all stakeholders might be ineffective and have
unintended consequences for corporations. Some scholars claim that this corporate governance
model fails to attract the attention of CEOs on relevant sustainabslitgssincreases the insulation
of CEOs to market pressures, and delays stakehottarted reforms (Bebchuk & Tallarita, 2020;
Roe et al., 2021; Bebchuk & Tallarita, 2022; Walker, 2022). Thus, new corporate governance
systems and mechanisms more alignath whe principles of sustainable development are
expected.

2.5. Conclusion

This chapter discusses the context of the research. It first presented background information on
accounting, discussing the role of accounting information in promoting accdimntaiid

corporate democracy and the evolving role of accounting in the current sustainability debate. This
chapter next introduced five main points in the sustainability debate and their respective streams

of literature. It focused particularly on thegadn doé°tr e, the temporali"
regulation, and the integration of sustainability. It closed with a discussion of the implications of

the sustainability debate on corporate governance.

This chapter demonstrates that corporate governsnembedded in a broader social context.
While it shows that corporate governance aims to ensure the good flow of accounting information
to decisioamakers, the demand for more ramancial information exercises pressure on

corporations to change theirrporate governance systems to fulfil these new social expectations.
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Chapter 3

Literature review
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3.1. Introduction

This chapter presents the concepts of corporate governance, CEO compensation, and sustainability.
It reviews theirdefinitions, theories, main literature streams, and controversies. Then, it presents
the concept of sustainable corporate governance and, finally, summarises three corporate

governance mechanisms supposedly aligned with sustainable development.

3.2. Corpaate governance, CEO compensation, and sustainability
3.2.1. Corporate governance

3.2.1.1. Definitions, origins, and theories of corporate governance

Despite the recent popularity of the concept, the need for corporate governance has long been
identified for example by Shakespeare (2000Yhe Merchant of Venicer by Smith (2022) in

The Wealth of Nationdt became particularly conspicuous with the arrival of the joint stock and
limited liability company, which intensified the possibility of conflidistween investors and

CEOs (Cheffins, 2013; Tricker, 2019). For example, the first notable corporate governance conflict
can be traced backtothel@de nt ury wi th the Dutch East | ndia
of appropriate governance precipitasstious agency conflicts involving fraud, misappropriation

of funds, and mismanagement, eventually prompting a shareholder revolt (Frentrop, 2019). De
Jongh (2011) identifies especially Isaac Le Maire, a controversial businessman and influential
shareholdr, who drove the shareholder revolt by publicly accusing executives of the Dutch East
India Company of being responsible for the losses. The Dutch East India Company is the first
modern example of an agency dilemma, which constitutes the main challeteryimng all
corporate governance systems (Tricker, 2019).

Corporate governance arises from this agency dilemma by viewing the separation of
ownership and control as a source of information asymmetries between a principal and an agent
(Berle & Means, 1932 The principal, who hires an agent, must mitigate these information
asymmetri es du entetested tird eppatgnistic bebavious tieat nfiight not be in his
or her best interests. In so doing, the principal expects the same level of dugreafiidaciary
duty) that he or she would naturally have if the principal represented his or her interests.

Consequently, the principal implements various governance policies, practises, and processes to
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mitigate the problem of the principabent relatioship (see Figure 5). Corporate governance can
t herefore be seen as O0the systems by which cor
p. 15).

Figure 5: The principal-agent relationship

Principal

| 1

Contracts with Who takesadvantage of

v |

Agent

Source: Tricker (2019).

The principalagent relationship is the basis of the agency theory (Jensen & Meckling,
1976). It mainly concerns with the contractual relationship between shareholders and CEOs,
although it can be applied different contexts. Under the agency theory lens, shareholders contract
with CEOs to ensure that their interests are maximised. In this way, corporate governance systems
are implemented to better align the interests of shareholders with those of GE@mianise the
agency dilemma (Shleifer & Vishny, 1997). The agency theory was popularised via a conference
on 6Managerial Compensation and the Manageri al
1984, where it became widely accepted in the acadesmenunity (Murphy, 1999). This view of
corporate governance is also shared by practitioners. It was, for instance, popularised in the early
1980s by Jack Welch, the former CEO of General Electric, and his popular speech on shareholder
value maximisation Guerrera, 2009). Consequently, through the lens of the agency theory,
corporate governance can be deemed O0the ways i

themselves of getting a return on their inves:!

Closely related to the agency theory is the transaction cost economics (TCE) theory of
Williamson (1975, 1984), which views the corporation as a governance structure (Mallin, 2019).
Derived from the seminal work of Coase (1937), the TCE theory focusesecotirggappropriate
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governance mechanisms that reduce costs associated with contracting (Williamson, 2008). It posits
that choosing corporate governance structures helps align the interests of shareholders and CEOs
(Williamson, 2008).

Drawing on the assuptions of the agency and TCE theories, the stewardship theory
assumes a different position on corporate governance that aligns with the original legal view on the
nature and purpose of corporations (Tricker, 2019). It supposes that shareholders hire CEOs t
protect their interests, and in exchange, they agree to be stewards of their interests (Donaldson &
Davis, 1991). Unlike the agency and TCE theories, CEOs are not necessarily seeintesestid
and opportunistic. Instead, they can act responsibty/itee governance structures are implemented
to empower them and facilitate coordination within the corporation (Davis, Schoorman, &
Donaldson, 1997).

The resource dependency theory takes a more strategic approach to corporate governance
by vi e wiovwergingdadiesof ggcorporation as the linchpin between the company and the
resources needed to achieve its objectiveso (7
where directors are seen as individuals able to connect the company tardsreent through
their networks (Pfeffer & Salancik, 2003). This emphasis enables corporations to access various
resources crucial for their loftgrm success, such as customers, competitors, technologies,

financial capital, and politicians.

Alternatively, the managerial and class hegemony theories posit that managers consider
themselves elite groups and hold significant power in corporations that can affect the functioning
of the board of directors (Mallin, 2019). Managerial hegemony refers to managermash
dominate the board of directors through their
class hegemony refers to individuals at the top of companies who may perceive themselves as an
elite group and may make decisions in the interests ®fjtloiup (Tricker, 2019). The theories are
often employed to explain the difference between what a board of directors should do and what it

is doing in practice (Mallin, 2019).

These five different perspectives on corporate governance adopt a view aethdd the
firm; however, there are other perspectives at the sndtaral level that have greatly contributed
to its development (Tricker, 2019). First, the stakeholder theory challenges the economic

perspective on corporate governance promoted bygirecy theory (Donaldson & Preston, 1995;
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Freeman, 1984; Jones, 1995). It states that corporations should create value for all stakeholders,
not just sharehol ders (Freeman, Harrison, & W
constituents who hav a legitimate claim into the corporation (Freeman, 1984). Under the
stakeholder theory lens, corporate governance systems are implemented to ensure that CEOs are
accountable to all legitimate stakeholders (Ayuso et al., 2014). Therefore, this socioeconomi
perspective contrasts previous Views o0on corpc
process by which corporations are made respor
(Demb & Neubauer, 1992, p. 9).

Then, the institutional theory pral@s a different approach to corporate governance by
focusing on the way cultural norms and values have an impact on the decédiong and the
design of various actors (DiMaggio & Powell, 1983). Applied at the organisational level, the
institutional envionment of a corporation influences its behaviour, its practises, and its governing
structures (Berthod, 2016). In other words, the institutional theory explains the tendencies of
corporations to conform to the norms in which they are embedded.

Next, the plitical theory examines the governance of corporations through the lens of
political ideologies, structures, and processes (Roe, 2006). It focuses on the influence of
governments, stakeholders, and political processes on corporate ownership and governance
practises (Roe & Vatiero, 2015). Similar to the stakeholder and institutional theories, the political
theory not only encompasses purely economic considerations, but also social, ethical, and political

dimensions.

Although not an exhaustive review, thsgction has presented prominent perspectives
elaborating corporate governance (Mallin, 2019). Corporate governance is alistitinary
field with many theoretical perspectives coming from economics, law, accounting, organisation
studies, sociology, pitics, and philosophy (Solomon, 2020). For example, Guiso, Sapienza, and
Zingales (2015) also highlight the important role of culture in shaping corporate governance
structures. This myriad of theoretical lenses illuminates different facets of corpovataace
while leaving others in the dark. Some researchers have argued that the field is seeking a new
paradigm, and they advocate for a more comprehensive theory of corporate governance (Tricker,
2019).
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3.2.1.2. Different corporate governance models ar@bntroversies

In the following sections, this thesis will focus mainly on the agency and stakeholder theories, as
they constitute the basis of the two main models of corporate governance, namely the shareholder
centric and stakeholdeentric models (Chagaux & Desbriéres, 2001). This section examines the

strengths and weaknesses of these two models.

First, the shareholderentric corporate governance model concerns the alignment of
interests between CEOs and shareholders. Based on the agency theory, this pure economic view of
corporate governanaed eal s wi th t he ways | rorposaiiancassure uppl i
themsel ves of getting a return on their I nve
shareholdecentric model posits that the responsibility of a corporation is to make profits and
maximise returns to shareholders (Friedman, 19 Qjnplies that all the systems by which a
corporation is directed and controlled should espouse the sole economic objective of the
corporation. Thus, the absence or malfunction of sharehoédgric corporate governance systems
isseen as detrimenta@lt shar ehol ders, as CEOs may then f ai
harming their profits (Bebchuk & Fried, 2004).

Second, the stakeholdeentric corporate governance model is concerned with the
inclusion of other groups of constituents impatte by t he corporationos
stakeholders, who have legitimate claims about the way corporations are directed and controlled
(Mallin, 2019). Based on the stakeholder theory (Donaldson & Preston, 1995; Freeman, 1984;
Jones, 1995), thiscorpoeat gover nance model consists of o6a c
an organisation adopts to prevent or dissuade potentialynssiésted managers from engaging
in activities detrimental to the wel&Taypre of s
2011, p. 8). This view of corporate governance extends the sole economic objective of shareholder
value maximisation to a more socioeconomic one, promoting accountability and responsibility
towards a broader range of stakeholders (Ayuso et2@l4). Thus, the stakeholdeentric
governance model ensures that CEOs maximise the interests of all stakeholders, not only those of

shareholders.

Nevertheless, a theoretical contest is underway in academia regarding the selection of the
best corporatgovernance models, due to their divergences in temporality, to negative externalities

or impact, and to distributional concerns among stakeholders (Roe et al., 20Raygh the
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shareholdecentric corporate governance model produces effective governaatenisms that
protect shareholder financial interests and try to limit theistdfested behaviours of CEOs, their
implementation might pose problems due to the lack of orientation on other stakeholders (Hong,
Li, & Minor, 2016; Flammer, Hong, & Mingr2019; Cavaco, Crifo, & Guidoux, 2020). For
example, some scholars argue that the sharehodsieric corporate governance model narrows
the quest of shareholdersodé interests to the n
undermine the welfaref all other stakeholders in other temporalitisot, 2012; Maley, 2014;
Supiot, 2017; Belinfanti & Stout, 2018 Alternatively, the stakehold&entric corporate
governance model produces governance mechanisms oriented towards all stakeholdeis, but th
implementation might pose effectiveness probleBesrione & GomezVejia, 2009; Kolk &
Perego, 2014Haque & Ntim, 202D For example, law and economics scholars assert that
stakeholdetcentric corporate governance is problematic because it may i€&&s from market
pressures, attract their attention to irrelevant ESG issues, and delay stakeheided reforms
(Bebchuk & Tallarita, 2020; Roe et al., 2021; Bebchuk & Tallarita, 2022; Walker, 2022). Overall,
the debate on the selection of appropreatgorate governance models has important implications

for corporations, as it influences the effectiveness and orientation of the mechanisms overseeing

CEOs® behaviour s.

3.2.2. CEO compensation

3.2.2.1. Background, level, and structure of CEO compensati

The CEO compensation package is the most common corporate governance tool to align the
interests of principals and agents (Jensen & Meckling, 1976; Holmstrom, 1979). CEOs have a
central role in the corporation due to their significant influences orlogegs and impact on

corporate outcomes (Peters & Romi, 2015). Their main activities consist of runniig-dizay

business operations and leading the corporation. In this manner, compensation packages are
designed to attract, retain, and motivate CECstot i n | i ne with their <co
risk appetite (Frydman & Jenter, 2010). They are also designed to dissuade them from engaging in
actions not in the corporationébés best interest
committeesets CEO compensation packages, which make recommendations to be approved by the

board of directors (Tricker, 2019). The remuneration committee comprises independent directors
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linked to the neither corporation nor the executive team, thereby avoidingctsoofl interest
(Tricker, 2019). They often receive advice from specialist compensation consultants when they
design compensation packages (Murphy & Sandino, 2020).

The academic literature on CEO compensation has been prolific over the past four decades
due to the increasing level of CEO compensation in the US. Edmans, Gabaix, and Jenter (2017)
state that CEO compensation multiplied by six from 1980 to 2014. By contrast, the Economic
Policy Institute, a US think tank specialising in economic and polisgareh, argues that CEO
compensation has been multiplied by nine from 1978 to 2018 (Baker, Bivens, & Schieder, 2019).
The rise of CEO compensation has been accompanied by a modification of its structure. Indeed,
much of the debate focuses on how much C&®@gpaid. Nevertheless, some scholars have argued
that it is how the CEOs are paid that matters (Jensen & Murphy, 1990a; Bebchuk & Grinstein,
2005). While CEO compensation packages are traditionally composed of four components: a
salary, an annual bonustosk options, and a loagrm incentive plan (Murphy, 1999), this
structure might vary depending on the firmds

The academic literature on CEO compensation has widely covered the shift in CEO
compensation structufeom cashbased to stock optiodsased (Frydman & Jenter, 2010; Edmans,
Gabaix, & Jenter, 2017). The rationale behind this shift is to provide compensation packages that
better incentivise and reward CEOs for the performance achieved. These perfelasaace
compensation packages are supposed to improve the alignment of interests between principals and
agents (Jensen & Murphy, 1990b). However, the evolution of the CEO compensation structure is
suspected to have driven the increased pay disparity betwe@s &tfl employees over the past
decades. According to the Economic Policy Institute, pay gaps between CEOs and average workers
have risen from 20:1 in the 1960s to 278:1 in 2018 for the largest 350 US companies (Mishel &
Wolfe, 2019).

Overall, CEO compensation packages have important implications for society as they affect
the perception of income inequality. They induce sgailitical tensions and a high engagement
from investors and civil society (Grewal, Serafeim, & Yoon, 2016)sBore scholars, the changes
in CEO compensation follow the recognition that the market for managerial talent is not optimal
due to CEOs6 ability to manipul ate their compe

& Walker, 2002). This approachesCEO compensation packages as a source of agency problems,
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contrasting with the optimal contracting theory (Bebchuk & Fried, 2003). In sum, CEO
compensation is subject to intense academic debate concerning its appropriate design (Frydman &
Jenter, 2010).

3.2.2.2. Theories on CEO compensation

This subsection presents the main theories on CEO compensation: optimal contracting, and
managerial power, and rent extraction theories. It then presents symbolic theories, namely relative
deprivation and tournametheories. Finally, it briefly summarises other theories and approaches

frequently used in the CEO compensation literature.

First, the optimal contracting theory posits that principals delegate tasks to agents who
might take advantage of their positionsiaximise their own interests (Jensen & Meckling, 1976).
A solution to this problem is to design a compensation contract aligning the interests of agents with
those of principals (Eisenhardt, 1989). In this way, optimal compensation contracts are designed
incentivise agents to act i n the principalbs
success. A compensation contract is optimal when it respects three principles (Berrone & Gomez
Mejia, 2009): The first principle is informativeness, whigkboncerned with selecting performance

measures to reflect the agentés contribution

beari ng, dealing with the potenti al costs ari
targets (Bloom & Milkovich 1998; Miller, Wiseman, & Gomelejia, 2002). Finally, the last
principle is controllability, which refers to

(Antle & Demski, 1988). These three principles for optimal contracting are supposetiaiem
agency costs. This view of compensation contracts is the dominant paradigm in the current

academic research on CEO compensation.

However, Bebchuk, Fried, and Walker (2002) have developed an alternative view to the
optimal contracting theory, nanyelhe managerial power and rent extraction theory. This theory
posits that agents exercise power to set their own compensation and extract rents without attracting
outsidersodé intervention (Weisbach, 2007). Thi
of power relationships between agents and principals, where CEOs might affect their compensation
design to maximise their profits (Bebchuk & Fried, 2003). The managerial power and rent

extraction theory has two main components: outrage and camouflage.ti@rperception of
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out siders on CEO compensation determines the
This outrage caused by rent extraction limits the amount of rent extracted. Then, the camouflage
intervenes to dissimulate or minimise thetrage caused by the rent extraction. CEOs have
incentives to use discretion to hide their rent extractions. The concept of discretion is crucial in this
theory because it is through activities difficult to value and an entrenched position that powerful
CEOs can extract rents. This view on compensation contracts has gained popularity over the past
two decades, fuelled by scandals of excessive CEO compensation and corporate governance

failures.

Next, another set of theories has tried to explain the de§iGE© compensation using a
symbolic approach. For Otten (2007), these theories address the merits of CEO compensation. This
thesis focuses on two main social comparison theories: relative deprivation and tournament
theories. First, the relative deprivatithreory (Martin, 1981; Crosby, 1984; Fehr & Schmidt, 1999;
Bolton & Ockenfels, 2000) suggests that certain individuals might experience a feeling of
deprivation due to the comparison of their compensation with that of a reference group or
individual. Suppders of the relative deprivation theory maintain that a feeling of deprivation
impacts the perception of fairness and lowers productivity (Trevor, Reilly, & Gerhart, 2012).
Second, the tournament theory (Lazear & Rosen, 1981) posits that compenshaauisdme of
an internal competition to reach the top of the company. CEOs are the ultimate winners of this
competition, and their compensation levels reflect the intensity of the competition and demonstrate
their superior abilities and skills for the jam. In this way, pay is seen as a prize reflecting the
outcome of a given tournament (OO0Reilly, Mai n
theory argue that compensation and pay dispersions are fundamental mechanisms to stir up

e mp |l oy e efeffort dndisctease their productivity (Henderson & Fredrickson, 2001).

Finally, other theories have tried to explain the design of CEO compensation. This is, for
example, the case of theories adoptiumtvitya valu
theory (1956). These theoretical approaches concern the amount of CEOs compensation (Otten,
2007). In addition to these different sets of theories, Edmans, Gabaix, and Jenter (2017) state that
legal and institutional factors also influence theiglesof CEO compensation. This approach
supposes that changes in regulation, taxation, and accounting standards drive CEO compensation.
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Overall, this suksection has covered major theories on the concept of CEO compensation.

However, these different theoiel views have led to controversies on CEO compensation.

3.2.2.3. Controversies on CEO compensation

CEO compensation is a salient and complex topic that has generated a heated academic debate on
its determinants and effects (Murphy, 2013). For Mallin1(20, p . 237) , todayos
compensation O0focuses on four areas related t
t he rol e of share options, (i) t he suitabi
remuneration with performancgij) the role played by the remuneration committee in the setting

of directorso6 remuneration, (tv) the influenc
remuneration6é. However, in addition ta&fifth hese
one can be added concerning its alignment with corporate sustainability (Hong, Li, & Minor, 2016).

As the importance of CSR in contributing to sustainable development grows, there is an increasing
recognition that CEOs should be encouraged tsiden the interests of various stakeholders, not

just shareholders, as well as sustainabikated matters, not only economic matters (Gond et al.,

2012; Arjalées & Mundy, 2013; Maas & Rosendaal, 2016). Consequently, the provision of
appropriate incentes to CEOs to pursue ndinancial goals has become a pressing issue (Gabel

& Sinclair-Desgagné, 1993). In this way, a nascent stream of academic literature on CEO
compensation has emerged to explore the determinants and effects of more sustanahikgy

CEO compensation, also called CSR contracting (Winschel & Stawinoga, 2019, for a literature
revi ew) . Il n sum, a growing area of todayods de
suitability of incentive mechanisms to promote sustainablpotate governance that is, a

corporate governance model more aligned with the principles of sustainable development.

3.2.3. Sustainability

3.2.3.1. Overview of sustainable development

With the growing recognition that corporations are not aagponsible for maximising profits,
sustainable development has become an important topic in corporate governance and CEO
compensation (Tricker, 2019). Although this concept appeared in the 1970s, its origins can be

traced back to the ¥&entury in the drestry management literature (Wiersum, 1995). Sustainable
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devel opment is based on the unddrsdcalgmihag t ha
developed world areuns ust ai nabl e and therefore threaten
Ada ms , & Owen, 2014, p. 47). It i s commonly de
of the present without compromising the abild]
(World Commission for Environment and Development, 1987, p. 43).iBakta development is

a systerrdevel concept based on three pillars related to economic prosperity, environmental
integrity, and social equity (Elkington, 1997; Bansal, 2005). Consequently, a development is
considered sustainable only if it considers lalee pillars, as each, alone is insufficient (Gladwin,
Kennelly, & Krause, 1995).

The definition of the World Commission for Environment and Development (1987), also
called the Brundtland Commission, contains two fundamental notions that shape the obncept
sustainable development (Arjgdi & Mundy, 2013) . First, t he nc
inclusion of all present and futukeonst i t uent s. Second, the notio
idea of technological, societal, and environmental comg$rao meet the needs of these
constituents. As a result, sustainability is ¢
sustainable devel opment as O0a movees&buwdyr ds t h
2013, p. 286). Sustainkebdevelopment can therefore be considered a process by which to achieve
sustainability (Lozano, 2008). I n addition to
time is central. The concept of sustainable development contains an intergeaératjuity
component that requires consideration of the
(Bansal & DesJardine, 2014). In sum, sustainable development aims to create value for all
stakeholders in different temporalities by simultarsipwonsidering the environmental, social,

and economic pillars.

Although the UN institutionalised sustainable development in 1992 to address the grand
challenges of our time, the concept remains under debate today, due to its vagueness (Redclift,
2005).To <clarify the concept, researchers have
sustainability (Davidson, 2014). While weak sustainability proponents argue that our current
sustainability probl ems ar e n o t ability csuppdrtéersc a | 6
recommend a é&fhumdkasmernt aolurr evays of organisingé6

225) . I n addition, the notions of O6weakd and
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nature and human relationships, differentechyes, temporalities, processes, participants, and
interpretations of economic development (see Bebbington, 2001, for a detailed review). Although
the Oweakdé sustainability approach is domina
scholars advocatt or devel oping a O6strongdé sustainabil:i
Ott, 2003). Overall, the main points of the debate on sustainable development mainly relate to the

degree of change required to reach sustainability.

3.2.3.2. Corporations and gstainable development

Corporate sustainability is the application of sustainable development at the corporate level.
Although academics and practitioners increasingly use the concept, few authors have
comprehensively defined corporate sustainability (H&alkigge, 2011). Among them, Dyllick and
Hockerts (2002, p. 131) define corporate sust:
indirect stakeholders (such as shareholders, employees, clients, pressure groups, communities),
withoutcompromistg i ts ability to meet the needs of f |
thesis, this definition can encompass the different perspectives of corporate sustainability at the
societal (macro) and individual (micro) levels. The mdexel perspectig views society as the

aim of sustainable development, while the micre v e | perspective sees th
and growth as the aim (Hahn & Figge, 2011). For Bansal and DesJardine (2014, p. 71), a societal
level perspective is more relevantbecae cor por ati ons are O0systems
systems®é6. Thus, this broader perspective bet:
corporations that are central to the application of sustainable development at the corporate level
(Hahnet al., 2010).

Corporate sustainability is a multidimensional concept focusing on the economic,
environmental, and social impacts of corporations. It became mainstream with the Triple Bottom
Line accounting framework (Elkington, 1997). Under this apprpoaohporate sustainability is
concerned with the preservation and enhancement of three different types of capital: economic,
environmental, and social (Elkington, 1997). Dyllick and Hockerts (2002) distinguish six
conditions to ensure corporate sustainghbillhe first two conditions (ecefficiency and socio

efficiency) are concerned with the maximisation (minimisation) of positive (negative)
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environmental and social impacts to add economic value (Schaltegger, Beckmann, & Hansen,
2013). Then, the secondia@ conditions are eceffectiveness and socgeffectiveness, which are
concerned with the desirability of corporatio
& Tilley, 2006). The fifth condition is ecological equity, concerning equal access/imnmental

resources between people and generations (Young & Tilley, 2006). The final condition is
sufficiency, concerned with the 6achievement ¢
of right livelihood, ensuring the preservation of ttegunal environment and the welfare of each
individual and the societgt:l ar ged (Lamberton, 2005). These tw
are necessary to establisbcioeconomiqgustice (Schaltegger, Beckmann, & Hansen, 2013).
Overall, the combinationf these six conditions is supposed to guarantee economic prosperity,
environmental integrity, and social equity (Dyllick & Hockerts, 2002).

Nevertheless, corporate sustainability has been subject to controversy related to the
substitutability of the different types of capital, their irreversibility, and-imoearity (Dyllick &
Hockerts, 2002). For example, while the dominant model of corporate sustainability (i.e., the Triple
Bottom Line) is nowadays widely used by academmcs@actitioners (Amini & Bienstock, 2014),
it has been variously criticised due to its emphasis on economic outcomes at the expense of
environmental integrity and social equity (Rambaud & Richard, 2015). Proponents of a strong form
of sustainability arguthat the different types of capital are not substitutable for each other without
degradation, highlighting the irreversible and nonlinear characteristics of environmental capital and
social capital (Hahn & Figge, 2011). Therefore, corporate sustainatilist consider the three
types of capital complementarily, dealing with potential trafie while avoiding the dominance
of one type of capital over the others. Accordingly, some authors have proposed viewing corporate
sustainability through the paraddxée or y t o 6accommodate interrela
environmental, and social concerns to achieve superior business contributions to sustainable
devel opmentd (Hahn et al ., 2018, p. 237).

3.2.3.3. Corporate social responsibility and sustainabiljt

The modern conceptualisation of CSR appeared in the 1950s with the seminal book by Bowen

(1953) on the social responsibilities of the businessman. However, its roots traced back to the
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nineteenth century and the Industrial Revolution, when the concept@scribed as business

ethics, philanthropy, public service, trusteeship, or stewardship (Gond & Moon, 2011). At the time,
business leaders were the main contributors, through their property holdings, to socially responsible
practises to protect and impe the welfare of society (Carroll, 2008). For example, Andrew
Carnegie, a notable industrialist and philanthropist, publishe@Gtspel of Wealtlin 1899 to

promote his thinking on how private wealth should be employed to benefit the broader society
(Wulfson, 2001). After the 1950s, social responsibility became essential to business success, and
terms such as Obusiness responsibilitiesdé or
(Carroll, 1999). Soci al r e gagiansad budinedsmantp puvsaes t h ¢
those policies, to make those decisions, or to follow those lines of action which are desirable in
terms of the objectives and values of our soc
CSR emerged in the 1968ad proliferated in the 1970s, and alternative definitions and concepts

were proposed in the 1980s, such as corporate social responsiveness, corporate social performance,
and stakeholder theory (Carroll, 2008). In the 1990s, the theoretical successswaikételder

theory served as a fertile ground for the continuation of the development of alternative concepts to
CSR, such as corporate citizenship, sustainable development, or the triple bottom line (Gond &
Moon, 2011). Finally, from the early 2000s torent times, new stakeholderiented and socially

conscious concepts have emerged, such as corporate stakeholder responsibility and political CSR,
and others have become an integral part of all CSR discussions, such as sustainable development
(Carroll & Shabana, 2010).

The evolution of CSR is complex and controversial, which explains why there is today a
lack of consensus on how to define it precisely (Carroll, 1999; Garriga &, 4@04; Gond &
Moon, 2011). Consequently, assorted definitions capturelifferent meanings of CSR. For
example, Dahlsrud (2008) identified and analysed 37 different definitions of CSR (Carroll, 2016).
Nevertheless, although these definitions might appear contradictory or overlapping, they share the
same objective: to explaihé role of corporations in society. Given this confusion, Carroll (1979,
1991, 2016) made a significant contribution to the field of CSR by developing gdadur
definitional framework, modelled in the form of a pyramid, to delineate the responsitolities
corporations in society. Carrol | (2016, p . 2
economic, legal, ethical, and discretionally (philanthropic) expectations that society has of

organi sations at a given peaei ICtSRi mmst iomérc@. | hh e
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enterprisedbs social, environmental, et hical,
its operations, processes, and core business strategy in cooperation with relevant stakeholders
(Rasche, Morsing, & Moor2017, p. 483). This definition is preferred because it accounts for what

CSR is genuinely about: ethical and discretionary (philanthropic) responsibilities.

CSR and corporate sustainability seem to converge (Valente, 2017). However, the two
terms are digdct and cannot be used interchangeably (Gray, Adams, & Owen, 2014). On the one
hand, CSR is a normative concept based on principles of ethics and morality, where corporations
concern themselves with the acceptability of their operations and the crelatishared value
with the broader society (McWilliams & Siegel, 2001). On the other hand, corporate sustainability
is a multidimensional concept based on three pillars: economic prosperity, environmental integrity,
and social equity (Elkington, 1997; Bahs2005). Corporate sustainability appears as a broader
concept emphasising how changes in an individual corporation connect and contribute to systemic
change (Montiel, 2008). In this way, some scholars argue that CSR is limited, as it does not
necessarihaddress the full range of contemporary sustainability challenges that corporations face,
whereas corporate sustainability appears more relevant due to its capacity to translate all these
challenges to a scale suitable to corporations (Bansal & DesJ&@l49, Nevertheless, corporate
sustainability and CSR are not opposed, as both aim to positively impact society. This thesis
considers the two terms to be complementary, viewing CSR as a contribution of corporations to
sustainable development (Rasche, $fimg, & Moon, 2017).

3.3. Sustainable corporate governance

Research on sustainable governance highlights the importance of human institutions in governing
shared resources and promoting the principles of sustainable development (Dietz, Ostrom, & Stern,
2003; Biermann et al., 2012). Although relatively new, this field gained prominence due to the
increasing public awareness of environmental and social issues, regulatory changes, and the
growing demand from stakeholders for more responsible businesssgsa¢tiobbs, 2023).
Sustainable governance research occurs mainly at the corporate and macro levels, which invites
further studies at the individual | evel (Car d

governance then describes the applicabibsustainable governance in the corporate context; still,
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despite its use in varied contexts, a generally accepted definition remains absent (Goergen & Tonks,
2019; Cardoni, Kiseleva, & Lombardi, 2020; EY, 2020; Goergen, 2022; Kavadis & Thomsen,
2023). Neertheless, most authors seem to agree that sustainable corporate governance regards
aligning sharehol dersdé interests with diverse
that balances shemnd longterm objectives and fostering value creatffor and with stakeholders
(Cardoni, Kiseleva, & Lombardi, 2020).

Accounting crucially advances sustainable corporate governance by providing all
stakeholders with valwuable information on <co
(Rinaldi, 2019).The distribution of this information empowers stakeholders to make informed
decisions and to consider the broader i mplica
and society (Gray, Adams, & Owens, 2014). In other words, the integration éithand non
financial data into accounting frameworks not only offers stakeholders a voice in resource
allocation, but also ensures corporations are held accountable for their actions. By establishing
more robust accountability relationships to preveatnhto the planet, society, and future
generations, the practice of accounting for sustainability challenges existing norms and aspires to
transform corporate governance (Bebbington, 2001). In summary, sustainability accounting
emphasizes the necessity foorporate governance to address the environmental and social

challenges arising from contemporary economic systems.

Nevertheless, the current corporate governance academic debate remains polarised around
two competing models: the shareholdentric and e stakeholdecentric models Grifo &
Rebérioux,2016) Each has strengths, but both face ser
needs, including those of shareholders (Goergen, 2022). In this way, recent initiatives have been
made to go beyoritiese two models. For example, Karpoff (2021) proposes to use the shareholder
centric model by default and the stakeholdentric model in limited circumstances when the
impact on stakeholders is substantial. Although commendable, this approach isivedilecause
it disconnects the financial and rinancial business contexts, leaves too much discretion for
CEOs, and does not push them to reform how corporations are directed and controlled. Moreover,
this approach can be seen as a weak form of sabtainlevelopment, placing economics over
environmental and social priorities. Instead, an integrated approach to corporate governance that

combines the strengths of the shareholder model (associated with economic development) and
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those of thestakeholder mdel (associated with environmental and social development) seems
more appropriate to meet stakeholdersodo needs
Rebérioux, 2016;Goergen, 2022

Certain theoretical developments in the corporate governdecaure appear relevant to
the proposal of a more integrated corporate governance model aligned with sustainability. First,
the enlightened shareholder theory of Jensen (2001) recognises the primacy of shareholder value
but also acknowledges thatconsiden g ot her st akehol dersodo intere:c
This theory is an extension of the agency theodeaten and Meckling (197t aims to address
the criticisms and limitations of shareholder value maximisation. This more nuanceadppr
emphasises the importance of adopting a-@ngn perspective and the implementation of effective
corporate governance mechanisms to align the interests of corporate leaders with those of
shareholders and other stakeholders. Second, the stakeagddey of Hill and Jones (1992) sees
corporations as having a responsibility not only to shareholders but also to a broader set of
stakeholders who can influence, or are influenced, by the activities of a corporation. This theory
recognises the existenceagency relationships within a corporation but uses the prinageht
relationship as a framework whereby the principal comprises shareholders and diverse
stakehol der s. The theory emphasi ses bal ancin
stakeholde s, encourages corporations to identify a
stakeholdesagency theory advocates for the implementation of effective corporate governance

mechani sms oriented toward both sharehol der sé6

The enlightened shareholder theory and the stakehatgarcy theory try to reconcile the
two traditional views of corporate governance by mitigating their limitations. Both emphasise the
importance of ethical behaviour and responsible business praatisegporate governance and
decisionmaking. Moreover, they recognise that corporations must consider stakeholders beyond
shareholders and affirm losigrm value creation. However, they differ severally. The enlightened
shareholder theory aims to maxim@®areholder value while recognising the importance of other
stakeholders. Although it acknowledges the importance of responsible practises, it places a greater
emphasis on financial performance. In this manner, the corporate governance mechanisms
implemened must be effective to protect, in priority, the interests of shareholders, but they are not

necessarily oriented to protect ot her stakeh
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through a weak lens, as it may favour the substitution of resuter optimisation, economic
growth, and technological innovation to solve resource scarcity. In contrast, the stakabelusr

theory aims to balance the interests of shareholders against those of assorted stakeholders without
giving precedence to aleholder value maximisation. It adopts a broader social responsibility
considering the activities of corporations in the environment and society. Under this theoretical
lens, corporate governance mechanisms must be effective and oriented toward alldsdrarahd
stakeholders to protect their respective interests. The stakelaglelecy theory seems compatible

with a strong form of sustainability, as it highlights the 1sobstitutability and irreversibility of
resources; the interconnections between ¢benomy, the environment, society, and future
generations; and the limits to growffable 1 summarises the similarities and differences between

the two integrated corporate governance theories, namely the enlightened shareholder value theory

and the sta&holderagency theory.

Table 1: Comparison of the enlightened shareholder theory and stakeholdagency theory

Enlightened shareholder
theory

Maximise shareholder value whi
recognising the importance

otherstakeholders.

Stakeholderagency

theory

Balance the interests of shareholders with th
of other stakeholders without giving precede
to shareholder value maximisation.

Objective

Ethical

considerations

Both theories acknowledge the
businesgractices.

importance of ethical behaviour and respg

Social
responsibility

Importance of responsible busing
practices but greater emphasis
financial performance.

Broader social responsibility and considerat|
of the impact of corporate activities on t
environment and society.

consideration

Recognition  of] Both theories acknowledge the existence of shareholders beyond just sharehg
stakeholders
Stakeholder Consideration of stakeholders B Strong emphasis onactively managing

the primary aim is to align interes
with those of shareholders.

relationships with a wide range of stakehold
and addressing their needs and concerns.

Emphasis or Both theories aim to enhance letegm value creation in corporate decisioaking
longterm value | and practices.

Corporate Effective mechanisms primaril Implementation of effective mechanisr
governance implemented to proteor i ent ed on shareho

shareholder interests.

interests.

Integration of
sustainability

Substitutability, optimisation o
resource use, economic growt
technological innovation.

Non-substitutability, irreversibility, the
interconnections between the economy,
environment, society, and future generatig
and limits to growth.

46



Based on Table 1, tretakeholdesagency theory (Hill & Jones, 1992) appears to be a good
candidate to integrate sustainability into corporate governance as it combines the agency theory
and the stakeholder theory to establish a new paradigm based on a strong form of ditgtainabi
whereby CEOs (the agent) should act in the best interests of all legitimate stakeholders (the
principals). The stakeholdagency theory extends the traditional contractual relationships
between CEOs and shareholders, as proposed by the economéecpesspf the agency theory
(Jensen & Meckling, 1976), to a series of explicit and implicit contractual relationships between
CEOs and legitimate stakeholders (Coombs & Gilley, 2005). It includes numerous legitimate
stakeholders, such as customers, em@sysuppliers, local communities, and the environment.
This collection of contractual relationships is assumed to minimise the utility loss of all legitimate
stakeholders by correcting potential divergences of interests with CEOs (Kock, Santal6, & Diestre,
2012). Consequently, CEOs are pushed to make strategic decisions and allocate corporate resources
to consider the welfare of all legitimate stakeholders (Winschel & Stawinoga, 2019). Overall, the
stakeholdemagency theory posits that the interests of CEl@aild align with those of all legitimate

stakeholders.

From the stakeholdergency theory perspective, corpor
contracts between different resource hol der s
legitimacy of stakehdlers is established through an exchange relationship where resource
providers (stakehol ders) have a claim over re
Jones, 1992). Consequently, each resource provider who supplies the corporation with critica
resources can expect their interests to be satisfied by the resource user (Hill & Jones, 1992). For
example, shareholders who bring financial capital to the corporation can expect profit in return,
and workers who bring human capital, such as time aifid, stan expect decent pay and good
working conditions in return. The same logic applies to all other stakeholders bringing resources
to the corporation. Rambaud and Richard (2015, p. 96) argue that there must be a distinction
between resource and capital 6a resource is a capacity (or s
use, while a capital is a capacity (or set of capacities) recognised as having to be maintained over
a predetermined timed. I n this c otoredéskthatimust esour

be treated as liabilities (or debts) and reimbursed. Thus, resources can be seen as different forms
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of capital (not only economic but also environmental and social), as they must be maintained and
preserved t o accoinerests (&dcle Santal@ & Pidstoel 202). e Sum, this
vision is consistent with the original concept of capital in accounting (Nobes, 2015).

The resources provided to the corporation by stakeholders give responsibilities to CEOs for
their preservatiorand enhancement over time (Hill & Jones, 1992). The extent to which these
responsibilities are met determines the level of accountability of CEOs towards stakeholders (Gray,
Adams, & Owen, 2014) . The deter mi natoughthe of CE
development of information flows informing stakeholders about the use of their resources. In this
way, corporate governance systems must be redesigned to guarantee good information flow to all
stakeholders. Corporate governance systems therebynbemore inclusive, as all stakeholders
are considered, strengthening corporate democracy. From the perspective of the stakeholder
agency theory, corporate governance systems must evolve to ensure that all legitimate stakeholders
who supplied the corporat with critical resources are informed and empowered to hold CEOs

accountable for using their resources.

The use of the stakeholdagency theory as a theoretical foundation for sustainable
corporate governance is compatible with a strong form of subthtypdor the following reasons:
First, in strong sustainability, forms of capital, such as natural resources, cannot substitute one
another (Costanza & Daly, 1992). The stakehelgncy theory aligns with this principle of ron
substitutability by pusinig corporations to recognise the letegm consequences of their activities
on these different forms of capital. The cons|
corporations to better protect and preserve theseubstitutable forms of capi. Second, strong
sustainability promotes the irreversibility of certain forms of capital, such as natural resources
(GeorgesctRoegen, 1971). The stakeholgayency theory considers the interests of all legitimate
stakeholders and the lotgrm consequees of corporate activities. Accordingly, the application
of the stakeholdeagency theory to sustainable corporate governance reduces the likelihood of
corporate activities producing irreversible negative impacts. Third, strong sustainability
acknowledge the interdependence between the economy, the environment, society, and future
generationsWorld Commission for Environment and Development, J98% balancing the interests
of all legitimate stakeholders, including those representing environmentsbeiaticoncerns, the

stakeholdelagency theory enables corporations to navigate these complex interconnections
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through the considerations of di fferent st ake

recognises ecological limits to economic grofeadows et al., 1972; Meadows, Meadows, &
Randers, 1992). The stakeholdgency theory is compatible with the principle of Hon
substitutability given the encouragement of corporations to operate within these limits to achieve
sustainable growth. For exgple, the concept of minimisation of utility loss could integrate the
good ecological states based on scientific thresholds to respect this principle and those of non
substitutability, irreversibility, and limits to growth. In summary, the stakeh@derty theory

seems compatible with strong sustainability, considering thesabstitutability of certain forms

of capital; their irreversibility; recognises the interconnections between the economy, the
environment, society, and future generations; andsii@si corporations to operate within the limits

of growth and good ecological states.

Overall, the contractual relationships of the stakehedg@ncy theory cover all areas of
sustainable development, from economic activities to environmental and stigideaand from
shortterm to mediumand longterm considerations (Winschel & Stawinoga, 2019). The resources
supplied by stakeholders are considered different forms of capital that must be protected and
preserved to guarantee the prosperity, integaitg, equity of all resource providers. These different
forms of capital are complementary, and potential t@ftiemight exist as long as all CEOs have
tried to minimise utility loss to all legitimate stakeholders (Hill & Jones, 1992). However, its
application to corporate governance requires a fundamental redesign of current systems to ensure
all legitimate stakeholders who supplied the corporation with critical resources are informed and
empowered to hold CEOs accountable for the use of their resoAscéise power shifts from
ownership to contribution, the redesign of corporate governance systems must be more
participatory to ensure that all resource providers are represented and have a voice in strategic
decisions and resource allocation. In this whg,stakeholdeagency theory promotes a corporate
governance model more aligned with a strong form of sustainability. Adopting this lens for
sustainable corporate governance is more likely to incentivise CEOs to consider the interests of all

legitimate sakeholders across different time frames and for different sustainabibtied matters.
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3.4. Mechanisms of sustainable corporate governance

The main challenge for sustainable corporate governance is the implementation of control and
monitoring mechanismthat incentivise, guide, and reward CEOs to act on different temporalities,
consider all stakeholders, and mitigate sustainabiitgted issues. This thesis focuses on three
types of corporate governance mechanisms widely researched in the acaderaiardit
regulation, CEO compensation, and the board of directors (Edmans, Gabaix, & Jenter, 2017). These
three mechanisms of corporate governance have evolved due to increased social pressures to

consider sustainability. For example, recent regulatitimaiJS has been concerned with increased

transparency and the protection of sharehol der

CEO compensation packages have been increasingly tied to ESG targets (Flammer, Hong, &
Minor, 2019), and the board directors has started to delegate CSR tasks to a specific committee
(Orazalin, 2020). This section briefly explains these three mechanisms and how they contribute to

corporate sustainable development.

3.4.1. Regulation: CEQto-worker pay ratio and say onpay votes

The first examined mechanism of sustainable corporate governance is regulation, in the form of
the CEQGto-worker pay ratio and say on pay votes. After the financial crisis of-2009, several
political movements and social initiatives urge@re socioeconomic justice (Schoen, 2017).
Subsequently, the US financial regulator implemented a series of rules under therBracidAct

of 2011 to restore confidence in capital markets and protect economic actors from corporate
misbehaviour (SEC, 2015jirst, in 2011, the SEC enforced Section 951 of the Efrdeick Act

to give shareholders a say on pay votes concerning CEO compensation. This rule, anchored in the
agency theory, tried to mitigate the potential conflict of interests between shareholti@&@s

by giving shareholders a place to express their opinions about the level and structure of CEO
compensation packages (Obermann & Velte, 2018). Then, in 2017, Section 953 (b) was
implemented to make the disclosure of the GB@orker pay ratio mandaery. Rooted in the
relative deprivation theory, this rule was implemented to give shareholders more transparency
around compensation practises within corporations to motivate their say on pay votes (Benedetti
& Chen, 2018). Despite their theoretical umgenings, the two rules share the same objective: to

give more control to shareholders by increasing transparency over compensation practises.
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Together, they can help promote accountability, transparency, and fairness around compensation
practises by pushg companies to foster a culture of trust and collaboration, better aligning

corporate governance systems with sustainable development.

However, the ability of these two recent initiatives to mobilise shareholders and reduce
excessive CEO compensation lcasated a vivid debate (Edmans, 2017; Loh, 2017; Benedetti &
Chen, 2018; Murphy & Jensen, 2018; Mishel & Wolfe, 2019). As the two regulations have different
theoretical underpinnings, practitioners and academics have questioned the usefulness of the CEO
to-worker pay ratio disclosure for shareholders, its impact on say on pay vote practises, and its
ability to curb excessive CEO compensation (Bank & Georgiev, 2019). Unfortunately, the related
academic literature is scarce, reporting mixed results. Tgirleviles a selected literature review
on the link between CE@-worker pay disparities and CEO compensation, @&@orker pay
disparities and say on pay votes, and say on pay votes and CEO compensation. This review reports
conflicting findings for eachalationship, highlighting the need to better understand the complex
role that CEGto-worker pay disparities exercise on CEO compensation through shareholder say

on pay votes.
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Table 2: Selected literature reviews for Chapter 5

Author
(Year)

Findings

Evidence on the link between the CEQo-worker pay ratio and CEO compensation

Oesch (2020)

Irlbeck The CEOGto-worker pay ratio disclosure rule incentivises corporations to shift tow

(2019) more performancéased compensation through greater equity pay and lower sa
This shift is accompanied by higher debt ratios and research and develc
investmets.

Knust & There is no significant effect between companies affected by thet&Grker pay

ratio disclosure and total CEO compensation. The same result is reported for cha
performance pay. In sum, the authors argue that the sliselof the CE@o-worker pay
ratio does not reduce CEO compensation.

Chang et al.
(2022)

There is little association between the CtQvorker pay ratio rule and CE
compensation. Nevertheless, the researchers report a strong negative associaton
the CEGto-worker pay ratio rule and the CEO compensation mix (captured b
sensitivity of CEO compensation to equity price changes). The effect is partic
significant when corporations are under close media scrutiny.

Johnson
(2022)

Theproposal of the SEC concerning the CEQworker pay ratio disclosure rule did n
reduce residual CEO pay (the proportion of pay not predicted by economic determ
However, the proposal has reduced CEO pay only for companies suscept
experiening more public scrutiny and adverse reactions from different stakeholde
to large pay gaps. The researcher concludes that corporations with higto@B@ker
pay ratios reduce CEO compensation to avoid their detrimental reputational effec

Evidence on the link between the CE@o-worker pay ratio and say on pay votes

Knust &
Oesch (2020)

There is no significant effect between companies affected by thet@&&Grker pay
ratio disclosure and investorsoé6 att e
Additionally, there is no significant effect between companies affected by thet&:E
wor ker pay ratio disclosure and shar
divided by the sum of total votes). In sum, the researchers report that the disclo
the CEQtoowor ker pay ratio does not chang

Crawford
Nelson, &
Rountree
(2021)

There is a positive association between high @&@orker pay ratios (in the ¥Qlecile)
and shareholder dissent in say on pay votes. Companies with highoSdker pay
ratios also experience high shareholder dissent spgyomotes even if the proxy advis
has issued a positive voting recommendation. The researchers report that the infg
given by the CEQo-worker pay ratio is used by proxy advisors and institutig
investors to determine their voting decisions.

Chang et al.
(2022)

There is a positive relationship between the @B@orker pay ratio disclosure ar
shareholder dissent say on pay votes. The effect of this relationship is stron
companies experiencing higher levels of media sensationalismalDvee researcher
conclude that media sensationalism is elevating higher public awareness and g
raising shareholder opposition to excessive CEO compensation.
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Table 2: Selected literature reviews for Chapter 5 (continuation)

Evidence onthe link between say on pay votes and CEO compensation

Burns &
Minnick
(2013)

The proposal of shareholder say on pay votes does not significantly affect tota
compensation. However, it influences the mix of CEO compensation, shifting from
cashbased compensation to more performaoased compensation. These changes
similar for CEOs and other top executives. Finally, the authors found that companig
higher CEO compensation are more likely to receive say on pay vote proposals.

Gregory
Smith,
Thompson, &
Wright
(2014)

There is a positive correlation between CEO campson and say on pay votes. Howey
the magnitude of the effect is small. Additionally, low levels of shareholder dissent {
pay votes (<10%) are positively associated with CEO compensation, while high
(>10%) are negatively associated with @Eompensation (only for the 50 quantiles ¢
above).

Faghani,
Monem, &
Ng (2015)

Corporations that experienced a first strike (high level of say on pay votes in Austral
avoided the secorstrike experience a higher proportion of CE€&formancebased pay th¢
following year. Treatment corporations are found to increase the perforipaseed pay o
CEOs after the first strike, which is negatively associated with shareholder dissent say
vote levels. Overall, descriptive statistieseal that companies under a first strike experie
a more frequent and larger reduction in CEO pay.

Balsam et al.
(2016)

Companies affected by the shareholder say on pay rule of 2010 have reduce
compensation to win shareholder approval. Theceffe larger for companies havir
overpaid their CEOs. Then, companies affected by the shareholder say on pay ry
shifted the CEO compensation mix to more performdiased compensation. Ne
shareholder dissent say on pay votes are lower when o@sphave reduced CE
compensation in advance. However, shareholder dissent say on pay votes are greg
companies have a higher total CEO compensation, a higher increase of CEO compg
a larger amount of CEO compensation not explained by edoraators, or a higher othg
compensation, including perks. Finally, shareholders seem to vote following
recommendations of proxy advisors.
In sum, the study reveals that say on pay votes represent a form of shareholder 3
enabling shareholdets have a voice influencing CEO compensation practices.

Kimbro & Xu
(2016)

Shareholder dissent say on pay votes are associated with high or excessiv
compensation. Moreover, shareholder dissent say on pay votes are found to be more
to performancebased compensation. In reaction, companies respond to these dissen
pay votes by lowering the growth of CEO compensation.

Grosse, Kean
& Scott
(2017)

Shareholder dissent say on pay votes are not significantly associated with athgioments|
of CEO compensation and total CEO compensation. Moreover, the remuneration votg
to not be used to target excessive CEO compensation as strike corporation experieng
bookto-market and leverage ratios. Finally, companies respondttika By reducing the
CEO bonus and increasing compensation disclosure.

Hadley
(2017)

The provision of additional information about CEO compensation helps enhance shar
approval during say on pay votes. Certain companies disclose information mggak
pay to affect shareholder say on pay voting outcomes and influence shareholders in a|
the compensation structures in place. However, the researchers advocate for stang
CEO payfor-performance disclosures to improve the informativeaesiscomparability of

these disclosures.
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3.4.2. CEO compensation: CSR contracting

The second mechanism of sustainable corporate governance investigated is CSR contracting. It
consists of tying environmental, social, and governance (&@&prmance targets to CEO
compensation contracts (e.g., targets related to greenhouse gas, or GHG, emissions, safety
measures, employee engagement, and otherrEa@d issues). This corporate initiative aims to
attract CEOs 6finaadak dgectivas that aré in thenirdenests of different groups of
stakeholders and will benefit the corporation in the long run (Hong, Li, & Minor, 2016; Maas,
2018). Unli ke the ¢6pay for financial perfor manr
becmsi dered a o6pay for ESG performanced (FIl am
intrinsically rooted in the stakeholdagency theory as it extends the contractual relationships
between shareholders and CEOs to a series of contractual relationshvegnbdtgitimate
stakehol ders and CEOs, hence accounting for t|
& Stawinoga, 2019). Firms are increasingly taking the plunge as corporate leaders start to
appreciate the benefits of this approach to th@parations (Maas & Rosendaal, 2016). A notable
example from the United States is Apple which implemented CSR contracting in response to
shareholder pressures (Apple, 2021, p. 66). Since the beginning of 2021, the technology company
has applied a 10% anruaonus modifier based on ESG targets related to labour practises in its
supply chain and employee diversity (Rosenbaum, 2@her examples of higprofile

companies having implemented CSR contracting include Bank of America, Deutsche Bank, and
Volkswagen. In sum, CSR contracting helps to better align corporate governance systems with
sustainable development by incentivising CEOs to consider all stakeholders, different time frames,

and norfinancial issues.

Although CSR contracting is mainstreaminghe tJS and worldwide, its implementation
raises questions about the prioritisation of
Some researchers are concerned that CSR contr:
from the financial ad nonfinancial objectives of corporations by giving too much attention to less
salient stakeholders (Banker, Potter, & Srinivasan, 2000; Emerton & Jones, 2019; Ittner & Larcker,
2001). Accordingly, a growing number of researchers advocate for the usmrtbept of
materiality to identify stakeholdersdé salienc
(Eccles, Krzus, & Ribot, 2014; Khan, Serafeim, & Yoon, 2016; Whitehead, 2017; Freiberg, Rogers,

& Serafeim, 2020). As applied to CSR contractintateriality could be employed as a strategic
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business tool to prioritise stakeholder interests and to facilitate the inclusion of ESG targets in
compensation contracts based on their financial significance and potential repercussions (positive
or negatie) on the corporation. Table 3 glosses select literature on the relationships between CSR
contracting and corporate performance and on materiality and corporate performance. This review
demonstrates that CSR contracting mainly improves corporatéimamdal performance, but its

effects on corporate financial performance are mixed. Moreover, the literature on materiality
reveals that corporations focusing on addressing material ESG issues experience higher corporate
nontfinancial and financial performanc&iven the potential unintended consequences of CSR
contracting on CEOsd® incentives and corporate
the inclusion of material ESG targets in CEO compensation contracts improves corporate financial

and nonrfinancial performance.
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Table 3: Selected literature reviews for Chapter 6

Author
(Year)

Findings

Evidence on the link between CSR contracting and performance

Ibrahim &
Lloyd
(2011)

Companies include ESG targets and financial targe@E® compensation experien
lower discretionary accruals compared to corporations using only financial tg
However, other proxies, such as the incidence of meeting or beating analyst {
benchmarks, are not significantly associated. The findingsabust to additional test
Overall, the authors suggest that the use of ESG targets in CEO compensation ca|
earnings management.

Brown-
Liburd &
Zamora
(2015)

The initiative of tying ESG targets to CEO compensation makes investors scepticag
the information reported by the company. Such pay might incentivise CEO to ove
in CSR and report greater CSR performance. However, their concerns seem tgdieah
when CSR assurance is present.

Haque
(2017)

About 35% of companies in the sample of 256-financial companies part of the FT
All share have adopted CSR contracting. There is a positive association betweg
contracting and carbon reductionitiatives (CRI). However, there is no significa
association with GHG emissions. The results suggest that the decision to ado
contracting might only be symbolic because it neutralises criticisms over excessiv,
compensation without forcing theta undertake substantive actions on the reductio
carbon emissions.

Maas
(2018)

The inclusion of ESG targets in CEO compensation does not automatically improv
performance. After disaggregating the types of ESG targets into hard (quantitatly
soft (qualitative) ESG targets, the author finds that the use of hard ESG targets in
ESG performance and lower ESG weaknesses (i.e., violations of social responsibil
as corruption, fraud, or pollution). However, the use of soft targetsresgnificantly
affect ESG performance, suggesting that such targets might only be used for sy
reasons. The use of soft targets can still be helpful to signal power, raise awaren
motivate the actors involved.

Flammer,
Hong, &
Minor
(2019

The inclusion of ESG targets in CEO compensation relates to an increase-tertar
orientation, firm value, environmental and social initiatives, green innovations,

reduction in toxic emissions. Moreover, the provision of CSR contracting fie
inclusion of targets for a specific group of stakeholders) is significant only for prov
pertaining to the environment and local communities. Finally, the share of CSR cont
(i.e., the proportion in total CEO compensation) is associatechwitincrease in lonrterm
orientation, firm value, CSR score for the environment and communities, green pat
and a reduction in toxic emissions.

Li &
Thibodeau
(2019)

CSR contracting increases CSR performance and decreases the need to manipingse
The authors argue that CSR contracting effectively mitigates agency problems becau
only encourages CEOs to meet ESG goals but also implicitly incentivises them to
earnings manipulation and engage in CSR activities to boost theineestion. These finding
have important implications for investors who rely on earnings management to e
corporations and motivate their investment decisions.
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Table 3: Selected literature reviews for Chapter 6 (continuation)

Cavaco,
Crifo, &
Guidoux
(2020)

CSR contracting negatively impacts corporate financial performance (captured by using
ROE, and pricgo-book ratio). However, CSR contracting positively impacts on corporate
financial performance (proxied with humaesources, environment, customers and suppl
human rights, and corporate governance). Only community involvement is not significar
disaggregation of corporations in function of their corporate governance models
shareholdepriented or steeholderoriented) reveals that companies with a shareholder
and CSR contracting experience a negative effect on their financial performance and a
effect on only customer and supplier performance (other proxies are not significant). Bgt;
corporations having a stakeholemiented model and CSR contracting do not significantly af
corporate financial performance but strengthen corporatdinancial performance.

Haque &
Ntim (2020)

CSR contracting is initially considered a symboGSR initiative. The results show that
relationship between CEO compensation and carbon performance is moderated K
contracting. However, CEO compensation and CSR contracting do not have a sig
association with the reduction of GHG emissioiThe authors conclude by arguing that
adoption of CSR contracting is unlikely to improve carbon performance. For this reasq
authors advise regulators to impose mandatory GHG emission reduction targets.

Adu, Flynn &
Grey (2022)

The inclusion 6 ESG targets in CEO compensation positively moderates the CEO R8¢
performance and environmental performance sensitivity. The authors argue that the remu
committee uses CSR contracting as a substantive management strategy to enhance aory
legitimacy. Moreover, CSR contracting has a positive moderating effect on the assg
between CEO compensation and sustainable business practices. However, these associ
enhanced more in the context of symbolic emissions (proxied with €idGction initiatives)
than in that of actual ones (proxied with GHG emissions and CEO2 emissions).

Derchi, Zoni,
& Dossi
(2021)

The use of CSR contracting promotes corporatefimamcial performance. The effect is positi
after the 3' year of implementation. The adoption of CSR contracting increases over the g
period, suggesting that corporations accumulate experience over time. This knowledgg
corporations to reduce the environmental and social concerns associated iwdhtivides and
to increase their environmental CSR strengths. The use of other sustainability gové
mechani sms moderates the corporationsd a
corporate nosffinancial performance. More preciselfget presence of a CSR committee and
use of CSR reports have a positive moderating effect, while the use of CSR assurancg
moderating effect.

Tsang et al.
(2021)

The inclusion of ESG targets in CEO compensation corresponds with greater inmoafat
for a sample of 30 countries. This association is stronger for countries without mandato
reporting requirements. The authors also suggest that CSR contracting compensates ins|
voids and high stakeholder demand for CSR, subsequrotBasing corporate innovation.

Cho &
Ibrahim
(2022)

Corporations implementing ESG targets in CEO compensation experience highfar-g
performance relationships than other corporations using only financial targets meg
shareholder wealth. The &wgirs argue that such initiatives signal to shareholders that CEO
be more motivated to engage in activities increasing corporate financial perforn
Nevertheless, the results hold only for accounting performance. In addition, corporation
CSR contracting have higher pay sensitivity to shareholder wealth (captured using TSH
those with higher risks also experience higherfosyperformance sensitivity.

Khenissi,
Jahmane, &
Hofaidhllaoui
(2022)

The inclusion of ESG targets in CEHOmpensation reduces the extent of earnings manager
(proxied by discretionary accruals and real earnings management). The authors argue thg
use of this corporate initiative can limit accounting manipulations from CEOs.

Khenissi,
Hamrouni, &
Ben Fahat
(2022)

Relative to total targets in CEO compensation, the share of ESG targets positively affects
environmental, social, governance, and overall ESG performance. However, the corporat
initiative has no significant effect on accountipgsed perfanance (captured using the return
on equity) and a negative effecton matkeh s ed per f or mance (capl
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Table 3: Selected literature reviews for Chapter 6 (continuation bis)

Evidence on the link between materiality and corporate perforrance

Khan,
Serafeim, &
Yoon (2016)

Corporations with higher ratings on materiality issues and lower ratings on immaterial
have greater future financial performance. However, corporations with higher ratir
immaterial issues do not experience greater performance than thoseweithdtings on
the same issues.

Giorgino, The disclosure of financially material information about a corporation in its integ
Supino, & reporting has a significant effect on
Barnale decision to adopt this discle® tool, which modifies their investment perception.
(2017)

Maniora The mismanagement of ESG issues can encourage unethical behaviours.
(2018) corporations withpadmeteabpggspeceor

who risk lower pofitability and overuse of resources) might intentionally perform bettg
i mmateri al ESG i ssues than on the mat
lower sustainability performance.

Kotsantonis &
Bufalari
(2019)

Commercial banks wh good performance on material ESG issues outperform banks
lower performance on these issues. Moreover, high performance on immaterial ES(
is not associated with the destruction of firm value.

Kaiser (2020)

The integration of ESG factors ininvestment strategies improves financial outcomes
improved risk management. Moreover, the consideration of materiality can im
investment decisions and, ultimately, financial outcomes.

Kim & Lee
(2020)

This study focuses on restaurant compaini¢ise hospitality sector. The authors report {
engaging in material ESG activities does not increase firm performance. Furthe
restaurant companies with high scores on immaterial ESG activities do not perforn
than other companies with lowscores on these activities. Finally, franchising positi
moderates the relationship between immaterial ESG activities and corporate perforn

Grewal,
Hauptmann,
& Serafeim
(2021)

Corporations reporting material information experience higher gidck informativenes
(captured by stock price synchronicity). The authors argue that such disclosure ¢
financially-relevant and firmspecific information.

Jadoon et al.
(2021)

Investors value the social, governance, and economic dimensions of sustai
performance. Moreover, they are also sensitive to the quality of ESG reporting. Ho
the authors find that the environmental dimension of ESG performance lacks fir|
materiality for investors.

Madison &
Schiehll
(2021)

The use of financial materiality for the assessment of ESG performance result in sig
differences in ESG scores, allowing a distinction between corporations addr
substantial ESG issues aather addressing symbolic ESG issues that are not finan
material to the corporation. The authors argue that financial materiality allows
investment decisions by improving the informative value of ESG scores.

Schiehll &
Kolahgar
(2021)

Findings show that ESG disclosure is vatetevant for investors. Moreover, the disclos
of material ESG information increases stock price informativeness. Nevertheless
results depend on the ESG component considered (the social component is mire)s¢

Consolandi,
Eccles, &
Gabbi (2022)

This paper examines the role of the intensity and relevance of ESG materiality in stog
return. ESG performance is found to positively affect stock return. Moreover, com
operating in industries with ligh concentration of ESG materiality are rewarded by
market when the intensity and relevance of ESG materiality are considered.
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3.4.3. Board of directors: CSR committees

The third mechanism of sustainable corporate governance studied is the CSR committee. Since the
board of directors has an increasing role in the governance of sustainability (Elkington, 2006;
Ayuso & Argandoiia, 2009), companies have begun to delegate &8R tb an expert sub
committee. This committee, named the CSR committee, monitors, guides, and rewards CSR
activities (Berrone & Gomekiejia, 2009; AtShaer & Zaman, 2019). It centralises and coordinates

various isolated CSR initiatives, such as the comemt of a CEO or the creation of a chief
sustainability officer (CSO) position, within one structure to guarantee the successful enforcement

of t he sustainability strategy within t he C
(Elmaghrabi, 2021). Tsi gover nance mechanism i mproves a ¢
stakeholders by promoting and coordinating CSR practises (Mallin & Michelon, 2011; Gennari &

Sal vioni , 2019) . The CSR committeebds key func
boad members in their CSR functions (Dixéowler, Ellstrand, & Johnson, 2017; Orazalin,

2020). The CSR committee is anchored in the stakehalgiEmcy theory, as it has the dual role to

reduce information asymmetries between CEOs and all stakeholdersgoging relationships

with all stakeholders. In sum, the CSR committee helps to align corporate governance systems with
sustainable development by promoting responsible practises that consider all stakeholders,

different temporalities, and ndmancial isues.

Nevertheless, the effectiveness of the CSR committee influences its ability to oversee CSR
activities (Chapple, Chen, & Zhang, 2017). Mainly through its structural characteristics, the CSR
committee is more effective in gathering and analysing C&&nmation (Bradbury, Jia, & Li,

2022). As such, concerns have been raised as to whether these structural characteristics are
ineffective, the CSR committee might not be ab
(Rodrigue, Magnan, & Cho, 2013; &Nd BankIFC, 2021). The effectiveness of the CSR
committee, in terms of structural characteristics, therefore, might notably drive corporations to opt
for CSR contracting, since such third parti es
interess of all stakeholders (Radu & Smaili, 2022). Table 4 provides a selected literature review

on the link between the presence of a CSR committee and CSR contracting and the CSR
commi tteebs structure and effectivenhatste on ¢

presence of a CSR committee positively influences the inclusion of ESG targets in CEO
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compensation contracts. However, the | iteratu
and effectiveness is mixed, with conflicting effects for each coeporin sum, more empirical
evidence I s necessary t o better understand

effectiveness influence corporationsdé deci si o
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Table 4: Selected literature reviews for Chapter 7

Author
(Year)

Findings

Evidence on the link between the presence of CSR committees and CSR contracting

Abdelmotaal
& Abdel-
Kader (2016)

The presence of CSR committees (measured using a duamaiple) positively influence
CSR contracting. Moreover, other variables.g., firm size, compensation committ
independence, presence in a CSR index, and shareholder returns are also positively g
with CSR contracting. In sum, the authorsamtghat a policy for sustainable packaging
negatively associated with CSR contracting.

Al-Shaer &
Zaman (2019)

The presence of CSR committees (captured using a dummy variable) is positively as
with the inclusion of CSR targets in CE€@mpensation contracts. Additionally, C¢
assurance, board independence, board expertise, CEO ownership, firm size, lever
beta are also positively associated with CSR contracting.

Radu &
Smaili (2022)

The presence of CSR committees (proxied wdhmmy variable) positively influences CS
contracting. The inclusion of ESG targets in CEO compensation is also found to po
affect corporate nefinancial performance. Overall, the authors report that CSR contrg
mediates the relationship beten CSR committees and corporate -financial
performance. However, both direct and indirect paths are significant in the cq
environmental performance, while for social performance, only the indirect eff
significant.

Evidence on CSR committe structure and effectiveness on corporate outcomes

Liao, Luo, &
Tang (2015)

The authors find that the presence of environmental committees increases the discl
carbonrelated information following CDP standards. Environmental committees
identified as more effective, based on their ability to disclose cadlated infemation
following CDP standards, when they have a larger size, a larger proportion of indep
directors, and a greater meeting frequency.

Zhang (2017)

Peters & This study examines the effects of several structural characteristics of CSR commit
Romi (2015) |{cor porationsd |ikelihood to opt for C
of ficerbés expertise are found to posi t
reports. However, CSR committ eebk the audit
committee, and proportion of independent directors are not associated with CSR ass
Chapple, The results suggest that effective CSR committees (proxied by a set of str
Chen, & characteristics) are not associated \lith decision to obtain CSR assurance. Neverthe

effective CSR committees influence the details of engagements. They were found tg
positive relationship with the type of provider (assurance from an accountancy firn
criteria (use of ISAE 300), and the assurance level. However, effective CSR comm
have a negative association with scope (the whole report assured).

Eberhardt
Toth (2017)

This study examines the effects of structural components of CSR committees on cq
social performance (captured by the inclusion in the Dow Jones Sustainability World
A higher CSR committee independence, a higher average age of directdts®e presency
of a chairwoman are positively associated with higher corporate social perforn
Additionally, the absence of the CEO in the CSR committee and a smaller size are pq
associated with higher corporate social performance. Overalkttidg provides empirica
evidence on several structural characteristics of CSR committees useful to improy
effectiveness.

Burke,
Hoitash, &
Hoitash
(2019)

CSR committees positively impact CSR strengths but not CSR concerns. Moreove
committees with a specific stakeholder group focus perform better on matters related
stakeholders. Finally, effective CSR committees, based on their CSR strengths, ar|
size, have more independent directors, and meet at higher frequency tharemeif&R
committees.
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Table 4: Selected literature reviews for Chapter 7 (continuation)

Elmaghrabi |[The findings show that CSR committe

(2021) chairperson, and meeting frequency are positively associated &Rhperformance)
Moreover, CSR committeesd independen
CSR controversies. Finall vy, CSR com

strategy. The paper provides insights into the structural characterigti€SR
committees promoting better CSR performance, CSR strategy formulation, a
reduction of CSR controversies.

Bradbury, This study investigates whether CSR committees influence companies to opt
Jia, & Li external assurance of CSéports. The results show that the presence of CSR comn|
(2022) is not related to external assurance of CSR reports. However, companies wit

effective CSR committees are more likely to (1) opt for external assurance on Cf
seek assurance from a Bigdcountancy company, (3) and receive financial audit
the same provider as the CSR assurance.

Jarboui, Ben | The authors examine whether the structural characteristics of CSR committees

Hlima, & CSR performance in an I ndian context
Bouaziz size are found to have a positive influence on CSR performance. Nevertheles
(2022) commitiee meeting frequency is not associated with greater CSR performance.

3.5. Conclusion

Despite the increasing interests in corporate governance, CEO compensation, and sustainable
development, the three literature streams have rarely been combined.afhes €lis this gap by
providing an extensive discussion of these concepts. Specifically, it has presented the definitions,
the theoretical background, the main literature streams, and the controversies for each concept.
Sustainable corporate governandeempts to align corporate governance systems with the
principles of sustainable development. This concept recognises that companies have a
responsibility not only to generate profits but also to operate in a socially responsible manner by
implementing cquorate governance systems aligned with sustainability to ensure the preservation
and enhancement of a corporationbés economi c,
chapter reviewed three mechanisms of sustainable corporate governance, ngnexbesinal
(regulation) and the other two being internal (CSR contracting and CSR committee). The literature

for each mechanism is discussed, as well as their empirical gaps.
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Chapter 4
Methodology
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4.1. Introduction

This chapter introduces the research methods of this thesis by providing a discussion on the
research philosophy, approach, and strategy. It then presents the data, sample, and analysis

techniques employed. Finally, the chapter tackles data managemethigaticonsiderations.

4.2. Research philosophy, approach, and strategy

Research philosophy consists of &6éa system of
knowl edged (Saunder s, Lewi s, & Thornhil 20
underpinnings to a research philosophy: epistemology and ontology. &gistemology refers to

the study of knowledge, ontology concerns the nature of reality (Saunders, Lewis, & Thornhill,
2019). Both are essential because the understanding of reality (ontology) is conditioned by the
ability to develop knowledge (epistemoilggIn corporate governance research, the ontological
debate is dominated by positivism, although numerous alternatives exist, such as critical realism,
interpretivism, postmodernism, and pragmatism, among others. This thesis adopts a positivist
approachas it emphasises the use of empirical evidence and scientific methods to understand a
phenomenon by assuming that reality is objective and independent of individuals (Saunders, Lewis,
& Thornhill, 2019). Through this lens, the alignment of corporate gewem systems with
sustainable development is a rational initiative aimed to achieve optimal outcomes both for
corporations and society. Furthermore, sustainable development is based on scientific evidence
proving the interconnectedness between the econibi@gnvironment, and society. Thus, it is in

the interest of corporations to build effective corporate governance mechanisms oriented towards

all stakeholders to ensure their letgm viability.

Research philosophies inform and guide the electionedemarch approach to design theory
and achieve research objectives. Thus, this thesis adopts a deductive approach to theory
development, starting by developing theory from readings of the related academic literature and
following with the design of a resedr strategy to test the theory (Saunders, Lewis, & Thornhill,
2019). Finally, this thesis comprises three exploratory studies using quantitative methods to test
the relationships between sustainabl e governar
design motivates the adoption of an experimental research strategy, as it provides objective and

guantifiable measures that can be statistically examined to test hypotheses and identify patterns
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(Saunders, Lewis, & Thornhill, 2019). Additionally, it islpiel to establish causal effects. For

example, the quantitative methods used to test the relationships between sustainable corporate
governance mechanisms and CEOsO®0 incentives c
mechanisms in promoting the priples of sustainable development at the corporate level to ensure

the longterm viability of their operations.

4.3. Data and sample

This study focuses on a large sample of Russell 3,000 companies, covering 98% of publicly traded
equities in the US (FTSE2022). While most studies in corporate governance and corporate
sustainability have focusedonlafgeap compani es | i sted on the St
index (EberhardToth, 2017; Flammer, Hong, & Minor, 2019; Crawford, Nelson, & Rountree,

2021), the Russell 3,000 index is chosen, since it extends knowledge toanddsmalcap

companies. In addition, the choice of the US as the country of focus has three motivations: size and
influence, legal framework, and data accessibility. First, the Ugisttwvor | ddés | argest
is home to numerous large and influential corporations (Kose et al., 2017). These corporations have

a global impact and influence corporate governance and sustainability practises both nationally and
internationally (Hashmi, Bmanhouri, & Rana, 2015). Second, the US has an established
regulatory framework for corporate governance and sustainability (Conyon, 2014; MSCI, 2023).
Although less developed than European or Nordic regulatory frameworks, the Security and
Exchange Commsson (SEC) has passed a set of rules under the-Badttk Act of 2010, as well

as more recent ESG regulations obligating corporations to disclose information regarding their
corporate governance practises and other-Ebed issues (Aguiar, Bandy, & Wn&022). The

US also has a strong history of shareholder engagement and activism, which has pressured
corporations to adopt sound corporate governance practises and engage in corporate sustainability
(Gillan & Starks, 2007; Grewal, Serafeim, & Yoon, 2016) Fi nal | y, t he &SECO6s o
named the Electronic Data Gathering, Analysis, and Retrieval System (EDGAR) database
publishes all reports that corporations are required to fill out by law (SEC, 2022). This database is
publicly accessible, makingata collection on US publicly listed companies economical and time
efficient.
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The sample size varies from chapter to chapter due to data availability and statistical
requirements. For example, in Chapter 5, the sample includes 1,59harrial companig. In
Chapter 6, the sample comprises 1,577-imencial companies, and in Chapter 7, the sample is
composed of 575 financial and nénancial companies. These different sample sizes are
consistent with previous empirical research (Eberhaoth, 2017;Flammer, Hong, & Minor,
2019; Crawford, Nelson, & Rountree, 2021) and reflect the marginal but still growing trend of each
mechanism of sustainable corporate governance examined. Additionally, the distinction between
financial and noffinancial companiessi made to account for the specificities of financial
companies in terms of reporting policies, regulatory requirements, and business models, as
suggested by Fama and French (1992). In contrast to Chapters 5 and 6, where financial companies
have been excldl from the baseline model, their inclusion in Chapter 7 offers a broader and more
comprehensive understanding of CSR committees
significant because, despite their limited presence in the United Stateg theristudy, it aligns
with the industryagnostic recommendations provided by the World Bl&k(2021), highlighting
their relevance in examining the overarching
structures and effectiveness. Neverthelesganitial companies have been excluded in additional

tests to ensure their inclusion did not bias the results.

The sample period starts in 2011 and ends in 2019. This period corresponds to the first year
of implementation of the DodBranck Act, which had nuified the US corporate governance
regulatory landscape (Conyon, 2014; Murphy & Jensen, 2018), and the last year before the
coronavirus disease (COVID) pandemic, which greatly affected corporate governance practises
(Zattoni & Pugliese, 2021). The sampleripd is adjusted for every study due to data availability
and statistical requirements. For example, in Chapter 5, the sample period starts in 2013 and ends
in 2019 because it corresponds to the first year of the adoption of theo3k@ker pay ratio
disclosure rule. In Chapter 6, there are no changes, and in Chapter 7, the sample period starts in
2015 and ends in 2019 due to data availabilit?

This study relies on different sources of secondary data. Secahdatya ar e o6édat a |
been collected initially for some ot her purp
Thornhill, 2019, p. 338). First, it uses the Bloomberg database for financial atfichaocial data.

Bloomberg is a welknown and populadata provider in academic research due to the reliability
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of its data (Park & Ravenel, 2013; Eberhardth, 2017). Second, as a proxy for fforancial
performance, it uses the ESG scores of the Thomson Reuters Asset 4 database. Temporary access
to thisdatabase was obtained in November 2021. The database has been accessed through Refinitiv.
The ESG scores are the addition of environmental scores, composed of 68 data points related to
resource use, emissions, and innovation; social scores, comprisediafgaoints dealing with
workforce, human rights, community, and product responsibility; and governance scores,
constituted of 56 data points on management, shareholders, and CSR strategy (Refinitiv, 2022).
This database is also renowned in academic r&séar its reliability (Ribando & Bonne, 2010).

Finally, data has been manually collected from the annual reports, or more precisely, from the
definitive proxy statement (DEF) 14A filings publicly available on the Edgar database. The
methodology sectionfeach study provides further discussion regarding the data and the sample

selection processes.

4.4. Analysis techniques

A panel dataset is used because the sample of corporations varies across time, such as there are
time series for each crosgction (Woldridge, 2015). Moreover, this panel dataset is unbalanced
because the observations are not evenly distributed over time (Wooldridge, 2015). The reason for
this type of panel dataset is data availability. Based on the characteristics of the dataBet, spec
statistical analysis techniques have been applied. First, descriptive statistics are conducted to
summarise each variable employed in the different studies (Saunders, Lewis, & Thornhill, 2019).
The mean, first quartile, median, third quartile, anddad deviation are reported for each study

to provide information about the central tendency of a given dataset and the dispersion around the
central tendency. Second, correlations between each variable are computed to determine the
strengths of their rationships and whether multicollinearity is an issue (Saunders, Lewis, &
Thornhill, 2019) . Pearsondés correlation coeff
study. In the absence of a recommendation from Wooldridge (2015) about a spexfimbek

above which the correlation between variables is too strong and seen as problematic, the limit is
set at 0.8. Above this threshold, Liu (2019) argues that the likelihood of observing concordance
between two variables prevails over the likelihoodb$erving discordance, and the degree of

agreement between the two variables is large. Additionally, a variance inflation factor (VIF)
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analysis is conducted to further control for potential multicollinearity. The VIFs determine the
severity of multicollirearity among explanatory variables (Wooldridge, 2015). They are reported
in the appendix of each study. The rule of thumb adopted in this thesis is that if the VIF is superior
to 10, multicollinearity becomes an issue and requires specific analysis texhifidair et al.,
2018).

The relationships between the variables of interest are examined using multivariate
regression models. Such models are chosen because they allow the study of the effect of an
independent variable on a dependent variable while a@bng for many other factors
(Wooldridge, 2015). The estimation techniques employed for each study are now briefly discussed.
In the first study on the CE@-worker pay ratio, shareholder say on pay votes, and CEO
compensation, a regressibased mediath analysis is conducted. Based on the procedure of
Baron and Kenny (1986), three sets of OLS (ordinary least square) regressions are used to examine
the mediation effect of shareholder say on pay votes in the relationship between-@&®Rer
pay dispaties and CEO compensation. This estimation technique is employed to examine the
relationship between two variables, where a third variable (the mediator) explains the relationship
with the two other variables (the independent and the dependent variaileis)case, a mediation
analysis is preferred over a moderation analysis because the study focuses, not only on the direction
and magnitude of the relationship between @B@orker pay disparities and CEO compensation
but also on the process through e¥ha third variable, say on pay votes, influences the relationship

between CEQo-worker pay disparities and CEO compensation (Hayes, 2017).

In the second study, OLS regressions are employed to investigate the effect of material CSR
contracting on corporatfinancial and nofinancial performance. This estimation technique
examines the relationship between two or more variables where one variable (the dependent
variable) is explained by other variables (independent variables). More specifically, it estheate
relationship between the dependent and independent variables by minimising the sum of the
squared differences between the predicted and actual values of the dependent variable
(Wooldridge, 2015). OLS regressions have been chosen because they laiptegpausal link
between material CSR contracting and corporate financial anfimancial performance. Finally,
in the third study, logistic regressions are used to examine the relationship between CSR
commi tteesd char act e CtRscontractng. dhisdestinaatidn éechnigque s n e s s
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used to study the relationship between one or more independent variables and a categorical
dependent variable. It models the likelihood of an outcome occurring based on the values of the
independent variablg®Vooldridge, 2015). In this case, logistic regressions are recommended due
to the binary nature of CSR contracting, the dependent variable (Wooldridge, 2015). Logit
regressions are preferred over probit regressions because the logarithmic transforntation be

accounts for the effects of outliers.

Finally, the statistical parameters employed in all models are discussed. Specifically, they
include fixed effects, transformations, heteroskedasticity tests, and a number of additional metrics
to further test theassumptions of regression models and better understand the examined
relationships. First, a set of sector and year dummy variables is included in each regression model.
This practice, named fixed effects regression models, improves the reliability rohtestiby
controlling for timespecific and sectespecific factors that could influence the dependent
variables but are not captured by independent variables, avoiding potential unobserved
heterogeneity (Wooldridge, 2015). Second, certain transformationariables are realised to
remove the effect of outliers. Outliers are de
di fferent from the bulk of the datad (Wool dri
through visual inspectionsuch as scatter plots) to identify extreme values or irregular patterns
and was completed by the computing of summary statistics for each variable to identify the values
that significantly deviate from the central tendency or exhibit high variability e Gohentified,
several techniques have been employed to reduce their effects, such as logarithmic transformation
or data winsorising for ratios, as recommended by Flammer, Hong, and Minor (2019). Third,
potential heteroskedasticity is addressed using rolstshdard errors in every model.
Heteroskedasticity is present when the variance of the errors is not constant across all observations,
violating the assumption of homogeneity of variance in regression models (Wooldridge, 2015).
Thus, potential heteroskesteity is controlled to avoid biased estimates. Fourth, a number of
additional analyses have been conducted to assess the robustness of the results. Different
techniques are used, such as alternative measures for the dependent variable, structural equatio
modelling (SEM), lagged variables, endogeneity tests (2SLS, GMM), different measures of the
independent variable, and ssample comparisons. These different methods and techniques have
been widely used in empirical corporate governance and sustajnedsktarch. The methodology

section of each empirical study provides further explanations about the data analysis techniques.
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4.5. Data management and research ethics

This thesis employs secondary data collected manually and through specialist databases
(Bloomberg, Asset4). The types of data collected are both financial arftchaonial and concern
corporationso6 financial, environmental, SOCI @
datasets originate from annual reports and are publicly awaildblever, certain variables have

been created for this thesis, and their calculation methodologies are disclosed in each methodology
section of the given study for the sake of replicability and transparency. This is, for example, the
case of the CE@o-worker pay ratio, material CSR contracting, and the composite score measuring

the effectiveness of CSR committees. This thesis does not have particular ethical concerns
regarding the anonymity and privacy of the corporations examined, as they are aly fistdid.
Accordingly, the various data collected are not sensitive and do not present particular risks
associated with their storage. For the sake of data preservation, several backups of the datasets have
been generated and stored in different placesuin, no dataharing agreements have been made

for this thesis due to the unrestricted access and the presence of data in the public domain.

4.6. Conclusion

This chapter has discussed this studyds rese
presented the data and sample, the analysis techniques, and the data management and ethical
considerations. Throughout this thesis, a positivist research philosophy is adopted to examine the
extent to which the components of sustainable corporate govermahceiu e nce CEOs 6 i n
More precisely, it focuses on the effectstlofee sustainable corporate governance mechanisms
(regulation, CEO compensation, atite board of directo)s on CEOs 6 Specificc ent i v

explanations concerning methodology will beyaded in the following chapters.

Chapter 5 examines the mediation role of shareholder dissent say on pay votes in the
relationship between CE@-worker pay disparities and CEO compensation. The main variables
of interest are CE@o-Worker pay ratios, @ireholder dissent say on pay votes, and CEO
compensation, all continuous variables. The @B@Worker pay ratio CTW) is calculated by

dividing total CEO compensation by the average employee pay; shareholder dissent say on pay
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votes SNOVotegis the propdion of voting against the CEO compensation package; and finally,

CEO compensatiorCEOTO0) is the total amount of compensation the company paid to the CEO.

Chapter 6 examines whether the inclusion of material ESG targets in CEO compensation
contracts ifluences corporate financial and nbimancial performance. The main variables of
interest are general and material CSR contracting and different financial artharomal
performance proxies. General and material CSR contracting (respeGemtyalCand MatC) are
dummy variables indicating whether CEO compensation contracts are linked to general or material
ESG goals. The proxy for financial performance is the total shareholder returns (TSR), a continuous
variable calculated by adding the current shpaiee minus the last share price plus the dividends
divided by the last share price. The proxy for #fioancial performance is the ESG performance

score RefESGscoleof Refinitiv, also a continuous variable.

Chapter 7 examines whether the structurainponents and effectiveness of CSR
commi ttees influence corporationsd choice to
interest are the structural components of CSR committees, a composite score measuring their
effectiveness, and CSR contractinge8ifically, the structural characteristics of CSR committees
concern their size QSRCSize the independence of their director€SRCDirlng, the
independence of their chat ERCChairlnyl and meeting frequenc€ SRCMegt The composite
score measuring G&committee effectiveneskffeCSRis composed of four dummy variables
capturing whether these four structural characteristics are below or above the sample median.
Finally, CSR contractingdEOCESGis a dummy variable indicating whether CEO compensatio
is linked to ESG targets or not.
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Chapter 5
Regulation: CEO-to-worker pay ratio and

say on pay votes
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5.1. Brief summary

In response to large pay disparities caused by rising CEO compensation and stagnant employee
pay, US financial regulators have taken several initiatives to mobilise shareholders. However, the
ability of these initiatives to enhance shareholder engagemmehtreduce excessive CEO
compensation has been questioned. Using a large sample of 1,58d4ammmal firms from the

Russell 3,000 index over 2013 to 2019, this study disentangles the complex role that shareholder
engagement towards CEHO-worker pay dispaties plays on CEO compensation. Higher GO

worker pay disparities are found to increase shareholder dissent say on pay votes, and that,
paradoxically, shareholder dissent say on pay votes increase CEO compensation. Furthermore,
shareholder engagemerd found to mediate the relationship between GB@orker pay
disparities and CEO compensation through their say on pay votes. These findings align with the
relative deprivation theory, as shareholders react to large pay disparities to avoid the negative
consequences of a feeling of deprivation on employees. They also align with the agency theory, as
shareholder reactions to large ChHE®worker pay disparities trigger reactions from the
remuneration committee to better align CEO pay with their interestsral these findings
support the existence of a shareholder engagement channel driven by social comparison
mechanisms and agency responses. This study has important implications for regulators, unpacking
the usefulness of these regulatory initiativesttareholders and also documenting their unintended
consequences for CEO compensation.

5.2. Introduction

The US Security and Exchange Commission (SEC) was formed after the financial crisis of 1929
to serve two purposes, namely to protect investors aimflience corporate behaviour (Avakian,
2020). Consequently, after the global financial crisis of 20009, the lack of transparency over

CEO compensation practises and the rise of @&=®orker pay disparities triggered a number of
responses from US finaial regulators (Schoen, 2017). In 2011, for example, the SEC enforced
Section 951 of the Doddr anck Act t o give sharehol ders
compensation. More recently, in 2017, Section 953 (b) was implemented to make the disclosure of
the CEO-to-worker pay ratio mandatory. These two regulations have profoundly modified the US

corporate governance regulatory landscape by giving more control to shareholders over CEO
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compensation practises and intensifying controversies over larget@&Qrker pay disparities
(Murphy & Jensen, 2018).

The adoption of these two regulations has generated a vivid debate about the usefulness of
the CEQto-worker pay ratio for shareholders, its impact on say on pay vote practises, and its ability
to tackle excessiv€EO compensation (Bank & Georgiev, 2019). On the one hand, supporters
argue that the CE@-worker pay ratio increases transparency by better attending to who
contributed to corporate value creation and by detecting unfair compensation practises (Benedetti
& Chen, 2018; Mishel & Wolfe, 2019). This approach sees the -@E@brker pay ratio as
beneficial in informing shareholders about a potential risk affecting their interests and decreasing
excessive CEO compensation. On the other hand, critics are scept@éb out t he rul ed:
due to methodological flaws, high implementation costs, and potential unintended consequences
for corporations and their stakeholders (Edmans, 2017; Loh, 2017; Murphy & Jensen, 2018). This
more conservative approach questitms merits of the CE®@o-worker pay ratio for shareholders
and its ability to curb excessive CEO compensation.

The existing literature on the effect of the GE©worker pay ratio on CEO compensation
is scarce and conflicting. For example, Chang et @2Z and Johnson (2022) find that
remuneration committees are modifying the CEO compensation structure and reducing the pay
components at risk when firms are under public scrutiny due to larget@&®Orker pay
disparities. However, Irlbeck (2019) docungan increase in CEO compensation (total pay and
equity pay), and Knust and Oesch (2020) report no significant results. In addition, empirical studies
are mixed concerning the effect of the GEBSworker pay ratio on say on pay votes (Knust &
Oesch, 2020Crawford, Nelson, & Rountree, 2021; Chang et al., 2022) and the effects of say on
pay votes on CEO compensation (Burns & Minnick, 2013; Gre§amith, Thompson, & Wright,
2014; Faghani, Monem, & Ng, 2015; Balsam et al., 2016; Kimbro & Xu, 2016; Grossg, &ea
Scott, 2017; Hadley, 2017). Thus, there is a need to disentangle the complex role of shareholder
engagement towards CEO-worker pay disparities in CEO compensation. Consequently,
McCahery, Sautner, and Starks (2016) and Pan et al. (2022) introtheeambncept of the
sharehol der engagement channel to explain th

sustainability issues on corporationsod acti vi
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this concept to explain the mediating role of rehalder say on pay votes in the relationship

between CEQo-worker pay disparities and CEO compensation.

Hence, this study examines the effect of G6@vorker pay disparities on shareholder
dissent say on pay votes and their joint effects on CEO cmapen. Relying on the relative
deprivation and agency theories, GE®worker pay disparities are supposed to affect CEO
compensation through shareholder dissent say on pay votes. This is because the adverse
consequences of CEf-worker pay disparitiesatised by social comparisons are likely to create
a negative feeling of deprivation among employees, triggering reactions from shareholders and the
remuneration committee. Therefore, G®worker pay disparities may indirectly influence CEO
compensation @ shareholder say on pay votes. This indirect path is referred to as the shareholder
engagement channel, and shareholder say on pay votes are expected to partially mediate the
relationship between CE@-worker pay disparities and CEO compensation. Usisgraple of
1,594 norfinancial companies in the Russell 3,000 index from 2013 to 2019, for a total of 9,075
observations, the results show that the @B@orker pay ratio positively impacts shareholder
dissent say on pay votes, and shareholder dissenbrsgyay votes positively impact CEO
compensation after controlling for the CE®worker pay ratio. Finally, shareholder dissent say
on pay votes are found to partially mediate the relationship between theoSisidker pay ratio
and CEO compensation.

The contribution of this study is twofold. First, prior studies have yielded mixed results in
documenting the effect of the CEGworker pay ratio on say on pay votes (Knust & Oesch, 2020;
Crawford, Nelson, & Rountree, 2021; Chang et al., 2022) and tbet eff say on pay votes on
CEO compensation (Burns & Minnick, 2013; Greg&@mith, Thompson, & Wright, 2014,
Faghani, Monem, & Ng, 2015; Balsam et al., 2016; Kimbro & Xu, 2016; Grosse, Kean, & Scott,
2017; Hadley, 2017). Additionally, studies on the direftect between the CE@-worker pay
ratio and CEO compensation are also conflicting (Irlbeck, 2019; Knust & Oesch, 2020; Chang et
al., 2022). Thus, this study contributes to and extends prior studies by proposing and documenting
the mediating role of sihaholder say on pay votes in the relationship between-tOE@rker pay

disparities and CEO compensation.

Second, this study demonstrates that shareholder engagement partially mediates the

relationship between CE€@-worker pay disparities and CEO compdimsathrough their say on
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pay votes. Drawing on the relative deprivation theory (Martin, 1981; Crosby, 1984; Fehr &
Schmidt, 1999; Bolton & Ockenfels, 2000) one possible reason for this finding might be the
reaction of shareholders to large GE®worker my disparities due to their adverse effects on
empl oyees. These adverse effects increase shar
in turn, the remuneration committee reacts to these shareholder dissent say on pay votes by
modifying CEO compesation. The response of the remuneration committee is consistent with the
agency theory. Overall, these results support the existence of a shareholder engagement channel
(McCahery, Sautner, & Starks, 2016; Pan et al., 2022) driven by the presence atsopeiison
mechanisms and agency responses. This study unpacks the usefulness of shareholder say on pay
votes and CE@o-worker pay ratio rules to increase shareholder engagement but also documents
their unintended consequences on CEO compensation.

Theremainder of this study is organised as follows: Section 2 reviews the literature and
develops the hypotheses. Section 3 describes the data and methodology. Section 4 presents the
results of the empirical analysis. Finally, Section 5 concludes this study.

5.3. Literature review and hypotheses development

531The background of the 6éSay on Pay6é and O6Pay

In response to the global financial crisis of 2W0D9 and the rise of political movements asking

for more social and economic justice (i.e., Occupy Wall Street), US financial regulators
implemented the DodBranck Act in 2010 to restore confidence initapnarkets by giving more
information and rights to shareholders. This section focuses on two recent regulations (i.e., the say

on pay rule and the CE@-worker pay ratio disclosure rule) that have fuelled the debate on
shareholder engagement towardsQ6 i ncreasing | evel of compen:

CEOto-worker pay disparities (Bank & Georgiev, 2019).

In 2011, the SEC implemented Section 951 of the Bferdahck Act, also known as the
Say on Pay Regulation. This regulation requires publisked companies to vote on CEO
compensation packages at least every three years or more frequently (i.e., every one or two years).
Consequently, shareholders can express their opinions on CEO compensation programmes during

the annual meeting of a givenaye The SEC designed this rule to give timely and relevant
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information to shareholders to enhance their engagement in CEO remuneration practises (SEC,
2015). However, the say on pay regulation is not binding, meaning that companies are not legally
obligedto follow voting outcomes.

In 2013, the SEC adopted Section 953 (b) of the Bradack Act to reinforce the
accountability of publicly listed companies by requiring the disclosure of the pay ratio between the
CEO and the median of all other employeesoErdd in 2017, the rule requires targeted companies
to disclose (under item 402 (c)(2)(x) of RegulatiecK)She following information:

(A) The median of the annual total compensation of all employees
(B) The annual total compensation of the CEO
© The ratio of the two

Although directed by the US Congress in July 2010, the pay ratio disclosure rulemaking
process has been delayed due to unprecedented engagement from academics, practitioners, and the
general public (Crawford, Nelson, & Rountree, 202Ihn¥wn, 2022). For example, the SEC
received more than 287,400 comment letters and 1,540 individual letters after proposing the rule
and inviting public comments (SEC, 2015). The SEC argues that the information provided by the
CEO+to-worker pay ratio disckure is useful for investors as it provides important information on

the labour practises and incentive structures of a given corporation (SEC, 2015).

In sum, these two rules of the DeBidanck Act of 2010 have modified the US regulatory
landscape by graing more control to shareholders, increasing transparency over CEO
compensation practises, and promoting accountability in the financial system. However, their
implementation has been subject to a heated debate. Supporters argue thattbevGEker pay
ratio is useful for shareholders and can reduce excessive CEO compensation, while critics assert

the opposite (Bank & Georgiev, 2019).

5.3.2.Pay disparities

Pay is a highly controversial topic, sygnbol i si
oneds status (O6Reilly, Mai n, & Crystal, 1988
income comes from their employment, pay disparities greatly influence income distribution and

fuel broader economic inequality (Wang, Zhao, & Thornhill, 201%1gS% Whang, 2020). Thus,
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pay is a vehicle for broader societal questions related to social inequity and economic inequality
(Bank & Georgiev, 2019). The socially constructed symbolic representation of pay appears a
significant root of the controversy suarding the usefulness of the CE®worker pay ratio
disclosure for shareholders and its ability to curb excessive CEO compensation (Bank & Georgiev,
2019).

The relative deprivation theory (Martin, 1981; Crosby, 1984; Fehr & Schmidt, 1999; Bolton
& Ockenfds, 2000) explains the socially determined symbolic value that pay could represent
through social comparisoRslt posits that a feeling of deprivation perceived by individuals
originates from the effects of comparing their rewards to the rewards adraneé individual or
group of individuals (Folger & Martin, 1986). This feeling of deprivation alters their impressions
of fairness and lowers their morale and productivity, having detrimental consequences on
corporations and their stakeholders (TrevorilllRe& Gerhart, 2012). Empirical evidence has
demonstrated that a feeling of deprivation derived from the social comparisons of pay disparities
could cause inequity perceptions corrosive to cooperation and, ultimately, firm performance
(Cowherd & Levine1992; Trevor, Reilly, & Gerhart, 2012; Breza, Kaur, & Shamdasani, 2018).
Furthermore, perceived inequity could also affect productivity (Pfeffer & Langton, 1993;
Beaumont & Harris, 2003), product quality (Cowherd & Levine, 1992; Shaw, Gupta, & Delery,
2002, job satisfaction (Card et al., 2012; Green & Zhou, 2019), attendance (Cornelissen, Himmler,
& Koeni g, 2011) and employeesd turnover (Wade
Thus, the relative deprivation theory is relevant for this studytduts longstanding application
in empirical research focusing on the disadvantages of vertical pay disparities comparisons
(Cowherd & Levine, 1992; Henderson & Fredrickson, 2001).

2 An alternative to the relative deprivation theory is the tournament theory (Lazear & Rosen, 1981). Under this
approachjarge pay gapareseen as beneficial for shareholders becdlisg enhance mpl oyeesd moti vat |
productivity as the value of rewards increases with job levels (Rouen, 2020). Thatefeoernament theopredics

no reactions from shareholders and no mediation relationship betweerto@#Pker pay disparities and CEO
compensation through shareholder say on pay votes.
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5.3.3. Hypothesis development

5.3.3.1. The CEGto-worker pay ratio and shareholder say on pay votes

The relative deprivation theory suggests that individuals may feel dissatisfied or resentful when
they compare their situation to that of a reference individual or group of individuals. Th&o€EO
worker pay ratio might creagefeeling of relative deprivation among employees, as the pay ratio
reveals the size of the gap between their compensation and that of their CEOs (Przychodzen &
GomezBezares, 2021). Employees wonder whether their CEOs deserve the pay received and
whetherthe CEO compensation package rewards their actual performance. Their morale and
productivity might be affected due to the perception of unfairness, as their efforts are not rewarded
appropriately compared to their CEOs (Cowherd & Levine, 1992; Trevdly Refserhart, 2012;
Breza, Kaur , & Shamdasani, 2018) . This o6pay |
might affect employees and detrimentally impact the corporation. In sum, the relative deprivation
theory suggests that employees might expegenegative feelings of relative deprivation due to
vertical pay comparisons with their CEOs.

Prior studies examining the relationship between the -@E&orker pay ratio and
shareholder say on pay votes are mixed. For example, Crawford, Nelson, and Rountree (2021)
demonstrate that shareholders react to large -@E@rker pay ratios by voting agat CEO
compensation packages during their-eaypay proposals. Their study focuses on a sample of US
commercial banks from 2010 to 2017 and a sample of ExecuComp firms for 2017. Similar results
have been reported by Chang et al. (2022) for a sampl@@4 2IS firmyear observations from
2014 to 2018. However, Knust and Oesch (2020) find no relationship between the-GaBer
pay ratio and say on pay votes for a sample of 354 US firms from 2015 to 2017. Arguably,
shareholders react to large CH@worker pay ratios because they may affect corporate
performance. Nevertheless, studies on the @k=Worker pay ratio and corporate performance are
also inconclusive, with some reporting a positive association (Faleye, Reis, & Venkateswaran,
2013; Banker, Bu& Mehta, 2016; Chendgranasinghe, & Zha@017), a negative association (Pan
et al., 2022) and a mixed association after disaggregating thet@&@rker pay ratio (Rouen,

2020). Kaplan and Zamora (2018) suggest that shareholders not only review coppafitste
during their say on pay votes but also consider income attributes, such as income and performance

against analysts6é expectations, and make comp:
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peer companies. Their results show that the perceptidiairness about CEO compensation

significantly determines shareholder say on pay votes.

In sum, the relative deprivation theory and previous studies suggest that shareholders are
likely to react to large CE®@-worker pay disparities to prevent the atse effects of a negative
feeling of deprivation on employees. Thus, the following hypothesis is proposed:

H1: The CEQGto-worker pay ratidncreases the proportion of shareholder dissent say on

pay votes.

5.3.3.2. Say on pay votes and CEGmpensation

The agency theory posits a potential conflict of interest between shareholders and managers (Jensen
& Meckling, 1976). This possibility arises because managers may leverage their positions to
prioritise their own interests at the expense a@frsholders, leading to decisions not in the best
interests of shareholders. The design of CEO compensation is supposed to address this agency
problem by incentivising and rewarding CEOs for their performance (Bebchuk & Fried, 2004).
However, shareholdersjgress concerns about the overpayment of CEOs and the lack of alignment
with corporationsd performance (Grewal, Ser af
introduction of the shareholder say on pay votes, which allow shareholders to expregsrtiozis

on CEO compensation packages (SEC, 2015).

The agency theory assumes that the proportion of shareholder dissent votes can negatively
affect CEO compensation because it signals to the remuneration corhthiteshareholders lack
confidence inhe CEOOG6s performance or compensation p
remuneration committee might review and reduce the CEO compensation package to better align
it with the interests of shareholders. In other words, the threat of shareholder digsentpay
votes serves as a monitoring mechanism that triggers a reaction from the remuneration committee
to act in the best interests of shareholders. Thus, the remuneration committee might reduce CEO

compensation to respond to shareholder dissent sgyaprvotes because it demonstrates its

3 The remuneration committee represents the interests of sharehdldeosdingly, t plays a crucial role in the
contracting process because it is responsible for degitire CEO compensation packagedaensuing its alignment
with corporate performance.
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willingness to address shareholder concerns and ensures that CEO compensation is aligned with

corporate performance.

Empirical evidence on the relationship between shareholder say on pay votes and CEO
compensation itargely mixed. While some studies report a negative association between say on
pay votes and CEO compensation (Balsam et al., 2016; Kimbro & Xu, 2016), others find no
association (Burns & Minnick, 2013; Grosse, Kean, & Scott, 2017) and a positive associati
(GregorySmith, Thompson, & Wright, 2014). Beyond these conflicting results, some studies find
that shareholder dissent say on pay votes affects the CEO compensation mix. For example, Burns
and Minnick (2013) and Faghani, Monem, and Ng (2015) arguedhabrations with experience
of high shareholder dissent say on pay votes more often apply perforbesemk compensation.
Moreover, Hadley (2017) finds the voluntary use of additional or complementary performance

based compensation.

Overall, the agencyheory suggests that the remuneration committee is likely to consider
shareholder dissent say on pay votes because they signal the lack of confidence of shareholders in
the CEO compensation package. Consequently, the remuneration committee will adjust CEO
compensation to respond to shareholder concerns and to better align the CEO compensation

package with corporate performance. The following hypothesis is thus proposed:

H2: The proportion of shareholder dissent say on pay votes has a negative effect on CEO

compensation.

5.3.3.3. The mediating effect of say on pay votes

According to the relative deprivation theory, large Cte@vorker pay disparities detrimentally
impact corporate performance because they create a negative feeling of deprivation affecting
enployees. Perceiving this problem, the remuneration committee can directly affect CEO
compensation by modifying its level and structure. Moreover, the agency theory posits that
shareholders can indirectly affect CEO compensation by issuing dissent say woigsto be
considered by the remuneration committee. I n

to trigger action from the remuneration committee to change CEO compensation. This indirect path
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is referred to as tcheanhsHh &r, e tamldd @ rh ee cgpangpeae merdt

indirect) paths explains the total effect of the G&@vorker pay ratio on CEO compensation.

The concept of shareholder engagement channel, introduced by McCahery, Sautner, and
Starks (2016) and Pan &t (2022), might help explain the indirect effect of shareholder say on
pay votes on the relationship between GiB&vorker pay disparities and CEO compensation.
According to this concept, shareholder engagement towards a specific sustainabilitydsas, s
income inequality, generates a reaction affecting corporate activities and outcomes through a
complex channel of impacts on different corporate systems. This channel starts with the
sustainability issue of interest, then provokes a reaction fromelsbiders, and subsequently
affects a corporationé6és activities and outco
shareholder engagement channel begins with the disclosure of thto@¥itker pay ratio, which
triggers a reaction from shareholddhat is expressed through their say on pay votes, and

subsequently affects CEO compensation.

Prior research on shareholder engagement in the US focused mostly on its effects on
corporate outcomes (Gillan & Starks, 2007). For example, in a review of 7i8icahptudies,
Denes, Karpoff, and McWilliams (2017) find that shareholder engagement corresponds with
improved shareholder value and corporate operations. More narrowly, some research has focused
on the effect of shareholder engagement on CEO compendattomur, Ferri, and Muslu (2011)
find that shareholder engagement, expressed through-ngoteampaigns, reduces CEO
compensation by 38% in corporations with excess CEO compensation. Conyon (2016) documents
a reduction in the growth of CEO pay in the tishtext, while Ferri and Maber (2013) report an
increase in the sensitivity of CEO pay to poor performance in the UK context. Additionally,
shareholder engagement on sustainability issues has become prevalent in recent years. Grewal,
Serafeim, and Yoon (4®) report that shareholder engagement went from 8% in 1999 to 21% in
2013. The authors also find that shareholder engagement on sustainability issues correlates with
improved performance on environmental, social, and governance issues and firm vadue if th
proposals are on material (i.e., financially significant) sustainability issues (Grewal, Serafeim, &
Yoon, 2016).

Consequently, the concept of the shareholder engagement channel can be applied to

examine the role of shareholder dissent say on pay wotaesdiating the relationship between the

82



CEO+to-worker pay ratio and CEO compensation. Based on the relative deprivation and agency
theories, shareholder dissent say on pay votes are expected to mediate the relationship between the
CEO+to-worker pay ratimnd CEO compensation. Thus, the following hypothesis is advanced:

H3: The proportion of shareholder dissent say on pay votes mediates the relationship between
the CEQto-worker pay ratio and CEO compensation.

Figure 6 presents the conceptual mode

Figure 6: Mediation model

Say on p

\ 4

CTWay r @

CEO compe

Postestimation calculations:

(@)

direct effect = ¢
indirect effect = a*b

Sobel test = a*b/SQRTEhs:2 + a*sp? + S2*Sp?)

RIT = indirecteffect / total effect (direct + indirect effects)

RID = indirect effect / direct effect

5.4.Data and methodology

5.4.1. Data and sample

This study focuses on a large sample of-financial US firms in the Russell 3,000 index from

2013 to 2019, coverin§8% of publicly traded equities in this country. Due to the mixed results
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from the literature on CE®@-worker pay ratio, say on pay votes, and CEO compensation (Knust

& Oesch, 2020; Crawford, Nelson, & Rountree, 2021; Chang et al., 2022), this exteintfien o
knowledge to small and michp companies might provide new insights on the level of pay
disparities, shareholder voting, and CEO compensation practises for this group of companies. The
sample period starts in 2013 with the adoption of the @E®orker pay ratio rule by the SEC and

ends in 2019, the last year before the coronavirus disease (COVID) pandemic, which greatly
affected corporate governance practises (Zattoni & Pugliese, 2021). The data comes from
Bloomberg Terminal, a weknown and populafinancial data provider widely used in academic
research (Park & Ravenel, 2013). Finally, the final sample consists of an unbalanced panel with
1,594 firms and 9,075 firrgear observations. Table 5 reports the sample selection process and the

sector clagfication.

Table 5: Final sample and sector classification

Panel A: Sample selection Frequency Percentage
Initial sample 2,992 100%
Less:Financial companies 745 24.90%
Less: Missing CEQGto-worker pay ratios 332 11.10%
Less: Missing say on payotes 321 10.72%
Final Sample 1,594 53.28%
Panel B: Sector classification Frequency Percentage
Energy 120 7.53%
Materials 119 7.47%
Industrials 332 20.83%
Consumer Discretionary 291 18.26%
Consumer Staples 91 5.71%
Healthcare 223 13.99%
IT 301 18.88%
Communications 99 6.21%
Utilities 18 1.12%
Total 1,594 100%

Note: The final sample is unbalanced and composed of 1,594 firms with 9,075 observations from
2013 to 20109.
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5.4.2. Variable definitions and regression models

5.4.2.1. CEO compensation, shareholder dissent say on pay votes, Cte&@vorker pay

ratios

Consistentvith previous studies on CEO compensation (Shaw & Zhang, 2010; Ertimur, Ferri, &
Oesch, 2013 CEOTotis the natural logarithm of total CEO compensation. It measures the benefits
received by CEOs in return for their services. Then, Obermann and Velte) @@jdgest that
shareholder dissent say on pay votes are mainly triggered by total CEO compensatid®NThus,
Votess measured bthe proportion of shareholders voting against the CEO compensation package.
Following previous literature on say on pay vdtedimur, Ferri, & Oesch, 2013; Conyon, 2016),

this variable is computed by the number of shareholder dissent votes divided by the total votes
(addition of o6ford, 6against 6, and dabstentio
Nelson, & Rantree, 2021), the CE@-worker pay ratio CTW) is calculated by the total
compensation of the CEO divided by the average employee pay, where the average employee pay
is measured by the total selling, general, and administrative (SG&A) expenses divitleddigl

number of employees.

5.4.2.2. Control variables

Based on previous studies on corporate governance (Cadman & Carter, 2014; Liu, Padgett, &
Varotto, 2017; Sarhan, Ntim & Al Najjar, 2019) , a set of c
shareholder dissent votes and CEO compensation is inclBdedsis a proxy that accounts for
potential social comparison effects between CEO remunerations that may affect the dependent
variables. Itassesses the distance of CEO compensation relative to other CEOs in their sector
(Cadman & Carter, 2014; Denis, Jochem, & Rajamani, 2020). The quality of corporate governance
is also likely to affect shareholder dissent say on pay votes and @BQensationConsistent

with previous studies b@§ore, Holthausen, and Larcker (199¢rtrand and Mullainathan (2001),
Ertimur, Ferri, and Oesch (2013), Conyon (2016), and Elmagrhi et al. (202@)alysis considers

the presence of compensation cotests(CompAdy, the total number of directors sitting on the
board BoardSizg the separation of the roles of chairman and QEEODua), the presence of a
founding member as having a role of CECEQFounde), the age of the CEGCEOAg®, the
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proportionof institutional shareholder@dnstOwn), and the proportion of neexecutive directors

on the boardNonExeg.

Prior literature (Ertimur, Ferri, & Muslu, 2011; Fe& Maber, 2013) shows that firm
performance is a key driver of shareholder dissent votes and CEO compensation. Thus, the analysis
includes the return on ass®&Q@A), an accountindgpased measure, and the total shareholder return
(TSR, a marketbased measar Finally, firm characteristics are controlled by includiugnSize,
measured by the natural logarithm of total assets, Lawérage,calculated by dividing total
liabilities by its total equity, following Conyon (2016). Consistent with Ryan and WidgDl1)
and Wade, OO0 Rei | | yRDIntansity,determiheld doyc dividifig 2rés€a&h) and
development (R&D) expenses by total assets, MotEmp] measuring the total number of
employees, are included in the model. Sector and year dummiealba\®een included. Table 6

presents the definitions of all the variables employed in this study.
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Table 6: Definitions of variables

Variables Definition
Main Dependent and Independent Variables

CEOTot The total amount of compensation the company paid to the CEO.
SNOVotes The proportion of shareholders voting against the CEO compensation pack
percentage).

The CEGto-worker pay ratio is calculated by dividing total CEO compens:
and the average employee pay. The average employee pay consists of the
general, and administrative (SG&A) expenses divided by the total numl
employees.
Control Variables
The CEOTotrelative to the average CEO pay in their induddsersis calculatec
Peers by subtracting the total CEO compensation and the average CEO pay
associated industry in absolute value.

CTW

CompAdv 1, if the companygppoints outside executive compensation advisors, 0 othe

BoardSize The number of directors on the <co
CEODual 1, if the companydés CEO is also c

CEOFoundetrl, i f the companyds CEO is also t

CEOAge The age of the CEO.

The proportion of institutional ownership to total company ordil

shareholdings.

NonExec The percentage of neexecutive directors on the board.

ROA The return on assets is the ratio of net income to total assets.

TSR The total sharehp!der return is the annual appreciation or depreciation of th
price plus any dividends paid for one year.

Firmsize The natural log of total assets.

The ratio of debt in current liabilities plus debtlamg-term debt divided by th

total sharehol dersé equity.

RDIntensity The research and development expenses divided by total assets.

InstOwn

Leverage

NofEmpl The total number of employees engaged in the business for one year.
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5.4.2.3. Model and analysitechnique

A regressiorbased mediation analysis following Baron and Kenny (1986) is conducted to test the
hypotheses. This approach has been employed in prexésesrch on corporate governance
(Murphy & Sandino, 2020). Mediation can be established through three regressions. A first
regression examines the relationship between the independent variable and the mediator, a second
regression investigates the relasbip between the mediator and the dependent variable, and a
third regression tests the relationship between the mediator and the dependent variable after
controlling for the independent variable (Baron & Kenny, 1986). Therefore, the following models

are eimated:
YOO wé Gt 1pd Yo g6 ¢oi ¢ar (1)
OOUGr mrp YOO wE O'REOEEOT €AaR (2)

800 & rpYO O 0é 0 RES Yo +rcobéeol EaRr (3)

In model (1),the dependent variable iISNOVotes measured by the proportion of
sharehol ders voting against t haedthei@iosoftmempens .
@ .6n models (2) model (3), the dependent variableEOC the total CEO compensation for a
firm &an the f uidneetms of mdepehdertt vamabkles,Gn model (1), the main variable
is theCTW, while in model (2), the main variableS®NOVotesand finally, in model (3), the main
variables ar&NOVotesand theCTW. Controlsrepresets control variables. Finally, a set of sector

and year dummies has been included to control for their effects.

Model (1) tests the relationship between the @B@orker pay ratio and the mediator,
shareholder dissent say on pay votes, as predictegdmtiesis H1. The coefficiemt pof this
model (coefficient a in Figure 6) estimates the first part of the indirect effect of the®@&EQrker
pay ratio on CEO compensation. Model (2) tests the relationship between shareholder dissent say
on pay votes an€EO compensation, as predicted by hypothesis H2. Finally, model (3) tests
hypothesis H3 regarding the mediating effect of shareholder dissent say on pay votes on the
relationship between CE@-worker pay disparities and CEO compensation. The coeffigignt
(coefficient b in Figure 6) captures this second part of the indirect effect of tha®@kE&ker pay

ratio on CEO compensation. The coefficiento f t h i (sc omeofdfeilci entapdui @s Fi
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the direct etfwveckernfpdpBOr €kidpennsatCi on. The

CE@worker pay ratio on CEO compensation is

Two tests are conducted to evaluate the significance of the mediation effect. First, the Sobel
test is computed to deternainvhether the indirect effect of the predictor on the outcome variable
through the mediator is statistically different from zero (Sobel, 1982; MacKinnon, Warsi, &
Dwyer, 1995). The Sobel test is computed by the ratio of the product of the coefficiedtda an
divided by the standard errors (Preacher & Leonardelli, 2001). Second, the ratio of the indirect
effect to the total effect (RIT) and the ratio of the indirect effect to the direct effect (RID) are

calculated to estimate the size of the mediating effdehmetoglu, 2018).

5.5. Empirical findings
5.5.1. Descriptive statistics

Table 7 presents the descriptive statistics of all the variables used in this study. The average
SNOVotess 7.44%, which is in line with the study of Crawford, Nelson, and Rountree (2021),
who found an average of 8% for a sample of commercial banks Patht® 2017. The average

total CEO compensatiorCEOTo) is 15.39 (or $,218,880, consistent with Conyon (2016).
Regarding the independent variables, the averagetGl@rker pay ratias about 1680-1 with

a median of about 8®-1. Moreover, these fiings differ from Crawford, Nelson, and Rountree
(2021), who found an average CE®worker pay ratiof about 28to0-1 for US commercial banks.
Finally, the descriptive statistics of other explanatory variables are consistent with prior studies
(Ertimur, Ferri, & Oesch, 2013; Conyon, 2016; Crawford, Nelson, & Rountree, 2021).
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Table 7: Descriptive statistics

Variable Obs. Mean Q1 Median Q3 Std. Dev.
CEOQOTot ($000s) 9,075 7,218.88 2,803.02 5,525.36 9,881.82 5,770.08
CEOQOTot (log) 9,075 15.39 14.85 15.52 16.11 1.31
SNOVotes (%) 9,075 7.44 1.69 3.72 8.30 9.20
CTW 9,075 168.17 33.00 82.90 194.54 215.90
Peers 9,075 14.98 14.47 15.16 15.60 1.10
CompAdyv (1/0) 9,075 0.84 1.00 1.00 1.00 0.36
BoardSize 9,075 9.05 8.00 9.00 10.00 2.12
CEODual(1/0) 9,075 0.39 0.00 0.00 1.00 0.49
CEOFounder (1/0) 9,075 0.10 0.00 0.00 0.00 0.29
CEOAge 9,075 56.84  52.00 56.63 61.00 7.21
InstOwn (%) 9,075 87.31 81.23 95.05 100.00 18.13
NonExec (%) 9,075 84.65 81.82 87.50 90.00 8.18
ROA 9,075 5.29 1.76 5.21 9.14 6.50
TSR 9,075 0.16 -0.08 0.15 0.36 0.33
FirmSize (log) 9,075 7.74 6.59 7.67 8.79 1.64
Leverage 9,075 4.03 3.59 4.02 4.76 1.54
Rdintensity 9,075 0.03 0.00 0.00 0.03 0.06
NofEmpl 9,075 8.43 7.31 8.50 9.55 1.76
Note: This table presents the descriptive statisticsferfull sample See Tabl e

definitions.

6

Table 8 presents the Pearson correlation matrix. The results show that tie-@a®Rer

f

or

pay ratio is positively and significantly correlated with the proportion of shareholder dissent say

on pay votes, consistent with hypothekisMoreover, total CEO compensation is positively and

significantly correlated with the CE€@-worker pay ratio and the proportion of shareholder dissent

say on pay votes. In addition, the VIFs (see Appendix 1) are relatively low for each model,

indicating no major multicollinearity problems.
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Table 8: Pearson correlation matrix

@
4 > (< —= ° 1) o 2 —
= o} N T o - ) =
[S) = %) ° — S c o)) Q N o)) 7} [=}
5 2 = s % 8% & 3 & & 4 & & 2 § & §
O F o 2 o e o) Q o o) %) 2 o S
(@) IS
| © |7} x - = = =
t > O ol S 8 | (@) L 2 o = ) 5 o
w0 (@) m @) I(.I)J ®) = z o - £ pd
CEOTot 1

SNOVotes .199** 1
CTW .385* [ 154** 1
Peers -.008 .119** .101** 1
CompAdv  .349** .032* .157** -120** 1
BoardSize .364** .009 .266** .050** .266** 1
CEODual .033* .032** .019 .037** -017 -.008 1
CEOFounder -.167** .029** -.059** .037** -.080* -.151** .206** 1
CEOAge .039** .016 .003 .012 -.074* .010 .262** .060** 1
InstOwn 221* .026*  .115** - 174* 297* .120** -.048** -.036** -.090** 1
NonExec .254* 016 .148* -081* .331* .321** -.036** -.152** -109** .243* 1
ROA .040**  -123** .055** .012 -.068** .052** .027* -.007 .071* .001 -.028** 1
TSR -.013 -.074* .001 -.001 -.030* -.039** .011 .020 -.035** -.029** -.038** .120** 1
FirmSize  .499* .100** .382** 099* .287** .608* .085** -.080** .009 .207** .262** .008 -.062* 1
Leverage .172* .038* .123** -.034* .123* .193** .003 -.070** -.030* .072** .135* -.145* -028** .273** 1
Rdintensity -.086** .016 -.158** .034** .008 -.139** -.025* .190* -.124** -005 -.036* -.100** .081** -.184** -114** 1
NofEmpl A409** 014  574*% .028* 232* 543** 096** -.101** .031** .218* 229** | 122** -016 .735** .162** -191* 1

Note: This table reports the Pearson correlation coefficients. **, * indicate that the correlation is significant at the 0.03 lané|8,
respectively. See Table 6 for the variablesd definitions.
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5.5.2. Multivariate regression results

First, Column (1) of Table 9 reports the results regarding the first part of the shareholder
engagement channel related to the effect of the-@E@orker pay ratio on shareholder dissent

say on pay votes. A positivand significant association is found between the @&E®@orker

pay ratio and shareholder dissent vofes 0.008,p < 0.01). For every 10 points of the CEO
to-worker pay ratio, the proportion of dissent votes increases by 0.8%. Second, Column (2) of
Table 9 shows the results regarding the second part of the shareholder engagement channel
dealing with the effect of shalnolder dissent say on pay votes on total CEO compensation. A
positive and significant relationship is found between shareholder dissent say on pay votes and
total CEO compensatiof € 0 . f0<2 20, . Rorleyery 10% of shareholder dissent say on

pay votes, CEO compensation increases by 2.2%, which is about $137,494. Overall, the results
of Column (1) of Table 9 support hypothesis |
to-worker pay ratio is likely to increase dissent say on pay votes. Nevesthidegesults of
Column (2) of Table 9 do not lend support to hypothesis H2 but reveal a positive and significant

association between shareholder dissent say on pay votes and CEO compensation.

Third, the mediating effect of say on pay votes is examinedshynating the direct
effect between CE@o-worker pay disparities and CEO compensation after controlling for the
medi atorb6s effect on the dependent wvariabl e
significant association between the GE©Sworker my ratio and CEO compensation X
0.0P%x, 0.01). Addi tionally, the mediator 6s e
compensation i s ppsi.ipk2el0,afd) si ghesecaprsults
the relationshi@wobkt wagnraheoCi&oOd tot al CEO
medi ated by the proportion of shareholder di
paths are both si gni fespanses tb largeCOEG-woakerlpgy gapdh ar e h

are found to déct CEO compensation, which lends support for hypothesis H3.
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Table 9: CEO-to-worker pay disparities and the shareholder engagement channel

15t part of the channel 2" part of the channel Mediation
EXxp. Dep:SNOVotes EXxp. Dep:CEOTot Dep:CEOTot
Sign (1) Sign (2) 3
CTW + 0.008*** ? 0.001***
(0.001) (0.001)
SNOVotes - 0.022*** 0.021***
(0.002) (0.002)
Peers + 0.385*** - -0.065*** -0.077***
(0.106) (0.009) (0.010)
CompAdv + 0.084 + 0.652*** 0.634***
(0.324) (0.064) (0.062)
BoardSize ? -0.236*** ? 0.022%*** 0.024***
(0.067) (0.007) (0.007)
CEODual + 0.806*** + 0.092*** 0.104***
(0.235) (0.029) (0.029)
CEOFounder + 0.534 - -0.469*** -0.481***
(0.430) (0.094) (0.094)
CEOAge + 0.031* + 0.013*** 0.014%***
(0.016) (0.003) (0.003)
InstOwn + 0.011* + 0.004*** 0.004***
(0.006) (0.001) (0.001)
NonExec - 0.022 + 0.009*** 0.009***
(0.015) (0.002) (0.002)
ROA - -0.089*** + 0.008*** 0.008***
(0.018) (0.002) (0.002)
TSR - -2.700*** + 0.250%** 0.233***
(0.405) (0.047) (0.047)
FirmSize + 1.278*** + 0.272%+* 0.289***
(0.127) (0.021) (0.020)
Leverage + -0.079 + 0.025* 0.021
(0.078) (0.014) (0.013)
RDIntensity ? 3.633 ? 0.225 0.416
(2.540) (0.396) (0.381)
NofEmpl ? -1.285*** ? 0.026** -0.027**
(0.135) (0.010) (0.014)
Year effects Yes Yes Yes
Sector effects Yes Yes Yes
Intercept -1.008 11.046*** 11.4270%**
(2.387) (0.291) (0.274)
Adj. R2 0.072 0.370 0.376
No. of obs. 7,280 7,280 7,280

Note: This table presents the OLS estimations for the @&®orker pay ratio as a determinant

of shareholder dissent votes (first part of the shareholder engagement channel), for the
shareholder opposition to pay gaps and its effect on future CEO compeiisationd part of

the shareholder engagement channel), and for the joint effect of theo3k@dker pay ratio

and the shareholder opposition to pay gaps on future CEO compensation (mediation
relationship). In all columns, independent variables are laggedd®year, exce@NOVotes

Robust standard errors are presented in the parenthesis, and *, **, *** indicate statistical
significance at 10%, 5%, and 1%. See Tabl e 6
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Finally, the Sobel test is conducted to estimate the significance of the indiesttodf
the CEGto-worker pay ratio on CEO compensation via the proportion of shareholder dissent
say on pay votes. The Sobel teseveal s a positive and signif
proportion of sharehol der di se@16t345pay0ohlpay
which | ends support Mehmdtoglp (@tld) e t h eftheli@direcb ol | o w
effect to the total effect (RIT) and the ratio of the indirect effect to the direct effect (RID) are
calculated to evaluate the sizetlodé mediating effect. The RIT is equal to 0.144, meaning that
about 14% of the effect of the CE®worker pay ratio on total CEO compensation is mediated
by shareholder dissent say on pay votes. The RID is equal to 0.168, meaning that the mediated
effectis about 0.168 times as large as the direct effect of the-tGE@rker pay ratio on total
CEO compensation. Figure 7 summarises the results of the mediation test on total CEO

compensation.

Figure 7: CEO-to-worker pay ratio mediated influence on total CED compensation
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Postestimation calculations:

direct effect = 0.001
indirect effect = 0.00017
Sobel test = 6.345***
RIT =0.144

RID =0.168

In sum, CEGto-worker pay disparities are found to increase shareholder dissent say on
pay votes. Consistent with the relative deprivation theory, shareholders may react to higher
CEO+to-worker pay disparities to prevent the adverse effects of a negaelmg of

deprivation caused by social comparisons between employees and CEOs. Second, shareholder
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dissent say on pay votes are found to increase CEO compensation. Although unexpected, this
result can be explained by the agency theory. The remuneratiomitteen does consider
shareholder dissent say on pay votes because they provide information about the potential
negative consequences of large G&avor k e r pay disparities on
performance. However, instead of decreasing the level of@@&@ensation, the remuneration
committee may modify the CEO compensation mix to tighten the link between pay and
performance (Burns & Minnick, 2013; Faghani, Monem, & Ng, 2015; Hadley, 2017). Thus, if
CEOs perform well, their remuneration is likely tore&se. Finally, shareholder dissent say on

pay votes are found to partially mediate the link between -@Eforker pay disparities and

CEO compensation. This result is consistent with the relative deprivation and agency
arguments, supporting the existenta shareholder engagement channel. Through this indirect
channel, the negative effects of relative deprivation experienced by employees trigger actions

from shareholders and the remuneration committee to modify CEO compensation.

Prior studies examininghese relationships report mixed results. Consequently, the
findings must be compared and contrasted with the existing literature examining the effect of
the CEQto-worker pay ratio on shareholder say on pay votes and the effect of shareholder say
on pay wtes on CEO compensation. In terms of hypothesis H1 (the effect oft&®0rker
pay disparities on CEO compensation), the result is consistent with the study of Chang et al.
(2022) and Crawford, Nelson, and Rountree (2021). However, it is not in linéheifimdings
of Knust and Oesch (2020), who report no significant relationship between théo&ker
pay ratio and shareholder say on pay votes. Concerning hypothesis H2 related to the effect of
say on pay votes on CEO compensation, the result isstemiswith the study of Gregory
Smith, Thompson, and Wright (2014). However, it goes against the findings of Balsam et al.
(2016) and Kimbro and Xu (2016), who report a negative association between shareholder
dissent say on pay votes and CEO compensadiath Burns and Minnick (2013) and Grosse,
Kean, and Scott (2017), who find that say on pay votes reduce CEO compensation. Finally,
hypothesis H3 related to the mediation effect of shareholder dissent say on pay votes in the
relationship between CE@-worker pay disparities and CEO compensation is consistent with
the arguments dfic C a hSautner, and Starks2 01 6) and Pan et al . (2
of a sharehol der engagement channel trigger
providescevof a positive and -sawgnkércpay dat
CEO compensation and a positive and signifi

say on pay vVvotes. These findings addriodbdeproif
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compensation.

5.5.3. Robustness tests

First, a test using alternative measures is conducted for the dependent variable using the same
estimation techniquas for the baseline regressions. Total CEO compens&@iB®To) is
replaced by three alternative proxies: CEO cash compens&iB@Gash, CEO equity
compensationGEOEquity, and CEO all other compensatid@HOAIIOthe). CEOCashs the

natural logarithmof the total salary and bonus paid to the CBBOEQquityis the natural
logarithm of the total stocks and options awards paid to the CEQAIIOtheris the natural
logarithm of the total nogash and noequity paid to the CEO. Consistent with prior sasdi

on CEO compensation (Shaw & Zhang, 2010; Ertimur, Ferri, & Muslu, 2011), this
disaggregation of CEO compensation controls for the potential effects of accounting volatility
and external shocks. Table 10 reports that the indirect effect of the@&Qrker pay ratio on

CEO compensation through the proportion of shareholder dissent say on pay votes is significant
(p < 0.05) for all models. These results are in line with the baseline findings.

The Sobel test is performed to further test the significafidbeoindirect effect. A
positive and significant indirect effect is found for CEO cash compensation (Z = p.556,
0.01), CEO equity compensation (Z = 5.1p3; 0.01), and CEO all other compensation (Z=
3.186,p < 0.01). However, the size of the indiretfect varies depending on the component of
CEO compensation. As f@EOCashthe RIT is 0.060 and the RID is 0.064, @EOEquity
the RIT is 0.247 and the RID is 0.328, while @EOAIIOther the RIT is 0.101 and the RID is
0.112. The mediation effect greater for the equity component of CEO compensation. This
result is consistent with the arguments derived from the relative deprivation and agency
theories. The negative effects of large Gt&Qvorker pay disparities on employees through
shareholder disent say on pay votes are perceived by remuneration committee members, which
may trigger action to modify the mix of CEO compensation to tighten pay to performance.
Consequently, if CEOs perform well, their remuneration is likely to increase. Overall, the
results give a more granular understanding of the complex relationship betwedn-@BRer
pay disparities, shareholder say on pay votes, and CEO compensation, consistent with the
previous findings. Figure 8 summarises the results of the test usingpaite measures for the

dependent variable.
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Table 10: Alternative measures for the dependent variable

1%t part of the 2" part of the

Mediation
channel channel

Dep: Dep: Dep: Dep: Dep: Dep: Dep:

SNO CEO CEO CEO CEO CEO CEO
Votes Cash Equity AllOther Cash Equity AllOther

1) (2) 3) 4) 5) (6) (1)

CTW 0.008*** 0.001**  0.001***  0.001**
(0.001) (0.001) (0.001) (0.001)
SNOVotes 0.010**  0.044**  0.015***  0.008***  0.041**  0.014***
(0.002) (0.006) (0.004) (0.002) (0.006) (0.004)
Peers 0.385***  -0.039** -0.310*** -0.010  -0.059***  -0.332*** -0.019
(0.106) (0.016) (0.041) (0.030) (0.016) (0.042) (0.030)
CompAdv 0.084 0.612**  2.290**  0.424**  (0.585**  2.258**  (0.411***

(0.324)  (0.089)  (0.205)  (0.112)  (0.088)  (0.204)  (0.111)
BoardSize  -0.236%*  0.047**  0.113%* 0.077%*  0.049%*  0.116%* 0.078**
(0.067)  (0.016)  (0.035)  (0.020)  (0.016)  (0.035)  (0.020)
CEODual 0.806**  0.072 0.053  0.276**  0.089*  0.074  0.284**
(0.235)  (0.045)  (0.106)  (0.073)  (0.046)  (0.106)  (0.074)
CEOFounder 0.534  -1.188%* -0.842%* -1.203%* -1207** -0.864%* -1.212%*
(0.430)  (0.139)  (0.225)  (0.155)  (0.139)  (0.225)  (0.155)

CEOAge 0.031*  0.023**  -0.006 0.032%* 0.023**  -0.006  0.032**
(0.016)  (0.005)  (0.009)  (0.005)  (0.005)  (0.009)  (0.005)
InstOwn 0.011* 0.001  0.025%*  0.004 0.001  0.025**  0.004
(0.006)  (0.001)  (0.004)  (0.002)  (0.001)  (0.004)  (0.002)
NonExec 0.022  0.010%*  0.048** 0.020%*  0.009%*  0.047+*  0.020***
(0.015)  (0.003)  (0.009)  (0.005)  (0.003)  (0.009)  (0.005)
ROA -0.089%*  0.001 0.009  0.024**  0.001 0.009  0.023*
(0.018)  (0.004)  (0.009)  (0.006)  (0.004)  (0.009)  (0.006)
TSR 2.700%*  0.248**  0.207 -0.075  0.222%*  0.177 -0.087
(0.405)  (0.070)  (0.187)  (0.127)  (0.069)  (0.187)  (0.127)
FirmSize 1.278%*  0.121%*  0.366%*  0.409%*  0.148%*  0.397**  0.421%
(0.127)  (0.027)  (0.059)  (0.038)  (0.026)  (0.059)  (0.038)
Leverage -0.079  0.031**  0.030 0.012 0.024 0.022 0.008

(0.078)  (0.016)  (0.037) (0.027)  (0.015)  (0.037)  (0.028)
RDIntensity ~ 3.633  -3.252%*%  2.463*  -2.916** -2.058%* 2803  -2.781%*
(2.540)  (0.508)  (1.239)  (0.874)  (0.488)  (1.229)  (0.876)

NofEmpl -1.285%* 0.007 0.048 0.141***  -0.075*** -0.047 0.104***
(0.135) (0.019) (0.049) (0.031) (0.024) (0.059) (0.036)
Year effects Yes Yes Yes Yes Yes Yes Yes
Sector effects Yes Yes Yes Yes Yes Yes Yes
Intercept -1.008  10.449** 5596** 2.117*** 11.013** 6.249**  2.377***
(2.387) (0.474) (2.129) (0.704) (0.466) (1.148) (0.712)
Adj. R2 0.072 0.168 0.189 0.235 0.175 0.191 0.235
No. of obs. 7,280 7,280 7,280 7,280 7,280 7,280 7,280

Note: This table presents the OLS estimations for the two parts of the shareholder engagement
channel and the mediation relationship using CEO cash compensation, CEO equity
compensation, and CEO all other as alternative measures of the dependent variable. In al
columns, independent variables are lagged by one year, eSbtkpvotesRobust standard

errors are presented in the parenthesis, and *, **, *** indicate statistical significance at 10%,

5 %, and 1%. See Table 6 for the variablesd d
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Figure 8: Test using alternative measures for the dependent variable

Panel A: CEO-to-worker pay ratio mediated influence on CEO cash compensation

Say on p

0.001***

\ 4

CEO compe

Postestimation calculations:
direct effect = 0.001
indirect effect = 0.00006
Sobel test = 3.556***

RIT = 0.060

RID = 0.064

Panel B: CEOto-worker pay ratio mediated influence on CEO equity compensation

0.001*+*

A4

CEO compe

Postestimation calculations:
direct effect = 0.001
indirect effect = 0.00033
Sobel test = 5.173***

RIT = 0.247

RID = 0.328
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Panel C: CEO-to-worker pay ratio mediated influence on CEO allother compensation

Say on p

0.001***

CEO compe

\ 4

Postestimation calculations:
direct effect = 0.001
indirect effect = 0.00011
Sobel test = 3.186***

RIT =0.101

RID =0.112

Second, a mediation test is conducted using structural equation modelling (SEM). The
sole use of a regressitmased approach to establish a mediation effect has been criticised
because it produces larger standard errors for the path coefficients thavi draS&fl approach
(lacobucci, Saldanha, & Deng, 2007). Mehmetoglu (2018) argues that thé&ied approach
is more precise due to the simultaneous estimations of parameters. Therefore -dtep two
method of lacobucci, Saldanha, and Deng (2007) is appliedd adj ust s Bar on a
(1986) approach to SEM. The first step of 1 a
to estimate the direct and indirect paths of the mediation model simultaneously through SEM.
This step helps in the estimation of ilier the mediation effect is absent, partial, or complete.
The second step can be conducted if the mediation effect is either partial or complete. It consists
of computing the Sobel test to estimate the significance and size of the direct and indisect path
Finally, the results can be reported and categorised as absent, partial, or complete. Using the
SEM-based approach, the results (not tabulated) show that the indirect effect of shareholder
dissent say on pay votes on the relationship betweentGi@rker pay disparities and CEO
compensation is strongly significam € 0.01). Furthermore, the Sobel test is positive and
significant (Z = 4.536p < 0.01), the RIT is 0.052, and the RID is 0.055, which supports
hypothesis H3, whereby the effect of the GEQvorker pay ratio on CEO compensation
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passes through the proportion of shareholder dissent say on pay votes. Overall, thass&M
approach results are consistent with those reported in Table 9. Figure 9 summarises the results

of the mediation test usirfg§EM on total CEO compensation.

Figure 9: Structural equation modelling (SEM)
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Postestimation calculations:
direct effect = 0.002
indirect effect =0.00011
Sobel test = 4.536***

RIT = 0.052

RID = 0.055

5.6. Discussion and conclusion

The US financial regulator has implemented numerous initiatives to better inform shareholders
on labour practises and pay disparities within corporations (Murphy & Je23&8; Bank &
Georgiev, 2019). Nevertheless, the empirical evidence is inconclusive as to their effects on
shareholders and CEO compensation (Burns & Minnick, 2013; Gr&aith, Thompson, &

Wright, 2014; Faghani, Monem, & Ng, 2015; Balsam et al., 2Riribro & Xu, 2016; Grosse,

Kean, & Scott, 2017; Hadley, 2017; Knust & Oesch, 2020; Crawford, Nelson, & Rountree,
2021; Chang et al., 2022). Using a large sample of 1,594imamcial firms from 2013 to 2019,

this study investigates the influence of theCEt6-worker pay ratio on shareholder dissent say

on pay votes and the mediating effect of shareholder dissent say on pay votes on the relationship
between CEQo-worker pay ratio and CEO compensation. Gte@vorker pay disparities are

found to increase sheholder dissent say on pay votes, and shareholder dissent say on pay votes
increase CEO compensation. Moreover, this study documents the mediating role of shareholder
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say on pay votes in the relationship between @&@®@orker pay disparities and CEO

compasation.

First, the findings are consistent with the relative deprivation theory perspective
concerning the shar eh otb-woeer pay disparites. Shacemklerst o | ¢
are likely to issue dissent say on pay vote because they percenegtise consequence of a
feeling of deprivation caused by a oO6pay for
shareholder dissent say on pay votes are found to increase CEO compensation. This result can
be explained by the agency theory. The remuimeratommittee is likely to consider
shareholder dissent say on pay votes by modifying CEO compensation to avoid the adverse
consequences of a feeling of deprivation on employees. Nevertheless, orienting the CEO
compensation mix to a performanibased mix ray increase CEO compensation if the CEO
performs well. Finally, shareholder say on pay votes are found to mediate the relationship
between CEQo-worker pay disparities and CEO compensation, as predicted by the relative
deprivation and agency theories.

This study has important implications for policymakers and regulators because it
elaborates the usefulness of the Ctavorker pay ratio disclosure for shareholders. The
regulation pressures boards of directors to tighten CEO pay to performance bec@ise-the
to-worker pay ratio gives shareholders a benchmark to compare ‘witporation pay
fairness. However, its unintended consequences raise questions about its real benefits to society,
fuelling the debate on the effects of disclosure regulation (Edr2@ag; Loh, 2017; Murphy
& Jensen, 2018). Overall, this study makes two primary contributions to the literature. First, it
articulates two streams of literature that have reported mixed findings concerning the effects of
the CEQto-worker pay ratio on sagn pay votes and the effects of say on pay votes on CEO
compensation. Consequently, this study extends the literature by documenting the mediating
role of shareholder say on pay votes in the relationship betweert@&Qrker pay disparities
and CEO compesation. Second, based on the relative deprivation and agency theories, this
study shows that shareholders and the board of directors are reacting to-@B@er pay
disparities due to the potential negative consequences of a feeling of deprivatioareqakri
by employees and CEOs. This result provides evidence of the indirect impact of shareholder
reactions to CE@o-worker pay disparities on CEO compensation. In a nutshell, the findings
support the existence of a shareholder engagement channel driveocialy comparison

mechanisms and agency responses.
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Like other studies, the study has limitations that may open avenues for future research.
First, the current study focuses on the mediating role of say on pay votes, and future research
can investigate the mediating role of other factors, such as compensation consultants, on the
relationship between CE@-worker pay disparities and CEO compatinen. Second, although
the disclosure regulation of the CE®worker pay ratio has recently been adopted in various
developed countries (e.g., France in 2018 and the UK in 2020), the ratio is mainly used for
informational purposes. Nevertheless, recertt ihitiatives have been proposed to penalise
companies with large CE@-worker pay disparities. For example, the city of Portland,
Oregon, is applying a 10% surtax on firms surpassing a ratio of 100:1, and this surtax rose to
25% for companies with a ratof more than 250:1 (City of Portland, 2017). Future research
could explore the effectiveness of these tax initiatives to provide timely evidence to companies,

investors, and regulators.
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Appendix 1: Variance inflation factors (VIFs) and tolerance for Chapter 5

1%t part of the channe 2"9part of the channe ~ Mediation

(dep=SNOVotep (dep=CEQOTO0) (dep=CEOQOTO0)
Variable VIF Tolerance  VIF Tolerance VIF Tolerance
CTW 1.57 0.64 1.64 0.61
SNOVotes 1.05 0.95 1.08 0.93
Peers 1.14 0.88 1.12 0.89 1.14 0.88
CompAdv 1.27 0.79 1.27 0.79 1.27 0.79
BoardSize 1.82 0.55 1.83 0.55 1.83 0.55
CEODual 1.17 0.85 1.17 0.86 1.17 0.85
CEOFounder 1.15 0.87 1.15 0.87 1.15 0.87
CEOAge 1.13 0.88 1.13 0.88 1.13 0.88
InstOwn 1.24 0.81 1.24 0.81 1.24 0.81
NonExec 1.32 0.76 1.32 0.76 1.32 0.76
ROA 1.14 0.88 1.14 0.88 1.14 0.88
TSR 1.33 0.75 1.34 0.75 1.34 0.74
FirmSize 3.62 0.28 3.60 0.28 3.69 0.27
Leverage 1.15 0.87 1.14 0.88 1.15 0.87
RDIntensity 1.48 0.68 1.47 0.68 1.48 0.68
NofEmpl 4.14 0.24 3.35 0.30 4.30 0.23
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Chapter 6

CEOQO compensation: CSR contracting
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6.1. Brief summary

Companies have increasingly started to include ESG targets in CEO compensation contracts.
However, t his recent initiative, named 0 CS
prioritisation of ESG issues and ractingmdyal anc ¢
direct CEOs6 attention to objectives not mat
other stakeholders, potentially harming these different parties. This study examines whether the
types of ESG targets (i.e., material or general)uget in CEO compensation influence
corporate financial and nedimancial performance. Using a sample of 1,577 companies from

2011 to 2019, material CSR contracting more substantially affects environmental performance
than does general CSR contracting mshort term and has a greater effect on alfir@ncial
performance proxies after three years of implementation. Additionally, general CSR
contracting is associated with lower asset turnover in the short term, meaning that such an
initiative reduces cgror ati onsd®é ability to generate reve
material and general CSR contracting for corporations and their stakeholders are discussed,
raising tough questions about the simultaneous achievement of financial afidamaiel

performance and the soundness of sharehadented materiality frameworks.

6.2. Introduction

Corporate socially responsible (CSR) contra
environmental, social, and governance (ESG) objectives meeting #resist of different

groups of stakeholders (Maas, 2018). However, researchers find difficulties concerning which
ESG targets to include in CEO compensation d
(Burchman, 2018; Flammer, Hong, & Minor, 2019p 61 i ng & O6 Connor , 2
research advances that such initiatives may lead compensatiert o di sconnect t h
incentive structures from the financial and dorancial objectives of corporations by giving

too much attention to less saliestakeholders (Banker, Potter, & Srinivasan, 2000; Itther &
Larcker, 2001; Emerton & Jones, 2019). Meanwhile, following rising shareholder activism and
recent changes in the regulatory landscape, CSR contracting is mainstreaming in the US and
worldwide (Maas & Rosendaal, 2016).

4 The term compensatiesetters refers to the individuals in charge of the desi@iEaicompensation (i.e.,
directors in the compensation committee and their compensation consultants).
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Prior empirical studies on CSR contracting and corporate financial performance are
mixed. Some authors report a positive link with mabk@ted performance measures (Flammer,
Hong, & Minor, 2019), while others find the opposite vatitountingbased measures (Cavaco,
Crifo, & Guidoux, 2020), and some show no association with accounéingd measures and
a negative association with marketsed measures (Khenissi, Hamrouni, & Ben Farhat, 2022).
Then, empirical studies on CSR contiagtand corporate nefinancial performance report a
positive relationship (Flammer, Hong, & Minor, 2019; Cavaco, Crifo, & Guidoux, 2020;
Khenissi, Hamrouni, & Ben Farhat, 2022). However, other studies specify conditions under
which this relationship is mitive. For example, CSR contracting is found to positively
influence corporate nefinancial performance when quantitative ESG targets are used (Maas,
2018), when ESG targets remain symbolic (Haque, 2017; Haque & Ntim, 2020), and after a

few years of im@mentation of ESG targets have passed (Derchi, Zoni, & Dossi, 2021).

These contradictory findings suggest a d
structures and the financial and nmancial objectives of the corporation due to the
prioritisation ofless salient stakeholders. Hence more and more researchers are advocating for
the application of the concept of materi al it
financial significance or materiality (Eccles, Krzus, & Ribot, 2014; Khan, Sera& Yoon,

2016; Whitehead, 2017; Freiberg, Rogers, & Serafeim, 2020)}fiNancial materiality refers

to 6those issues that can have significant
negative)d (NYU, 2019, p. terlity.canhAgspeh asastrattgc CS R
tool that could help prioritise stakehol ders
in compensation contracts based on their OIlIi
performance ofacompady ( Kot santonis & Bufalari, 2019, |
concept of materiality reveal contradictory findings concerning the use of material ESG
information and corporate financial performance (Khan, Serafeim & Yoon, 2016; Giorgino,
Supino & Barnale, 2017; Kotsantonis & Bufalari, 2019; Kaiser, 2020; Kim & Lee, 2020;
Grewal, Hauptmann, & Serafeim, 2021; Schiehll & Kolahgar, 2021; ConsolandesE&

Gabbi, 2022). However, studies on material ESG information and corporatinaoaal
performance report a positive relationship (Maniora, 2018; Jadoon et al., 2021; Madison &
Schiehll, 2021). Given the difficulties of materiality assessmentyalemganisations propose

guidance to identify material ESG issues at the firm, industry, or sector levels. This study relies
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on the Sustainability Accounting Standard BSa(8ASB) stakeholdeoriented materiality

framework to identify ESG issues matét@corporations.

The stakeholdeagency theory (Hill & Jones, 1992) proposes a way to reconcile some
of the empirical contradictions found in the literature by recognising the need to align the
interests of CEOs with those of all stakeholders to achliewgterm success. From this
t heoretical perspective, materi al CSR contr
structures to financial and ndimancial objectives of corporations by focusing on ESG issues
that shape their activities and outcomidsing a large sample of 1,577 companies from 2011
to 2019, the different ESG issues identified
have been manually matched with material issues identified by the SASB to determine whether
general or mateal ESG targets were tied to CEO compensation. Their effects on corporate
financial and noffinancial performance are tested, and several additional analyses are

conducted to assess the robustness of the results.

This study makes a twofold contribution teetliterature. First, it introduces the notions
of general and material CSR contracting to classify the types of ESG targets included in CEO
compensation that strategically matter for the corporation. Thus, this study refines the current
academic conversah on the effects of CSR contracting and corporate performance by
demonstrating that, over time, the material character of ESG targets included in CEO
compensation matters (lbrahim & Lloyd, 2011; Brelburd & Zamora, 2015; Haque, 2017,
Maas, 2018; Flamer, Hong, & Minor, 2019; Li & Thibodeau, 2019; Cavaco, Crifo, &
Guidoux, 2020; Haque & Ntim, 2020; Derchi, Zoni, & Dossi, 2021; Tsang et al., 2021; Adu,
Flynn & Grey, 2022; Cho & Ibrahim, 2022; Khenissi, Jahmane, & Hofaidhllaoui, 2022;
Khenissi, Hamrouni& Ben Farhat, 2022). Second, the findings challenge the stakeholder
agency theory by demonstrating that satisfying all stakeholders in the same time frame may not
be achievable. Thus, this study refines the stakehalglency theory of Hill and Jones (1992
by highlighting the need for intertemporal traofés and strategic prioritisation when
identifying and selecting ESG targets in CEO compensation contracts to encourage them to

consider the interests of all stakeholders in different temporalities.

5 The SASB(now part of the Value Reporting Framework) is a-poofit organsgation that has developed
sustainability accounting standards. These standards help corporations and investors identify the most
relevant ESG issues for enterprise value creation. The SA@Rlesdsetting procedure involves the

collection of evidencéased information from a wide range of market participants. Its results are summarised

in the SASB6s financi al materiality mapE and are r
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This study has important implications for corporations and regulators. First, it raises
challenging questions about the simultaneous achievement of financial asfchavamal
performance. While material CSR contracting might represent a promising alleywdydby w
to align the interests of stakeholders on different temporalities, its-teortfinancial
performance uncertainties unveil the need for compensséitters to build a solid narrative
defending their case. This should push compensagtters to puin place strategies that
enhance CEOsO ef f or-grigritisation ofssBaRehotder thterasts ovierdbthex r e
stakeholders, as seen in the case of Dan(@@nsal, 2021). Second, this study calls into
guestion the soundness of sharehoetwtganted materiality frameworks by showing their
relevance for the identification of ESG issues but also their fragilities to meet the financial and
nontfinancial objectives of corporations due to methodological shortcomings (i.e., generic ESG
issues, lack diocus on future opportunities, and increased imitation pressures in some sectors).
The findings may help compensatisetters to question current sharehocioleented
materiality frameworks by refining the concept of materiality with respect to theirioamcfal
and nonrfinancial strategies. They also highlight the need for regulators to substantiate their
efforts to clarify the concept of materiality and promote a more inclusive financial regulation

by considering the merits of material CSR contracting.

The remainder of this paper is organised as follows: The next section introduces the
literature review and develops the hypotheses. The third section deals with the data and
methodology. The fourth section presents the results, and the last sectioegpeogidcussion

and a conclusion.

6.3. Literature review and hypotheses development

6.3.1. CEO compensation and CSR

In corporate governance theory, compensation contracts are seen as mechanisms providing
incentives to individuals and rewarding for the performance achieved (Hong, Li, & Minor,

2016). Based on the agency theory of Jensen & Meckling (1976), this apprggeistsithat

61n March 221, Emmanuel Faber was removed from his position as CEO of the Danone Group by activist
hedge funds who believed that the company became less profitable due to its environmental and social
responsibility policies (Bris, 2021). Several studies have demadedtthat leading companies in CSR can

be attacked by activist hedge funds who cut their working capital expenses and reduce their investments in
R&D, or CSR, to generate shaerm returns (Delardine & Durand, 2020; Ddardine, Marti, & Durand,

2021). Hence, stripping corporatioms their hardwon and longierm benefits.
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corporations are a nexus of contracts betweenirgelfested individuals (Eisenhardt, 1989).
Accordingly, financial targets have been traditionally included in CEO compensation to direct
CEOs6 attention to cor parehadervaldeicreatianMc@uire, ob | e
Dow, & Argheyd, 2003; Berrone & Gomédejia, 2009; Derchi, Zoni, & Dossi, 2021).
Nevertheless, this nedassical approach arguing that CEOs are only responsible for
maxi mi sing sharehol der gnoreprasdcieeconanic ®newhesebyb e e n
CEOs should direct their attention to the interests of all individuals or groups affected by the
achievement of longdaerm corporate objectives (Nigam, Benetti, & Mbarek, 2018). Based on

the stakeholder theory (Freema®84), this approach views corporations as vaheators for

all legitimate stakeholders, not just shareholders. Consequently, there has been an increasing
useofnoA i nanci al targets in CEO compensation t

finandal objectives and stakeholder value creation.

CSR contracting is a voluntary initiative consisting of the inclusion offimamcial, or
ESG, targets in CEO compensation contracts. Today, this governance mechanism is
controversial because researchers prrattitioners find it challenging to identify and select
ESG targets in CEO compensation due to the various, and often contradictory, interests of
stakeholders (Burchman, 2018; Fl ammer, Hong,
As each ESG target mesponds to a particular ESG issue faced by one or more stakeholders,
to pick a particular ESG issue is to favour one or more groups of stakeholders at the expense of
all others. This selectiveness creates tensions between what CEOs are incentivisaaidto do
what stakeholders are expecting them to do, possibly resulting in contractual losses for both the
agent and the principal. In other words, if too many resources are allocated to maximise the
interests of a specific group of stakeholders, the inteoéstther groups of stakeholders might
not be efficiently maximised. Thus, some researchers advocate for the identification and
selection of ESG targets that better align
nonfinancial objectives of corpations by focusing on the most salient stakeholders (Banker,
Potter, & Srinivasan2000; Ittner & Larcker, 2001; Emerton & Jones, 2019).

6.3.2. The concept of materiality and CSR contracting

FromanoA i nanci al perspective, materiality refe
repercussions on the company (both positive

materiality is complex because its existence, use, and impactddepéis audience and on the
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context of use (Eccles, Krzus, & Ribot, 2014; Edgley, 2014; Lai, Melloni, & Stacchezzini,
2017). Thus, materiality is variously defined. On the one hand, the impact of ESG issues on
corporations constitutes financial materilitwhile on the other hand, the impact of
corporations on ESG issues constitutes environmental and social materiality (Worthington
Smith & Giamporcaro, 2021). The complexity of this concept has led some organisations to
develop different sets of recommetidas and standards to help CEOs better identify the ESG
issues relevant to their sectors. For example, the SASB has developed a set of standards that
facilitate the collection, management, and communication offinancial information to

provide financily material, decisioruseful, and cosgeffective information to investors
(SASB, 2021). The noprofit organisation adopts a financial materiality perspective on

i nvestorsod use of ESG i nformation.

In practice, materiality can be considered an intermgdiap between information and
the final decision by focusing on key elements for decisiaking. The concept has
traditionally been employed in the context of reporting to communicate information that would
influence the decisiemaking of users if incoect or missing (IFRS, 2018). However, some
researchers argue that materiality could be operationalised for strategic management (Eccles,
Krzus, & Ribot, 2014; Khan, Serafeim, & Yoon, 2016; Whitehead, 2017; Freiberg, Rogers, &
Serafeim, 2020). Indeed, ma# information could help corporations identify salient
stakehol ders based on their oOlikelihood to i
of a companyé (Kotsantonis & Bufalari, 2019,
the opertionalisation of materiality could help compensaigaiters prioritise the interests of
stakeholders based on their financial significance. This action would benefit corporations and
stakeholders in two ways. First, it would better align the interestgebat CEOs and all
legitimate stakeholders by ensuring that CEOs are held accountable for meeting ESG goals.
Second, it would improve relationships with stakeholders by signalling the seriousness of
CEOs®6 engagement .

6.3.3. Hypotheses development

This study proposes to apply the concept of materiality to identify and select ESG targets in
CEO compensation based on the financi al sigr
studies on CSR contracting have adopted a unique theoretical lens to etveduafieience of

this mechanism on corporate performance, a rh#tdretical perspective seems more
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appropriate to account for the multiplicity
2019). The stakeholdergency theory (Hill & Jones, 1992) semrporations as entities serving
multiple legitimate stakeholders, such as shareholders, employees, suppliers, communities, and
the broader environment, among others. The legitimacy of stakeholders is established by a
relationship of exchange with therporation. Not only do stakeholders who brought resources

have a claim on how the corporation employs this resource, but they also expect something in
return (Hill & Jones, 1992). This theory extends the contractual relationships between CEOs
and sharehokts to a series of explicit and implicit contractual relationships between CEOs and

all legitimate stakeholders (Coombs & Gilley, 2005). Thus, corporations are considered a nexus

of contracts between CEOs and legitimate stakeholders whose goals ararthe badifferent
interests to maintain and enhance the sustai

their overall success (Kock, Santalo, & Diestre, 2012).

|l ncorporating ESG targets in CEO compensa
with the interests of all stakeholders and direct their attention tdimamcial objectives (Hong,
Li, & Minor, 2016). However, this action is complex in practice due to the heterogeneity of
stakehol der s o interests ( Bur crh208n Goslirg0&l 8 ; F
O06Connor, 2021). Consequently, this initiatd.
of certain groups of stakeholders over all others in a way that is not optimal for their success
and this of their stakeholders (EmertonJ&nes, 2019; Banker, Potter, & Srinivasan, 2000;
Ittner & Larcker, 2001). The stakeholeegency theory recognises this issue and emphasises
the need to align the interests of CEOs and all legitimate stakeholders (those bringing key
resources to the cormadion) to achieve longerm performance beneficial to the corporation

and all its stakeholders.

From the stakeholdexgency theory lens, corporations opting for CSR contracting
might be interested in identifying and selecting ESG targets that are &tianaaterial for two
reasons. First, such compensation contracts translate the capacity of corporations to better align
the interests of CEOs with those of legitimate stakeholders, promoting CEO accountability.
Second, they signal the level of theircommmme nt t o meeti ng stakehol de
relationships with stakeholders. Empirical research aligns with these claims, by showing that
the explicit consideration of key stakehol ¢
underperforming CEO8om building alliances with particular groups of stakeholders (Cespa
& Cestone, 2007) and reduces the possibility of unexpected conflicts among stakeholders

(Hartikainen, Jarvenpaa and Rautiainen, 2021). Overall, the inclusion of material ESG targets
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NCEO compensation, coined as Omateri al CSR
incentivise CEOs to perform well while preserving and enhancing good relationships with
legitimate stakeholders providing key resources to the corporation.

6.3.3.1. Materal CSR contracting and corporate financial performance

The stakeholdeagency theory of Hill and Jones (1992) posits that corporations should consider

the interests of all stakeholders in their deciswaking. This theory recognises the potential

conficc s arising from the heterogeneity of stak
interests to achieve loflgrm success. One way to solve this issue is to operationalise the
concept of materiality to pr irbnancial signiBcanse a k e h o
Applied in the context of CSR contracting, this initiative would help compensseiters
better connect the CEOsO® i nc e-finarncialebjestitesafct ur e
the corporation. This shift in focus, froerbroad initiative, that includes general ESG targets in

CEO compensation, to a narrower one, that solely considers material ESG targets having

financial significance to the corporation, might affect corporate financial performance.

First, the literaturen the effect of CSR contracting on corporate financial performance
provides mixed findings. While Cavaco, Crifo, and Guidoux (2020) show that the inclusion of
ESG targets in CEO compensation negatively impacts corporate financial performance
(captured byusing ROA, ROE, and prie®-book ratio), Flammer, Hong, and Minor (2019)
report the opposite (using Tobindéds Q as a
Moreover, Khenissi, Hamrouni, and Ben Farhat (2022) report no significant effect with
accountng-based performance (proxied wiROE) and a negative effect with markessed
performance (measured with Tobinds Q). Gi ver
have examined the link between pay and performance in the context of CSR contacting
determine whether this initiative provides enough incentives to increase performance (Adu,
Flynn & Grey, 2022; Cho & Ibrahim, 2022). These authors argue that such practice might
increase the corporationés | egi ttashemebodery Ad u,
that CEOs will be motivated to engage in activities that increase corporate financial

performance, contributing to its success (Cho & lbrahim, 2022).

Second, empirical research has examined the effect of managing material ESG issues
on caporate financial performance. In the restaurant sector, Kim and Lee (2020) suggest that
material ESG information does not increase the likelihood of corporations improving their
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financial performance. However, other studies in multiple sectors suggéghé¢hase of
material ESG information allows corporations to outperform their peers (Khan, Serafeim &
Yoon, 2016; Kotsantonis & Bufalari, 2019), to improve stock price informativeness (Grewal,
Hauptmann, & Serafeim, 2021; Schiehll & Kolahgar, 2021), teelypreater stock price returns
(Giorgino, Supino & Barna® 2017; Consolandi, Eccles, & Gabbi, 2022), and to improve risk
management and corporate outconiaiser, 2020). Overall, these studies suggest that
material ESG information might reduce ESG risks and improve returns, which might contribute

to greater corporate financial performance.

Based on the stakeholdagency theory and previous empirical d8s on CSR
contracting and materiality, the following hypotheses are proposed:

Hla: The adoption of material CSR contracting has a positive effect on corporate

financial performance.

H1lb: The adoption of material CSR contracting has a greater effecbmorate
financial performance than does general CSR contracting.

6.3.3.2. Material CSR contracting and corporate noffinancial performance

The inclusion of material ESG targets in CEO compensation can also affect corporate non
financial performance. Hi l and Jonesb6-a@kn2y) thteodkghsludagres
actions are motivated by the financial incentives they receive. Thus, attracting their attention to
nonfinancial objectives is crucial for the lofgrm success of the corporation and its
stakeholders. Including material ESG targets in CEO compensation might solve this issue by
better connecting the CEOs®é incentive- struc
financial objectives. As the material ESG issues are those financiallyficagh for
corporations, attracting the attention of CEOs to such issues might better align the interests of
corporations with those of legitimate stakeholders. Such shared interests make CEOs more
accountable to legitimate stakeholders with materialests and improve relationships with

these stakeholders. In sum, including material ESG targets, rather than general ESG targets, in
CEO compensation contracts might be more beneficial for corporations to improve corporate

nonfinancial performance.

First, the literature on the effect of CSR contracting on corporatefimamcial

performance supports a positive relationship. Flammer, Hong, and Minor (2019), Li and
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Thibodeau (2019), Cavaco, Crifo, and Guidoux (2020), and Khenissi, Hamrouni, and Ben
Famhat (2022) suggest that CSR contracting increases corporaténanaial performance.
However, other studies report specific conditions under which the relationship is positive. For
example, Maas (2018) shows that the use of hard (quantitative) ESG tiargesignificant

driver of this relationship, while no effects are found for soft (qualitative) ESG targets.
Additionally, Haque (2017) and Haque and Ntim (2020) report that CSR contracting increases
carbon reduction initiatives but is not significantlgsociated with actual GHG emissions,
highlighting the potentially symbolic aspect of this initiative for environmental performance.
Derchi, Zoni, and Dossi (2021) reveal that corporatefir@ncial performance increases after

three years of CSR contrangi implementation, suggesting that corporations accumulate
knowledge to enhance CSR strengths and mitigate CSR concerns. In sum, some other studies
have found benefits for corporations to include CSR contracting, such as a decrease in earning
manipulations(lbrahim & Lloyd, 2011; Li & Thibodeau, 2019; Khenissi, Jahmane, &
Hofai dhl |l aoui , 2022), a decrease in investol
external assurance is present (Brewwourd & Zamora, 2015), and an increase in innovation
(Tsang eal., 2021).

Second, empirical research on the concept of materiality has mainly focused on its value
relevance for corporations and shareholders (Fiandrino, Tonelli, & Devalle, 2022), and little
empirical research has focused on its effects on corpooatinancial performance. Jadoon et
al. (2021) report that investors value corporate-fiwaincial performance; however, the
environmental dimension seems to lack financial materiality for them. Moreover, Madison and
Schiehll (2021) show that the use fofancial materiality can help to classify corporations
addressing substantial issues and other addressing symbolic issues, improving investment
decisions and the informative value of ESG scores. In sum, Maniora (2018) demonstrates that
the mismanagemenf &SG issues (focus on immaterial ESG issues) can increase unethical
behaviour s. Certain corpoypteidboms raitelgy a ( moe
market innovation and who risk lower profitability and overuse of corporate resources) might
intentionally perform better on immaterial ESG issues rather than on the material ones to divert
stakehol derds attention from their | ow sust s
study demonstrates that material ESG information can improve ctapeputation and brand

image, improving corporate ndimancial performance.

Based on the stakeholdagency theory and previous empirical studies on CSR

contracting and materiality, the following hypotheses are proposed:
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H2a: The adoption of material €R contracting has a positive effect on corporate non

financial performance.

H2b: The adoption of material CSR contracting has a greater effect on corporate non

financial performance than does general CSR contracting.

Figure 10 summarises the researctdato
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Figure 10: Research model for Chapter 6
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6.4. Data and methodology

6.4.1. Data and sample

This study consists of a large sample of US publicly listed companies indexed on the Russell
3,000, covering 98% of publicly traded equities for this country. Unlike previous research on
CSR contracting that has mainly focused on large companies beldaghe S&P 500 index
(Hong, Li, & Minor, 2016; Maas, 2018; Flammer, Hong, & Minor, 2019), this study on general
and material CSR contracting extends the analytical scope to small and roegigampanies

to provide an irdepth overview of these corporatgtiatives in the US over the last decade.

To test the hypotheses, data from various sources was gathered. First, financial data
were compiled from the Bloomberg database. Second, data on the types of CSR contracting
were manually collected from the anhugports, or more precisely, from the DEF 14A filings
publicly available on the Edgar database, and then compared using the SASB materiality
matrix. Finally, norfinancial data (ESG, environmental, social, and governance scores) has
been acquired from thEhomson Reuters Asset4 database through Refinitiv. This database

provides objective and reliable ESG information based on publicly available information.

The sample period ranges from 2011 to 2019. The choice of this sample period coincides
with thefirst year of implementation of the Dodétank Act of 2010, which has significantly
changed the corporate governance landscape in the US (Conyon, 2014), and the last year
available before the COVID pandemic. The initial sample comprises 2,992 firms. Hpweve
due to the exclusion of financial companies, missing data for the dependent variables, and
general and material CSR contracting, the final sample consists of 1,577 firms #br 7,9
observations. Table 11 describes the sample selection process andfgiveation about the

sector classification.
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Table 11: Sample selection and sector classification

Panel A: Sample selection Frequency Percentage
Initial sample 2,992 100%
Less:Financial companies 745 24.90%
Less:Missing fin. and notfin. performance 639 21.36%
Less:Missing gen. and mat. CSR contracti 31 1.04%
Final Sample 1,577 52.70%
Panel B: Sector classification Frequency Percentage
Energy 83 5.26%
Materials 103 6.53%
Industrials 303 19.21%
Consumer discretionary 246 15.60%
Consumer staples 87 5.52%
Healthcare 333 21.12%
IT 280 17.76%
Communications 81 5.13%
Utilities 61 3.87%
Total 1,577 100%

Note: The final sample is unbalanced and composed of 1,577 firms with 7,971 observations
from 2011 to 2019.

6.4.2. Variable definitions and regression models

6.4.2.1. Dependent variables

To examine the impact of general and material CSR contracting on cergorancial
performance, this study employs total shareholder retiBR(as a proxy for financial
performance. This financial ratio has been previously used in empirical research on the
determinants of CSR contracting (Abdelmotaal & Abldeter, 2016; Aesu, Hooghiemstra,

& Melis, 2023). The inclusion of material ESG targets in CEO compensation contracts is
expected to improve corporate financial performance and have a greater effect than general
ESG targets. Then, the overall environmental, social, awérgance (ESG) scores from
Thomson Reuters Asset 4 are used as a proxy fofimancial performance. Environmental
scores are composed of 68 data points related to resource use, emissions, and innovation; social
scores are composed of 62 data pointsinigatith workforce, human rights, community, and
product responsibility; and governance scores are composed of 56 data points considering
management, shareholders, and CSR strategy (Refinitiv, 2022). This proxy has been used in

previous empirical researabn CSR contracting (Maas, 2018;-8haer & Zaman, 2019;
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Derchi, Zoni, & Dossi, 2021). The inclusion of material ESG targets in CEO compensation
contracts is expected to improve corporate-fioaincial performance and have a greater effect
than general ES@rgets.

6.4.2.2. Independent variables

The independent variables are geneGadrieralg and material§latC) CSR contracting. The
identification of general and material CSR contracting has involved various steps. First,
companies having tied ESG targeisGEO compensation are searched using Bloomberg and
Refinitiv databases. Second, once companies with such practices were identified, the EDGAR
database (in the proxy statement DEF 14A) is used to find the ESG issues included in CEO
compensation contract$hird, the different ESG issues hacdllected in the DEF 14A are
matched with the material issues identified by the SASB to determine whether general or
material ESG targets were tied to CEO compensation. When the CEO compensation was linked
to general ES issues, not considered material under the SASB classification, a dummy
variable GeneralQ took the value of 1 and 0 otherwise. When the CEO compensation was
linked to material ESG issues, a dummy variaMatC) took the value of 1 and 0 otherwise.

In the final sample, 81 companies having tied general ESG targets to CEO compensation and
152 companies having tied material ESG targets were identified, based on the SASB

classification for the significance of material ESG issues.

6.4.2.3.Control variables

Control variables are included in the regression model because they might influence the
relationship between the different types of CSR contracting and corporate financial and non
financial performance. First, a dummy variable is useddmate the separation between the
roles of chairman and CEGQCEODua). Duality at the top of the company provides a
governance mechanism mitigating the potential abuse of power. Prior empirical studies have
reported that the separation of chairman an@@&ght impact corporate financial and rRon

financial performance (Elsayed, 2007; Uyar et al., 2021).

7 For both variables, general and material CSR contraatigeto zero if companies do not use CSR contracting.
This approach has been previously employed by Flammer, Hong, and (2019).
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Second, theéotal number of directors sitting on the boaBbérdSizeis included The
corporate governance literature traditionally views larger boasds source of agency costs
due to their more frequent problems of communication and coordination. Empirically, board
size is found to negatively affect corporate financial performance (Cheng, 2008). However, its
impact on corporate neimancial performaoe remains controversial. Some have argued that
a larger board better collects and analyses information on CSR, raising CSR perfowhdece,
others have argued that a small board has the degree of action necessary to manage poor CSR
performanc€Endrikatet al., 2021).

Third, the percentage of na@xecutive directordNonExegis used. Their judgments on
corporate activities iIimprove the boardds mc
Empirical studies find that a larger proportion of such directorsboard may influence
corporate financial and ndmancial performance (Core, Holthausen, & Larcker, 1999;
Berrone & GomeaMejia, 2009).

Fourth, the percentage of institutional holdénstOwr) is employed because this type
of investor is known to mpove <corporate governance effi
accountability as they have interests in the lofigemn growth and success of corporations. The
proportion of institutional holders has been found to affect corporate financial afficdacial
perfamance (Cornett et al., 2007; Dyck et al., 2019).

Fifth, the presence of compensation advisG@@nipAdyis used, as they provide expert
information and knowledge to the board sdmmittee in charge of the design of CEO
compensation (ConyoriPeck,& Sadler, 2009). The corporate governance literature finds that
the presence of compensation advisors tightens the link between CEO pay and performance,
ultimately affecting corporate outcomes (Murglaysandino, 2020).

Finally, several variables f1@ been incorporated to control for firm characteristics
following prior studies on the determinants and effects of CSR contracting (Schiehll &
Bellavance, 2009; Browhiburd & Zamora, 2015; Flammer, Hong, & Minor, 2019; Derchi,
Zoni, & Dossi, 2021). Theseariables include total CEO cash compensatioBQCCask,
assurance of CSR reporssgurancg size FirmSize, leverage l(everagg, and research and

development intensityRDIntensity.

To test the hypotheses concerning the effects of general andan@®&R contracting
on corporate financial performance and 4fimancial performance, the following model is

estimated:
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whereyi s t he dependent v aind abn ef uonfctbiC&Rne roefs tt
contractingis a proxy for eitheGeneralCor MatC. Control variables and timiedustry effects

have also been included. Table 12 presents the definitions of all variables.

Table 12: Definitions of variables

Variables  Description
Dependent variables

Total shareholder returns are calculated by adding current share price n
last share price plus dividends divided by last share price.

TSR

RefESGscor ESG performance score of Refinitiv.

Independent and control variables
GeneralC 1, if the CEO compensation is linked to general ESG goals, O otherwise

MatC 1, if the CEO compensation is linked to material ESG goals, 0 otherwise
CEODuality 1, i f the companydés CEO is also
. The number of directors on the ¢
BoardSize
company.

NonExec The percentage of neexecutive directors on the board.

The proportion of institutional ownership to total company ordinary
shareholdings.

CompAdv 1, if thecompany appoints outside compensation advisors, 0 otherwise.

The total amount of cash compensation (salary and bonus) the compan
to the CEO.

InstOwn

CEOCCash

1, if the companyés environment a
Assurance .
0 otherwise.

FirmSize The natural log of total assets.
Leverage The ratio of total debts divided

RDIntensity The research amtkevelopment expenses divided by total assets.
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6.5. Empirical findings
6.5.1. Descriptive statistics

Table 13 presents the descriptive statistics for the variables used in this study. General CSR
contracting has been adopted by 4% of companies, while material CSR contracting accounts
for 10%. As a basis for comparison, Flammer, Hong, and Minor (2019) fruaverage CSR
contracting of 23.8 %, while Maas (2018) found 21.58 % for laegecompanies indexed on

the S&P 500 from 2004 to 2013 and 2008 to 2012, respectively. Other controls align with
previous studies on the determinants and effects of CSRacting (Hong, Li, & Minor, 2016;

Ikram, Li, & Minor, 2019; Cavaco, Crifo, & Guidoux, 2020; Derchi, Zoni, & Dossi, 2021).

Table 13:Descriptive statistics

Variable Obs. Mean Q1 Median Q3 Std. Dev.
TSR 7,971 0.21 -0.07 0.15 0.39 0.41
RefESGscore 7,971 4094 2557  37.28 55.02 19.62
GeneralC (1/0) 7,971 0.04 0.00 0.00 0.00 0.20
MatC (1/0) 7,971 0.10 0.00 0.00 0.00 0.30
CEODuality (1/0) 7,971 0.41 0.00 0.00 1.00 0.49
BoardSize 7,971 9.62 8.00 9.00 11 2.14
NonExec (%) 7,971 85.73 83.33  88.89 90 7.50
InstOwn (%) 7,971 87.93 81.73 94.24 100 16.43
CompAdyv (1/0) 7,971 0.90 1.00 1.00 1.00 0.31
CEOCCash (log) 7,971 14.45 14.14 14.54 15.03 1.56
Assurance (1/0) 7,971 0.08 0.00 0.00 0.08 0.23
FirmSize (log) 7,971 8.30 7.25 8.27 9.37 1.64
Leverage (log) 7,971 4.15 3.68 4.21 4.83 1.53
RDIntensity 7,971 0.03 0.00 0.01 0.04 0.06

Note: This table presents the descriptive statisticsttier full sample See Table 12 for the
variabl es6é definitions.

Table 14 reports the results of the Pearson correlation matrix for all variables. Material
CSR contracting is found to be negatively assediatithTSR the proxy for corporate financial
performance, and positively associated WRRfESGscorethe proxy for corporate nen
financial performance. Then, the Pearson correlation coefficients do not reveal any high
correlations among the independent variables, indicating no serious multicollinearity issues.
The additional tests conducted in Appen@ixusing the Variance Inflation Factors (VIFs)

procedure support this claim.
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Table 14: Pearson correlation matrix
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TSR 1

RefESGscor¢ -.046** 1
GeneralC -.020 .163** 1
MatC -.037* 211** -.072** 1
CEODuality -.020 .115** .012 .070** 1
BoardSize -.039** .479* . 155* | 170** .056** 1
NonExec -.008 .320** .068** .116* .022* .315** 1
InstOwn  -.043** -.015 -.046** -.076** -.077* -.038** .104** 1
CompAdv  -.019 .195** .025* .091** .004 .186** .278** .175** 1
CEOCCash -.006 .205** .029** .118** .055* .226** .179** .037** .215** 1
Assurance -.011 -.034* -.039** .059** .008 -.037** -.028* .028* .008 -.017 1
FirmSize -.044** .600** .177** .281* .154* .609* .238** -015 .168** .263** -.039** 1
Leverage -.013 .094** .069** .058* .030** .179** .141** 003 .077** .113** .002 .244** 1
RDIntensity .067** -.128** -076** -.127* -.076* -.257** -063** -.059** .004 -.214* .035** -.389** -177** 1

Note: This table reports the Pearson correlation coefficients. **, * indicate that the correlation is significant at the Q@d. laxdl§, respectively.
See Table 12 for the variables6 definitions.
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6.5.2. General vs material CSR contracting and corporate financial performance

Columns 1 and 2 of Table 15 report the results for the baseline (pooled OLS) regressions
concerning the effects of general versus material CSR contracting on corporate financial
performance. Hypothesis 1 predicts that adopting both general and material ESG targets in CEO
compensation improves corporate financial performance. Hypothesis 2 predicts that the effect
will be greater for material CSR contracting than for general C&Ramting. However, results

show that general and material CSR contracting have no significant effécR:¢n=-0.015,
p>0.1;b =0.002,p > 0.1). These results mostly contradict the streams of literature on the
effects of CSR contracting on corporate financial performance and are against the findings of
Flammer, Hong, and Minor (2019) and Cavaco, Crifo, and Guidoux (2020). However, they
patially support those of Khenissi, Hamrouni, and Ben Farhat (2022). Moreover, the results
contrast with those of most studies on the effect of material ESG information on corporate
financial information (Khan, Serafeim & Yoon, 2016; Giorgino, Supino, & Be&n2017;
Kotsantonis & Bufalari, 2019; Kaiser, 2020; Grewal, Hauptmann, & Serafeim, 2021; Schiehll
& Kolahgar, 2021; Consolandi, Eccles, & Gabbi, 202&hough they support those of Kim

and Lee (2020). Overall, hypotheses 1a and 1b are not supported.

Given these results, two competing explanations can be derived from the stakeholder
agency theory. On the one hand, general and material CSR contreatildgbe seen as
increasing agency costs for shareholders, since they constitute an overinvestment in non
financial strategies, reducing their expected benefits (Biiobuard & Zamora, 2015;
Abdelmotaal & AbdelKader, 2016). On the other hand, such corgonaitiatives might not
translate into financial gains immediately (Hart & Ahuja, 1996; Derchi, Zoni, & Dossi, 2021).

Both types of CSR contracting could have forwkooking properties that generate intangible
benefits that are hardly captured by tramhtil proxies for financial performance (Chen et al.,
2015; 0O6Connell & OO6Sullivan, 2014; Hartikali

These findings also challenge the soundness of sharelwsideted materiality
frameworks. The material ESG factorstioé SASB might suffer from severe methodological
limitations because they are generic across sectors and are not oriented to identify future
opportunities, possibly preventing companies from differentiating themselves from their peers
(Porter, Serafeim, &ramer, 2019). For some authors, the use of material ESG information
alone is insufficient. It must be coupled with a strategy of differentiation based on sustainability
to create and sustain a competitive advantage while increasing financial perforBdmeas,

2020; loannou & Serafeim, 2021). Accordingly, corporations should undertake their own
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materiality assessment to create unique material CSR contracts and to gain a competitive

advantage against peers corporations that did not consider the sama! EBSt8rissues.

6.5.3. General vs material CSR contracting and corporate nefinancial performance

Columns 3 and 4 of Table 15 report the results for the baseline (pooled OLS) regressions
concerning the effects of general versus material CSR contraxticgrporate nofinancial
performance. Hypothesis 3 anticipates a positive relationship between the adoption of material
CSR contracting and corporate rAfamancial performance. Hypothesis 4 predicts that the
effects will be greater for material CSR cautting than for general CSR contracting. The
results demonstrate that both types of CSR contracting have a significant positive association
with ESG performancéh(= 4.528,p<0.01;6=4.319,p< 0.01). However, the effect is greater

for general CSR cordcting than material CSR contracting by about 5%. These results are
consistent with prior studies on CSR contracting (Maas, 2018; Flammer, Hong, & Minor, 2019;
Li & Thibodeau, 2019; Cavaco, Crifo, & Guidoux, 2020; Derchi, Zoni, & Dossi, 2021,
Khenissi, Harouni, & Ben Farhat, 2022) and the concept of materiality (Maniora, 2018;
Jadoon et al., 2021; Madison & Schiehll, 2021) concerning the outcome of the relationship but

not its magnitude. Overall, hypothesis 2a is supported, but not hypothesis 2b.

The stakholderagency theory of Hill and Jones (1992) provides two competing
explanations of these results. On the one hand, the inclusion of general and material CSR
contracting can be merely symbolic. The effect of including general ESG targets is greater than
that of including material ESG targets because such initiatives are only used to neutralise
criticism over CEO compensation without forcing them to undertake substantive actions on
ESG issues (Haque, 2017; Haque & Ntim, 2020). On the other hand, theoéfifeduding
material ESG targets in CEO compensation might take some time to manifest, and there might
be a lag between the implementation of the corporate initiative and its effect on corporate non
financial performance (Hart & Ahuja, 1996; Derchi, Zo& Dossi, 2021). Overall, these
findings highlight the need to conduct additional tests using alternative measures of corporate

performance, timing effects, and endogeneity.
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Table 15:Baseline analysis

Financial Performance Non-Financial Performace

Exp. Dep: TSR Exp. Dep:RefESGscore
Sign (1) (2) Sign ) (4)
GeneralC + -0.015 + 4,528***
(0.019) (0.851)
MatC + 0.002 + 4,319***
(0.015) (0.631)
CEODuality - -0.011 -0.011 + 1.140%** 1.043***
(0.009) (0.009) (0.341) (0.340)
BoardSize ? -0.005* -0.005* ? 1.264*** 1.274%**
(0.003) (0.003) (0.107) (0.106)
NonExec + 0.001 0.001 + 0.373*** 0.374***
(0.001) (0.001) (0.023) (0.023)
InstOwn - -0.001***  -0.001*** - -0.038*** -0.037***
(0.001) (0.001) (0.010) (0.010)
CompAdv + -0.015 -0.015 + 2.390*** 2.287***
(0.016) (0.016) (0.558) (0.558)
CEOC-Cash + 0.006* 0.006* + 0.230* 0.169
(0.003) (0.003) (0.126) (0.120)
Assurance + -0.020 -0.020 + -0.335 -0.818
(0.019) (0.019) (0.730) (0.731)
FirmSize - -0.010***  -0.010*** + 6.828*** 6.743***
(0.004) (0.004) (0.145) (0.144)
Leverage - 0.005 0.005 - -0.881*** -0.837***
(0.003) (0.003) (0.110) (0.110)
RDlIntensity ? 0.169 0.168 ? 30.836*** 29.693***
(0.118) (0.118) (3.502) (3.497)
Year effects Yes Yes Yes Yes
Sector effects Yes Yes Yes Yes
Intercept 0.103 0.105 -68.110*** -68.296***
(0.077) (0.077) (2.703) (2.639)
R-squared 0.112 0.112 0.473 0.474
No. of obs. 7,971 7,971 7,971 7,971

Note: This table reports the baseline results of the OLS regressions examining the impact of
the different types of CSR contracting (general or material) on financial artinaocial
performanceRobust standard errors are presented in parenthesis, and‘***ndicate the
statistical significance at the 0.01, 0.05, and 0.1 levels. See Table 12 for definitions of variables.
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6.5.4. Robustness tests

6.5.4.1. Alternative measures of financial and noefinancial performance

Table 16 examines the effect géneral and material CSR contracting on corporate financial
and norfinancial performance using alternative dependent variables. Regarding alternative
variables for financial performance, return on equURQE is used as an accounting measure

for profitaklity, cash ratio CashRati) as a measure of liquidity, and asset turnover
(AssetTurnovgras a measure of efficiency. These three measures provide a more detailed
picture of corporate financial performance. Panel A of Table 16 reveals no significatd effe
between the different types of CSR contractR@E andCashRatio However, general CSR
contracting is negatively associated witssetTurnovemwhile material CSR contracting is not
significant. Deriving from the stakeholdagency theory, this findg suggests that the
inclusion of general ESG targets in CEO compensation prevents corporations from efficiently
using their assets to generate revenues, constituting a cost for shareholdersL{Buod/&
Zamora, 2015; Abdelmotaal & Abd#&lader, 2016). A such, general ESG targets, without
financial significance for the corporation, do not provide enough incentives to improve financial
performance. The causes of this effect could include that CEOs are distracted by trying to
resolve ESG issues without ual for the corporation or are entrenched, as this type of
contracting lets them justify their underperformance. These results support the baseline findings
concerning the set of hypotheses 1 and provide atepth understanding of the effect of

general ad material CSR contracting on corporate financial performance.

Concerning nosfinancial performance, the stBESG scores of RefinitivRefESG
related to environmental performancBRefEscorg social performanceRefSscorg and
governance performanceRé¢fGscorg are used. Comparably to corporate financial
performance, the aim is to obtain a more granular picture of corporatéinaanial
performance. Panel B of Table 16 reveals positive associations for all models and a greater
effect of material CSR coracting compared to general CSR contracting for environmental
performance, while the opposite is true for social and governance performance. These results
support the baseline conclusions regarding the sign of the relationship between the different
types of CSR contracting and nefinancial performance (Hypothesis 2a). However, they
partially support the baseline results concerning-firtancial performance (Hypothesis 2b).
While the results for social and governance performance are consistent with tleigprevi
conclusions, environmental performance seems to be consistent with hypothesis 2b concerning

the greater effect of material CSR contracting on-fireencial performance compared to
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general CSR contracting. Overall, these results nuance the relatibeshigen the different

types of CSR contracting and corporate-fioancial performance.
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Table 16: Alternative measures of financial and norfinancial performance

Panel A: Financial performance

Profitability Liquidity Efficiency
Dep: Dep: Dep: Dep: Dep: Dep:
ROE ROE CashRatio CashRatio AssetTurnover AssetTurnover
1) (2 3) (4) (5) (6)
GeneralC -1.177 0.035 -0.093***
(1.128) (0.040) (0.023)
MatC 1.313 -0.010 0.019
(0.861) (0.028) (0.019)
CEODuality 1.916%** 1.905%** -0.114***  -0.114*** 0.055*** 0.055***
(0.457) (0.457) (0.022) (0.022) (0.011) (0.011)
BoardSize 0.311* 0.301** -0.026%**  -0.026*** 0.020*** 0.020***
(0.140) (0.140) (0.007) (0.007) (0.003) (0.003)
NonExec 0.069** 0.068** -0.011***  -0.0171*** 0.002** 0.002**
(0.031) (0.031) (0.002) (0.002) (0.001) (0.001)
InstOwn 0.058*** 0.059*** 0.001 0.001 0.002*** 0.002***
(0.016) (0.016) (0.001) (0.001) (0.001) (0.001)
CompAdv -2.866*** -2.882%** -0.009* -0.089* -0.013 -0.012
(0.736) (0.736) (0.047) (0.047) (0.020) (0.020)
CEOCCash 0.810*** 0.800*** -0.032%**  -0.032*** 0.009*** 0.009***
(0.152) (0.152) (0.009) (0.009) (0.003) (0.003)
Assurance 0.376 0.294 0.029 0.029 0.039* 0.040*
(1.056) (1.057) (0.048) (0.048) (0.023) (0.024)
FirmSize 2.296*** 2.226*** -0.085%**  -0.084*** -0.077%* -0.079%**
(0.204) (0.206) (0.011) (0.011) (0.005) (0.005)
Leverage -0.067 -0.057 -0.111%**  -0.1171*** -0.035%** -0.035***
(0.204) (0.204) (0.008) (0.008) (0.004) (0.004)
RDIntensity -119.929***  -120.444***  7.997*** 8.002*** -2.137%* -2.149%**
(6.271) (6.287) (0.337) (0.337) (0.128) (0.129)
Year effects Yes Yes Yes Yes Yes Yes
Sector effects Yes Yes Yes Yes Yes Yes
Intercept -39.491*** -39.185%** 3.522%** 3.516*** 0.824*** 0.839***
(3.505) (3.500) (0.205) (0.204) (0.077) (0.078)
R-squared 0.270 0.270 0.413 0.412 0.308 0.307
No. of obs. 7,971 7,971 7,971 7,971 7,971 7,971

Note: This table reports the OLS regressions udR@E CashRatioand AssetTurnovens
profitability, liquidity, and efficiency proxies for financial performanB@bust standard errors
are presented in parenthesis, and ***, **  * indicate the statisticalfgignce at the 0.01, 0.05,
and 0.1 levels. See Table 12 for definitions of variables
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Panel B: Non-financial performance

Env. Performance

Soc. Performance

Gov. Performance

Dep: Dep: Dep: Dep: Dep: Dep:
RefEscore  RefEscore RefSscore RefSscore RefGscore RefGscore
(1) (2) 3) (4) (5) (6)
GeneralC 3.539%** 5.814*** 5.186***
(1.152) (0.950) (1.184)
MatC 5.627*** 4.210%** 2.137*
(0.871) (0.688) (0.860)
CEODuality 1.394*** 1.284*** 1.6471*** 1.536*** -0.446 -0.516
(0.476) (0.475) (0.387) (0.387) (0.464) (0.465)
BoardSize 1.885*** 1.886*** 1.307*** 1.324*** 0.452%** 0.472**
(0.144) (0.143) (0.122) (0.120) (0.145) (0.144)
NonExec 0.238*** 0.239*** 0.286*** 0.288*** 0.579*** 0.582***
(0.032) (0.032) (0.027) (0.027) (0.032) (0.032)
InstOwn -0.139%** -0.137%** -0.038*** -0.037*** 0.049*** 0.049***
(0.015) (0.015) (0.012) (0.012) (0.014) (0.014)
CompAdv 1.778** 1.658** 2.667*** 2.558*** 3.016*** 2.947%*
(0.753) (0.753) (0.621) (0.623) (0.831) (0.829)
CEOCCash 0.260 0.188 0.312** 0.248* 0.139 0.099
(0.196) (0.191) (0.141) (0.134) (0.142) (0.139)
Assurance 1.512 0.942 -1.016 -1.523* 0.101 -0.213
(0.998) (0.995) (0.790) (0.796) (0.983) (0.986)
FirmSize 10.186*** 10.035*** 7.071%** 7.013*** 3.932%** 3.941%**
(0.201) (0.202) (0.162) (0.162) (0.203) (0.203)
Leverage -1.071%* -1.018%** -1.015%** -0.970%** -0.765%** -0.738%**
(0.148) (0.147) (0.119) (0.118) (0.155) (0.155)
RDlIntensity 50.616*** 48.971%** 70.495*** 69.473*** -24.446%**  -24.818*%**
(4.932) (4.922) (4.201) (4.209) (5.161) (5.156)
Year effects Yes Yes Yes Yes Yes Yes
Sector effects Yes Yes Yes Yes Yes Yes
Intercept -91.951***  -91.858***  -67.761**** -68.141***  -41.847***  -42.358***
(3.898) (3.829) (3.031) (2.962) (3.448) (3.426)
R-squared 0.501 0.503 0.407 0.407 0.236 0.235
No. of obs. 7,971 7,971 7,971 7,971 7,971 7,971

Note: This table reports the OLS regressions ustedEscoreRefSscoreandRefGscoress
environmental, social, and governance performance proxies fofimantial performance.
Robust standard errors are presented in parenthesis, and ***, ** * indicate the statistical
significance at the 0.01, 0.05, and 0.1 levels. See Table 12 fortidenof variables.
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6.5.4.2. Effect timing

The impact of general and material CSR contracting on corporate financial afidaranal
performance might not translate into effect immediately (Hart & Ahuja, 1996; Derchi, Zoni, &
Dossi, 2021). There might be a lag between their implementation aadsef€onsequently,
effect timing must be controlled using eypear and thregear lags. The results reported in
Table 17 show that both types of CSR contracting lack significant effects on corporate financial
performance. In addition, both types of CShhtcacting positively and significantly affect
corporate notfinancial performance. However, the magnitude of the effect is greater for
general CSR contracting for the first year, while the effect is greater for material CSR
contracting after the third yeaf implementation. This result is consistent with the argument
derived from the stakeholdagency theory and suggests that the effect of material CSR
contracting does not translate immediately into better corporaténacial performance. For
Derchi,Zoni, and Dossi (2021), this lag between implementation and effect might be explained
by the experience accumulation allowing corporations to enhance their ESG strengths and
mitigate their ESG concerns. These findings are fairly consistent with the bdselings and

better explain the effect of material CSR contracting on corporate financial arfthaocial

performance.
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Table 17: Effect timing

Panel A: One-year lag

Financial Performance Non-Financial Performance

Dep: TSR Dep:RefESGscore
1) (2) 3) (4)
GeneralG-1 -0.004 4.657***
(0.020) (0.898)
MatCt-1 -0.009 4.230***
(0.016) (0.668)
Controlst-1 Yes Yes Yes Yes
Year effects Yes Yes Yes Yes
Sector effects Yes Yes Yes Yes
Intercept 0.348**  (0.347*** -67.947*** -68.173***
(0.081) (0.081) (2.976) (2.903)
R-squared 0.147 0.147 0.476 0.477
No. of obs. 6,393 6,393 6,393 6,393

Note: This table reports the OLS regressions examining the impact of the different types of
CSRcontracting (general or material) on future financial andfirtancial performance. In all
columns, independent and control variables are lagged by ond&ypbaist standard errors are
presented in parenthesis, and ***, ** * indicate the statisticalit@mce at the 0.01, 0.05,

and 0.1 levels. See Table 12 for definitions of variables.

Panel B: Three-year lags

Financial Performance Non-Financial Performance

Dep: TSR Dep: RefESGscore
1) (2) 3) (4)
General-3 -0.009 3.797***
(0.023) (1.048)
MatCt-3 -0.003 3.900***
(0.021) (0.810)
Controlst-3 Yes Yes Yes Yes
Year effects Yes Yes Yes Yes
Sector effects Yes Yes Yes Yes
Intercept 0.085 0.086 -70.964*** -71.204***
(0.098) (0.098) (3.757) (3.669)
R-squared 0.137 0.137 0.466 0.467
No. of obs. 3,634 3,634 3,634 3,634

Note: This table reports the OLS regressions examining the impact of the different types of
CSR contracting (general or material) on future financial anefinancial performance. In all
columns, independent and control variables are lagged by three Rebtst standard errors

are presented in parenthesis, and ***, ** * indicate the statistical significance at the 0.01, 0.05,
and 0.1 levels. See Table 12 for definitions of variables.
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6.5.4.3. Endogeneity

This study maintains that material ESG targets have been tied to CEO compensation to push
CEOs to consider stakeholders with a financially material impact on corporations. However,
CEOs whose compensation has been tied to general EgBstaright be incentivised to reach
targets that do not al i gnfinancid dbjectives, whithhnaayy i o n s &
harm corporations and all stakeholders. Thus, the inclusion of general ESG targets in CEO
compensation might also be a sighpoor corporate governance, highlighting the need to
further control for potential endogeneity. Blundell and Bond (1998) propose the system
generalised method of moments (GMM) to mitigate this issue. The system GMM is a procedure
that simultaneously intchuces two sets of equations: a level equation including the original
variables of the model and a first difference equation including the instruments (Boateng et al.,
2021). The principal benefit of adopting the system GMM procedure is thadliffestenced
instruments can be internal to the equation (Wintoki, Linck, & Netter, 2012). For this study, the
lagged dependent and independent variables are used as instruments for the first difference
equation, and the original variables are used in the levetieguaonsistent with Boateng et

al . (2021) . I n sum, t he modaderserial coardlatichiAR y i s
(2) test and the Hansertelst (Roodman, 2009).

Columns 1 and 2 of Table 18 reveal that both types of €&Rracting have no
significant effect on corporate financial performanze (:049,p > 0.1;6=-0.026,p > 0.1).
By contrast, in columns 3 and 4 of Table 18, both types of CSR contracting are found to
positively affect corporate neimancial performaoce @© = 14.844,p > 0.01;b = 12.359p >
0.01). Additionally, the magnitude of the effect is greater for general CSR contracting compared
to material CSR contracting. Then, the correctness of the system GMM models is tested through
the AR (2) and Hansetests. For all models, AR (2) is not significant, suggesting that there
is no evidence of serial correlation in the second order. Moreover, for all models, the-Blansen
test of ovetidentification is not significant, supporting the validity of the instemts. Overall,
the results are consistent with the baseline results and reveal that they do not suffer from

endogeneity.
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Table 18: Endogeneity

Financial Performance Non-Financial Performance

Dep: TSR Dep: RefESGscore
1) 2) 3) (4)
GeneralC 0.049 14.844**
(0.105) (6.293)
MatC -0.026 12.359***
(0.080) (4.544)
. -0.009 0.008 1.126 1.339
CEODuality 5042y  (0.042) (2.010) (2.352)
BoardSize 0.001 -0.004 0.655 0.970
(0.013) (0.013) (0.717) (0.789)
NonExec -0.004 -0.003 0.412** 0.331
(0.004) (0.004) (0.203) (0.238)
InstOwn -0.003 -0.004* -0.201** -0.157
(0.002) (0.002) (0.093) (0.113)
CompAdv -0.135* -0.118 -7.480* -10.328*
(0.078) (0.074) (4.379) (5.387)
0.002 0.001 -0.183 -0.320
CEOCCash  h008)  (0.008)  (0.458) (0.501)
ASSUrance 0.003 0.008 4.284 1.224
(0.046) (0.048) (3.209) (3.336)
FirmSize 0.009 0.012 8.507*** 8.195%**
(0.014) (0.015) (1.055) (1.066)
Leverage 0.024 0.021 -1.384 -1.517
(0.015) (0.015) (0.912) (0.968)
RDIntensity 1.117 1.030 28.224 34.489
(0.789) (0.798) (49.842) (51.554)
Year effects Yes Yes Yes Yes
Sector effects Yes Yes Yes Yes
Intercept 0.500 0.450 -42.285%* -37.912*
(0.339) (0.317) (18.911) (20.737)
AR (1) 0.000 0.000 0.000 0.000
AR (2) 0.543 0.502 0.677 0.925
Hansen Jest 0.148 0.241 0.758 0.796
F-Stat. 83.13 78.78 301.18 268.91
Prob > F 0.000 0.000 0.000 0.000
No. of obs. 7,971 7,971 7,971 7,971

Note: This table reports the systeBMM results examining the impact of the different types
of CSR contracting (general or material) on financial andfir@ncial performanceRobust
standard errors are presented in parenthesis, and ***, ** * indicate tinsictd significance

at the 0.01, 0.05, and 0.1 levels. See Table 12 for definitions of variables.
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6.6. Discussion and conclusion

This study examines whether the inclusion of general and material ESG targets in CEO
compensation improves corporate fio@h and norfinancial performance. Using a large
sample of 1,577 companies from 2011 to 2019, the inclusion of both general and material ESG
targets in CEO compensation was found to lack significant effects on corporate financial
performance and positiselaffect corporate nefinancial performance. Further analyses
demonstrate that material CSR contracting is associated with greater environmental
performance than for general CSR contracting in the first year of implementation and with
greater ESG perforrmae after three years. Moreover, general CSR contracting is found to
reduce corporationsd ability to generate re
turnover ratio). These results challenge the theoretical framework derived from the stakeholder
agency theory because material CSR contracting lacks have the expected dual effect on
corporate financial and nefinancial performance. On the one hand, this corporate initiative
fulfils its objectives by better aligning the interests of CEOs with thdsall degitimate
stakeholders, not just shareholders, and by improving their relationships. On the other hand, it
remains unclear whether shoerm profit maximisation traditionally aligned with shareholder

interests can be efficiently maximised.

These esults raise complex questions concerning the economic relevance of material
CSR contracting and the soundness of shareholilemted materiality frameworks. First, the
economic relevance of material CSR contracting can be viewed differently dependirgy on
trust shareholders have in corporations. While doubtful shareholders might see this corporate
initiative as an overinvestment reducing their shenn benefits (Browsbiburd & Zamora,
2015; Abdelmotaal & AbdeKader, 2016), trustful shareholders migee intangible benefits
that are hardly captured by traditional financial performance proxies (Chen et al., 2015;
Harti kai nen, Ja@8rvenp??2 and Rautiainen, 2021;
compensatiossetters should ensure that all stakdbs have understood and adhered to the
financial and noffinancial objectives of the corporation beforehand. This understand will
prevent doubtful shareholders from trying tepréoritise their interests over those of other
stakeholders and protect tkESRrelated gains earned by the corporation. Second, material
CSR contracting challenges shareholdeented materiality frameworks by showing their
usefulness for identifying ESG issues material to corporations and highlighting significant
fragilities. The sole focus on enterprise value creation promised by these materiality

frameworks shows critical flaws due to methodological shortcomings related to the generic
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nature of ESG issues, the lack of identification of future opportunities preventing
differeniation, and increased imitation pressures (loannou & Serafeim, 2021; Porter, Serafeim,
& Kramer, 2019). Thus, the results open the debate on the soundness of shaoeleyitkt

materiality frameworks by highlighting their benefits and fragilities.

This gudy makes a twofold contribution to the literature. First, it introduces the notions
of material and general CSR contracting to identify and select ESG targets that strategically
matter in CEO compensation. By demonstrating that the consideration ofiainetsnes
matters over time, this distinction refines the nascent stream of studies on CSR contracting and
corporate performance (Ibrahim & Lloyd, 2011; Brewiburd & Zamora, 2015; Haque, 2017,
Maas, 2018; Flammer, Hong, & Minor, 2019; Li & Thibodeaul20Cavaco, Crifo, &
Guidoux, 2020; Haque & Ntim, 2020; Derchi, Zoni, & Dossi, 2021; Tsang et al., 2021; Adu,
Flynn & Grey, 2022; Cho & Ibrahim, 2022; Khenissi, Jahmane, & Hofaidhllaoui, 2022;
Khenissi, Hamrouni, & Ben Farhat, 2022). Second, the findilhgdiange the stakeholder
agency theory (Hill & Jones, 1992) by showing that satisfying all stakeholders on the same
timeline may not be feasible. This study refines the stakehalgiicy theory by demonstrating
the need for intertemporal tradéfs and stategic prioritisation when including ESG targets in
CEO compensation contracts to incentivise them to consider the interests of all stakeholders in
different temporalities.

Unlike other studies, this one has limitations because it focuses only on thadina
materiality of ESG issues. This approach may bias compensatoh t er s deci si ons
specific ESG issues and omit those assumed to b&mancially material. Nevertheless, these
issues may be incorrectly priced or become relevant in eliftéime frames. Thus, the addition
of environmental and social materiality to financial materiality, whether double materiality,
might be more appropriate to identify and incorporate ESG issues in CEO compensation, since
it provides a more holisticpicter of a company6és i mpact on ESG
issues affect its value creation. Finally, this study has important implications for boards of
directors and CEOs because they will face a voluntary and compulsory push from ESG
reporting standardation bodies, national policymakers (MacMillan & Ingram, 2021), and the
responsible investorsdé community (PRI, 2016)
becomes crucial that academic contributions disentangle further the tough strategngeballe
that material CSR contracting represents nowadays for corporate CSR proponents in terms of
stakeholder prioritisation and the simultaneous achievement of financial arthawocial

performance.
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Appendix 2: Variance inflation factors (VIFs) and tolerance for Chapter 6

Financial Performance Non-Financial Performance
Dep: TSR Dep: RefESGscore
1) (2) ) (4)
VIF Tolerance VIF Tolerance VIF Tolerance VIF Tolerance
GeneralC 1.07 0.94 1.07 0.94
MatC 1.37 0.73 1.37 0.73

CEODuality 1.06 0.94 1.06 0.94 1.06 0.94 1.06 0.94
BoardSize  1.79 0.56 1.79 0.56 1.79 0.56 1.79 0.56
NonExec 1.25 0.80 1.25 0.80 1.25 0.80 1.25 0.80
InstOwn 1.15 0.87 1.15 0.87 1.15 0.87 1.15 0.87
CompAdv  1.18 0.85 1.18 0.85 1.18 0.85 1.18 0.85
CEOCCash 1.16 0.86 1.17 0.86 1.16 0.86 1.17 0.86
Assurance 1.01 0.99 1.02 0.98 1.01 0.99 1.02 0.98
FirmSize 2.11 0.47 2.15 0.47 2.11 0.47 2.15 0.47
Leverage 1.11 0.90 1.11 0.90 1.11 0.90 1.11 0.90
RDIntensity 1.79 0.56 1.80 0.56 1.79 0.56 1.80 0.56
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Chapter 7

Board of directors: CSR committee

138



7.1. Brief summary

This study relies on the stakeholggency theory to examine whether the characteristics and
effectiveness of CSR committees influence the initiative of tying ESG targets into CEO
compensation contracts (i.e., CSR contracting). Using a sample of 1,@ftatioss from 575

US companies over 2015 to 2019, this study focuses on four structural characteristics of CSR
commi ttees: size, directorsd6 independence, ¢
An independent chairperson is found to enhanceakékood of CSR contracting. An effective

CSR committee structure, captured through a composite score including these four
characteristics, is also found to influence corporations to opt for CSR contracting. Such CSR
committees may influence corporatiotws opt for CSR contracting because more objective
leadership improves the controllability of CSR contracting through more effective monitoring
and better protection of stakeholdersod inter
structuralcheact eri stics as drivers of CSR committ
sum, this study has important implications for practitioners wishing to build more effective CSR
committees capable of overseeing stakehetdented governance initiatives dnfor

regulators wishing to provide guidance on their structures and practises.

7.2. Introduction

Societal expectations of better governance over sustainable development have led corporations

to create corporate social responsibility (CSR) committeasonitor and give advice on CSR

activities (Shaukat, Qiu, & Trojanowski, 2016). However, the lack of empirical evidence on

their substantiveness, coupled with the absence of guidance on their structures, have raised
concerns about the ability of CSR coittees to effectively oversee CSR activities (Rodrigue,
Magnan, & Cho, 2013; World BanrkFC, 2021). This problem is particularly important due to

CSR committeesd ability to affect the behavi
ESG targets in theicompensation contraét¢éMaas, 2018). Indeed, CSR committees make

recommendations to remuneration committees concerning the design of CEO compensation

8 Thesecommittees have received different names (such as ethics committee, health and safety committee, or
sustainability committee). However, they are commonly referred to as CSR committees (Michelon & Parbonetti,

2012; BaraibabDiez & Odriozola, 2019; Orazaljr2020).

9 This corporate initiative, also called CSR contracting, aims to a@r&cO atténtion tanon-financial objectives

that are in the interests of different groups of stakeholders and will benefit the corporation in the long run (Hong,

Li, & Minor, 2016; Maas, 2018Yhet er ms Oi nctageds o NnCBO E&@Bpensation contr
c ont r are usédmaychangeably.
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contracts to better incentivise, monitor, and reward CEOs for their CSR performaigieagXl

& Zaman, 2019). Accordingly, thavolvement of CSR committees in the contracting process

IS necessary. This is because CSR committees collect and analyse more information on CSR
activities, enabling them to better inform remuneration committees on the performance of CEOs
with respect to SR, ultimately improving decisiemaking regarding CEO compensation
contracts (Berrone & Gomeédejia, 2009). Therefore, the structure and effectiveness of CSR
committees might be significant drivers for corporations to opt for CSR contracting as they are
more capable of monitoring CEOsd6 actions and
& Smaili, 2022).

Although the academic literature on the board of directors is well documented, much
less has been studied on board-soimmittees, especiallpgn CSR committees (Gennari &
Salvioni, 2019; Radu & Smaili, 2022). Some empirical studies have examined the effect of
sever al CSR committeesd structur al characte
directorsd i ndependencmeetinge frequencyy and othems, witm d e p e
conflicting results (Peters & Romi, 2015; Eberhardth, 2017; Elmaghrabi, 2021; Jarboui,
Ben Hlima, & Bouaziz, 2022). Additionally, several other studies have examined their
effectiveness on corporate outcomes usiggraposite score of their structural characteristics
(Chapple, Chen, & Zhang, 2017; Bradbury, Jia, & Li, 2022) or using descriptive statistics (Liao,
Luo, & Tang, 2015; Burke, Hoitash, & Hoitash, 2019). These studies mostly show that effective
CSR committes positively influence corporate outcomes. However, some researchers are
concerned by the potential lack of controllability of CSR contracting because, without proper
monitoring, it could exacerbate information asymmetries between CEOs and stakehalders an
deter their relationships (Nigam, Benetti, & Mbarek, 2018; Derchi, Zoni, & Dossi, 2021). Few
studies have indirectly examined the link between the presence of CSR committees and CSR
contracting by using the former as a control variable (Abdelmotaal &Xoalder, 2016; Al
Shaer & Zaman, 2019) or as part of a mediation analysis (Radu & Smaili, 2022). These studies
report a positive association between the presence of CSR committees and CSR contracting.
Given the limited empirical evidence available and ossns about the potential lack of
controllability of CSR contracting, further research is necessary to examine the influence of
CSR committeesd6 characteristics and effectiwv

contracting.

Hi I I and StakeheldedgericyltBebrg dombines the agency and stakeholder

theories to create a new paradigm whereby CEOs should act in the best interests of all

140



stakeholders (Coombs & Gilley, 2005). Through this theoretical lens, CSR committees, as a
type of subboad structure, have two main roles (ElImaghrabi, 2021; Jarboui, Ben Hlima &
Bouaziz, 2022). First, they reduce information asymmetries between CEOs and all stakeholders

by providing information on CSR activities. Second, they improve relationships with
stakelolders by reducing their costs of accessing CSR information due to the centralisation of
CSR activities. Nevertheless, their ability to produce more information on CSR for all
stakeholders is affected by the effectiveness of their structural charagessioh as size,
directorsd independence, chairperson indepe
2021). Consequently, certain CSR committees might be more effective than others in gathering

and analysing the CSR performance of CEOs, improving theeir 8 i ty t o super vi
actions and protect al |l stakehol der so I nt
effectiveness are therefore assumed to feature in the implementation of CSR contracting
because they permit better monitor and the provision ofeninformed advise on the
performance of CEOs on CSR. These advantages are expected to improve the controllability of
CSR contracting and motivate corporations to opt for this initiative.

Using an unbalanced panel dataset of 1,641 observations from&phlilicly listed
companies over 2015 to 20109, this study el
characteristics (including size, directors?o
frequency) influence the decision to opt for CSR contractinglso investigates whether
effective CSR committeesd structures influen

composite score including these four variables

This study makes a twofold contribution to the literature on corporate goveraagice
CSR. First, empirical studies have indirectly examined the link between the presence of CSR
committees and CSR contracting (Abdelmotaal & Aldatler, 2016; AlShaer & Zaman,
2019; Radu & Smaili, 2022). However, these studies are limited becausd&aheyonly
included the presence of CSR committees as a control variable (Abdelmotaal &Kistolde)
2016; AFShaer & Zaman, 2019) or as a component of a mediation analysis (Radu & Smaili,
2022). Therefore, to the best of our knowledge, this study isr8teadiinvestigate the impact
of CSR committeesd structure and effectiven
literature on the extent to which corporations can ensure that their CSR committees can be
effectively structured to engage actively etcontracting process and to ensure that CSR
initiatives align with corporationsd objecti

conceptuali ses the relationships between CSR
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CSR contracting bgdrawing on the stakeholdagency theory of Hill and Jones (1992). While
the theory posits that effective boards and-solrd committees better monitor and improve
relationships with stakeholders, it does not explicitly refer to the role of their salctur
characteristics (Elmaghrabi, 2021; Jarboui, Ben Hlima & Bouaziz, 2022). Accordingly, this
study expands the arguments of the stakeh@dency theory to the structural characteristics
of CSR committees by demonstrating that corporations with moretivljézadership are more
likely to opt for CSR contracting because they have more effective control over this initiative.

This study has important practical implications because it provides timely evidence to
corporations and regulators in search of pesttises for the governance of sustainability. With
the notable exception of the World BankFC (2021), there is today no guidance for the
structure of CSR committees. As a result, this study offers some empirical evidence that
corporations could use tlesign more effective CSR committees to enhance their sustainability
efforts. Additionally, regulators could also use the findings of this study to createasde
guidance for CSR committees.

The remainder of this paper is organised as follows: Se2treviews the literature and
develops the hypotheses. Section 3 deals with the data and methodology. Section 4 presents the

results, and the last section concludes this study.

7.3. Literature review and hypotheses development

7.3.1. CSR committees: Stictures and effects

Due to the increasing roles of boards of directors in the governance of sustainability (Elkington,
2006; Ayuso & Argandofia, 2009), companies have begun to delegate CSR tasks and
responsibilities to expert sthpard committees (Shauk&ju, & Trojanowski, 2016). These
corporate I nitiatives, named OCSR commi tt ece
developed economies. For example, Baraibiaz and Odriozola (2019) document a rise from

31% to 90% of companies having implemented €8Rmittees for a large sample of British,

French, German, and Spanisdted companies from 2005 to 2015. CSR committees have two

main roles (Elmaghrabi, 2021; Jarboui, Ben Hlima & Bouaziz, 2022). First, they reduce
information asymmetries between CEOs atidstakeholders, improving the monitoring of

CSR activities. Second, they i mprove stakehc

CSR information, promoting accountability, and better protecting their interests. However, the
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rapid development o£SR committees and the lack of guidance on their governance create
uncertainties regarding the effect and substantiveness of their monitoring (Velte & Stawinoga,
2020). Some scholars have found that CSR committees positively affect CSR performance and
might have a substantive role (Mallin & Michelon, 2011; Didéowler, Ellstrand, & Johnson,

2017; Hussain, Rigoni, & Orij, 2018). For example, in an international context, Bata#ar

and Odriozola (2019) find that the presence of CSR committees is assatititencreased
environmental, social, and governance performance for a sample of 197 firms from France,
Germany, Spain, and the UK over 2005 to 2015. Nevertheless, other researchers find no effects
between CSR contracting and CSR performance and conttiat¢éhey might only have a
symbolic role (Berrone & Gomeéylejia, 2009). For example, in the US context, Rodrigue,
Magnan, and Cho (2013) found that CSR committees do not influence environmental regulatory
performance and pollution prevention performafozea sample of S&P 500 companies from
2003 to 2008.

Given these contradictory findings, a smaller stream of research has focused on the
structure of CSR committees to provide a more granular understanding of the effects and
substantiveness of their mamiing. In the UK context, Elmaghrabi (2021) found robust
evidence that CSR committee independence, chair member gender, meeting frequencies, and
size positively impact CSR performance for a sample of 100 FTSHimantial companies
from 2015 to 2017. Inhe Indian context, Jarboui, Ben Hlima, and Bouaziz (2022) report that
CSR committee expertise, independence, and size are positively associated with CSR
performance for a sample of 60 BSE companies from 2014 to 2019. In the US context, Peters
and Romi (20%) show that CSR committees with greater expertise are more likely to opt for
CSR assurance and to search for external assurance from a professional accountant. Their study
focuses on a sample of 912 US compgagr observations from 2002 to 2010. Finallyan
international context of 177 neimancial companies in 2012, Eberhaiidith (2017) reports
that CSR committees with greater independence, no CEO in the committee, a higher average
me mber 6s age, a female c hai r p e orpavate, social n d a
perfor mance. However, no significant i mpact s

the proportion of female directors, and higher corporate social performance.

These studies have mainly empl oigtesdn CSR ¢
isolation without looking at their aggregated effects and effectiveness (Elmaghrabi, 2021).
Specifically, effectiveness is determined by the degree to which the components of their

structures successfully fulfil their objectives (Tricker, 20199me empirical studies have
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investigated the impact of CSR committeesd e
external party to provide assurance on their CSR reports. Chapple, Chen, and Zhang (2017)
report a positive association between CSR roattee effectiveness and the details of CSR
assurance engagement, but no significant association with the likelihood of opting for CSR
assurance. Their study focuses on a sample of 200 Australian companies from 2010 to 2014.
However, using a sample of Awastian firms from 2004 to 2016, Bradbury, Jia, and Li (2022)

find that a more effective CSR committee is more likely to opt for external assurance on CSR.

The authors also find that effective CSR committees are more likely to seek assurance from a

Big Fouraccounting company and receive their CSR assurance from the same provider as their
financial assurance. Finally, Burke, Hoitash, and Hoitash (2019) distinguished between
effective and ineffective CSR committees based on their CSR strengths using aosdmig2

US companies from 2003 to 2013. The authors report that CSR committee independence,
meeting frequency, and size were higher for effective CSR committees. Liao, Luo, and Tang
(2015) compare effective and ineffective CSR committees based on tkeiosdre of
environmental information as part of the Carbon Disclosure Project (CDP) and report similar
findings using a sample of 329 UK companies in 2011. These studies demonstrate the

i mportance of CSR committeesd aoutcones ande anc

highlight the need to better understand their relationships with CSR contracting.

7.3.2. CSR committees and CSR contracting

The inclusion of ESG targets in CEO compensation contracts, also known as CSR contracting,
follows the growing reagnition that CEOs must be involved to successfully implement CSR
strategies (Miller Perkins & Serafeim, 2015). Due to their central positions in the company,
CEOs influence employees and impact corporate outcomes (Peters & Romi, 2015). However,
CEOs may Bgage in CSR activities only if they have incentives to do so, due to the
uncertainties and risks of engaging in such activities (Berrone & G&tega, 2009).
Consequently, some scholars have called for a broader push for the use of ESG targets in CEO
conpensation contracts to attract CEOs®6 atten
solve CSR issues potentially detrimental to
& O6Sullivan, 2014, Hong, Li, &carvbe wmiewed, as 2 0 1 6 ;
an extension of the traditional pay for financial performance by adding ESG targets to the

existing ones (Flammer, Hong, & Minor, 2019). Finally, these targets will likely be included in
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CEO compensation contracts by the remuneration gtieemin consultation with the CSR
committee (AlShaer & Zaman, 2019).

The literature on CSR committees and the presence of ESG targets in CEO
compensation contracts is scarce and provides only indirect evidence supporting a positive
relationship. In theUK context, two empirical studies examined the effects of firm
characteristics (Abdelmotaal & Abdilader, 2016) and sustainability reporting assurance (Al
Shaer & Zaman, 2019) on CSR contracting. Both studies include the presence of CSR
committees as a atrol variable and report a positive association between CSR committees and
CSR contracting for samples of FTSE 350 companies from 2009 to 2011 and 2011 to 2015,
respectively. Addi tionall vy, Radu and Smail.
committees and CSR contracting on CSR performance. Using mediation analysis, the authors
show that CSR committees do not directly affect CSR performance for a sample of 164
Canadian companies from 2012 to 2018. However, their research positively links CSR
committees to CSR contracting and reveals that only through CSR contracting do CSR
committees positively affect CSR performance. Given such limited empirical evidence, some
researchers have called for more research on the governance of CSR contracting (Nigam,
Bendti, & Mbarek, 2018; Derchi, Zoni, & Dossi, 2021). These researchers are concerned that
its lack of controllability caused by ineffective monitoring could create information
asymmetries, misaligning the interests between CEOs and stakeholders and hleming t
relationships (Nigam, Benetti, & Mbarek, 2018; Derchi, Zoni, & Dossi, 2021). Overall, these
studies highlight the importance of corporations in ensuring that their CSR committees are
involved in the contracting process to promote the alignment of @8Rtives with

corporationsd objectives and stakehol der exp

7.3.3. Theoretical framework

Most corporate governance studies adopt a unique theoretical lens to evaluate the influence of
governance mechanisms on corporate practises and outcbielésy§ & Moussa, 2017).

However, the role played by CSR committees requires a-thelbretical approach to better

account for the different facets of CSR activities and sustainable development (Orazalin, 2020).

In this way, the stakehold@agency theoryf Hill and Jones (1992) is employed to explain the
relationship between CSR committeesd charact

ESG targets in CEO compensation contracts. This theory combines the agency and the
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stakeholder theories to creaenew paradigm in which CEOs are seen as the agents of all
stakeholders (Coombs & Gilley, 2005; Kock, Santald, & Diestre, 2012). Moreover, this theory
promotes the implementation of governance mechanisms that better align the interests of CEOs
with thoseof all stakeholders (Elmaghrabi, 2021; Jarboui, Ben Hlima, & Bouaziz, 2022). In

sum, the stakeholdegency theory broadens the accountability requirements of CEOs.

Under this theoretical l ens, CSR committe
actions on CSR and protect the interests of all stakeholders (ElImaghrabi, 2021). First, CSR
committees reduce information asymmetries between CEOs and all stakeholders by gathering
and analysing information on the CSR performance of CEOs (Berrone & @dajiez 2009).

This step more comprehensively and compl et el
the link between pay and performance-Gtaer & Zaman, 2019). Second, CSR committees
improve relationships with stakeholders by centralising the costsiaesbwith the gathering

and analysis of information about CEOsO acti
of the money for some stakehold@rHill & Jones, 1992). CSR committees reduce the costs

of accessing information and help all stakdbkos to become more empowered and informed
about CEOs6 actions on CSR (Hill & Jones,
corporations to produce more information on CSR and to democratise its access to all

stakeholders by guaranteeing better monitoanfy CEOs 6 acti vities on CS

relationships with stakeholders.

Neverthel ess, CSR committeesd effectivene
oversee the activities of CEOs on CSR (Chapple, Chen, & Zhang, 2017). Principally because
of their structural characteristics, CSR committees are more effective inigg#éued analysing
CSR information (Bradbury, Jia, & Li, 2022). If their structures are ineffective, the inclusion
of ESG targets in CEO compensation contracts might exacerbate agency problems due to the
lack of controllability of this corporate initiativeNigam, Benetti, & Mbarek, 2018; Derchi,
Zoni, & Dossi, 2021). Thus, the stakehol@gency theory of Hill and Jones (1992) suggests
t hat more effective boards of directors ca
stakeholder relationships without eiggly mentioning their structural characteristics
(Elmaghrabi, 2021; Jarboui, Ben Hlima, & Bouaziz, 2022). This study therefore attempts to fill
this theoretical gap by extending the arguments of the stakefagdacy theory to the

0 This situation is particularly conspicuous in the case of diffuse stakeholders, where the groups of stakeholders
are numerous, small, atatkther e sour ces and power to gather and analy
(Hill & Jones, 1992).
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structural charactetiss of CSR committees through the examination of their effectiveness in

the inclusion of ESG targets in CEO compensation contracts.

7.3.4. Hypotheses development

This study considers the effectiveness of CSR committees in terms of four structural
charat er i sti cs: si ze, directorso independence

frequency.

7.3.4.1. Size

The size of a CSR committee is viewed as among its most critical structural characteristics
because having more directors is often perceivedasimgrng a commi tt eebds sk
and expertise (Jarboui, Ben Hlima, & Bouaziz, 2022). By applying the stakelagjelecy

theory rationale to CSR committee size, the addition of directors to the CSR committee might
diversify the skills, experiencend expertise to improve the governance of CSR contracting
(Elmaghrabi, 2021; Jarboui, Ben Hlima, & Bouaziz, 2022). More precisely, larger CSR
committees gather and analyse more information on the CSR performance of CEOs, providing
better monitoring and adsory of CSR activities. Such CSR committees might therefore reduce
information asymmetries between CEOs and all stakeholders and improve stakeholder
relationships. Thus, larger CSR committees ensure better controllability of CSR contracting,

possibly motvating corporations to choose this initiative.

While no legislation exists in the US to impose a given size on CSR committees, the
World Bank- International Fund Corporations (World Bank=C) provides principléased
guidance on the structure and pises of CSR committees internationally (World BdRIC,
2021) . The financi al institution suggests th
and the required skills to monitor and give advice on CSR activities (World-BRak 2021).
However, he academic literature on optimal board size and CSR performance is shared
between those arguing that a larger board better gathers and analyses CSR information and
others stating that a smaller board better manages poor CSR performance (Endrik@féajal., 2
These contradictory arguments are also reflected in the academic literature on CSR committees

and CSR performance. Some authors find that smaller CSR committees increase corporate
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social performance (Eberhaf@bth, 2017), while others find that lamg CSR committees
increase CSR performance (Jarboui, Ben Hlima, & Bouaziz, 2022), and some others find no
significant association with CSR performance (Elmaghrabi, 2021) or with CSR assurance
(Peters & Romi, 2015). Nevertheless, Liao, Luo, and Tang (2&i&)Burke, Hoitash, and
Hoitash (2019) demonstrate that effective CSR committees, determined by their disclosure and
CSR strengths, tend to be larger. Based on the stakelagdecy theory and empirical
evidence, the following hypothesis is proposed:

H1: Companies with a larger CSR committee size are more likely to include ESG targets

in CEO compensatiocontracts

7.3.4.2. Independence

The independence of a CSR committee is determined by the absence of relationships between
its directors and the compaligang, Cheng, & Gray, 2007). Deriving from the stakehaolder
agency theory lens, a larger proportion of independent directors and an independent chairperson
might be viewed as providing better governance of CSR contracting because they consider the
needs ofll stakeholders and the complexity and multiplicity of CSR issues (Gaéciehez et

al., 2019). Consequently, more independent CSR committees led by an independent chairperson
gather and analyse more information on the CSR performance of CEOs. Thssaraluces
information asymmetries between CEOs and stakeholders and improves stakeholder
relationships. Therefore, CSR committees with more independent directors and an independent
chairperson are more likely to implement CSR contracting because ttiey dmntrol this

initiative.

The corporate governance literature suggests that independent directors can better
exercise free judgment and protect the interests of all stakeholders (Mallin, 2019). However,
prior findings on CSR committee independence eoporate outcomes are contradictory.

While some studies find a positive effect between the proportion of independent directors and
CSR performance (Eberhaftibth, 2017; ElImaghrabi, 2021; Jarboui, Ben Hlima, & Bouaziz,

2022) and chairperson independennd CSR performance (Elmaghrabi, 2021), others report

no significant effect concerning the proportion of independent directors and CSR assurance
(Peters & Romi, 2015). The World BarRk FC6s gui dance on the stru

CSR committees recomends that they should comprise a minimum of half independent
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directors and chaired by an independent director (World BB, 2021). The studies of Liao,

Luo, and Tang (2015) and Burke, Hoitash, and Hoitash (2019) support these recommendations
in showirg that effective CSR committees, classified respectively based on their disclosure and
CSR strengths, have a higher proportion of independent directors. Thus, based on the

stakeholdemagency theory and empirical evidence, the following hypotheses aresptbpo

H2a: Companies with a more independent CSR committee, in terms of independent

directorsd proportion, are more | icangdctg. t o i n

H2b: Companies with a more independent CSR committee, in terms of chairperson

independence, are more likely to include ESG targets in CEO compercsattoacts

7.3.4.3. Frequency of meetings

A CSR committee meeting frequency corresponds to the number of times its members gather
during a given year (Chapple, Chen, & Zhang, 2017g Mieeting frequency determines the
activity level of CSR committees and provides information about their ability to effectively
monitor and advise on CSR activities (Liao, Luo, & Tang, 2015). Following the stakeholder
agency theory rationale, CSR commigegith more frequent meetings better govern CSR
contracting because their greater activity enhances their ability to gather and analyse CSR
information (Elmaghrabi, 2021; Jarboui, Ben Hlima, & Bouaziz, 2022). Consequently, such
CSR committees can effectlyetrack the CSR performance of CEOs, improving their
capability to monitor and advise on the inclusion of ESG targets in CEO compensation
contracts. Thus, CSR committees that meet more frequently improve the controllability of CSR

contracting, which migh&éncourage corporations to opt for this initiative.

The corporate governance literature on meeting frequency is shared between scholars
who argue that numerous meetings demonstrate ineffectiveness associated with
underperformance and others, maintainih@ttit increases effectiveness through better
monitoring (Hussain, Rigoni, & Orij, 2018). Regarding CSR committees, the WorldIBank
recommends a frequency of three to four meetings a year (World BaRE&, 2021).
Nevertheless, the guidance suggestsnieeting frequency should be adjusted based on their
mandates (World Bank IFC, 2021). Prior empirical research is consistent with these
recommendations. For example, more effective CSR committees are found to meet more

regularly, from about three timasyear (Liao, Luo, & Tang, 2015) to four times a year (Burke,
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Hoitash, & Hoitash, 2019). Nevertheless, studies on the relationships between CSR
commi tteesd6 meeting frequency and corporate
and Romi (2015) and daoui, Ben Hlima, and Bouaziz (2022) report no significant association
between meeting frequency and CSR performance and CSR assurance, while Elmaghrabi
(2021) finds a positive association between meeting frequency and CSR performance. As such,

based on th stakeholdeagency theory, the following hypothesis is proposed:

H3: Companies with a greater frequency of CSR committee meetings are more likely

to include ESG targets in CEO compensationtracts

7.3.4.4. Effective structure

Effectiveness is considered the degree to which the components of CSR structural
characteristics successfully fulfil their objectives (Tricker, 2019). While the sharelagdecy

theory posits that more effective shbard committees better monitor andaemend on CSR
activities, it does not mention whether their effectiveness is determined by individual factors or

a combination of factors. This distinction is crucial in corporate governance, as a growing
stream of research advocates for the adoption 6fbau n d | e 6 peeaxanme the i v e
effectiveness of corporate governance mechanisms (Rediker & Seth, 1995; Aguilera, Desender,
& Kabbach de Castro, 2012). Thus, the combination of size, directorial independence,
chairperson independence, and meetieqdency might affect the ability of CSR committees

to gather and analyse information on CSR. The synergies realised by the four different structural
characteristics might help corporations to b
their actions wt h st akehol dersd interests. Il n sum,
structures are expected to improve the controllability of CSR contracting and might motivate

corporations to opt for this initiative.

The | iterature on C SaRdcorponataoutconesisnarrow.fTHee ct i
only studies available have investigated the impact of CSR committee effectiveness on CSR
assurance in Australia. While Chapple, Chen, and Zhang (2017) find that CSR committee
effectiveness is not associated with tleeidion to seek external CSR assurance, Bradbury, Jia,
and Li (2022) report a positive association. The use of different effectiveness composite scores
might explain these mixed results. On the one hand, Chapple, Chen, and Zhang (2017) use a

“"The concept of ébundlebd in corporate governance sugg
their objecties due to a combination of factors rather than one factor (Rediker & Seth, 1995).
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score of 5 fators, including CSR committee size, independence, meeting frequency, busyness,
and expertise. On the other hand, Bradbury, Jia, and Li (2022) use a score comprised of 12
variables based on four pillars related to composition, authority, resources, gadagili This
approach is common in measuring the effectiveness of audit committees (Chapple, Chen, and
Zhang, 2017). The approach allows a performance assessment comprising the interrelated
effects of all structural components and a benchmark with otheparuas, which would not

have been possible by only pooling their structural characteristics. Furthermore, the literature
on the relationship between CSR committees and the inclusion of ESG targets in CEO
compensation contracts is limited. The only studiesilable have examined this relationship
indirectly as part of control variables (Abdelmotaal & AbHelder, 2016; AlShaer & Zaman,

2019) or a mediation analysis (Radu & Smaili, 2022). Nevertheless, these studies have used
only a dummy variable to inditaithe presence of CSR committees, limiting the understanding

of their functioning. Consequently, following the stakeholdgency theory and previous

empirical studies, the following hypothesis is proposed:

H4: Companies with a more effective CSR comnaitsructure are more likely to

include ESG targets in CEO compensationtracts

Figure 11 summarises the research model.
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Figure 11: Research model for Chapter 7
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7.4. Data and methodology

7.4.1. Data and sample

This study consists of 1,641 observations from 575 US companies that are part of the Russell
3,000 index. This sample covers 98% of publicly traded equities in the US, and its size is
consistent with previaiempirical research on CSR committees (Eberhisth, 2017; Uyar

et al., 2021; Bradbury, Jia, & Li, 2022). Moreover, it reflects the growing trend of this corporate
initiative in this country and extends previous research that has focused mostly on large
companies indexed on the S&P 500 (Dixeowler, Ellstrand, & Johnson, 2017; Rodrigue,
Magnan, & Cho, 2013). The data was collected from the Bloomberg database. This database is
widely used in the financial and sustainability industries due to its rélyafptiark & Ravenel,

2013). In addition, the Bloomberg database has been previously employed in the study on CSR
committees (Eberhardtoth, 2017). Finally, the sample period starts in 2015 and ends in 2019.

It corresponds to the first year of data avdéatn the Bloomberg database for the structural
characteristics of CSR committees and the last year before the CGC\Bndemic, which has
significantly affected corporate governance practises (Zattoni & Pugliese, 2021). Table 19

displays the sample setemn and the patterns of distribution.

Table 19: Sample selection and patterns of distribution

Panel A: Sample selection Frequency Percentage
Initial sample 2,992 100%
Less:Firms without CSR committees 2,315 77.37%
Less:Fi rms without data on 102 3.41%
Final sample 575 19.22%
Panel B: Distribution of the sample Frequency Percentage
Only Russell 3,000 130 22.61%
Only S&P 1,500 174 30.26%
Only S&P 500 271 47.13%
Total 575 100%
Panel C: Sector classification Frequency Percentage
Financial firms 107 18.61%
Non-financial firms 468 81.39%
Total 575 100%

Note: The final dataset is unbalanced and composed of 575 firms with 1,641 observations
from 2015 to 2019.
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7.4.2.Variable definitions and regression models

7.4.2.1. Dependent variable

A dummy variable name@EOCESGs used to measure the presence of ESG targets in CEO
compensation contracts. This measure takes the value of 1 if ESG targets are tied to CEO
compensation and 0 otherwisSeEOCESGhas been used in prior empirical studies on CEO
compensation and CSR (Hagng, & Minor, 2016; Maas, 2018; Flammer, Hong, & Minor,
2019; Cavaco, Crifo, & Guidoux, 2020).

7.4.2.2. Independent variables

Four wvariables related to their size, direc
meeting frequency are used to maar e CSR commi t t @SRESjzesdhear ac t e
number of directors on the CSR committ&€&SRCDirIndis the proportion of independent

directors CSRCChairlnds the presence of an independent chair @BRBCMeeis the number

of meetings held by theSR committee for a given year. These proxies have been employed in
previous studies on CSR committees (Liao, Luo, & Tang, 2015; Peters & Romi, 2015; Chapple,
Chen, & Zhang, 2017; Eberhartioth, 2017; Burke, Hoitash, & Hoitash, 2019; Elmaghrabi,

2021; Bral bur vy, Ji a, & Li, 2022; Jarboui , Ben HI
effectiveness is then measured by creating a composite score of four dummy variables capturing
CSR c¢ ommi tEfeSiegstiie independenceé of directoESffeDirind), theclai r per son 0 s
independenceSRCChairlndl and meeting frequencyeffeMee). This composite score

considers the combination and potential synergies of these four structural characteristics,
assumed to provide a complementary assessment of CSR committtdessiéss. Specifically,

for each continuous variabl e, a dummy wvariahb

is greater than the sample median and 0 otherwise. The following model is estimated:
0'QQQO6 YIRQQ "YOIXNQ OMI 6'OEY ®@DQI "0e0MN'QQ1 Qo0
EffeCSRGUs a composite score ranging from zero to four, with zero indicating the lowest

effectiveness and four the highest effectiveness. This method has been used in prior research
on CSR committees (ChapplChen, & Zhang, 2017; Bradbury, Jia, & Li, 2022).
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7.4.2.3. Control variables

A number of variables are included to control for other factors influencing the presence of ESG
targets in CEO compensation contracts. First, this study controls for corgorsmance
characteristics. Prior studies have found that corporate governance structure significantly
influences CSR contracting (Ahaer & Zaman, 2019; lkram, Li, & Minor, 2019). Thus,

several corporate governance variables are included to conttbéfseparation between CEO

and chairman@EODuality)y , t he number of di r eBoardSizgsandon t he

the presence of compensation advis@snipAdy.

Second, this study controls for ownership concentration. Prior studies havetliatind
CEO ownership concentration is a determinant of CSR contracting (Berrone & Gbsjiaz
2009; Schiehll & Bellavance, 2009; A&haer & Zaman, 2019). Consequently, a variable
(CEOOwn) is added to control for the percentage of shares owned by the CE@ioAally,
prior research reports that the proportion of institutional investors may increase the
implementation of CSR contracting because they have publicly stated their preferences towards
corporations with more robust CSR standards in their CEO caapen contracts (Qin &
Yang, 2022). In this way, the variablegtOwn is included to control for the proportion of

institutional investors.

Third, prior studies have demonstrated that corporate size is crucial in the
implementation of CSR initiativesghnson & Greening, 1999; Brammer & Millington, 2006).
Thus, the larger the company, the more resources it will have to enhance its CSR efforts.
Consequently, this study controls for firm siEernSizg using the natural logarithm of total

sales.

Fourth, a measure to control for corporate performance is included. Due to the
widespread use of performanibased pay for CEOs, the fate of CEOs is increasingly tied to
the performance of their companies (Frydman & Jenter, 2010). Thus, financial performance
might significantly determine CEO compensation. In line with the studies of Helfaya and
Moussa (2017), Biswas, Mansi, and Pandey (2018), and Uyar et al. (2021), financial

performance is measured using the return on ad3éx8) (

Fifth, investors often consideompanies with high financial leverage riskier (Banerjee,
Dasgupta, & Kim, 2008). For example, Mishra and Modi (2013) found that companies with
high financial leverage receive fewer benefits from their positive CSR initiatives in terms of
reducing theirspecific or idiosyncratic risks. Therefore, a variallleveragé is included to
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contr ol for the companyds capital structur e,
of CSR contracting. Financial leverage is calculated by dividing total deld#s byr e ho| der s
equity. Finally, research and development intensigD(ntensity is included because
companies with high research and development intensity might be more willing to opt for CSR
contracting as it at tternaissties &dig @arpbrata activides.t i o n
Consistent with Burke, Hoitash, and Hoitash (2019), the research and development intensity is
calculated by dividing research and development expenses by total assets. These variables are

defined in Table 20.

Table 20: Definitions of variables

Variables

Description

Dependent variable

CEOCESG

1, if the CEO compensation is linked to ESG targets, 0 otherwise.

Independent and control variables

CSRCSize

CSRCDirlnd
CSRCChairind

The number of directors on the CSR committee.
The proportion of independent directors on the CSR committee.

1, if the CSR committee chairperson is independent, 0 otherwise.

CSRCMeet The number of meetings held by the C&Rnmittee for a given year.
EffeCSRds a score measuring the effectiveness of a CSR commit
comprises four dummy variables related to the size of the committe
above median, 0 otherwise), the independence of its members (1 if

EffeCSRC median, O otherwise), the independence of it&irperson (1 i
independent, 0 otherwise), and its meeting frequency (1 if above m
0 otherwise). The score ranges from 0 to 4 and identifies companie
corporate governance practices that are assumed to produce
effective CSR committee.

CEODuality 1, |_f the companyés chief exec
0 otherwise.

. The number of directors on th

BoardSize
company.

CompAdv 1, if the company appoints outside CEfOmpensation advisors,
otherwise.

CEOOWN The proportion o_f shares outstanding held by the CEO as a fraction ¢
shares outstanding.

Instown The proportion of institutional ownership to total company ordii
shareholdings.

FirmSize Thenatural log of total sales.

ROA The return on assets is the ratio of net income to total assets.

Leverage The ratio of total debts divid

RDIntensity The research and development expenses divided by total assets.
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7.4.2.4. Regression models

Logistic regressions are employed to test the hypotheses on the relationship between CSR
commi tteesd characteristics andtheenbhtlireeaf the ven e s
dependent variableCEOCESG, this statistical model is recommended to better estimate

binary outcomes (Wooldridge, 2015). Furthermore, this estimation technique has been
employed in prior research on CSR committedddelmotaal & AbdelKader, 2016;
EberhardtToth, 2017; AtShaer & Zaman, 2019; Gareganchez et al., 2019). Therefore, the

following models are proposed:
OO0 0 O0YPT 1 MYYOYQUE YYO OQI "P@WAYY®@QI "0t Q
[ OYYOOD QQaH € € 01 € micC
In equation (2), the dependent variabl€ EOCESG indicating whetbr ESG targets
are tied to CEO ciéompendgatictbn ofidiref a nfdimpmddent
CSRCSizeCSRCDirlnd CSRCChairlndand CSRCMeetccount for the different structural
components of CSR committe€ontrolsrepresents control viables, and a set of sector and
year dummies has been included to control for their effects. Finally, equation (2) is first
estimated with all independent variables to provide a comprehensive overview of the extent to
which the different structural chatacistics of CSR committees affect CSR contracting. Then,

equation (2) is estimated using each characteristic individually to precisely identify the

significance and strength of their association with CSR contracting.
OO0VO0OYPM | OQAUDYr @ée¢eoil ¢émio

In equation (3), the dependent variabl€ EOCESG indicating whether ESG targets
are tied to CEO ciompen datnictdn offohre f a nfdierpre ad e n
EffeCSR@omprises the different proxies to test the effectiveness of the structural components
of CSR committeesHffeSize EffeDirind, CSRCChairlngd EffeMee}. Controls represents
control variables, and a set of sector and year dummies has been includedaicf@otiteir
effects. To conclude, equation (3) uses a composite score to provide a complementary

assessment of CSR committeesd effectiveness

their different structural characteristics.
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7.5. Empirical findings

7.5.1. Descriptive statistics

Table 21 provides descriptive statistics for the variables used in this study. The average

proportion of companies including ESG targets in CEO compensation conC&xCESG

is about 31%. As a basis for comparison, Flammer, Hong, and Minor (2019) found that about

24% of companies tied their ESG targets to CEO compensation contracts for a sample of S&P

500 companies from 2004 to 2013. Then, the components of CSR commiitégres suggest

that an average committee has a size of 4.17 members, about 96% of independent directors, an

independent chair in 96% of cases, and a frequency of 4.34 meetings a year. Furthermore, the

average effectiveness score is 3.06 out of 4. Otherale are also in line with previous studies
on CSR contracting and CSR committees (Burke, Hoitash, & Hoitash, 2019; Ebefhatitth
2017; Flammer, Hong, & Minor, 2019).

Table 21:Descriptive statistics

Variable Obs. Mean Q1 Median Q3 Std. Dev.
CEOCESG (1/0) 1,641 0.31 0.00 0.00 1.00 0.46
CSRCSize 1,641 4.17 3.00 4.00 5.00 1.47
CSRCDirInd (%) 1,641 95.63 89.90 100.00 100.00 9.79
CSRCChairlnd (1/0) 1,641 0.96 1.00 1.00 1.00 0.20
CSRCMeet 1,641 4.34 4.00 4.00 5.00 1.74
EffeCSRC 1,641 3.06 3.00 3.00 4.00 0.98
CEODuality (1/0) 1,641 0.43 0.00 0.00 1.00 0.49
BoardSize 1,641 10.44 9.00 10.00 12.00 2.25
CompAdyv (1/0) 1,641 0.95 1.00 1.00 1.00 0.21
CEOOwn (%) 1,641 0.86 0.05 0.15 0.40 4.43
InstOwn (%) 1,641 87.78 80.79 93.40 100.00 16.07
FirmSize (log) 1,641 8.56 7.44 8.57 9.65 1.69
ROA 1,641 4.61 1.22 4.12 8.13 5.98
Leverage 1,641 4.49 3.89 4.49 5.07 1.22
RDIntensity 1,641 0.01 0.00 0.00 0.01 0.03

Note: This table reports the descriptive statistics for the full sample. See Table 20 for definitions

of variables.
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In Table 22, the Pearson correlation coefficients reveal that the effectiveness of a CSR
commi tteeds size, proportion of independent
positive relationship wittCEOCESGHowever, its meeting frequency does ootrelate with
CEOCESG In addition, the effectiveness structure score is positively correlated with
CEOCESG The Pearson correlation coefficients reveal no high correlations among the
independent variables and indicate no serious multicollinearity is§besadditional test in

Appendix 3 using the variance inflation factors (VIF) procedure is consistent with this claim.
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Table 22: Pearson correlation matrix

CEOCESG
CSRCSize
CSRCDirlnd
CSRCChairind
CSRCMeet
EffeCSRC
CEODuality
BoardSize
CompAdv
CEOOwn
InstOwn
FirmSize
ROA
Leverage
RDIntensity

CEOCESG 1

CSRCSize .129** 1

CSRCDirInd .057* .008 1
CSRCChairlnc .093** . 289**  234** 1

CSRCMeet -.043 .042 .077** .024 1

EffeCSRC .157** 510** .414** 545** 363** 1

CEODuality .091** .141** 032 .051* .002 .104** 1

BoardSize .140** .343* .090** .092** .104** .310** .138** 1

CompAdv  .071** .103** .075* .050* .100** .205** .084** .116** 1
CEOOwn -.072** -,088** -.055* -.005 .018 -.054* .120** -.219* -.014 1

InstOwn -037 .038 .065** .083** .106** .161** -.054* -.033 .336** -221** 1
FirmSize  .200** .268** .216** .170** .132** .407* .182* 556** .222** -126** .064** 1
ROA -.073** .085** .022 .086** -.027 .090** .016 .038 -.068* .016 .033 .180** 1

Leverage .145** .106** -.054* .035 .009 .060* .028 .172** .058* -.191** .033 .143** -.074** 1
RDIntensity -.146** -.059** .042 .016 -.042 .057* -.016 -.080** .063* .015 .031 -.072* .127* -173* 1

Note: This table reports the Pearson correlation coefficients. **, * indicate that the correlation is significant at the Q@ lamadl§, respectively.
See Table 2@or definitions of variables.
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7.5.2. Baseline analyses

Table 23 presents the | ogistic regression r
characteristics and effectiveness on the inclusion of ESG targets in CEO compensation
contracts Regarding CSR committeesd cihdaperalenteer i st
is positively and significantly associated with the inclusion of ESG targets in CEO
compensation contractB € 1.134,p < 0.001). However, there are no associations with CSR
commi tteesd size, the proporgfrequancyBf-0.028,depenc
p>0.01;B=0.005p>0.01;B=-0.035,p > 0.01). Columns 2 to 5 reveal that these results are
similar for each CSR committeebds characterd.i
reveals that CSR committee effectivenesgositively and significantly associated with the
presence of ESG targeB £ 0.305,p < 0.001). Overall, hypotheses 2b and 4 are supported.

Previous studies have not specifically examined these relationships. Consequently, the
findings of this study r@ compared and contrasted with the streams of literature examining the
i mpact of CSR committeesd structure and effe
of the presence of CSR committees and CSR contracting to highlight their similarities and
differences. Concerning CSR committee size, the result is consistent with Peters and Romi
(2015) and Elmaghrabi (2021). However, it goes against Eberhatid{2017), who finds that
smaller CSR committees are associated with greatefimamcial performanceand Jarboui,
Ben HIima, and Bouaziz (2022), who find the
finding aligns with those of Peters and Romi (2015) but not those of Ebeftwhd{2017),
Elmaghrabi (2021), and Jarboui, Ben Hlima, and Boua2®2Z%), who report a positive
relationship between CSR committees with a larger proportion of independent directors and
nortfinancial performance. With respect to chairperson independence, the result is consistent
with Elmaghrabi (2021), who found a poséiassociation between chairperson independence
and norfinancial performance. For meeting frequency, the finding is in line with Peters and
Romi (2015), Jarboui, Ben Hlima, and Bouaziz (2022) but goes against Elmaghrabi (2021),
who reports a positive linketween CSR committee meeting frequency and corporate non
financial performance. In sum, the finding concerning the link between CSR committee
effectiveness and CSR contracting is consistent with studies examining the effectiveness of
CSR committees on goorate outcomes (Liao, Luo, & Tang, 2015; Chapple, Chen, & Zhang,
2017; Burke, Hoitash, & Hoitash, 2019; Bradbury, Jia, & Li, 2@2#) studies having indirectly
investigated the impact of CSR committees on CSR contracting (Abdelmotaal & Kédiet,
2016;Al-Shaer & Zaman, 2019; Radu & Smaili, 2022).
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In light of previous studies, the results provide a more granular understanding of the
i mpact of CSR committeesd6 characteristics an
some support and challendeettheoretical arguments derived from the stakehadency
theory of Hill and Jones (1992). Contrary to expectations, no association was found between
CSR committee size and CSR contracting, possibly due to larger committees hindering
effective communidéon and decreasing CSR contracting controllability. Then, no association
was found between the proportion of independent directors in the CSR committee and CSR
contracting. An explanation for the absence of this connection might be that a committee
compoed mostly of independent directors could
objectives and stakeholder expectations, deteriorating the controllability of CSR contracting. In
contrast, an independent chairperson is associated with CSR contradsggé it improves
the controllability of CSR contracting by providing more objective leadership. While frequent
CSR committee meetings were expected to increase the activity level and improve the
controllability of CSR contracting, no association betwiertwo was found, perhaps because
more meetings decrease CSR contracting controllability due to a lack of focus on strategic CSR
initiatives. Finally, the study shows that more effective CSR committees are associated with
CSR contracting. The use of a goosite score provides complementary insights into the
effectiveness of CSR committees. It shows that, even if several additional structural
characteristics are not significant, their combined effect driven by chairperson independence
can still be significat in influencing corporations to opt for CSR contracting. This finding
supports the argument derived from the stakehadency theory and the concept of corporate

governance bundle.
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