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RESUMEN

El consejo de administracién es el principal érgdeotoma de decisiones en las
empresas espafolas. Entre los consejeros que cemgbrronsejo de administracion
cabe destacar a los consejeros dominicales, nowwgrgmbr los inversores
institucionales, considerados los accionistas dantes mas importantes en el contexto
espafiol. Estos consejeros juegan un papel imperéanel gobierno corporativo de las
empresas en cuyos consejos de administracion iparticAsi pues, el objetivo del
presente trabajo es analizar como la presenciasi€dnsejeros dominicales en los
consejos de administracion de las empresas espairdlayen sobre el gobierno
corporativo de las mismas. En particular, estudsgt@®mo los consejeros dominicales
influyen en la remuneracion del director ejecutf@EQO) y en la divulgacién de
informacion sobre Responsabilidad Social Corpoaa{irSC) de las empresas. Para
ello, consideramos a los consejeros dominicalesocam Unico grupo, ademas de
distinguir dentro de este grupo entre consejerosilsies a la presion y consejeros
resistentes a la presion, atendiendo a si ademiasrdiacion de inversion, mantienen o
no, respectivamente, una relacion comercial corerfgoresa en cuyo consejo de
administracion participan. Proponemos una relacigadratica entre la presencia de
estos consejeros y las variables mencionadas, & sgyypone que los consejeros
dominicales pueden desempefiar dos roles opuestwdgrglc y atrincheramiento),
dependiendo de su nivel de representatividad ecom$ejo de administracion. Los
resultados obtenidos evidencian que los consejdorrinicales y los consejeros
resistentes a la presiéon (aquellos que s6lo maartieima relacién de inversion con la
empresa) influyen en el gobierno corporativo dedmpafia y pueden desarrollar dos
roles opuestos, dependiendo de su nivel de patidp en el consejo de
administracion. Sin embargo, los consejeros seassilal la presion (aquellos que
representan a inversores institucionales que mmattiaina relacion de inversion y
comercial con la empresa en cuyo consejo partigipaninfluyen en el gobierno

corporativo de las empresas espafiolas.
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ABSTRACT

Board of directores is the main decision-makingyomdSpanish companies. Among
the directors who make up the board of directdrss worth mentioning institutional
directors, who are are appointed by institutionakestors, the most important dominant
shareholders in the Spanish context. These dieplay an important role in corporate
governance of the companies in whose boards theinaolved. Therefore, the aim of
this research is to analyse how the presence dtutisnal directors on boards of
Spanish companies influences their corporate geve Specifically, we study how
institutional directors affect CEO compensation &8R disclosure. To do so, we
consider instituional directors as a homogenousigrédditionallhy, we also classify
them into directors who are sensitive or resistargressure, according not only to the
investment relationship of their represented, blso af they mantain or not a
commercial relationship with the company on whosarll these institutional investors
are represented. We hypothesise a quadratic nestilo between the presence of these
directors on boards and the variables above mesttiowhich means that institutional
dirctors may play two opposite roles (control amdrenchment), depending on their
level of representation on the board of directdise findings evidence that institutional
directors and pressure-resistant directors (thdserepresent institutional investors that
only mantain an investment relationship with thenpany) influence on the coroprate
governance of companies and they may perform tvposife roles, depending on their
level of participation on boar of directors. Howewveressure-sensitive directors (those
who represent institutional investors that maintamh an investment and commercial
relationship with the company in whose board thastipipate) do not affect corporate

governance of Spanish companies.

13



INDEX OF TABLES

CHAPTER 1

Table L Variable deSCriptioN...........ccooiiiiiiis ettt s e e e e e e e e e e e e e e eeeeeeeeneeeees 43
Table 2 Descriptive statistics for continuous and dummvigsables........................... 44
Table 3 Means comparison test for independent variables............ccccoeeiiiiiieiniennn. 47
Table 4. Correlation MAatriX.......ooooe i s 49

Table 5. Results of the hierarchical regression for insitihal directors sit on the
DOAIrAS Of AIFECIOIS ...t e e 50
Table 6. Results of the hierarchical regression for pressensitive and pressure-
resistant institutional directors sit on the boafdirectors............ccccevvviviiiiiiiiiiinees 53
Table 7. Results of the hierarchical regression for insithal directors sit on the board
of directors (lagging independent variables) w.cccc...ccoeeeeiviieieeiiiiceee e 56
Table 8 Results of the hierarchical regression for pressensitive and pressure-
resistant institutional directors sit on the boafdirectors (lagging independent
VANADIES) ... e a e e 57

Table 9. Results of the hierarchical regression for insitihal, pressure-sensitive and

pressure-resistant directors sit on the board&dtdrs (analysis of robustness) ........... 60
CHAPTER 2

Table 1 Items considered in the CSR INAEX........uerciiiiiiiiiieee e 85.
Table 2 CSR ClasSIfiCatioN..........ccccoeiieiiiiis e e 85
Table 3. Variable deSCriptioN...........ccooiiiiiiii et s e e e e e e e e e e e e e e e e eeeeeeeeees 87
Table 4. Descriptive statistics for continuous and dummsables...............cccce..... 89
Table 5 Means comparison test for independent variables............ccccoeeivieiinnnnnnnn. 91
Table 6. Correlation MAaLFIX.........coeeiiiiiieeeee e s 93

Table 7. Results of the regression for institutional, ptes-sensitive and pressure-
resistant directors sit on the board when the dédgavariable is REPORT ................ 95

14



Table 8 Results of the regression for institutional, ptes-sensitive and pressure-
resistant directors sit on the board when the déparvariable is CSR........................ 96
Table 9. Estimates of the baseline models for institutippeessure-sensitive and
pressure-resistant institutional directors sitlomthoard when the dependent variable is
REPORT (lagging independent variables) ......cccceeeiciiiieiiiiee e 100
Table 10 Estimates of the baseline models for institutippeessure-sensitive and
pressure-resistant institutional directors sitlomthoard when the dependent variable is
CSR (lagging independent variables) .........ccccceeuureuiiiiiiiiee e eaeees 101

15



INTRODUCCION

En las ultimas décadas, el aumento de acciones @msande los inversores
institucionales ha adquirido una gran importangialae estructura accionarial de las
empresas reemplazando, de este modo, a los ineglisglividuales (Khan et al., 2005).
En este sentido, una peculiaridad del nuevo comti@xanciero es la aparicion de una
nueva clase de agentes financieros: los inversoigucionales. Asi pues, en el
contexto espafiol los inversores institucionalessttuyen un elemento esencial del
sistema financiero esparfol. En este sentido, einveh de activos de estos inversores
era de 9.000 millones de euros en 1990 frente 286900 millones a finales del 2005
(Rabadan, 2009), lo que su patrimonio represen&b2005, un 40% del PIB espafiol
(Fundacioén Inverco, 2007).

El hecho que el volumen de paquetes accionarialem@&nos de los inversores
institucionales haya aumentado, ha provocado ques emversores no puedan
desprenderse de dichos paquetes con facilidadgxgerimentar pérdidas al deshacerse
de los mismos. Esta situacion ha provocado quenkersores institucionales hayan
abandonado un papel pasivo en el gobierno de lasesas en las que poseen acciones
(abandonar el accionariado de la empresa en caso dstar de acuerdo con la gestion
llevada acabo) y hayan empezado a desempefiar @h guetjyo en la gestion de las
mismas, convirtiéndoles como el mecanismo mas 2fgaa influir en el gobierno

corporativo de las empresas (Wilcox, 2001).

Asi pues, estudios previos ponen de manifiest@pmcidad de estos inversores en
influir en asuntos empresariales tales como elingiedto de la empresa (Jiao and Ye,
2013), el endeudamiento (Garcia-Meca et al.,, 2013ps decisiones estratégicas
(Neubaum and Zahra, 2006), entre otros, evidenoiémanportancia que los inversores
institucionales estan adquiriendo en el gobiermparmativo de las empresas (Ferreira y
Matos, 2008; Gillan y Starks, 2003; Ruiz-Mallorgubantana-Martin, 2009; 2011).

La mayor parte de la investigacion llevada a cabbascentrado en el estudio de los

inversores institucionales como accionistas, arpdséa capacidad que estos inversores
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tienen para nombrar consejeros en los consejodaenistracion (Boyd, 1994), en
adelante consejeros dominicales. El principal noofwede deberse a que la mayor
parte de trabajos realizados, hasta el momentdjagan centrado en el contexto
anglosajon, en el que este tipo de consejeros e®mgmnieecuente. Sin embargo, la
presencia de los consejeros dominicales en losgaigopeos, y en especial en Esparia,
cobra importancia debido a la importante repres@nague tienen estos consejeros en
el consejo de administracion (Heidrick y strugg2811). La baja proteccion que los
pequefios inversores tienen en Espafa explica poraguinversores institucionales
desempeian un papel activo e importante en el igmbae la empresa y en el consejo
de administracién (Faccio y Lang, 2002; La Portalet1999), uno de los érganos mas

importantes en Espafa para controlar al equipaigyec(Gillan, 2006).

Entre los temas que preocupan a los inversoresuirishales con respecto a las
empresas en las que participan cabe destacartitdmiceones de los directivos de las
mismas (Georgeson, 2013). En este sentido, haysegfialar que pese a la crisis
econdmica-financiera mundial, los fraudes finarasey la quiebra de las compaiiias, las
retribuciones de los directivos han sido desmesgrgcel aumento de las mismas no ha
sido acorde con el rendimiento de las compafiastaPdo, con el fin de evitar unas
retribuciones excesivas, el Codigo Unificado de rB@Gmbierno Corporativo (CUBG,
2015) ha realizado recomendaciones tales como andgs transparencia respecto a la
remuneraciones de ejecutivos y directores, o laarsepn de la comisién de
nombramientos y retribuciones en dos comisionesatites. En esta misma linea, el
Gobierno Espafiol también ha promulgado diversasslapn el fin de evitar unas
remuneraciones exorbitantes. Asi pues, dado qualet de la empresa puede verse
afectado por las politicas retributivas, éstasdida ampliamente objeto de estudio por
parte del &mbito académico. Respecto a como leersoves institucionales influyen
sobre la retribucion de los ejecutivos los resaisado son concluyentes. Mientras hay
autores que evidencian que estos inversores reda@Empensacion de los ejecutivos
y directores (e.g. Hartzell and Starks, 2003; Klearal., 2005; Ozkan, 2007), otros
evidencian que estos inversores influyen positivamen sus retribuciones (e.g. Croci
et al., 2012; Fernandes et al., 2012).

Por otro lado, el comportamiento de las sociedades,sOlo respecto a sus

accionistas, sino también respecto a sus grupasteles (e.g. clientes, proveedores,
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empleados, etc.), en particular, y respecto adeedad y medioambiente, en general, ha
adquirido una notable importancia en los ultimogsaftn este sentido, mientras existen
trabajos que indagan sobre los beneficios que aplart responsabilidad social
corporativa (RSC) (e.g. Baron, 2001; Maxwell et &000; Reverte, 2012), otros
intentan averiguar qué caracteristicas empressrigtemueven un comportamiento
responsable. En el ambito institucional, tanto ilastituciones europeas como las
espafiolas, han promulgado normas para promoveosrapartamiento mas responsable
por parte de las empresas. En este sentido, el C(2BE5) también recomienda el
fomento de una politica responsable por partesiergresas. Respecto a los inversores
institucionales, los resultados de investigaciopesvias no son concluyentes (e.g.
Arora y Dhawadkar, 2011; Dyck et al.,, 2015; Ferrem8anchez et al., 2011),

evidenciando una relacién tanto positiva como nega&ntre estos inversores y la RSC.

Asi pues, el objetivo de este trabajo es estudiarocla presencia de consejeros que
representan a los inversores institucionales eprietipal 6rgano de decisién de las
empresas cotizadas espafolas, el consejo de attatgids, influyen sobre las
decisiones empresariales, en concreto sobre laueitin del director ejecutivo (CEO)

y la divulgacién de informacion sobre responsaadidocial corporativa.

Para alcanzar este objetivo, en primer lugar am@ads coOmo los consejeros
dominicales, en general, influyen sobre la retiidael director ejecutivo (CEO) y la
divulgacion de la RSC. A continuacion, y dado goe Inversores institucionales
engloban un amplio grupo de entidades (bancos, abm@ap de seguros, fondos de
inversion, fondos de pensioén, etc.), clasificamdesaconsejeros dominicales en dos
grupos, atendiendo a si representan inversorasitishales que mantienen unicamente
una relacion de inversion con la empresa en cugeejo de administracion participan
(consejero dominical resistente a la presion), presentan inversores institucionales
gue no s6lo mantienen una relacién de inversigm &mbién una relacion comercial
con la empresa (consejero dominical sensible ar&sign). EI motivo de esta
clasificacion se debe a que no todos los inversm&gucionales pueden tener los
mismos incentivos en participar en el gobierno decbmpafiia, y las relaciones
comerciales son consideradas un elemento clavpugge afectar al control por parte
de los consejeros dominicales (Brickley et al.,89®or ultimo, proponemos que los

consejeros que representan a los inversores istimles en el consejo de
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administracion pueden llevar a cabo dos roles dpseg¢rol de control/rol de

atrincheramiento). Para ello, sugerimos que exisgerelacion no lineal, concretamente
cuadrdtica, entre los consejeros dominicales yéxssiones empresariales, y el papel
que desempefien estos consejeros, dependera deeswairepresentatividad en el

consejo de administracion en el que patrticipa.

Para alcanzar el objetivo planteado se ha utilizada muestra de empresas
cotizadas espariolas. Dado el doble rol que proposeme puede ser desempefado por
los consejeros dominicales en el gobierno corparalia metodologia utilizada para

contrastar las hipotesis planteadas es una regrasifineal.

Este trabajo se estructura en dos capitulos. Rrireér capitulo se estudia como los
consejeros dominicales influyen en la remuneradi@h CEO. En primer lugar,
analizamos el comportamiento de estos consejerts remuneracion total del CEO, y
a continuacion, examinamos cémo influyen sobresteuetura de la remuneracién del
primer ejecutivo (remuneracion fija y variable). Eh segundo capitulo analizamos
cOmo estos consejeros repercuten en la divulgateola RSC. Para ello, medimos la
divulgacion de la RSC de dos formas distintas: emgr lugar, considerando si las
empresas cotizadas informan, o no, acerca de R®6 gegundo lugar, a través de la
construccion de un indice que considera si la esapirdorma sobre distintos aspectos

sociales, econémicos y medioambientales.
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INTRODUCTION

In the last decades, the increase of share in d@hdshof institucional investors has
acquired a great importance in the shareholdectstiel of the companies replacing, in
this way, the individual investors (Khan et al.08Q In this sense, a peculiarity of the
new financial context is the emergence of a nevd kiffinancial agents: institutional
investors. Thus, in the Spanish context institiglonvestors are an essential element of
the Spanish financial system. So, the assets vobirtieese investors was 9.000 million
euros in 1990 compared to 280.000 million at the @n2005 (Rabadan, 2009), which
in 2005 represented a total of 40% of Spanish Gi@emestic Product (GDP)
(Fundacioén Inverco, 2007).

The fact that the volume of shareholder in handsgnefitutional investors has
increased, has caused these investors can noidgef of such volume easily and
without experiencing losses. This situation hasseduinstitutional investors to have
abandoned a passive role in governance of companieghich they own shares
(abandoning the shareholding of companies if theyaot agree with the management
carried out) and have begun to play an active irokhe management of these, making
them the most effective mechanism to influence anparate governance of companies
(Wilcox, 2001).

Thus, previous research displays the ability ofséhénvestors to influence on
business issues such as firm performance (Jiao&rand013), debt (Garcia-Meca et al.,
2013) or strategic decisons (Neubaum and Zahr&)2@Mong others, evidencing the
importance that institutional investors are acagjriin corporate governance of
companies (Ferreira y Matos, 2008; Gillan y StaB¥)3; Ruiz-Mallorqui y Santana-
Martin, 2009; 2011).

Most of research carried out has focused on theystdl institutional investors as
shareholders, despite the ability of these investorappoint directors on boards of
directors (Boyd, 1994), hereafter institutionaledtors. The main reason may be that

most of the studies done has, so far, focused ®@Atiylo-Saxon context, in which this
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kind of directors is less common. However, the @nes of institutional directors in
European countries, and especially in Spain, isomapt because of the important
representation of these directors on the boardimfctdrs (Heidrick and Struggles,
2011). The low protection that small investors hawv&pain explains why institutional
investors play an active and important role in ooape governance on board of
directors (Faccio and Lang, 2002; La Porta et1899), one of the most important

bodies in Spain to control executive team (Gill2006).

Among the concerns of institutional investors witspect to the companies in which
they invest, it is worth mentioning the CEO compim (Georgeson, 2013). In this
sense, it should be noted that despite the glafmia@mic and financial crisis, financial
fraud and bankruptcy of companies, managers reratioes have been excessives and
their increases have not been in line with thegrarance of the companies. Therefore,
in order to avoid excessive remurenations, the iethifCode of Good Corporate
Governance (CUBG, 2015) has made recommendati@hsasuimproving transparency
regarding executives and directors compensationshe separation of appointments
and remuneration committee in two different comea#t. In the same line, the Spanish
Government has also enacted some laws in ordevdinl @&xorbitant compensations.
Thus, since company value can be affected by rematioe policies, these have been
widely analysed by researchers. Regarding how tinsthal investors influence
executive pay, previous findings are inconclusihile there are authors who evidence
that these investors reduce executives and disecdompensation (e.g. Hartzell and
Starkds, 2003; Khan et al., 2005; Ozkan, 2007 krstllisplay that these investors have
a positive influence on their remuneration (e.godCret al., 2012; Fernandes et al.,
2012).

On the other hand, the behavior of companies, mdy @ith respect to their
shareholder, but also with respect to their stakkne (e.g. customers, suppliers,
employees, etc.), in particular, and with respectdciety and environment in general,
has acquired a remarkable importance in the laastsydn this sense, while there are
studies that investigate the benefis of CSR (eayoB 2001; Maxwell et al., 2000;
Reverte, 2012), others try to find out what bussnelsaracteristics promote responsible
behavior. At the institutional level, both Europeand Spanish institutions have

promulgated norms to promote more responsible behy companies. In this sense,
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CUBG (2015) also recommends the promotion of angibte policy by companies. As
for institutional investors, findings of previoussearch are not conclusive (e.g. Arora y
Dhawadkar, 2011; Dyck et al., 2015; Fernandez-S&mait al.,, 2011), showing a

positve and negative relationship between thesesiovs and CSR.

Thus, the aim of this paper is, therefore, to sthdyw the presence of directors
representing institutional investors in the maigisien-making body of Spanish listed
companies, the board of directors, affect busirgemssions, specially on the chief

executive officer (CEO) compensation and the dmale of CSR information.

To achieve this objective, we firstly analyze hawtitutional directors influence on
CEO compensation and CSR disclosure. Then, sirst@utional investors include a
wide group of entities (banks, insurance compammesgyal funds, pension funds, etc.),
we classify them into two groups, considering whketlthey represent intitutional
investors who hold only an investment relaionshighthe company on whose board of
directors they serve (pressure-resistant direGtoos) they represent institutional
investors who not only mantain an investment refethip, but also a business
relationship with the company (pressure-sensitivectbrs). The reason for this
classification is that not all institutional invest may have the same incentives to
participate in company governance, and businesginships are considered a key
element that may affect control by institutionaledtors (Brickley et al., 1988). Finally,
we propose that directors representing institutiomaestors on board of directors can
perform two opposite roles (control role / roleesitrenchment). To do this, we suggest
that there is a non-linear relationship, specificajuadratic, between institutional
directors and business decisions, and the roleedlény these directors will depend on

their level of representation on board of directarg/hich they participate.

In order to achive the proposed aim, a sample ahBSp listed companies has been
used. Given the double role we propose that ingiital directors can perform in
corporate governance, the methodology used toasirttie hypotheses posited is a non-

linear regression.

This research is structured in two chapters. Thset fchapter examines how

institutional directors affect CEO compensationstiwe analyze the behavior of these
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directors in the total CEO remuneration and, tivem,analyse how they imfluence on
remuneration structure of CEO (fixed and variabl@uneration). In the second chapter,
we analyse how these directors impact on CSR disodo To do this, we measure CSR
disclosure in two different ways: first, consideyiwheter listed companies report CSR
and, secondly, by contructing an index that comsidbether company reports on

diferent social, economic and environmental issues.
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CHAPTER 1

DIRECTORS APPOINTED BY
INSTITUTIONAL INVESTORS AND THEIR
EFFECT ON CEO COMPENSATION

Abstract

In this chapter, we examine the repercussion ofitit®nal directors on Chief
Executive Officer (CEO) compensation (total, fixdamariables pay), as well as the
impact of pressure-resistant and pressure-sengitstigutional directors, depending on
if these directors represent institutional investaho have or not business links with
the firm where they have invested. We hypothesispiadratic association between
institutional, pressure-resistant and pressureisensirectors and CEO compensation.
The results find that institutional and pressurgstant directorship affects CEO total
pay in a non-linear way (a U-shaped): as the possef institutional and pressure-
resistant directors on boards augments, suppottiegmonitoring hypothesis and,
consequently, they get better corporate governasaecing CEO total compensation,
but when their presence on boards goes beyondnangirpoint, the entrenchment
hypothesis prevails, enhancing CEO total compemsaontrary to our expectations,
pressure-sensitive directors do not impact on CBfal tcompensation. Regarding
CEOQ’s compensation structure (fix and variableg tbsults find that institutional and
pressure-resistant directors increase fix compmmsand reduce variable pay, while
pressure-sensitive directors affect neither fix wariable pay. This evidence suggests
that institutional directors as a whole cannot teated as a uniform group. and that
institutional/pressure-resistant directors on bsamight play two opposite roles — a
monitoring and collusion role with CEO - resulting lower and higher CEO pay,
respectively.
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1.1. INTRODUCTION

Compensation policy is an internal control mechanteat may improve corporate
governance in firms as it aligns interests betwswnagers and shareholders, and
therefore, may mitigate agency costs between thedyce managers’ discretion and
link managers’ targets with corporate value (Meripal., 2009). Effective board
monitoring should result in directors using the gagpcess as a means of aligning
management and shareholder interests (Alvarez aima,N2006; Ozkan, 2007). Despite
being compensation policy and board of directors tifferent corporate governance
mechanisms, they may be used as complementaryr ithidne as substitutive. In fact,
executives, several times, control the board oféafars, and consequently, it fails to
fulfil its role. Thus, board composition is essahtd perform good performance, which

leads to a suitable CEO compensation.

Boards can be considered one of the most relewapbrate governance mechanism
to restrict managerial discretion, specifically when their composition there are
institutional directors appointed by dominant ontrolling shareholders (banks and
insurance companies), since they perform a sigmficole on boards and in resolving
issues in corporate governance (Crespi et al., )20Bkcing and supervising the
company’s policies for compensating managementnher function of the board
(Baixauli-Soler and Sanchez-Marin, 2011), andattdres, as the literature argues, can
be an element impacting on top managers compensétiermalin and Weisbach,
2003).

The disproportionate pays earned by Chief Execut@®#icers (CEOs) and
executives, particularly when these high amountsags are not sufficiently associated
to the performance of firms, is a factor that dsitbe recent attention in CEO pay.
Extant research has analysed the relationship leetwee board’s characteristics and
CEQO’s compensation, focusing mainly on board contipos and specifically on
independent directors (Anderson and Bizjak, 200@d\ and Boujelbene, 2013; Petra
and Dorata, 2008). Nevertheless, previous liteeatuas paid little attention to other
board members: directors appointed by institutiomadstors (from now on institutional

directors), since most previous literature baséscially on the association between
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institutional shareholding, acting as shareholdars] executive compensation (e.g.
Cheng and Firth, 2005; Ezzeddine and Lamia, 20@&tzdll and Starks, 2003).

Prior research finds that institutional directomvé a relevant effect on financial
reporting quality (Pucheta-Martinez and Garcia-Me2@l14), earnings management
(Garcia-Osma and Gill de Albornoz, 2007), firm waliKumar and Singh, 2012) and
leverage (Garcia-Meca et al., 2013). Hence, given importance of institutional
directors in allocating capital to firms, as wedl their role in company governance, an
understanding of how their representation on boarigt affect CEO pay merits our
attention. Therefore, our research aims to fillstigap in the literature and to
demonstrate how it extensively contributes to onovidedge on the repercussion of
directors appointed by institutional investors amatidls on CEO pay. Given CEOs
power, they can control boards, which can be usethém to improve their interests
like pay. A firm’s compensation policy is able tofluence its value (Gerhart and
Milkovich, 1990), and the main difficulty in the &lroom is between the CEO and the
directors, as the CEO has incentives to influemeekoard to remain in the post and

increase his or her benefits (Hermalin and Weish2063).

In Europe, mainly in the continental environmerite texpropriation of minority
investors’ wealth by large investors becomes thstnmportant agency problem and,
consequently, institutional shareholders are amtmg most relevant dominating
shareholders, compensating for the weaknessewv@étor protection laws (De Andrés
et al., 2005; Faccio and Lang, 2002). Institutianakstors affect corporate governance,
being expected to connect with the companies irchvithey invest in an attempt to
guarantee the sustainability of companies in thegdo term (Ferrerira and Matos,
2008). This particular agency problem has led tmidant block holders, concretely
institutional investors, becoming directors. Acaogly, institutional directors have a
significant influence on European Continental bearcéccounting for 40% of
directorship in Spain (Heidrick and Struggles, 204dd, therefore, Spain becomes an
interesting environment to explore the associabetween institutional directors and
CEO pay.

In this study we follow two steps. Firstly, we aysd the effect of institutional

directors sitting on boards on CEO remuneratiotaltdix and variable), given that
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these directors represent institutional investos$o are large shareholders and,
consequently, they might perform a relevant taskupervising managers and in the
decision-making process, having an effect on CE@®. pdhe less prevalence of
institutional directors appointed by institutiomavestors in the US and UK boards may
explain the little research focused on how insbinl investors impact on CEO pay
when acting as directors. Second, we assume thtiuironal investors do not behave
in a uniform way. Recent literature argues thairthkilities and motivations to connect
in corporate governance and their aims in doingnsy be different (Almazan et al.,
2005; Cornett et al., 2007; Ferreira and Matos,820Brickley et al. (1988) posit that
the type of commercial links between companies iasttutional investors describes
the role of institutional investors and, conseqlyerthe repercussion of institutional
directors on CEO pay. Hence, business ties miglse raonflicts of interest, as
institutional investors without such relationshipse probably to perform more
independently and to engage actively in monitoramgl, therefore, challenging and
imposing controls on corporate managers. So, wendissh between pressure-sensitive
directors, who represent institutional investorattinvest and maintain business ties
with the firm where they are represented on boaads, pressure-resistant directors,
who represent institutional investors that only mein an investment relation with the

company.

The remainder of the paper is structured as followext, the context in which this
research is conducted is provided. The theoretieadkground and hypotheses are
described in the third section. The fourth sectieacribes the sample, the variables and
the methodology. The results are shown in the §#btion. Finally, the conclusions, the

study limitations and future research are provided.

1.2. INSTITUTIONAL SETTING

The features of the corporate governance systemimflagnce compensation policy
(Alvarez and Neira, 2006; O'Reilly and Main, 201D) this vein, the Spanish corporate
governance environment is characterized by a lwsllef shareholder protection, the
presence of controlling shareholders due to thé hegel of ownership concentration
(De Andrés et al.,, 2005), the strong influence @fy ppractices between firms

(Fernandez-Alles et al., 2006), that is, firms témadopy the remuneration practices of
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other firms, and a one-tier board system (all dne; non-executives and executives,
make up one board). Furthermore, De Miguel et2004) point out that in Spain, in

comparison to the US and the UK, the corporaterobnarket is very unusual, and as
a result, the expropriation of minority sharehofdevealth by controlling shareholders
is the main agency problem. In addition, Spain &a®mancial system in which the

presence of banks has been significant and imporah only as creditors, but also as
shareholders and directors on the boards of thesfias capital markets are less liquid,

unlike the UK and US where financial markets playraportant role.

Thus, to increase the transparency of firms andetel of protection of minority
shareholders, Spain has undergone both legal atidutronal changes. Accordingly,
several corporate governance codes have been igsp@esing on compensation policy
and given the importance of this issue, CUBG (200@&)kes recommendations to
improve transparency concerning remunerations bwhagers and directors, because
transparency is essential to avoid excessive reratioes. In the same vein, in 2003 the
Spanish Government enacted the Transparency Actv (2&/2003) aimed at
strengthening the transparency of Spanish listedpemies. This law was the first to
make it mandatory for listed companies to discldstils of directors’ compensation.
Since 2011, and according to the Sustainable EcgnAot (Law 2/2011), listed
companies have to submit at the general meetinghafeholders both directors’ and
senior executives’ compensation policy to a nordinig vote. Recently, the
ECC/461/2013 Act was issued, whereby listed firragehto disclose the remuneration
of their directors and managers individually. FipaWwhereas the 31/2014 Act aims at
upgrading and improving governance, making the timeaof an appointment and
remuneration committee mandatory, the last upd@@&BG (2015) recommends
separating this committee into two: an appointmeminmittee and a remuneration

committee.

Three kinds of directors are distinguished in boafd directors: executive,
independent and institutional. Whereas executivectbrs are insiders and are directly
involved in the management of the firm, both indegent and institutional directors are
considered outsiders, with different agendas améntives in terms of controlling
managers. Given the high ownership concentratiomo$t European listed firms in

continental countries such as Spain, Italy, anch@er, and in an intermediate position
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countries such as France, dominant shareholdezsrtglortant positions on boards, and
strongly influence management. Among the dominamareholders, institutional
investors are one of the most important controlihgreholders in Europe (Crespi et al.,
2004). Accordingly, given that institutional invest, represented by institutional
directors on boards, own most of the main Europmantinental corporations (Spain,
France and ltaly), it is a meaningful public polityatter how institutional directors take

part in the firm’s governance.

Therefore, Spain provides a good scenario in wihdiclexamine how institutional
directors may affect CEO pay. First, given the ahteristics of the Spanish corporate
governance system, the board is the main mechafoesnmitigating the principal
Spanish agency conflict (expropriation of minostyareholders’ wealth by controlling
shareholders). Second, as highlighted above, Spaine European country with the
highest proportion of institutional investors onabds. Concretely, 40% of the board
directors in Spain are appointed by institutiomakstors.

1.3. THEORETICAL BACKGROUND AND HYPOTHESES

Agency theory is one of the main frameworks useddéscribe the design of
compensation policies. According to this theorg #eparation between the ownership
(principal) and the management (agent) causesnation asymmetries and conflicts of
interest between them (Jensen and Meckling, 19v6égrhanisms for monitoring the
alignment to resolve this conflict of interest be&m owners and managers are
established by agency theory. Among these mechanmmmpensation policy is used to
align the CEO’s behaviour with the owners’ intese@fama and Jensen, 1983). The
managerial power approach posits that CEOs haveisat power to control the board
and set or influence their own remuneration (Bekcand Fried, 2003). Hence, the

greater the CEOs’ power the greater their capaaiigcrease their income.

The academic literature shows that the monitoriolg is played by institutional
directors and not by independent directors (e.gci@@sma and Gill de Albornoz,
2007; Pucheta-Martinez and Garcia-Meca, 2014)hiw tespect, previous evidence
reports that independent directors do not enhaageocate governance and increase or

do not affect CEO compensation (e.g. Core et 8B91Feng et al., 2010; O’'Reilly and
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Main, 2010). Consequently, it will be interesting éxplore the role of institutional

directorship in determining CEO pay.

Institutional investors can influence CEO compeinsatiirectly through monitoring
activities (Gillan and Starks, 2000). According Ryan and Schneider (2002),
institutional investors are characterised by plgyanrelevant supervising role. In this
regard, David and Kochhar (1996) argue that insbial investors have incentives to
perform monitoring activities and affect CEO comgetion, due to the larger
proportion of shares usually held by them (Ozkd&1,13, making it difficult and costly
to sell off their shares as such a move may neglgtiaffect the stock price.
Furthermore, institutional investors manage momegnfother people; hence, they have
to safeguard their investment against loss of v#flueugh monitoring activities, and
promoting changes such as those affecting CEO cosagien (David and Kochhar,
1996). Apart from these incentives, monitoring pdeg¢ benefits such as skills to
influence management, potential financial profibnfr such influence and better
information (Chen et al., 2007), but it is highlystly. Therefore, monitoring activities
is probably to be only cost-effective for institutal investors and, as a result, these
activities are most likely to be borne by institutal investors (Shleifer and Vishny,
1986).

Additionally, institutional investors are convincttht CEOs are overpaid (Bebchuk
and Grinstein 2005), and this may affect firm va{@erhart and Milkovich, 1990).
Thus, institutional investors have reasons to sithee board and actively cooperate in
corporate governance problems. Furthermore, imistital shareholders are more
effective in influencing the board than dispersadividual ownership (Cubbin and
Leech 1983). Accordingly, institutional investovatvement reduces CEOSs’ influence
on boards that set compensation, and their presemdeoards is linked with tighter
control over CEO compensation (Bertrand and Mudithan, 2001), as they have the

expertise and resources to do so (Lee and Chen).201

Prior literature shows the supervising role perfednby institutional investors,
concretely how they affect CEO compensation, adngrdo investor interests.
Specifically, while greater pay is preferred by G&O, institutional directors seek

lower CEO pay to increase the participation of shalders in the firm’s rents (Werner
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et al., 2005). In this vein, Hartzell and Stark€(2) evidence a negative association
between institutional ownership concentration armhagement pay. These same results
are obtained by Khan et al. (2005) and Ozkan (20&hp find a negative impact of
large institutional investors on CEO compensatgimgwing the effectiveness of these
owners in alleviating likely agency costs by rethgciCEO compensatiomhe thesis
that institutional investors decrease CEO pay & aluggested by Almazan et al.
(2005), Core et al. (1999), Ezzeddine and Lami®§20Firth et al. (2007) and Ning et
al. (2015). Sanchez-Marin et al. (2011) also repmat the monitoring role performed
by institutional investors reduces the compensdgwgal of top management. Similarly,
Cheng and Firth (2005) report that institutionalnenship restrains executive pay and
Gbomez-Mejia et al. (2003) find that institutional/éstors reduce the long-term income
for CEOs. This evidence supports the monitoringpgsuision) hypothesis, which
suggests that some directors (institutional dinesjtdhave motivations to supervise
management teams, and consequently, these dirgastgutional directors), when

performing their monitoring role, will have a neigatimpact on CEO pay.

However, authors like Croci et al. (2012), Fengle{2010), Fernandes et al. (2012),
Khan et al. (2005), Lee and Chen (2011) and Vietola et al. (2013) find that
institutional ownership impacts positively on CEQyp This may be because
institutional owners have sufficient power to makecisions according to their own
interests and against those of minority owners #@ntain their controlling position
(Cornett et al., 2007; Ruiz-Mallorqui and Santanarfih, 2009). Therefore,
institutional shareholders tend to negotiate péklatvith firms (Carleton et al., 1998) to
get their own aims met, and thereby, they may aoltrgcollude) with management
team (Pound, 1988). Accordingly, institutional dia's are most probably that take part
in tunnelling activities than in performing monitay activities, namely, the
expropriation of wealth from minority investors fdson et al., 2000). Other possible
reason for this positive relationship between togbnal directors and CEO pay may be
because institutional directors rather than playngonitoring role, they do not reduce
agency problems, but they bring other benefits agkegitimacy, expertise, access to
resources advice and to channels of informationother theoretical perspectives
suggest (resource dependence theory and stewartitsdopy). Thus, CEOs may use
their power and influence to get better compensatamcording to their preferences,

since institutional directors do not perform cohtarctivities to mitigate agency

32



problems. These views are consistent with the ecdtment (collusion) hypothesis,
which posits that some directors (institutionakdtors) might have motivations to align
with managers and, as a result, institutional dimscwill be most likely to support
higher CEO pay.

While prior literature demonstrates a linear assomm between institutional
directors and CEO pay, a non-linear relationshifwben institutional directors and
CEO pay has not yet been explored to the best okmowledge. Nevertheless, a non-
linear relationship (may be U or an inverted U stgphas been evidenced by authors
who have analysed the relationship between theesarghareholders, such as
institutional investors, and corporate performa@aessens et al., 2002; Thomsen and
Pedersen, 2000; Yeh, 2005). Concretely, Chirinkcalet(1999), Jara-Bertin et al.
(2012), Navissi and Naiker (2006) and Zou (2010pwshan inverted U-shape
association between institutional shareholding eoporate performance. Therefore,
the supervising hypothesis may be supported, gittext a higher percentage of
institutional directors on boards result in a higberporate performance, but when their
presence on boards reaches a tipping point, matiutional directors beyond this
point will be negatively associated with firm valbecause they might, thus, entrench
themselves and might achieve absolute control rafsfiand extract private benefits,
confirming the entrenchment hypothesis. This naedr relationship between
institutional shareholding and corporate perforneacan be extended to the association

between institutional directors and CEO compengatio

These arguments and findings are in line with Bre(@®91), who proposes the
theory of optimal distinctiveness. This theory pedhat the outcomes of a group
composition are expected to be non-linear: very Ewd very high proportions of
certain characteristics (institutional directorsjhim a group (board of directors) result
in more negative effects (It will result a higheEQ compensation when it was
expected, according to prior research, a lower CB@pensation), while more positive
effects (it will result a lower CEO compensationemhit was expected, according to
prior research, a lower CEO compensation) can oatwen a balanced proportion of
characteristics exists (a U-shaped). Accordindhys would suggest that institutional
directors not only may affect CEO compensationdihe but also it is probable that a

non-linear relationship could explain the impaatidiionally, a higher concentration of
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power with other kinds of directors might be pragigely more perceptible, as more
institutional directors are appointed by instita@b investors, and might, maybe,
generate dissatisfaction with those not holding glmwer, that is, the increasing number
of institutional directors in the company. Therefothis discontent might result in

individual effects such as lowered productivity tarnover, whose cooperative result
would be adverse to firm performance. The powerisgaamong few directors limits

this power to other directors, and as a consequdmisemight have negative effects on
company outcomes for having lost occasions to hiseppwer, thus impacting on CEO
compensation. In this way, two opposite effectsCitO compensation can be exerted
by institutional directors, which cannot be suppdrby a linear relationship, but by a

non-linear (a U shaped).

Consequently, the representation of institutionedaiors on boards will allow them
to perform a more active supervising role, preventCEOs from controlling the board
and behaving opportunistically, receiving a higbay. However, due to the differences
(e.g. legal restraints, investment aims and acednilittes) among institutional directors
(Verstegen and Scheider, 2002), conflicts may em®ewhen their representation rises
on boards, and consequently, strategic choices) ascCEO compensation, can be
affected by such differences (Hoskisson et al.,220h this regard, beyond a certain
threshold, more institutional directors on boardsyrmgenerate coordination problems,
and thus, efficient monitoring by these directosynbe lost; this may be exploited by
the CEO to collude with institutional directors.this way, institutional directors reach
their own goals and the CEO increases his/her neai@gliscretion, gaining greater
compensation. These arguments support a non-lessaciation between institutional

directors and CEO pay.
Hence, we posit the following hypothesis:
Hla: There is a non-linear association between institutional directorship and
the CEO total compensation. Institutional directors affect the CEO total

compensation negatively, but when they reach a tipping point, they impact on it
positively.
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On the other hand, institutional directors may addtect the structure of CEO
compensation (Shin and Seo, 2010). Thus, if instihal directors perform monitoring
activities effectively, they will prefer more CEQxfcompensation and less CEO
variable compensation, because despite the fadt tkiea variable compensation is
expected to impact positively on firm value andyalimanager's and shareholders’
interests, variable compensation may boost the ifgpbehaviour. Thus, variable pay
might foster CEO to pay more attention to the skemh stock price (Peng and Roell,
2008) and, then, CEO may have motivations to maaigelearnings (Bergstresser and
Philippon 2006). Furthermore, variable componenighimalso promote a higher CEO
entrenchment (Croci et al., 2012). Accordingly, mionitoring through institutional
directors is possible, the demand of variable caomeaton by these directors will be
lower, as direct monitoring by institutional direcd might substitute for variable

compensation (Ke at al., 1999).

Thus, based on above arguments, we also posiblibe/ing hypothesis:

H1b: Institutional directors influence the CEO fix compensation positively, and

the CEO variable compensation negatively

Nevertheless, institutional directors (banks, pem$unds, mutual funds or insurance
companies, among others) are a heterogeneous gaodpas a result, they employ
different investment strategies and incentives aotigipate in corporate governance
(Bennett et al., 2003). In this vein, the efficigrod supervising by institutional directors
is affected by the commercial ties, limiting botheit ability to monitor and their
influence. Thus, institutional directors can bessléed into two groups: pressure-
sensitive institutional directors and pressurestasit institutional directors (e.g.
Almazan et al., 2005; Brickley et al., 1988; Chdnak, 2007; Cornett et al., 2007;
Lépez-lturriaga et al., 2015; Pucheta-Martinez &adcia-Meca, 2014; Ruiz-Mallorqui
and Santana-Martin, 2009).

Pressure-resistant institutional directors (investtriunds, mutual funds and pension
funds) represent institutional investors that ohlve an investment relation with
companies in which they have invested and, consglyuehey do not have to face

conflict of interest arising from commercial link¥his allows them to be more
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independent of the firm, and consequently, it isenprobable that they will take an
active part in monitoring and exerting pressureanstigate changes (Almazan et al.,
2005; Ferreira and Matos, 2008; Jara-Bertin e8ll2; Pucheta-Martinez and Garcia-
Meca, 2014; Ruiz-Mallorqui and Santana-Martin, 30QBereby mitigating agency
problems between shareholders and managers. Adfiio these directors prefer to
invest in a long-term horizon (Tihanyi et al., 2D0Bherefore, they are more likely to
play actively a supervising role and might affeatmf operations, according to
shareholders’ interests, and are less exposedessyme from companies where they
have invested. Hence, from an agency theory petispe@ressure-resistant directors
will have less conflict of interest to prevent thémm implement monitoring actions,
and will, accordingly, have the ability to act asie monitors of the firm management
(Brickley et al., 1988) and, as a consequence, thidlysupport to decrease CEO

compensation, among others.

In this sense, previous research provides evid#ratgressure-resistant institutional
directors reduce agency conflict through loweriegels of executive compensation.
Accordingly, Parthiban et al. (1998) show a negatiglationship between pressure-
resistant institutional ownership and CEO compeosatSimilarly, Dong and Ozkan
(2008) also demonstrate that director pay is cammsd by pressure-resistant
institutional directors. In the same way, Almazale(2005) and Lépez-Iturriaga et al.
(2015) stress that pressure-resistant institutidimattors are negatively associated with
CEO compensation, and Shin and Seo (2011) find pkasion funds, as pressure-
resistant directors, have a negative influence BO €Compensation. Furthermore, Shin
(2011) highlights that pressure-resistant instigil directors, to reduce agency
conflict, prefer to monitor CEO compensation rathdan linking it to firm
performance, as such pay schemes may encouragéBfeto engage in fraudulent
behaviour (Zhang et al.,, 2008). Therefore, it i®bable that pressure-resistant
institutional directors will reduce CEO compensatidue to their monitoring role.
However, Jiao and Ye (2013) extend the non-linekationship (an inverted U shaped)
shown by Jara-Bertin et al. (2012) and Navissi ldatker (2006) between institutional
directors and corporate performance to pressuistaes institutional directors,
showing an inverted U-shaped association betweensfifuture performance and
pressure-resistant institutional investors. Thhis tesearch shows the monitoring role

played by pressure-resistant directors regardirgy ttanagement team, since their
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presence on boards enhances firm value; howevesn e percentage of pressure-
resistant directors exceeds a certain point, thgersision role performed by them
becomes ineffective because their influence on gesadecreasesthereby, the
increase of pressure-resistant directors beyonertaic point may lead to divert from
value creation, since they pursue their own interasd it is more probable that they
may collude or entrench with the management teamxtoact personal profitfAs a
consequence, they will impact negatively on firnmfpenance. Hence, we extend the
arguments that support a non-linear associationdsat pressure-resistant directors and
firm value to the analysis between pressure-redistad CEO compensation. Thus, we
posit, in line with institutional directors as a oW, that efficient monitoring will result
in a negative relationship between pressure-resistestitutional directors and CEO
compensation to some extent, but when their presendoards reaches a certain point,
both conflicts of interest and coordination probdemay appear between pressure-
resistant directors, and these may be exploite€B@s to ensure their own aims are
met, for example obtaining greater compensatiam;esiefficient monitoring may be
lost, and the CEO may achieve more control and pewd may collude with pressure-
resistant directors (Jiao and Ye, 2013). Accordingtere might be a non-linear (a U
shaped) influence of pressure-resistant on CEO eaosgiion, rather than a linear

relationship.

In contrast, pressure-sensitive institutional dwex (banks and insurance
companies), are appointed by pressure-sensitivesiaxs, who apart of investing in
firms, also have a commercial relation with thenfirThus, it is possible that the main
objective of pressure-sensitive institutional irnees, unlike pressure-resistant investors,
is not simply to maximize the firm value, but alsoexpand their own businesses and
derive private profits (Cuervo, 2002; Gorton andhi8ixl, 2000). As a result, pressure-
sensitive institutional directors are more liketyface conflicts of interest arising from
the business relationships (Almazan et al.,, 2006n &nd Seo, 2011), as they may
jeopardize the business relationship if they prepdsanges (Chen et al., 200Thus,
pressure-sensitive directors may prefer not mangofirm CEO and it is more likely
they support CEO actions (Brickley et al, 1998).rthermore, pressure-sensitive
institutional directors bear higher monitoring cshan pressure-resistant directors,
because the effort required from pressure-sensitivestors to monitor managers is

greater due to the need to protect their businelsgionship (Almazan et al., 2005;
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Chen, et al.,, 2007). Hence, this dependent positiikes that pressure-sensitive
directors may lack of the incentives, motivatiomsl abilities to effectively monitor

managers. In this vein, previous research find¢ grassure-sensitive institutional
directors impact negatively on firm decisions, giihe double relation that maintain
with the firm, which is opposite to shareholdenslerests (e.g. Brickley et al., 1988;
Ruiz-Mallorqui and Santana-Martin, 2009, 2011; dritand Casasola, 2010).
Additionally, another reason that could explainitHack of incentives to monitor

managers is that they face fiduciary standardspaefér short-term earnings, whereby

they prefer to invest in short-term horizons (se@ der Stede, 2013).

Pressure-sensitive institutional directors, palady banks, play a much broader role
because they act as shareholders, directors armitortse and are, therefore, well-
informed investors. Accordingly, they may be areefiive mechanism for mitigating
agency problems and protecting minority sharehsld€ranals, 1995). Nonetheless,
given the low level of shareholder protection iwilclaw countries, their ability to
create, dominate and control corporate groups (Mand Nakamura, 1999) and the use
of privileged information toseek enhancing their business, creating alliancés w
managers or other stakeholders allows pressuratisensastitutional directors to make
private gains or profits at the expense of minosityareholders (Gorton and Schmid,
2000;Rog 2003). Thus, given that pressure-sensitive dirschay face higher costs of
extracting private benefits, since most of them @mder strict control by regulatory
authorities (Maury and Pajuste, 2005), they mighiude with the CEO to protect their
business ties, supporting the CEO’s decisionsdtiieision hypothesis). Consequently,
the CEO will receive higher compensation. In tldgard, David et al. (1998), Lopez-
Iturriaga et al. (2015) and Shin and Seo (2011)wstiat pressure-sensitive directors
increase CEO compensation.

Nevertheless, when the representation of pressmsts/e directors on boards
exceeds a tipping point, they may play a more &ffeaole in the firm governance,
which may have a negative effect on CEO pay (thgesision hypothesis). Despite
pressure-sensitive institutional directors are dblereate coalitions to derive private
benefits (Bennedsen and Wolfenzon, 2000; JarasBettial., 2008), they might be
interested in preventing the formation of agreemdmatween themselves and the CEO

to avoid expropriation activities, as their presemn boards increases. This idea is
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supported by De Andrés et al. (2010), who repaat thhen another shareholder can
take advantage of a controlling position, the pneseof banks on boards is positively
associated with firm value. This is because pressansitive directors, concretely
banks, acting as shareholders and lenders, magrperhore monitoring activities (De
Andrés et al.,, 2010) to mitigate the opportunidtighaviour of a new controlling
shareholder (Mahrt-Smith, 2006). Thus, when thesgmee of pressure-sensitive
directors on boards rises beyond a certain pdaetntonitoring role played by them in
contesting the power of other large shareholdersnisanced (Gomes and Novaes,
2005), and thereby, could be used to monitor CECsns (e.g. CEO compensation)
and prevent the collusion between CEO and othesspre-sensitive directors. As a
result, they might influence to challenge the poafecontrolling owners and dominant
shareholders, enhancing corporate governance, wiaghlead to decrease CEO pay.
The combination of these ideas supports a nonflingationship (an inverted U
shaped) between pressure-sensitive institutiomattdirs and CEO compensation, based
on the hypotheses of entrenchment or collusion smgervision. This non-linear
relationship is supported by De Andrés et al. (3040d Morck et al. (2000), who
analysed the relationship between pressure-semsitstitutional ownership and firm

value (a U shaped).

To the best of our knowledge, a non-linear relaiop between pressure-
sensitive/pressure-resistant directors and CEChpaynot yet been explored. Therefore,

based on above arguments, we propose the follomypgtheses:

H2a: There is a nonlinear relationship between pressure-sensitive institutional
directors and the CEO total compensation. Pressure-sensitive directors
influence the CEO total compensation positively, but when they reach a certain
threshold, they affect it negatively.

H2b: There is a nonlinear relationship between pressure-resistant institutional
directors and the CEO total compensation. Pressure-resistant directors
influence the CEO total compensation negatively, but when they reach a certain
threshold, they affect it positively.
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As mentioned above, institutional directors mighpact on the composition of CEO
pay. Hence, pressure-resistant directors are lksly fto receive pressure from firms
where they have invested, because they do notttenmhintain a business relation with
the firm, and are characterised by a long-termntaitgon and, therefore, they will
actively perform monitoring activities and will fee more CEO fix compensation and
less CEO variable pay for the views suggestedior piypotheses. However, pressure-
sensitive institutional directors will prefer morariable than fix compensation, as these
directors prefer to invest in short-term horizord ahort term earnings and variable
component allows CEO to focus on the short-terrokspwice (Peng and Réell, 2008).
Additionally, Croci et al. (2012) report that CE@teenchment may be enhanced by
variable components and, therefore, pressure-sanditectors will align with the CEO
to gain more power in order to not damage theiirass with the firm where they serve

as board members.

Hence, according to above arguments, we positoilfeering hypothesis:

H2c: Pressure-sensitive institutional directors influence the CEO fix (variable)
compensation negatively (positively), while pressure-resistant institutional
directorsinfluence the CEO fix (variable) compensation positively (negatively).

1.4. RESEARCH DESIGN

1.4.1. Sample

The sample for the panel data analysis was exttdoien the population of Spanish
non-financial listed firms for the period 2010-20Hnancial companies have been
removed from the sample because of their partiagdaounting practices, which make
it more difficult to compare their financial statents to those of companies in other
business activities as they are not homogeneouthdfmore, financial companies are
under stricter supervision by financial authoritiese the role of their boards may be
restricted by this control. An unbalanced panelststing of 553 firm-year observations
was drawn. Causes such as mergers, takeoversesramimpanies going public explain
the unbalanced panel. However, Arellano (2003) esghat findings obtained for such

panels are as trustworthy as those achieved bydedgpanels.
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Different sources were consulted to build the dagab Financial information was
obtained from the “Sistemas de Andlisis de Balanidesicos” (SABI) database,
whereas corporate governance information and th® C&mpensation figures were
obtained from the public registers of the SpanigtuBities Market Commission
(CNMV), patrticularly from the corporate governaneed directors’ remuneration
reports that companies have had to disclose aynsialte 2003 and 2011, respectively.
The annual reports disclose the data for two carnsecyears.

1.4.2. Variables

Three dependent variables are defined to testyhetheses. CEO_PAY is the CEO
total compensation, measured as the logarithm ef @fEO’s total compensation.
Authors such as Baixauli-Soler and Sanchez-Mar@i1®, Croci et al. (2012), Conyon
and He (2016), David et al. (1998), Kanagaretnaal.2016), Lin and Lin (2014) and
Shin and Seo (2011), among others, also use tlagitlogn of the CEO compensation as
the dependent variable. FIX_CEQO_PAY is the propartif the CEO fix compensation,
calculated as the ratio between the total fix CEngensation and the CEO total
compensation, and VAR_CEO_PAY is the proportion te CEO variable
compensation, measures as the ratio between thleGBO variable compensation and
the CEO total compensation (Lopez-lturriaga e2@l5s).

Several independent variables are used to exanowetlie presence of institutional
investors on boards is associated with CEO pay.vah@ble for institutional directors,
who represent institutional investors on boardsleined as INST and is calculated as
the percentage of institutional directors sitting lwpards (Lopez-Iturriaga et al., 2015;
Pucheta-Martinez and Garcia-Meca, 2014). Institafidirectors are also differentiated
into pressure-sensitive and pressure-resistanttdie Thus, the variable SENSIT
represents the proportion of pressure-sensitivecttirs on boards and RESIST
represents the proportion of pressure-resistaectdirs on boards (Garcia-Meca et al.,
2013; Lopez-lturriaga et al., 2015; Pucheta-Martiaed Garcia-Meca, 2014). Finally,
the square of the proportion of institutional, gre®-sensitive and pressure-resistant
directors is used to analyse whether these direetibect CEO compensation in a non-
linear way. These variables are defined as INSENSIT and RESIST, respectively.
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CEO compensation may be affected by other factbnsis, several variables are
taken into account to control for these factorgstfifirm size is included. This is
defined as SIZE and measured as the logarithmtalf assets (Victoravich et al., 2013).
Previous research shows a positive relationshipyvdmt firm size and CEO
compensation (e.g. Baixauli-Soler and Sanchez-Mafal; Core et al., 1999; Lee and
Chen, 2011; Loépez-lturriaga et al., 2015; OzkanQ7)0 Return on assets is also
controlled. It is defined as ROA and is measured@erating income before interest
and taxes over total assets. Whereas authors Beednd Chen (2011) and William
(2001) find a positive association between ROA &EO compensation, Mehran
(1995) reports a negative relationship between R&W the CEO compensation.
Duality in the position of the CEO and presidenttioé board of directors is also
included as a control variable, defined as CEO_DUALand measured as a dummy
variable equal to 1 if the same person is both GEBO chairman of the board and O,
otherwise. Core et al. (1999), David et al. (1988) Shin and Seo (2011) show that
CEO compensation is greater when the CEO is alsbdard president, suggesting that
when the CEO and chairman are the same person,oB@r increases and he/she is
able to exert a positive influence on his/her conspgion. The length of time for which
the CEO has performed this role is also considae@ control variable, defined as
CEO_TENURE and measured as the number of yearsCt@t has held the position.
Chung and Pruitt (1996) suggest the longer the @&BOre the more he/she may be able
to influence the board of directors and his/her pensation, according to his/her
interests. This idea is also evidenced by Shin &ed (2011), who show a positive
relationship between the CEO tenure and the CEOpeasation. CEO ownership is
also controlled, defined as CEO_OWN, and calculatethe percentage of shares held
by CEOs. We argue that CEOs who hold a high praporf firm's stocks have the
power to set high compensation level. This viewsupported by Wright and Kroll
(2002) and Ozkan (2011), who find that CEO or etgeushareholdings affect
positively CEO pay. The number of meetings heldh®/board, defined as BDMEET,
is also included as a control variable, as the CUBGL5) suggests that the board
should meet as often as necessary to perform pergigory and controlling role
effectively. Hence, the more meetings held by bahel more efficient may be its
monitoring role and this may reduce CEO compengatitmwever, there are firms that
pay when directors attend meetings (LOpez-lturriagal., 2015), which suggests a

positive association between board meetings and @idpensation. The independence
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of the board is also considered, defined as IND® @alculated as the proportion of
independent directors on boards. Authors such &guBet al. (2014) and Jian and Lee
(2015), among others, find a negative relationsbgtween the percentage of
independent directors and CEO compensation.
considered, defined as OWNMAN and measured as tbygogtion of shares held by

directors. Ozkan (2007) demonstrates a negatiai@akhip between the stocks held by

Managienownership is also

directors and CEO compensation. Finally, we alstsier year fixed effects to control

for year effects on CEO compensation.

In Table 1 we provide the description of variables.

Table 1
Variable description
Variables Exg_ected Description
ign
CEO_PAY Logarithm of the CEQO'’s total compensation
EIX CEO PAY The ratio between thg total CEO fix compensatiod Hre
- - CEO total compensation
VAR CEO PAY The ratio between the tot.al CEO variable compeosaind
- - the CEO total compensation
INST i Ratio between th_e number of institutional directansl the
total number of directors on the board
INST? + The square of INST
Ratio between the number of institutional directeh®
SENSIT + represent pressure-sensitive institutional investorthe
board and the total number of directors on boards
SENSIT - The square of SENSIT
Ratio between the number of institutional directeh®
RESIST - represent pressure-resistant institutional investorthe
board and the total number of directors
RESIST + The square of RESIST
SIZE + Logarithm of total assets
ROA +/- Operate incomes before interests and taxestotal assets
CEO DUALITY + Dummy variable: 1 if the CE_O and president of tbardl
- are the same and 0O, otherwise
CEO_TENURE + gggit)i/sr?rs that the CEO has performed the firm'shigper
CEO_OWN + The percentage of shares held by CEO
BDMEET +/- Number of meetings held by the board iyear.
Ratio between the number of independent directuilslze
INDP - .
total number of directors on boards
OWNMAN - Proportion of shares held by directors.
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1.5. RESULTS
1.5.1 Descriptive Statistics

The mean value, the standard deviation and tHe 80" and 98' percentiles are

provided in Table 2.

Table 2
Main Descriptive Statistics

Mean, standard deviation and percentiles of thennvairiables. Panel A and B show the
continuous and dummy variables, respectively. CEXY 5 the logarithm of the CEO total
compensation; FIX_CEO_PAY is the ratio between ttital CEO fix compensation and the
CEO total compensation; VAR_CEO_PAY is the ratidween the total CEO variable
compensation and the CEO total compensation; INSid proportion of institutional directors
on board; SENSIT is the proportion of the boareédiors who are representative of pressure-
sensitive institutional investors; RESIST is theopwrtion of the board directors who are
representative of pressure-resistant institutiomagstors; BDMEET is the number of meetings
held by the board in a year; CEO_TENURE is the remaf years the CEO has held the firm’s
higher position; CEO_OWN is the percentage of shaetd by CEO; INDP is the proportion of
independent directors on board; OWNMAN is the prapa of stocks held by directors; ROA
is the operate income before interests and taxestotal assets; SIZE is the logarithm of total
assets and CEO_DUALITY equals to 1 if CEO and piexsi of the board are the same person
and 0, otherwise.

Panel A. Continuous variables

Variables N Mean Std. Dev. Perc. 10" Perc. 50 Perc. 94"
CEO_PAY 553 4,252 3.184 0.000 5.537 7.712
FIX_CEO_PAY 553 84.883 35.711 51.613 100.000 10D.00
VAR_CEO_PAY 553 15.117 35.710 0.000 0.000 22.393
INST 553 44.290 28.322 11.111 44.444 75.00
SENSIT 553 7.580 13.821 0.000 0.000 26.667
RESIST 553 36.710 26.617 0.000 33.333 71.429
BDMEET 553 9.707 3.979 5.000 10.000 14.000
CEO_TENURE 553 1.714 1.514 0.000 1.000 4.000
CEO_OWN 553 5.516 15.243 0.000 0.001 22.393
INDP 553 33.383 18.513 11.111 33.333 60.000
OWNMAN 553 27.726 27.578 0.032 21.193 66.900
ROA 553 -1.445 55.683 -16.208 1.584 14.533
SIZE 553 13.054 2.095 10.608 13.059 15.686
Panel B. Dummies variables

Variable 0 % (0) 1 % (1)
CEO_DUALITY 376 67.993 177 32.007

44



As can be seen, on average, the CEO total compemg&@EO_PAY) is 4.25 (the
logarithm of the CEO total pay). The proportiortlod CEO fix compensation accounts,
on average, for 84.88%, while the proportion of @O variable compensation is, on
average, 15.12%. Regarding the composition of oaifddirectors, 44.29% of the
directors represent institutional investors (INSTOf these, 36.71% institutional
directors are representatives of institutional stees maintaining solely an investment
relationship with the firms in which they investrépsure-resistant directors: RESIST)
and 7.58% of institutional directors representiingbnal investors maintaining both a
business and an investment relationship with thesfi(pressure-sensitive directors:
SENSIT). Moreover, the proportion of independentectiors on boards (INDP) is
33.38%, on average.

With respect to other variables, on average, tbétpbility (ROA) and the firm size
(SIZE) are -1.45% and 13.05 (logarithm of totaleass respectively. The boards of
directors held 9.71 meetings per year (BDMEET)awvarage, a figure that exceeds the
recommendation of the CUBG (2015) (eight meetingay Finally, 32% of the sample
firms have the same person as CEO and chairmanhefbbard of directors
(CEO_DUALITY), the average length of CEO tenurd.ig years (CEO_TENURE), the
percentage of shares held by CEOs (CEO_OWN) is%.88d directors hold 27.73%
of stocks (OWN_MAN).

1.5.2. Univariate analysis

An analysis of mean differences was performed lierihdependent variables. Two
groups were constructed to study mean differenetsden the independent variables,
depending on whether the firms provide a highealt@EO compensation, a higher
proportion of the CEO fix compensation and a higheportion of the CEO variable
compensation, or not. The critical value for cnegtihe two groups was the median of
the CEO total compensation, of the proportion ef @EO fix compensation and of the
proportion of the CEO variable compensation; tHusys with these three types of
compensation equal to or higher than their medi@@e included in the first group,
whereas companies with these types of CEO compensanhounting to less than their

medians were incorporated in the second group.
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Table 3, Panel A, shows the mean values of thependent variables, from which it
can be seen that the companies with a greatermumesé institutional directors (INST)
and pressure-resistant directors (RESIST) on boawdgoensate their CEOs less than
companies with a lower presence of such direcidrese results, which are statistically
significant, show that institutional directors ameore likely to reduce CEO total
compensation. This finding is consistent with poes research that focuses on
institutional directors and CEO total compensaijdimazan et al., 2005; Core et al.,
1999; David et al., 1998; Dong and Ozkan, 2008;,eHdine and Lamia, 2006; Firth et
al., 2007; Lopez-lturriaga et al., 2015; Ning et aD15; Sanchez-Marin et al., 2011).
Hence, these results suggest that institutionactbrs and pressure-resistant directors
have a negative impact on CEO total compensatiuth tleerefore, the presence of such

directors on boards tends to reduce agency problemscing CEO total pay.

Regarding pressure-sensitive directors, CEOs redeigher compensation in firms
in which the presence of these directors on bo&dgreater. Despite this positive
relationship between pressure-sensitive directods@EO total compensation, which is
confirmed by David et al. (1998), Lépez-lturriagh &. (2015) and Shin and Seo
(2011), our findings do not support this assocratas the mean difference is not
statistically significant.

Panel B and C of the Table 3 show the mean valtiei mdependent variables to
examine whether there are differences for the ptapoof the CEO fix and variable
CEO compensation. According to the figures providgdPanel B and C in Table 3, the
proportion of institutional and pressure-resis@inectors is higher in firms that support
an increase in the CEO fix compensation and a dserén the CEO variable
compensation than firms with a lower percentagguch directors, while the percentage
of pressure-sensitive directors is higher in congmithat prefer to compensate CEOs
with more variable compensation and with less fimpensation. This evidence is in
line with our expectations and prior evidence (Creical., 2012), and all the mean

differences are statistically significant.
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Table 3
Means comparison test

CEO_PAY s the logarithm of the CEO total compeinsat FIX_CEO_PAY is the ratio
between the total CEO fix compensation and the @& compensation; VAR_CEO_PAY is
the ratio between the total CEO variable compeosatnd the CEO total compensation; INST
Is the proportion of institutional directors on b@aSENSIT is the proportion of the board
directors who are representative of pressure-semditstitutional investors; RESIST is the
proportion of the board directors who are represerg of pressure-resistant institutional
investors.

Panel A. CEO total compensation

CEO_PAY CEO_PAY Mean value
Variable (>= median) (< median) , P
difference
Mean Mean
INST 42.821 46.571 -3.750 0.059
SENSIT 7.793 7.370 0.423 0.359
RESIST 34.073 39.318 -5.245 0.010
Panel B. Fix CEO compensation
FIX_CEO_PAY FIX_CEO_PAY Mean value
Variable (>= median) (< median) difference P
Mean Mean
INST 46.106 42.175 3.931 0.059
SENSIT 6.860 8.881 -2.021 0.049
RESIST 38.620 33.257 5.363 0.011
Panel C. Variable CEO compensation
VAR_CEO_PAY VAR_CEO_PAY Mean
Variable (> median) (= median) difference p-value
Mean Mean
INST 42.118 46.126 -4.008 0.056
SENSIT 8.926 6.840 2.086 0.045
RESIST 33.155 38.661 -5.506 0.010

1.5.3 Multivariate analysis

The correlation matrix to check for multicollinegris displayed in Table 4. None of

the correlation coefficients are sufficiently high 0.80) to cause multicollinearity
problems (Archambeault and DeZoort, 2001), excéet pairs INST-RESIST and
FIX_CEO_PAY-VAR_CEO_PAY. However, these pairs aoerelated by definition as

these are relationships between corporate goveenaaciables and compensation
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variables, and these pairs of variables are nairporated in the model at the same
time. Consequently, and according to these resulte, models used have no

multicollinearity issues.

In Table 5, we provide the results of the hierazahiregression conducted to
examine the effect of institutional directors sit lmoards on CEO compensation (total,
fix and variable compensation), using four modétsmodel 1, where the impact of
institutional directors on the CEO total comperatis analysed, in the first step we
enter the control variables, in the second stegnter the linear variable of institutional
directors (INST) and in the third step we enter tloa-linear variable of institutional
directors (INST). Thus, among the control variables, firm size QCéuality and CEO
tenure exhibit a positive sign, as expected, ardstatistically significant, while board
independence shows a negative sign, as prediabedisastatistically significant. The
linear INST variable is significant and negativegsociated to the CEO total
compensation, explaining an additional 0.30% ofvtaeance beyond that explained by
the control variables. The non-linear INI&rm is positive and significantly associated
to the CEO total compensation, explaining an aodidéi 0.50% of the variance beyond
that explained by the other two steps. Therefdris, @évidence leads us not to reject the
hypothesis Hla. The results indicate that the ptapo of institutional directors on
boards reduces the CEO total compensation, but wieepercentage of such directors
reaches a certain point, they will be more likeystipport a higher CEO total pay. This
non-linear relation, specifically a U shaped, idim@ with previous studies (Chirinko et
al., 1999; Jara-Bertin et al., 2012; Navissi andk&a 2006; Zou, 2010), which show
that institutional directors may play two oppogsitdes: at low levels of representation,
monitoring activities are undertaken by instituabrdirectors, which reduce CEO
compensation (e.g. Almazan et al., 2005; EzzedalimeLamia, 2006; Firth et al., 2007;
Ning et al., 2015; Sanchez-Marin et al., 2011). Ewsv, these directors increase CEO
compensation (Croci et al., 2012; Feng et al., 2GEdnandes et al., 2012) when their
presence on boards reaches a certain thresholdthaedthey may collude with the
CEO and be used to further the CEO’s own ends.€Tbe, earlier evidence supports
these findings and the presence of a U-shapediomdhip between institutional
directors and the CEO total compensation. Thertd®ge results suggest the validity of

both the monitoring and the entrenchment hypotheses
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Table 4
Correlation Matrix

CEO_PAY s the logarithm of the CEO total compeimsat FIX_CEO_PAY is the ratio between the total CH® compensation and the CEO total
compensation; VAR_CEO_PAY is the ratio between tthtal CEO variable compensation and the CEO tatahpensation; INST is the proportion of
institutional directors on board; SENSIT is thepmion of the board directors who are represeardaif pressure-sensitive institutional investorgSRST is
the proportion of the board directors who are repngative of pressure-resistant institutional itmess BDMEET is the number of meetings held byhbard

in a year; CEO_TENURE is the number of years th© ®&s held the firm’s higher position; CEO_OWNHhe percentage of shares held by CEO; INDP is
the proportion of independent directors on board/NMAN is the proportion of stocks held by directo®iZE is the logarithm of total assets; ROA is the

operate income before interests and taxes ovdrdssgts and CEO_DUALITY equals to 1 if CEO anespent of the board are the same person and O,
otherwise. * p<0.1; **p<0.05; **p<0.01

CEO_PAY FIX_CEO_PAY VAR_CEO_PAY INST SENSIT RESIST BDMEET CEO_DUALITY CEO_TENURE CEO_OWN INDP OWNMAN @A SIZE
CEO_PAY 1
FIX_CEO_PAY -0.693%** 1
VAR_CEO_PAY  0.693** -1.000 1
INST -0.145" 0.082* -0.082* 1
SENSIT 0.043 -0.109** 0.109** 0.206" 1
RESIST -0.151" 0.096** -0.096** 0.826" -0.269" 1
BDMEET 0.182" -0.156%** 0.156%** 0.117" -0.007 0.098 1
CEO_DUALITY 0.3527 -0.110%** 0.110%** -0.315” -0.100" -0.263" 0.028 1
CEO_TENURE 0.687 -0.439%+* 0.439*+* -0.228" -0.046 -0.181 -0.055 0.378 1
CEO_OWN 0.420%** -0.108** 0.108** -0.274%%x -0.072* -0.223%** -0.092%* 0.543%** 0.515** 1
INDP 0.090" -0.116*** 0.116%*** -0.683" -0.192" -0.527" 0.046 0.15% 0.072 0.106** 1
OWNMAN 0.015 0.124%* -0.124%+* 0.194" -0.034 0.227 -0.149" 0.164" 0.143" 0.304%** -0.276" 1
ROA 0.080 -0.202%* -0.202%** -0.125" -0.017 -0.098 -0.086" 0.010 0.051 -0.047 0.107 -0.151" 1
SIZE 0.610" -0.555%+* -0.555%+* -0.036 0.194" -0.116" 0.284" 0.005 0.280" -0.002 0.131" -0.255" 0.141" 1
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Table 5
Results of the hierarchical regression for instituibnal directors sit on the board of directors

Estimated coefficients. CEO_PAY is the logarithmtioé CEO total compensation; FIX_CEO_PAY is théoréietween the total CEO fix compensation and tB#®QGotal compensation;
VAR_CEQO_PAY is the ratio between the total CEO ahlé compensation and the CEO total compensaidiT lis the proportion of institutional directors board; SENSIT is the proportion
of the board directors who are representative e$qure-sensitive institutional investors; RESISthésproportion of the board directors who are @spntative of pressure-resistant institutional
investors; BDMEET is the number of meetings heldh®yboard in a year; CEO_TENURE is the numbereairy the CEO has held the firm’s higher positioBOCOWN is the percentage of
shares held by CEQO; INDP is the proportion of irefefent directors on board; OWNMAN is the proportidrstocks held by directors; SIZE is the logaritbfriotal assets; ROA is the operate
income before interests and taxes over total aasetCEO_DUALITY equals to 1 if CEO and presidehthe board are the same person and 0, otheriyised.1; **p<0.05; **p<0.01

Variables Model 1 Model 2 Model 3
CEO_PAY FIX_CEO_PAY VAR_CEO_PAY
Stepl Step2 Step3 Stepl Step2 Stepl Step2
Control variables:
SIZE 0.207*** 0.256*** 0.326*** 0.032*** 0.019** 0.022*** 0.027***
(0.000) (0.000) (0.000) (0.000) (0.011) (0.000) (0.000)
ROA -0.119 -0.095 -0.085 -0.021 -0.028* 0.013 0.016*
(0.251) (0.389) (0.457) (0.195) (0.069) (0.102) (0.057)
1.144%*= 1.075%*= 0.958*** -0.024 -0.005 0.024 0.017
CEO_DUALITY (0.000) (0.000) (0.000) (0.514) (0.878) (0.405) (0.562)
1.200%** 1.174%*= 1.130%*=* -0.040*** -0.033*** 0.039*** 0.036***
CEO_TENURE (0.000) (0.000) (0.000) (0.000) (0.001) (0.000) (0.000)
CEO OWN 0.005 -0.001 -0.005 0.001* 0.003*** -0.002*** -0.002***
- (0.440) (0.900) (0.363) (0.084) (0.000) (0.009) (0.000)
BDMEET 0.018 0.032 0.043* 0.007** -0.003 -0.002 -0.001
(0.449) (0.208) (0.095) (0.030) (0.302) (0.346) (0.687)
INDP -1.762%* -2.655*** -3.513%* 0.326*** 0.562** -0.124#* -0.212%*
(0.000) (0.000) (0.000) (0.000) (0.000) (0.014) (0.001)
OWNMAN -0.306 0.034 0.402 0.364**=* 0.274%* -0.185%** -0.152*
(0.403) (0.931) (0.273) (0.000) (0.000) (0.005) (0.013)
Linear variable:
INST -1.305** -3.822%** 0.344*** -0.129%***
(0.043) (0.000) (0.000) (0.001)
Non-Linear variable:
2 1.316%**
INST (0.000)
Observations 553 553 553 553 553 553 553
F 250.63** 236.79** 228.81%* 209.33*** 203.03*** 15.98%** 15.17%*=
R? 84.40% 84.70% 85.20% 81.90% 82.60% 24.60% 25.00%
AR? 0.30% 0.50% 0.70% 0.40%




In model 2 and 3 in Table 5, we analyse how instinal directors affect the CEO
fix and variable compensation, respectively, peniog hierarchical regression analyses
in two steps. In both models we enter the contasiables in the first step, while in the
second step we enter the linear INST term. Follgviire same procedure than in model
1, we consider two steps in model 2 and 3. In m@dehd 3, the proportions of the
CEO fix and variable compensation, respectivelg, ragressed on control variables in
step 1, while the linear INST term is entered gps? in both models. The linear INST
variable is positive and significantly related tbet proportion of the CEO fix
compensation in model 2, explaining an addition@D® of the variance beyond that
explained by the control variables in step 1. Indeio3, the linear INST variable is
negative and significantly associated to the propor of the CEO variable
compensation, explaining an additional 0.40% ofvtaeance beyond that explained by
the control variables in step 1. These findingspsus the hypotheses H1lb, suggesting
that institutional directors on boards are mostellikto increase the CEO fix
compensation and to decrease the CEO variable awapen, in line with previous
evidence (Croci et al.,, 2012; Ke at al., 1999). 0O variable pay may cause an
increase in CEO entrenchment, and as a result, @&y behave against the
shareholder’s interest. An effective monitoringergllayed by institutional directors
may imply that they prefer more the CEO fix comim than the CEO variable
compensation, since institutional directors and@O variable compensation may be

substitute.

In Table 6, we report the findings of the hieracetiregression performed to analyse
the impact of pressure-sensitive and pressuretaesidirectors sit on boards on CEO
compensation (total, fix and variable compensatiasing eight models. In model 1 and
2, we analyse the effect of pressure-sensitivepaesisure-resistant, respectively, on the
CEO total compensation. In the first step of thedelol and 2, the CEO total
compensation is regressed on the control variableghe second step the linear
SENSIT and RESIST terms are entered in model 12amdspectively, while the non-
linear SENSIT and RESIST are entered in the third step. The findings evigethat
pressure-sensitive do not have any effect on th® @fal pay neither linear nor non-
linearly, while pressure-resistant directors behasenstitutional directors as a whole,
impacting negatively on the CEO total compensatiprto a certain threshold, beyond

which the addition of more pressure-resistant tlmscon boards increases the CEO
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total pay. Therefore, the hypothesis H2a cannatdoepted, while the hypothesis H2b
is accepted. Our evidence is consistent with Jar@iBet al. (2012), Jiao and Ye (2013)
and Navissi and Naiker (2006), who report an ireeit) shaped association between
pressure-resistant directors and company value. filldkngs support the thesis that
pressure-resistant institutional directors are #ectve mechanism in mitigating
agency problems reducing the CEO total pay, butoug certain critical value, as the
incorporation of more pressure-resistant on boam®nd this point will increase the
CEO total pay, playing an entrenchment role rathan a monitoring role. The lack of a
significant effect from pressure-sensitive direston the CEO total compensation could
be due to several reasons. Firstly, pressure-sanslirectors represent several types of
institutional investors (e.g. banks and insuranm@manies), but their aims differ, and
therefore, their abilities and incentives in readatito monitoring the CEO total
compensation may not be the same (Shin and Se).28&condly, these directors are
perhaps more interested in matters such as deficongorate strategies and solving
complexity and uncertainty problems rather thartucihg with managers or controlling
managers. Finally, pressure-sensitive directorshinigge other corporate governance
mechanisms different from the CEO total pay to wmdl or monitor the CEO,
supporting the idea that corporate governance nmeming substitute each other
(Rediker and Seth, 1995).

In model 3 and 4, the effect of pressure-sensitiveéhe CEO fix and variable
compensation is analysed, while in model 5 anché,impact of pressure-resistant on
the CEO fix and variable pay is examined. The tesfihd that pressure-sensitive
directors are associated neither with the fix nithwhe variable components of the
CEO compensation, while pressure-resistant direabor boards impact positively on
the CEO fix pay, but negatively on the CEO variabempensation, in line with
institutional directors as a whole. Thus, the higests H2c can partially accepted.
Therefore, the arguments provided above to juskie/ preceding findings can be also

used here.
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Table 6

Results of the hierarchical regression for pressursensitive and pressure-resistant institutional diectors sit on the board of directors
Estimated coefficients. CEO_PAY is the logarithmtioé CEO total compensation; FIX_CEO_PAY is théoréietween the total CEO fix compensation and tB#®QGotal compensation;
VAR_CEQ_PAY is the ratio between the total CEO ahlé compensation and the CEO total compensaidiT lis the proportion of institutional directors board; SENSIT is the proportion
of the board directors who are representative e$qire-sensitive institutional investors; RESISthéproportion of the board directors who are @spntative of pressure-resistant institutional
investors; WOM is the proportion of women boarcediors who are representative of institutional #toes; BDMEET is the number meetings held by thartdon a year; CEO_TENURE is
the number of years the CEO has held the firm'&drigoosition; CEO_OWN is the percentage of shaeds iy CEO; INDP is the proportion of independeinéctors on board; OWNMAN is
the proportion of stocks held by directors; SIZEhis natural logarithm of total assets; ROA isdperate income before interests and taxes ovdrassats and CEO_DUALITY equals to 1 if
CEO and president of the board are the same parsbf, otherwise. * p<0.1; **p<0.05; **p<0.01

Variables Model 1 Model 2 Model 3 Model 4
CEO_PAY CEO_PAY FIX_CEO_PAY VAR_CEO_PAY
Stepl Step2 Step3 Stepl Step2 Step3 Stepl Step2 epl St Step 2
Control variables:
SIZE 0.207%*=* 0.216%** 0.220*** 0.207*** 0.241%** 0.250%** 0.032*** 0.034**=* 0.022%** 0.021%*=*
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000)
ROA -0.119 -0.115 -0.111 -0.119 -0.103 -0.111 -0.021 -0.021 0.013 0.013
(0.251) (0.271) (0.292) (0.251) (0.345) (0.305) (0.195) (0.227) (0.102) (0.130)
CEO DUALITY 1.144%* 1.144%* 1.136** 1.144%* 1.056*** 1.04 1% -0.024 -0.024 0.024 0.024
- (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.514) (0.517) (0.405) (0.408)
CEO TENURE 1.200%** 1.193%** 1.194%* 1.200*** 1.184%* 1.180%*** -0.039**** -0.04 1%+ 0.039**=* 0.039%**
- (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000)
CEO OWN 0.005 0.004 0.004 0.005 0.001 0.000 0.001* 0.001 -0.002*** -0.001**
- (0.440) (0.508) (0.515) (0.440) (0.888) (0.943) (0.084) (0.152) (0.009) (0.028)
BDMEET 0.018 0.017 0.015 0.018 0.034 0.036 0.007** 0.006** -0.002 -0.002
(0.449) (0.491) (0.536) (0.449) (0.180) (0.154) (0.030) (0.030) (0.346) (0.348)
INDP -1.762%* -1.877** -1.882%** -1.762%*  -2.493*** -2.497*%* 0.326*** 0.305*** -0.124** -0.112**
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.014) (0.014)
OWNMAN -0.307 -0.301 -0.308 -0.307 0.039 0.093 0.364*** 0.365*** -0.185*** -0.186***
(0.403) (0.409) (0.395) (0.403) (0.917) (0.804) (0.000) (0.000) (0.005) (0.005)
Linear variable:
-0.671 -1.996 -0.122 0.065
SENSIT (0.402) (0.242) (0.413) (0.637)
-1.317%* -2.069***
RESIST (0.001) (0.000)
Non-Linear variable:
2.806
SENSIT (0.376)
RESIST 0.710%**
(0.003)
Observations 553 553 553 553 553 553 553 553 553 3 55
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F 250.63** 231.41%* 214.83 250.63** 236.91** 220.66 209.33** 193.27** 15.98*** 14.76***
R? 84.40% 84.40% 84.40% 84.40% 84.70% 84.80% 81.90% 81.90% 24.60% 24.50%
AR? 0.00% 0.00% 0.30% 0.10% 0.00% 0.90%
Variables Model 5 Model 6
FIX_CEO_PAY VAR _CEO_PAY
Stepl Step2 Stepl Step2
Control variables:
SIZE 0.032*** 0.022*** 0.022%** 0.025***
(0.000) (0.001) (0.000) (0.000)
ROA -0.021 -0.026 0.013 0.015*
(0.195) (0.124) (0.102) (0.077)
CEO_DUALITY -0.024 0.001 0.024 0.014
(0.514) (0.984) (0.405) (0.638)
CEO_TENURE -0.040*** -0.035*** 0.039*** 0.037***
(0.000) (0.000) (0.000) (0.000)
CEO_OWN 0.001* 0.002*** -0.001*** -0.002%**
(0.084) (0.001) (0.009) (0.000)
BDMEET 0.007** 0.002 -0.002 -0.001
(0.030) (0.410) (0.346) (0.748)
INDP 0.326*** 0.530*** -0.124** -0.198***
(0.000) (0.000) (0.014) (0.006)
0.364*** 0..268*** -0.185*** -0.150***
OWNMAN (0.000) (0.000) (0.005) (0.005)
Linear variable:
SENSIT
0.366*** -0.134**
RESIST (0.000) (0.035)
Observations 553 553 553 553
F 209.33** 204.51 15.98*** 15.208***
R? 81.90% 82.70% 24.60% 25.10%
AR? 0.80% 0.50%
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Endogeneity problems may arise in research sucthias(Villalonga and Amit,
2006). Accordingly, we also analyse the potentiadiageneity between institutional
directors on boards and CEO compensation. Congretlel these directors lead to
high/low CEO compensation, or do companies witlniiagv CEO compensation attract
institutional directors to their boards?. Thougle tbausality between institutional
directors and CEO compensation is more likely tdrgon directors to CEO pay, it is
also likely that CEO pay could have an effect orardocomposition. There are
alternative approaches to address the endogenaityems (Li, 2015). Among these
methods, lagged explanatory variables are useklisranalysis to mitigate the possible
endogeneity problems, in line with Hartzell andrka(2003), Sasmal and Sasmal
(2016) and Ozkan (2011). In Table 7, we providefth@ings for institutional directors
on boards, while in Table 8 we offer the results goessure-sensitive and pressure-
resistant on boards. As can be appreciated in tadiles, the findings are consistent

with our main results, corroborating the resulesvpsusly shown.
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Table 7
Results of the hierarchical regression for instituibnal directors sit on the board of directors

Estimated coefficients. CEO_PAY is the logarithmtioé CEO total compensation; FIX_CEO_PAY is théoréietween the total CEO fix compensation and tB#®QGotal compensation;
VAR_CEQ_PAY is the ratio between the total CEO ahlé compensation and the CEO total compensaidiT lis the proportion of institutional directors board; SENSIT is the proportion
of the board directors who are representative e$qire-sensitive institutional investors; RESISthéproportion of the board directors who are @spntative of pressure-resistant institutional
investors; BDMEET is the number meetings held g/hibard in a year; CEO_TENURE is the number ofyéia CEO has held the firm’s higher position; CE@/N is the percentage of
shares held by CEQO; INDP is the proportion of irefefent directors on board; OWNMAN is the proportidrstocks held by directors; SIZE is the logaritbfriotal assets; ROA is the operate
income before interests and taxes over total aasetCEO_DUALITY equals to 1 if CEO and presidehthe board are the same person and 0, otheriyised.1; **p<0.05; ***p<0.01

Variables Model 1 Model 2 Model 3
CEO_PAY FIX_CEO_PAY VAR_CEO_PAY
Stepl Step2 Step3 Stepl Step2 Stepl Step2
Control variables:
SIZE 0.207** 0.028*** 0.286*** 0.032%** 0.026*** 0.022%** 0.023***
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000)
ROA -0.119 -0.084 -0.070 -0.021 -0.025* 0.013 0.014**
(0.251) (0.421) (0.537) (0.195) (0.085) (0.102) (0.045)
CEO_DUALITY 1.144%*= 0.810*** 0.695%*** -0.024x** -0.014 0.024 0.021
(0.000) (0.001) (0.005) (0.514) (0.709) (0.405) (0.389)
CEO_TENURE 1.200%** 1.172%*= 1.128**= -0.040%** -0.038*** 0.039*** 0.036***
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000)
CEO_OWN 0.005 -0.002 -0.005 0.001* 0.003*** -0.002*** -0.002***
(0.440) (0.784) (0.432) (0.084) (0.000) (0.009) (0.000)
BDMEET 0.018 0.046 0.058** 0.007** 0.003 -0.002 0.000
(0.449) (0.126) (0.067) (0.030) (0.318) (0.346) (0.992)
INDP -1.761%* -2.459*** -3.120*** 0.326*** 0.487*** -0.124** -0.166***
(0.000) (0.000) (0.000) (0.000) (0.000) (0.014) (0.002)
OWNMAN -0.306 -0.139 0.173 0.364*** 0274+ -0.185%** -0.127%*
(0.403) (0.742) (0.673) (0.000) (0.000) (0.005) (0.000)
Linear variable:
INST_1 -0.948* -2.998**+* 0.294*** -0.105%**
(0.056) (0.000) (0.000) (0.000)
Non-Linear variable:
INST? 1 0.999***
(0.000)
Observations 553 553 553 553 553 553 553
F 250.63*** 218.37*** 207.13*** 209.33*** 371.92%* 15.98*** 42.76***
R? 84.40% 86.40% 86.70% 81.90% 91.50% 24.60% 54.90%
AR? 2.00% 2.30% 9.60% 30.30%
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Table 8
Results of the hierarchical regression for pressursensitive and pressure-resistant institutional diectors sit on the board of directors

Estimated coefficients. CEO_PAY is the logarithmtieé CEO total compensation; FIX_CEO_PAY is théoréietween the total CEO fix compensation and tB#®QGotal compensation;
VAR_CEQ_PAY is the ratio between the total CEO ahlé compensation and the CEO total compensaidiT lis the proportion of institutional directors board; SENSIT is the proportion
of the board directors who are representative e$qire-sensitive institutional investors; RESISthéproportion of the board directors who are @spntative of pressure-resistant institutional
investors; BDMEET is the number meetings held g/hibard in a year; CEO_TENURE is the number ofyéia CEO has held the firm’s higher position; CE@/N is the percentage of
shares held by CEQO; INDP is the proportion of irefefent directors on board; OWNMAN is the proportidrstocks held by directors; SIZE is the logaritbfriotal assets; ROA is the operate
income before interests and taxes over total aasetCEO_DUALITY equals to 1 if CEO and presidehthe board are the same person and 0, otheriyised.1; **p<0.05; ***p<0.01

Variables Model 1 Model 2 Model 3 Model 4
CEO_PAY CEO_PAY FIX_CEO_PAY VAR _CEO_PAY
Stepl Step2 Step3 Stepl Step2 Step3 Stepl Step2 epl St Step 2
Control variables:
SIZE 0.207*** 0.201*** 0.201*** 0.207*** 0.217** 0.224** 0.032%** 0.036*** 0.022%** 0.020***
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000)
ROA -0.119 -0.100 -0.100 -0.119 -0.090 -0.093 -0.021 -0.019 0.013 0.013*
(0.251) (0.319) (0.319) (0.251) (0.388) (0.384) (0.195) (0.262) (0.102) (0.079)
CEO_DUALITY 1.144%* 0.877*** 0.877*** 1.144%*= 0.783** 0.770%* -0.024*** -0.034 0.024 0.029
(0.000) (0.000) (0.000) (0.000) (0.001) (0.002) (0.514) (0.348) (0.405) (0.242)
CEO_TENURE 1.200%** 1.181%** 1.181%** 1.200%** 1.178**= 1.172%*= -0.040*** -0.043%** 0.039*** 0.037***
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000)
CEO_OWN 0.005 0.001 0.001 0.005 -0.001 -0.001 0.001* 0.002** -0.001*** -0.002%**
(0.440) (0.849) (0.848) (0.440) (0.907) (0.875) (0.084) (0.030) (0.009) (0.001)
BDMEET 0.018 0.035 0.035 0.018 0.049 0.051* 0.007** 0.006* -0.002 -0.001
(0.449) (0.209) (0.213) (0.449) (0.103) (0.090) (0.030) (0.057) (0.346) (0.603)
INDP -1.761%* -1.993*** -1.993*** -1.761*** -2.384*** -2.403*** 0.326*** 0.315*** -0.124* -0.113*
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.014) (0.026)
OWNMAN -0.306 -0.396 -0.396 -0.306 -0.093 -0.051 0.364*** 0.352*** -0.185*** -0.155%**
(0.403) (0.325) (0.325) (0.403) (0.823) (0.903) (0.000) (0.000) (0.005) (0.000)
Linear variable: -0.625 -0.597 0.016 -0.064
SENSIT 1 (0.452) (0.760) (0.845) (0.294)
-1.036** -1.559*
RESIST_1 (0.010) (0.013)
Non-Linear variable:
-0.061
SENSIT 1 (0.988)
RESIST 1 0.457*
(0.076)
Observations 553 553 553 553 553 553 553 553 553 553
F 250.63*** 215.20%** 198.07*** 250.63*** 218.67*** 201.88*** 209.33*** 339.37*** 15.98*** 41.22%+*
R? 84.40% 86.20% 86.10% 84.40% 86.40% 86.40% 81.90% 90.80% 24.60% 53.90%
AR? 1.80% -0.10% 2.00% 0.00% 8.90% 29.30%
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Model 5 Model 6

Variables FIX_CEO_PAY VAR CEO_PAY
Stepl Step2 Stepl Step2
Control variables:
SIZE 0.032%** 0.029%** 0.022%* 0.021%**
(0.000) (0.000) (0.000) (0.000)
ROA -0.021 -0.023 0.013 0.013*
(0.195) (0.144) (0.102) (0.074)
-0.024+* -0.007 0.024 0.022
CEO_DUALITY (0.514) (0.840) (0.405) (0.396)
-0.040%* -0.040%* 0.039%* 0.037%*
CEO_TENURE (0.000) (0.000) (0.000) (0.000)
0.001* 0.003*** -0.001%** -0.002***
CEO_OWN (0.084) (0.002) (0.009) (0.001)
0.007** 0.002** -0.002 -0.000
BDMEET (0.030) (0.046) (0.346) (0.983)
0.326%** 0.453%** -0.124** -0.140%*
INDP (0.000) (0.000) (0.014) (0.009)
0.364*** 0.266%** -0.185%** -0.132%**
OWNMAN (0.000) (0.000) (0.005) (0.000)
Linear variable:
SENSIT_1
0.298 -0.079**
RESIST_1 (0.000) (0.023)
Observations 553 553 553 553
F 209.33* 369.42%+* 15.98%*+ 41,92+
R? 81.90% 91.50% 24.60% 54.40%
AR? 9.60% 29.80%
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1.5.4. Analysis of robustness

We have conducted an analysis of robustness i tod#eck if there is a linear and
non-linear relationship between institutional, gree-sensitive and pressure-resistant
directors and the CEO fix and variable compensatiortable 9, the findings of the
hierarchical regression are provided. In model d 2nwe examine whether there is a
linear and non-linear association between instihgi directors and the CEO fix and
variable compensation, respectively, in model 3 4nihe same association is analysed
for pressure-sensitive directors, and the relaklignbetween pressure-resistant directors
and the CEO fix and variable pay is studied in nh&édend 6, respectively. The findings
confirm a linear and non-linear association betwestitutional and pressure-resistant
directors and the CEO fix and variable compensagadiiecting both positive (negative)
and linearly the CEO fix pay (the CEO variable pay)d negative (positive) and non-
linearly the CEO fix pay (the CEO variable pay). gBeling pressure-sensitive
directors, the results corroborate that they impagative (positive) and linearly on the
CEO fix pay (the CEO variable pay), and positivedative) and non-linearly on the
CEO fix compensation (the CEO variable compensatiblowever, the positive and
linear association between pressure-sensitive dred GEO variable pay is not
statistically significant. Therefore, the resultsrroborate, in general terms, our
predictions relating to the role played by instdotl, pressure-sensitive and pressure-
resistant directors on boards, concluding thatetifiect of these directors on the CEO

total, fix and variable pay is not determined bwhHoEO pay is measured.
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Table 9
Results of the hierarchical regression for instituibnal, pressure-sensitive and pressure-resistantrgictors sit on the board of directors

. Model 1 Model 2 Model 3
Variables FIX_CEO_PAY VAR CEO PAY FIX_CEO_PAY
Stepl Step2 Step3 Stepl Step2 Step3 Stepl Step2 ep3 St
Control variables:
SIZE 0.032%*+ 0.019** 0.019 0.022%*+ 0.027% 0.030%** 0.032%*+ 0.034**+ 0.035%**
(0.000) (0.011) (0.193) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000)
ROA -0.021 -0.028* -0.029** 0.013 0.016* 0.016** -0.021 -0.021 -0.019
(0.195) (0.069) (0.042) (0.102) (0.057) (0.048) (0.195) (0.227) (0.298)
CEO_DUALITY -0.024 -0.006 0.010 0.024 0.017 0.013 -0.024 -0.024 -0.027
(0.514) (0.878) (0.783) (0.405) (0.562) (0.668) (0.514) (0.517) (0.442)
CEO_TENURE 0.0 4'0*** -0.033%** -0.027%* -0.038%** 0.036%** 0.034#*+ -0.040%** -0.041% -0.041 %+
('0 000) (0.001) (0.004) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000)
CEO_OWN 0.001* 0.003**+ 0.003**+ -0.002%** -0.002%*+ -0.002%** 0.001* 0.000 0.001
(0.084) (0.000) (0.000) (0.009) (0.000) (0.000) (0.084) (0.152) (0.169)
BDMEET 0.007** 0.003 0.002%*+ -0.002 -0.001 -0.001 0.007** 0.006** 0.006**
(0.030) (0.302) (0.000) (0.346) (0.687) (0.820) (0.030) (0.030) (0.047)
INDP 0.326%** 0.562%*+ 0.676%+ -0.125** -0.212%+ -0.243%% 0.326%+ 0.305%** 0.303**
(0.000) (0.000) (0.000) (0.014) (0.001) (0.000) (0.000) (0.000) (0.000)
OWNMAN 0.364*+ 0.274%+ 0.225%+ -0.185%** -0.152** -0.139** 0.364%+ 0.365%* 0.361%
(0.000) (0.000) (0.000) (0.005) (0.013) (0.022) (0.000) (0.000) (0.000)
Linear variable:
0.344% 0.681 % -0.129%+ -0.220%*
INST (0.000) (0.000) (0.001) (0.001)
-0.122 -0.723*
SENSIT (0.413) (0.086)
RESIST
Non-Linear variable:
, -0.176%* 0.048**
INST (0.000) (0.013)
1.273*
SENSIT (0.042)
RESIST
Observations 553 553 553 553 553 553 553 553 553
F 209.33* 203.03*** 192.38%+* 15,98+ 15.17%* 14.15%+* 209.33*** 193,27+ 180.88***
R? * 82.60% 82.90% 24.60% 25.00% 25% 81.90% 81.90% 82.00%
AR? 81.90% 0.70% 0.30% 0.40% 0.00% 0.00% 0.10%
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Variables Model 4 Model 5 Model 6
VAR_CEQ_PAY FIX_CEO_PAY VAR_CEQ_PAY
Stepl Step2 Step3 Stepl Step2 Step3 Stepl Step2 ep3 St
Control variables:
SIZE 0.022%* 0.021%+ 0.020%* 0.032%+ 0.022%+* 0.021 %+ 0.022%+ 0.026%* 0.026%+
(0.000) (0.000) (0.000) (0.000) (0.000) (0.004) (0.000) (0.000) (0.000)
ROA 0.013 0.013 0.011 -0.021 -0.026 -0.025 0.013 0.015* 0.015*
(0.102) (0.130) (0.208) (0.195) (0.124) (0.146) (0.102) (0.077) (0.084)
CEO_DUALITY 0.024 0.024 0.027 -0.024 0.001 0.002 0.024 0.015 0.014
(0.405) (0.408) (0.327) (0.514) (0.984) (0.941) (0.405) (0.638) (0.655)
CEO_TENURE 0.039%* 0.039+ 0.038+ -0.040% -0.035%* -0.035%+ 0.039%+ 0.037%+ 0.037%+
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000)
CEO_OWN -0.002%* -0.001* -0.001* 0.001* 0.002%* 0.002%+ -0.002%+* -0.002%** -0.002%*
(0.009) (0.028) (0.032) (0.084) (0.001) (0.001) (0.009) (0.000) (0.001)
BDMEET -0.002 -0.002 -0.001 0.007* 0.002 0.002 -0.002 -0.001 -0.001
(0.346) (0.348) (0.490) (0.030) (0.410) (0.474) (0.346) (0.748) (0.779)
INDP -0.124% -0.113* -0.110% 0.326%** 0.530%* 0.530%* -0.124%* -0.198%** -0.199%*
(0.014) (0.014) (0.015) (0.000) (0.000) (0.000) (0.014) (0.006) (0.007)
OWNMAN -0.185% -0.186%* -0.183%* 0.364%+ 0.268%** 0.260%+ -0.185%** -0.150%** -0.148%*
(0.005) (0.005) (0.005) (0.000) (0.000) (0.000) (0.005) (0.005) (0.005)
Linear variable:
INST
SENSIT 0.066 0.605
(0.637) (0.113)
RESIST 0.367%+ 0.471%% -0.135%* -0.165*
(0.000) (0.000) (0.035) (0.080)
Non-Linear variable:
INST?
-1.144%
SENSIT (0.041)
-0.099* 0.029
RESIST (0.018) (0.035)
, 553 553 553 553 553 553 553 553
Observations 15,98+ 14.76%+ 14.14%% 209.33% 204.51 190.089 15.98%+ 553*** 14.109
F 24.60% 24.50% 25.00% 81.90% 82.70% 82.70% 24.60% 15.208 25.00%
R 0.90% 0.50% 0.80% 0.00% 25.10% -0.10%
AR? 0.50%

61



1.6. CONCLUSION

The fact that compensation policy may affect coapmperformance (Gerhart and
Milkovich, 1990) and that institutional investorgseaconsidered to be an active
mechanism for influencing corporate governance. @rgssard et al., 2013; Gillan and
Starks, 2000; Shleifer and Vishny, 1986), have tedthe relationship between
institutional directors and CEO compensation beainglysed by earlier literature (e.qg.
Almazan et al., 2005; Cheng and Firth, 2005; Ceical, 2012; Gomez-Mejia et al.,
2003; Ozkan, 2011). The purpose of this researcto istudy how the presence of
institutional directors on Spanish boards influen@EO compensation (total, fix and
variable). First, we have analysed the impact sfitutional directors as a whole on
CEO compensation (total, fix and variable). NeRg tnstitutional directors have been
classified as pressure-resistant directors andspressensitive directors, according to
whether they have only an investment relationshtp the firm or both a business and
investment relationship, respectively. Thus, f@gsure-sensitive and pressure-resistant

we also conduct the same analysis followed foitintginal directors as a whole.

Our results show that institutional directors anelsgure-resistant directors on boards
may perform two opposite roles, depending on tlopgution of their representation on
boards. Institutional and pressure-resistant dirsatlecrease CEO total compensation,
but when their presence on boards reaches a c@aait, they will be more likely to
support a higher CEO total pay. This associatioowsha non-linear relationship (U
shape) between institutional and pressure-resistirgctors and the CEO total
compensation. Opposite to our predictions, pressensitive directors do not affect the
CEO total compensation neither in a linear nor hoear way. Concerning CEQO’s
compensation structure (fix and variable), the ifigd evidence that institutional and
pressure-resistant directors enhance fix compamsatd decrease variable pay, while
pressure-sensitive directors do not have effectheeion fix nor on variable
compensation. Thus, these findings suggest thditutisnal and pressure-resistant
directors might both play a monitoring role and &gg in collusion with the CEO,
which is associated with the better and worse mestof corporate governance,

respectively.
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This research contributes to the growing literatore the role of institutional
directors in corporate governance in several w&yst, we show that institutional
directors as a whole affect CEO compensation, @nithey are classified in pressure-
resistant and pressure-sensitive institutionalctiors, the findings show that they do not
behave in the same manner in relation to the CE&) compensation: pressure-resistant
directors have an effect and pressure-sensitieeidirs do not. This evidence supports
the argument that institutional directors cannot domsidered as a uniform group
(Almazéan et al., 2005; Cornett et al., 2007). Thhs,different ways in which pressure-
sensitive and pressure-resistant directors cangengmcorporate governance (Lopez-
Iturriaga et al., 2015) is evidenced by this resleaBGecond, our results show that the
monitoring hypothesis prevails as the presencenstitutional and pressure-resistant
directors on boards increases, but when they raachrtain point, the entrenchment
hypothesis prevails. Third, the outcomes show la iatween boards of directors and
CEO compensation. Accordingly, compensation is @haeism for controlling and
disciplining CEOs. Therefore, institutional and gmere-resistant directors can enhance
CEO monitoring in a substitutive or complementargnmer. Fourth, most research on
CEO compensation is focused on the US and UK (Qorstoal., 2011; Tosi et al.,
2000). Thus, we extend the analysis to Spain becaus characterized by low legal
investor protection, a bank-orientated system and that is based on civil law.
Therefore, the conclusions of existing researchrateapplicable to Spain given the
differences between their corporate governanceesyst Finally, this research is
relevant, on the one hand, because we show thaorship between institutional,
pressure-sensitive institutional and pressuretaedisnstitutional directors and CEO
compensation in the Spanish context, and on ther dthind, because we extend a non-

linear association to such relations.

Some implications for the discussion on corporateegnance can be drawn from the
results presented here. Firstly, institutional clives affect corporate governance,
particularly CEO compensation. However, their intp@iffers when they are classified
as pressure-resistant and pressure-sensitive atisedtherefore, the type of institutional
directors must be considered by policymakers witey imake recommendations on
board composition. Secondly, due to the non-linedationship, whilst a balanced
proportion of institutional and pressure-resistdinéctors can reduce CEO pay, a high

or low percentage of pressure-sensitive directordaards does not result neither in
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higher nor in lower CEO compensation. Thus, oudifigs suggest that pressure-
sensitive directors perhaps perform more of a celling role rather than a supporting
or monitoring role. Thirdly, the findings reportathindependent directors on boards
improve corporate governance, since their presezsheces CEO pay, in contrast with
previous research (Garcia-Osma and Gill de Albar@0687), which shows the lack of
effect of these directors on corporate governadoeordingly, policymakers should
pay more attention to the role played by thesectbrs when they suggest board
composition. Finally, the outcomes point to the gmbial for a weak corporate
governance structure to be used by the CEO fohdrigiwn benefit, thereby impairing

the shareholders’ wealth.

This paper has one limitation. Various factors haeen controlled as they may
affect CEO compensation. Such factors have beesttsel according to theory and
earlier empirical research, but it is probable t&ter unknown features not taken into

account in this study may influence CEO compengatio

This research could lead to further investigationthe future. First, the creation of
an appointment and remuneration committee has tlgdeecome mandatory by law in
Spain. Hence, it will be necessary to determine ltswcomposition, particularly in
terms of institutional directors, influences CEQmuensation. Second, most Spanish
investigations have focused on large firms, butSpanish economy is characterized by
smaller and medium-sized companies (SMESs), and, thaw institutional directors
exert an impact on corporate governance, spedificajarding CEO compensation, is a
matter requiring further study. Third, it would Bkso interesting to analyse if the more
institutional investors a company has, the moreutadge/promising a firm is, and
consequently, the CEOs of these firms receive apeosation premium. Finally, the
effect on CEO compensation of disentangling cadepeocentages of institutional
directors appointed by one or different instituibmvestors may also be an engaging

issue to address.
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CHAPTER 2

INSTITUTIONAL DIRECTORS AS A
CORPORATE GOVERNANCE MECHANISM:
THEIR IMPACT ON CORPORATE SOCIAL
RESPONSIBILITY

Abstract

In this chapter, we examine the influence thatitunsbnal directors have on corporate
social responsibility (CSR) issues. First, we cdesiinstitutional directors as a whole
and then classify them as pressure-sensitive @spre-resistant institutional directors,
depending not only on whether they represent ingiital investors that become
shareholders of firms, but also if they maintairmoeercial links with the firms in
which they have invested. We hypothesize a quadralitionship between institutional
directors and CSR. We show a U-shaped relationgbgbween institutional
directors/pressure-resistant directors and CSRIodise, showing that they have a
negative effect on CSR disclosure when their presem boards is low, but a positive
influence when their presence on boards is highan & tipping point, suggesting that
institutional and pressure-resistant directors iplay two opposite roles (monitoring or
entrenchment with executives) regarding CSR detssiblowever, our findings show
that CSR practices are not affected by pressursitsen directors. These findings
indicate that there is a link between board membgarticularly institutional directors
— and strategic decisions, such as CSR reportirge®er, institutional directors do
not behave in a uniform way as pressure-resistaettdrs affect CSR disclosure, but
pressure-sensitive directors do not. Finally, theamcement of corporate governance
(increases in CSR disclosure) depends on the propasf institutional and pressure-
resistant directors on boards.
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2.1. INTRODUCTION

The European Commission (2001) defines the conadptcorporate social
responsibility (CSR) as the integration by firms, @ voluntary basis, of social and
environmental concerns in their business and im thieraction with their stakeholders
The aim of CSR is to promote sustainable developraed achieve a triple economic,
social and environmental impact (Adams and Zu@b04).

A number of issues, including corporate corruptiohe use of child labour,
increasing pollution and malpractice, among othbasie led to the rise of CSR as an
issue of considerable importance. Indeed, the madkénger only considers economic
performance, but also takes into account social@amdronmental performance when
evaluating companies (Seto-Pamies, 2015). Therefd&R practices have become a
key strategic element (Garrigues-Walker and Trajlenn 2008) and companies should
not only consider economic aims, but also enviramiadeand social goals.

According to Gallego-Alvarez and Quina-Custodio 1@p and Hartojo and Jo
(2011), a company's features may influence CSR. Agnahese characteristics,
corporate governance is important (Prado-Lorenzal.eR009). Previous literature has
analysed the relationship between board charatitsrend CSR, focusing especially on
the presence of independent directors (Cuadradeddatos et al., 2015; Hartojo and
Jo, 2011; Martinez-Ferrero et al., 2015; Seté-Pan2i@l5). However, prior research on
CSR has paid scarcely any attention to the roletber board members, such as

directors appointed by institutional investors @ieafter institutional directors).

Institutional investors are the most important coltihg shareholders in Europe
(Brossard et al., 2013), due to the particular aggmoblem in Europe, where minority
shareholders’ wealth is appropriated by controlbhgreholders, they play a significant
role on boards as directors. Within European caesitSpain has the highest proportion
of institutional directors on boards. Concretely)%i! of the board directors are
appointed by institutional investors (Heidrick adtfuggles, 2011). According to prior
evidence, institutional directors have an effectboard compensation (Lépez-lturriaga
et al.,, 2015), earnings management (Garcia-Osma Gitidde Albornoz, 2007),
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financial reporting quality (Pucheta-Martinez andr&a-Meca, 2014) and leverage

(Garcia-Meca et al., 2013), among others.

Boards of directors play an important role in cogte governance, affecting CSR
practices (Frias-Aceituno et al., 2013). Therefgieen the role played by institutional
directors on boards, the relevance of CSR issuesbdards’ daily business
(PricewaterhouseCoopers, 2010), the benefits tB&&R €an provide to companies (e.g.
Marin et al., 2012; Reverte, 2012) and the scdaahtbn that the relationship between
corporate governance and CSR has received (Fem&atehez et al., 2011), it is
necessary to gain an understanding of how ingiitati directors influence CSR.
Accordingly, the aim of this research is twofoldrs we analyse the impact of
institutional directors as a whole on CSR disclestrevious evidence suggests that the
kind of business relations between institutionakstors and companies (Brickley et al.,
1988) can explain why institutional directors dot iiehave in the same way and,
therefore, their ability, incentives and aims t@a&ge in corporate governance may be
different (Almazan et al., 2005; Ferreira and Mat@608). Thus, we also make a
distinction between pressure-sensitive directorsp wepresent institutional investors
maintaining business relations with the firm on theard of which they sit, and
pressure-resistant directors, who represent itistital investors who do not maintain

such relations.

Consistent with prior evidence (Almazan et al., 2006pez-lturriaga et al., 2015),
our results support the thesis that institutionakalors have to be treated as a
heterogeneous group and not be considered as a vamol that they participate in
corporate governance in dissimilar ways. In addijtive also show that institutional
directors as a whole and pressure-resistant dinect@y perform two opposite roles,
depending on their representation on boards. Miasn their representation is low, the
entrenchment or collusion hypothesis prevails &y thre negatively associated with
CSR reporting and they prefer to collude with exees to meet their own goals.
However, when their representation on boards exceedritical point, they support
CSR initiatives as the monitoring hypothesis prisvand their monitoring role becomes
more active and efficient, given that they encoaratanagers and other directors to
disclose CSR information. This evidence suggestd the relationship between

institutional/pressure-resistant directors and G#$tlosure is non-linear, concretely
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quadratic (U-shaped). In addition, we have congtdi@n index based on the triple
bottom line approach to measure CSR disclosurechwinicludes economic, social and
environmental matters. This index can be used sesssto what extent a company
provides CSR information. Finally, from the policgkers’ point of view, this analysis
makes a significant contribution as it shows thatitutional directors behave as drivers
of good corporate governance and, consequentlycypahkers should take them into
account when recommending or regulating board caitipn as institutional directors
may perform two opposite roles with respect to G8$tlosure and are involved in

corporate governance.

This research makes some contributions to the gipviterature on the role of
institutional directors in corporate governancee Tresults show a link between the
mechanisms of corporate governance and strategisioes. Specifically, we provide
evidence that the presence of institutional dinectin boards is associated with CSR
reporting, exerting an effect that it is more diffit to find in Anglo-Saxon
environments because institutional directors agpdity institutional investors are less
prevalent. We also report that institutional diogstdo not have the same incentives to
participate in corporate governance. Thus, wheistendtion is made between pressure-
resistant and pressure-sensitive directors, theleage shows that their attitudes
concerning CSR reporting is different: whereas sues-resistant directors affect CSR

disclosure, pressure-sensitive directors do not.

After this introduction, in the next section we &xp the institutional setting within
which this paper is situated. We, then, descrilee ttieoretical background and the
hypotheses in the following section before setting the research design. In a further
section, we present the results and, finally, wadresk the conclusions, limitations and

future research.

2.2. INSTITUTIONAL SETTING

According to the European Commission (2013) andSgh@nish Government (2014),
the impetus for the promotion of CSR in the Spaiigkiness sector has been provided
by the Spanish civil society. Spanish multinatisnalccupy the top positions in

international rankings of CSR and sustainabilitgkmg Spain the European country
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with a greater number of multinationals in thesaknags (European Commission,
2013). Furthermore, small and medium-sized entsgpr(SMES) are also including and
enhancing CSR in their activities (Spanish Govemn2014).

Despite CSR being a voluntary matter, both the pema Union and Spain have
driven some initiatives to promote and perform Q8Bperly. In this regard, in 2001
the European Commission promoted a CSR framewookeficourage CSR, Spain
published a White Paper and created the State @owfc Corporate Social
Responsibility. In 2011, the Spanish Governmentttha sustainable economy law to
turn the Spanish productive model into something remccompetitive and
environmentally and socially sustainable. More #ffidvave also been made by Spanish
policymakers to encourage CSR, thus achieving adie development and
improving the protection of minority shareholderslaransparency. In particular, the
Conthe Code or Unified Code of Corporate Governg@¢éBG) was published in 2006
and updated in 2015; this proposes the incorporatidCSR practices in businesses. In
2002, the Spanish Accounting Standard Setting Bpahiished its White Paper for the
Reform of Accounting in Spain, according to whighmi have to include in their
annual reports environmental information on a colsgry basis and social information
on a voluntary basis. The Transparency Act (Lav2@83) was enacted to enhance the
transparency of Spanish listed firms. Finally, ¢foal of Law 31/2014 is to attain better

governance.

Corporate governance is essential to undertakeasure the proper development of
CSR (European Commission, 2013). Spain has a noketrlbbased system, but one that
is oriented to a banking system. Thus, banks phaymgortant role in economic and
business development because Spanish capital maketnot as liquid as in the US
and UK, where their role is significant. Therefotleg corporate control market is not
very common compared to the US and UK (De Miguebklet 2004). In addition,
Spanish corporate governance is distinguished bigla ownership concentration (De
Andrés et al., 2005), which leads to the presef@®mtrolling shareholders and allows
them to play a major role on boards and influenanagers. Among controlling
shareholders, the position of institutional investcn Spain is noteworthy and their
impact on corporate governance is significant (Qirest al., 2004). Indeed, the

controlling role in Spanish boards is not played ibgependent directors, but by
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directors who represent controlling shareholdess, institutional directors (Garcia-
Osma and Gill de Albornoz, 2007). The level of shatder protection is low compared
to the US and UK (La Porta et al., 1998). As a ltethe board of directors is one of the
most important mechanisms for alleviating agencystsocharacterized by the

expropriation of minority shareholders’ wealth lmntrolling shareholders.

Consequently, the analysis of the effect of insttnal directors on CSR in the
Spanish context is important as the board is onthefmain bodies making decisions
and alleviating agency problems. Thus, given theartance that CSR has acquired in
Spain for sustainable development, it is essertbalexamine such relationships.
Furthermore, independent directors on boards dactonhdependently (Spencer Stuart,
2015), this role being played instead by institodilbdirectors, who may be considered
outsiders and more independent of management.diti@d in examining institutional
investors, most prior research has focused on tloés as shareholders and not as
directors (e.g. Cox et al., 2004; Hartzell and &aR003; Ruiz-Mallorqui and Santana-
Martin, 2011) and the majority of the previoustrhiteire on CSR has been based on the
US and UK (Miras-Rodriguez et al., 2014).

2.3. THEORETICAL BACKGROUND AND HYPOTHESES

Maximizing benefits has been the sole aim pursugdwners (Friedman, 1962).
However, according to stakeholder theory (Freem884), companies should not only
consider owners’ interests, but also those oftakeholders as they can influence or can
be influenced by the company. Thus, the relatigrshbietween managers and decisive
stakeholders are essential in creating sustairlabteterm value (Freeman, 1984; Post
et al., 2002). The triple bottom line (TBL), bas&a stakeholder theory, offers a wider
view of the stakeholders affected by firms. The TBamework has been adopted by
many companies to evaluate their performance frobmoader perspective and, thus,
create greater business value (Elkington, 1994goAtingly, the three components that
make up the TBL — social, environmental and finaheiare considered to assess firm
performance. Furthermore, these three componeatsamected and the performance
in one component affects the other two and vicesardHockerts, 1999). Thus, this
approach adds social and environmental measurgerédrmance (Gao and Zhang,

2006) and, therefore, companies are not only resplen for economic aspects.
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Consequently, the ultimate goal of firms is nogémerate wealth for their shareholders,
but also to create social and environmental vaki&ir{gton, 1997), extending the
benefits not only to shareholders, but also tstakeholders.

Firms can gain competitive advantage and garneatgrdinancial benefits through
engaging in CSR activities (Luo and Bhattachary@)62 as these activities make it
possible to manage social and environmental rigk$ avoid stringent regulation
(Maxwell et al., 2000) and negative customer reasti(Baron 2001). This may reduce
the firm’s market risk (Salama et al., 2011), remltice cost of financing (Lenox and
Nash, 2003; Reverte, 2012) and lower the unceytahicash flow. In addition, CSR
practices may enhance job satisfaction and mitigateuitment and training costs
(Branco and Rodriges, 2006; Zappala, 2004). Moneo@SR may generate entry
barriers to the industry, easing access to new etarfVotruba, 1997) and enhancing
the firm’s reputation (Diller, 1999) and competéness (Marin et al., 2012). In this
line, previous research has found a positive klaghip between CSR and financial
performance (e.g. Jimeno de la Maza and Redondsié®el, 2011; McWilliams and
Siegel, 2001).

Thus, CSR is part of the corporate strategy forettging competitive advantage
(Jackson and Apostolakou, 2010) and is considergdategic investment (e.g. Husted
and Allen, 2000; McWilliams and Siegel, 2001). Gemsgently, boards are increasingly
making decisions concerning CSR (Ingley, 2008).ddeihoards not only have to focus
on economic performance, but have to extend thiens aand consider social and
environmental performance as well, creating valee $takeholders and being

responsible towards them and not only towards osvner

Boards exert significant influence on the respdesiiehaviour of firms (Michelon
and Parbonetti, 2012; Rupley et al., 2012) andsequently, corporate governance is a
relevant mechanism for guaranteeing CSR practiEesopean Commission, 2013).
Thus, board composition may play an essential lIESR policies (Pfeffer, 1972).
Although CUBG (2006) recommended the presenced#pandent directors on boards
to improve corporate governance, research has shbainthey do not enhance it
(Menozzi et al., 2011; Pucheta-Martinez and Gavtgaa, 2014) and do not affect CSR
activities (McKendall et al., 1999). Indeed, somghars (Garcia-Osma and Gill de
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Albornoz, 2007; Pucheta-Martinez and Garcia-Med4® suggest that corporate
governance is enhanced by institutional directord aot by independent directors.
Thus, the role played by institutional directorsbwards with regard to CSR practices is

an interesting topic for analysis.

Some theories suggest a positive impact of ingtitat directors on CSR practices.
Among these, stewardship theory is frequently usednderstand the implications of
the presence of institutional directors for compatnategy (Castaldi and Wortman,
1984) as it stresses the experience, knowledgeskficbf directors. The rising belief
that CSR activities enhance financial performanae put social and environmental
issues on firms’ agenda. Hence, institutional doesx are expected to foster CSR
practices because they focus on social and enventahissues as well as financial
performance. In addition, they are interested iowshg the responsible behaviour of
the company as otherwise their professional rejmtatan be harmed (Pathan, 2Q09)
Stakeholder power theory shows that firms are yiked meet the requests of
stakeholders who control critical resources (UlImE®B5). Therefore, outside directors,
such as institutional directors, may be more avdr€SR activities than executives,
who are more concerned with economic questionsowiieg to resource dependence
theory, the board of directors is a necessary bodganage outside dependencies, such
as those imposed by social and environmental aigate (Hillman et al., 2000). This
theory suggests that outside directors, such dguitisnal directors, are an effective
tool to connect the firm with its external enviroamb. Finally, agency theory posits that
institutional directors who are committed to CSRulss may strengthen the internal
control of firms. Therefore, they may reduce oppoidtic behaviour problems due to
asymmetric information (Frias-Aceituno et al., 2J13disclosing social and

environmental information.

According to myopic institutional theory (Hansendahlill, 1991), institutional
investors, represented on boards by institutioimaictbrs, tend to be short-sighted and
focus on returns. This argument is in line with thesis that institutional investors will
not support CSR investment decisions, given the-lenm horizons and uncertain
results associated with them (Coffey and Fryxe®91). However, institutional
investors usually own a large proportion of shaf@zkan, 2007), making it

complicated and costly to sell off their shareshaiit negatively affecting the stock
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price. Furthermore, institutional investors holdocst in most companies and,
consequently, may have difficulty in finding othsuitable investments. Finally,
institutional investors manage money from otherpbecand, accordingly, have to
protect their investment against loss of valueaAssult, representatives of institutional
investors, institutional directors, have sufficieimicentives to perform monitoring
activities (Gillan and Starks, 2000), which implié®th collecting and analysing
information and influencing management, as wellbasg involved in the strategic

decisions of firms (McWilliam and Siegel, 2001)ckuas CSR decisions.

In addition, Spicer (1978) and Graves and Wadd&&®4) suggest that institutional
directors consider firms which do not behave respuyn to be more risky and
potentially less efficient. Moreover, these direstziew CSR as essential to attain
sustainability and competitive advantage (Neubauch Zahra, 2006), as in changing
and unpredictable environments socially responsid@baviour can help firms gain
legitimacy through support from different staketeskl(Goll and Rashedd, 2004). Thus,
institutional directors, as dominant shareholdezpresentatives, have an interest in the
long-term sustainability of the company (Paek etzl3) and they are likely to support
CSR activities because they are necessary for tlermg-value creation and sustainable
organizational performance (Mahapatra, 1984). is lthe, previous research has found
a positive relationship between outside directsigh as institutional directors, and
CSR policies (e.g. Ibrahim et al., 2003; Johnsod @meening, 1999; Webb, 2004;
Zahra et al., 1993). These same results are repbsteDyck et al. (2015), Fernandez
Sanchez et al. (2011), Johnson and Greening (1883)baum and Zahra (2006) and
Yong Oh and Kyun Chang (2011), who show a positiveact of institutional investors
on CSR practices, demonstrating the effectivendsshese owners in promoting

responsible behaviour.

However, although institutional directors are aetignd vigilant investors and,
therefore, may encourage CSR activities (Prestash Rost, 1975; Useem, 1996),
monitoring is extremely costly. As the cost of ntoring activities is borne by
institutional investors and all stakeholders bangbm them (Shleifer and Vishny,
1986), these investors can bear potential liquidagts (Coffee, 1991) and free-rider
problems can arise. Consequently, institutionaalors have to determine the benefit—

cost ratio of monitoring activities and the intépssf monitoring will vary depending
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on the value of this ratio (Almazan et al., 200B)addition, institutional directors have
the power to make decisions based on their ownfit®néCornett et al., 2007; Ruiz-
Mallorqui and Santana-Martin, 2009) and tend td peesonally with firms (Carleton et
al., 1998) to achieve their own goals (Pound, 198&fordingly, it is reasonable to
suggest that institutional directors may take parttunnelling activities, namely
expropriating wealth from minority owners (Johnsatral., 2000), instead of performing
control activities. As a result, institutional diters may negatively influence CSR
activities, despite the potential for CSR practitesncrease firm performance, as they
may hope to derive lower profits due to the wedgevben cash flow and control rights
(Pucheta-Martinez and Garcia-Meca, 2016). Thushoasit such as Arora and
Dhawadkar (2011), Coffey and Fryxell (1991) and ata-Martinez and Garcia-Meca

(2016) find a negative influence of institution@ettors on CSR policies.

Thus, the prior literature shows a linear relatiopsbetween institutional directors
and CSR. However, to the best of our knowledgegtigeno existing evidence of a non-
linear relationship, concretely quadratic, betweastitutional directors and CSR
activities, while authors such as Chirinko et #899), Jara-Bertin et al. (2012), Navissi
and Naiker (2006) and Zou (2010) show this quatinatin-linear association between
institutional investors and firm performance. THere, we extend this quadratic

relationship to institutional directors and CSRagpices.

This quadratic relationship is supported by theotheof optimal distinctiveness
proposed by Brewer (1991). According to this apphoahe effect of a collective is
expected to be non-linear: the presence of feailimsstutional directors) at very low
and very high levels within a team (board of dioes} can lead to more positive results
(more CSR practices), while more negative outco(f@ser CSR practices) can take
arise when there is a balanced proportion of featufa U-shaped relationship).
Therefore, focusing on these arguments, it canuggested that institutional directors

not only have a linear effect on CSR practicesdiga a non-linear effect.

Thus, we expect a non-linear association, congrefghdratic, between institutional
directors on boards and CSR activities. On the lared, we hypothesize that as the
proportion of institutional directors increasesg\thwill prefer to collude and entrench

with managers in order to obtain private benefitgely the high costs of both
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monitoring and challenging the management team ¢tmpta CSR activities;
consequently, they will align with managers’ demns rather than supporting CSR
practices. Institutional directors will be lesselik to wish to bear more monitoring costs
and, as a result, they will have fewer incentivesptish managers to perform CSR
activities. When their presence represents low gréages on boards, it is easier for
them to collude with mangers. In this line, Ohle{2011) report that executives have a
negative impact on CSR practices, showithgt managers are more interested in
financial performance than CSR activities. Thibésause managers may perceive CSR
activities as an extra cost and consider that theyot create firm value. Therefore,
they may not consider social and environmentaleissto be key factors in their
oversight and strategic planning responsibilitéscordingly, managers may deal with
institutional directors in order to obtain theirpport and, in exchange, institutional
directors may fulfil their own aims. Furthermorecarding to Ricart et al. (2005), more
than 50% of board members do not perceive CSR @ key issue and the views of a
low proportion of institutional directors wishing tpromote CSR policies may,

therefore, not be considered.

Nevertheless, when their presence on boards reactesain threshold, institutional
directors may have a positive effect on CSR aadisjtin line with the monitoring
hypothesis. Thus, the addition of more institutiodaectors on boards above this
inflection point will concentrate a higher proportiof institutional directors, who may
share monitoring costs. Their monitoring role wilierefore, be more efficient and it
will be more difficult for managers to collude wi#tl institutional directors. Moreover,
the presence of more institutional directors onrt®awill militate against other
institutional directors taking part in tunnellingtiaities. Accordingly, it is more likely
that institutional directors will perform monitognactivities, avoid expropriation
activities and challenge boards and management teammplement CSR strategies,
viewing the benefits of CSR as essential to ache®rpetitive advantage, which leads
to the long-term sustainability of the firm and anbes firm value. Therefore, there can
be two opposite impacts on CSR from the presenaastifutional directors, suggesting
a non-linear association between them and CSR ipeactconcretely a quadratic
relationship (a U-shaped relationship).
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Based on the above, we posit the following hypathes

H1: Institutional directors have a negative effect on CSR reporting, but when
they exceed a critical point, they affect them positively.

However, prior research provides evidence thattutginal directors do not behave
in a monolithic manner with regard to corporateuéss (e.g. Almazan et al., 2005;
Ferreira and Matos, 2008, Pucheta-Martinez andi&ateca, 2014; Ramalingegowda
and Yu, 2012) as there are differences betweenetjs, competitive and regulatory
environments they face (Bennett et al., 2013). édddnstitutional directors are a
heterogeneous group with diverse incentives foragament in corporate governance.
Business relationships are considered as a keyorfattat may influence the
effectiveness of control by institutional directoedfecting their capability to perform
monitoring activities and the extent of their irdhce (Brickley et al., 1988).
Accordingly, institutional directors can be cataged as either pressure-resistant
institutional directors or pressure-sensitive tusigbnal directors (e.g. Almazan et al.,
2005; Lopez-lturriaga et al., 2015; Ruiz-Mallorgumid Santana-Martin, 2009).

Pressure-resistant investors, represented by peesssistant directors, including
mutual funds, pension funds, investment funds, wentapital firms and endowments,
solely maintain an investment relationship with t@mmpany in which they invest.
Thus, they do not incur conflicts of interest argsirom business ties, the pressure from
the company in which they invest is lower and, egpently, they can behave more
independently (David et al., 2001). Hence, pressesestant directors may be more
active in monitoring and may exert pressure to aralge change (e.g. Almazan et al.,
2005; Ferrerira and Matos; 2008; Pucheta-Martimek @arcia-Meca, 2014), such as
engaging in CSR practices. Moreover, these dirsqiogfer to invest over a long-term
horizon (Tihanyi et al., 2003) and to reduce agemmplems, performing monitoring
activities to mitigate or eliminate fraudulent beioar (Zhang et al., 2008). Thus, they
will be more active in monitoring managers and ra#fgct firm decisions in line with
stakeholders’ interests, supporting CSR activigesl increasing the disclosure of
environmental and social issues. Johnson and Grge(i999) show a positive
relationship between pressure-resistant institatiamwnership and CSR. Sethi (2005)

also provides evidence that CSR is influenced petjt by pressure-resistant
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institutional investors. Similarly, Cox et al. (200 Harjoto and Jo (2008) and Neubaum
and Zahra (2006) find that pressure-resistant tutginal investors are positively
associated with CSR. Hence, it is likely that puesgesistant institutional directors will

enhance CSR reporting owing to their monitoringrol

However, as pointed out above, authors like JaréitBet al. (2012) and Navissi and
Naiker (2006) find a non-linear relationship betwaastitutional directors and firm
value. Extending this association to pressuredasisnstitutional directors, Jiao and
Ye (2013) show a quadratic relationship betweensgue-resistant institutional
directors and firms’ future performance. Conseqyenwve extend this non-linear
relationship to the analysis of the presence ofquree-resistant institutional directors
and CSR practices. Therefore, as posited for uigtital directors as a whole, we
propose that when the presence of pressure-resigtditutional directors is low, their
position may not be considered when trying to enba@SR practices as most of the
board members do not consider CSR an essentialem{Ricart et al., 2005).
Furthermore, when their presence on boards is linweir incentives to perform
monitoring activities will be lower because theyabenore monitoring costs and, as a
result, they will be less likely to challenge maeeyto undertake CSR activities. In
addition, it is also more likely that pressure-semnt directors will take part in
tunnelling activities because executives may celudth them to obtain their support;
in exchange, these directors may achieve fulfilmedrtheir own interests. Conversely,
as the proportion of pressure-resistant directorsboards grows, they may monitor
management team more effectively as they can smaw@toring costs. When their
presence on boards reaches a certain point, itbsilmore difficult for managers to
attain the support of pressure-resistant directdisis, the greater the presence of
pressure-resistant directors on the board the rikety it is that they will perform
monitoring activities, militating against other psaire-resistant directors taking part in
expropriation activities and challenging boardsirtgplement a CSR strategy as the
benefits of this strategy are considered imporfantttaining long-term sustainability
and enhancing company performance. These argus@gnp®rt a non-linear association

between pressure-resistant directors and CSR peadta U-shaped relationship).

On the other hand, pressure-sensitive investorgshwihclude banks and insurance

companies, have both an investment and businessoredhip with the firm in which
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their representatives, pressure-sensitive direcsebs/e on boards. Pressure-sensitive
investors, particularly banks, are entities witgthpublic visibility (Khan, 2010). They
can act as creditors and shareholders and, asllh Eciety may press these investors
to increase CSR activities (Simpson and Kohers2p® the firms in which their
representatives serve on boards in order to avoghfe products or polluting the
environment. Accordingly — and given the importarafe CSR in recent years —
pressure-sensitive investors have directed theivitees towards engaging in socially
responsible behaviour to meet the expectations afider group of stakeholders
(O’Donnovan, 2002). In this line, banks have inseghtheir CSR activities (Douglas et
al., 2004; Sharif and Rashid, 2014). To avoid dantagheir professional reputation,
pressure-sensitive directors are more willing teeas firms’ social aims (Zahra, 1989)
and confirm that the firms’ behaviour is socialsponsible in accordance with these

aims (Garcia-Sanchez et al., 2011).

Moreover, banks perform a triple role, as sharedrsldcreditors and directors. This
position gives them more information, reduces imfation asymmetry (Hadlock and
James, 2002) and makes them more efficient mon{i@mton and Schmid, 2000;
Ingley and Van Der Walt, 2004) as their knowled§¢he firms, obtained through their
relationships, allows pressure-sensitive directorsupervise firms’ investments and
mitigate adverse selection and moral hazard prabl¢@arcia-Meca et al.,, 2013;
Hadlock and James, 2002). Furthermore, pressumatisendirectors may also act as
creditors and, therefore, they may be interestadapily in the viability of the company
and paying off debt. Thus, pressure-sensitive threcmay support CSR activities as
they can improve internal control systems, enabtéeb decision making and save costs
(Adams, 2002), resulting in lower firm risk. In shivay, increasing CSR activities will
allow pressure-sensitive investors to lessen thle faced by lenders and to lower the
probability of default, thereby protecting theiafts.

In addition, banks reduce their opportunistic bétxavwhen they behave as both
shareholders and creditors (De Andrés Alonso et2800; Mahrt-Smith, 2006), as a
result of which they may perform an active rolehe governance of the firm (Garcia-
Meca et al., 2013). Consequently, pressure-seasilirectors may play an active and

effective monitoring role and will tend to aligreihrepresentatives’ interests with those
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of other shareholders, trying to guarantee managemeolvement in CSR activities

(Pucheta-Martinez and Garcia-Meca, 2016).

However, authors like De Andrés et al. (2010) anard¥ et al. (2000) show a non-
linear association between pressure-sensitivetutistnal ownership and corporate
performance. We would like to extend the analydishes relationship and examine
whether a non-linear association is confirmed betwpressure-sensitive institutional
directors and CSR.

Drawing on the above arguments, we predict thathaspresence of pressure-
sensitive directors on boards increases, they ahilllenge boards and managers to
undertake CSR activities as their monitoring rokeyrbe more active and effective than
that of other directors due to their triple role simreholders, creditors and directors.
Thus, pressure-sensitive directors have more irddan which they might use to press
boards to make decisions in line with higher CSBcldsure. In addition, this CSR
reporting may be promoted by pressure-sensitivectlirs because they tend to consider
not only their own interests, but also those ofeotstakeholders. However, when their
presence on boards reaches a tipping point, tleepgocation of more pressure-sensitive
directors will result in them playing a less effeetand weaker monitoring role due to
their commercial ties (Brickley et al., 1988). Thvdl, then, affect corporate decisions
as each pressure-sensitive investor will tend forea their own interests at the expense
of other pressure-sensitive investors; their airth mat be to boost corporate value, but
to obtain private profits (Cuervo, 2002) and cohtither pressure-sensitive investors
with the purpose of hindering them from fulfillingpeir own aims. Consequently,
pressure-sensitive directors will be likely to ginere support to managers and less
willing to challenge them with regard to CSR preet due to the interest disputes
pressure-sensitive institutional investors have ctmtend with arising from their
commercial ties (Almazan et al., 2005). Otherwibey may compromise their business
relations (Chen et al., 2007).

In addition, the monitoring costs are higher foegaure-sensitive directors than for
pressure-resistant directors (Almazan et al., 2@D&!), therefore, when the presence of
pressure-sensitive directors on boards is highy thay not have the incentives and

abilities to control managers; if they do so, tmeight endanger their opportunities to
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obtain private benefits in favour of other pressseasitive directors who support
managers’ decisions. Hence, pressure-sensitivetdiee may choose not to control
managers, but to favour their decisions (Brickl¢yak, 1988), for example limiting
CSR activities. This would be in line with researanich has shown that when
pressure-sensitive directors make corporate desstbey are contrary to shareholders’
interests (Brickley et al., 1988; Ruiz-Mallorquida®antana-Martin, 2011; Trib6é and
Casasola, 2010). Thus, pressure-sensitive direatoght collude with managers,
supporting their decisions, such as not being vealin CSR practices, to attain their
own aims and avoid jeopardizing business ties. B\ag according to Bushee (1998),
these directors prefer short-term earnings, so spressensitive directors might
encourage firms to assume activities that enhaned-term profitability (Hoskisson et
al., 2002) and discourage CSR practices, the ldsradfivhich are derived over the long
term (Johnson and Greening, 1999). Thus, givenmtweitoring costs and the conflicts
of interest pressure-sensitive directors face &ed short-term orientation, it is likely
that they will not support CSR activities, suggaegta negative association between
pressure-sensitive institutional directors and G#&ctices. Therefore, an inverted U-
shaped relationship between pressure-sensitivetdissand CSR may be expected, in
which the monitoring hypothesis prevails with lownmbers of pressure-sensitive
directors and CSR activities are supported dubdwo tontrolling role, but the collusion
hypothesis is supported with high numbers of pmessansitive directors as they may
collude with managers to safeguard their business bhence, may not support CSR

activities.

Accordingly, we hypothesize a non-linear relatiapshetween pressure-sensitive
directors and CSR activities: as the proportiompressure-sensitive directors increases
on boards, they will perform an active monitoringler to avoid negative and
opportunistic disclosures and will support thoset thbenefit a broad range of
stakeholders, for example supporting CSR reportNeyertheless, when the presence
of pressure-sensitive directors on boards exceenlgi@l point, their aim might be to
collude with managers and to support managers’'sasts, such as reducing CSR
activities in order to obtain private benefits.réturn, managers will provide benefits to
those pressure-sensitive directors who do not hitlaer decisions, such as limiting
CSR.
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To the best of our knowledge, a non-linear assotiatoetween pressure-

resistant/pressure-sensitive institutional directord CSR has not yet been analysed.

Thus, according to the above views, we proposéditmving two hypotheses:

H2a: Pressure-resistant directors have a negative effect on CSR reporting, but
when they reach a critical point, they affect them positively.

H2b: Pressure-sensitive directors have a positive effect on CSR reporting, but

when they reach a critical point, they affect them negatively.

2.4. RESEARCH DESIGN

2.4.1 Sample

The database used in this research was drawn fienpdpulation of Spanish non-
financial listed companies for the period 2007—-2@dth financial and insurance firms
were removed from the sample due to their parttcataounting practices, which make
their financial statements incomparable with thagefirms in other sectors. An
unbalanced panel, consisting of 864 firm-year ole@ns, was constructed. The
findings provided for such panels are as relialsleh@se achieved by balanced panels
(Arellano, 2003).

Financial data were collected from the “SistemaAddlisis de Balances Ibéricos”
(SABI database) and corporate governance informatias obtained from the public
register of the Spanish Securities Market Commis$©ONMYV), particularly from the
annual corporate governance reports. Finally, C&R dere collected from both the
companies’ websites and the Global Reporting Hivea(GRI) website, as the GRI is
the most significant framework for disclosing CS#ues with regard to economic,

social and environmental performance (Gallego, 2006
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2.4.2. Variables

We use two different variables as dependent vasabWe define the first as
REPORT, measured as a dummy variable coded 1 itdngpany discloses a CSR
report and O, otherwise (Frias-Aceituno et al.,30The second dependent variable is
defined as CSR. To measure this variable, we bBuliSR index based on the triple
bottom line approach, which includes economic,acmnd environmental performance
(Bansal, 2005; Chow and Chen, 2012; Gallardo-Vazaieal., 2013; Gallego, 2006;
Gonzalez-Ramos et al., 2014). This index was cocigtd through content analysis of
the CSR reports (Dong et al., 2014, Frias-Aceitenal., 2013; Kuo et al., 2012; Miras-
Rodriguez et al., 2014). Specifically, we used ggr@gate construct calculated as the
aggregation of 25 items measured as dummy variahéssgning each item the value 1
if the firm provides information concerning thenteconsidered and 0, otherwise (Al-
Tuwaijri et al., 2004; Hughes et al., 2001; MirasdrRguez, 2014). The selection of the
25 items was based on investigations conductedp&nS(Archel-Domench, 2003;
Gallardo-Vazquez et al.,, 2013; Gallego, 2006; GtezzRamos et al., 2014) as our
study is also based in this context and, thereftmath the legal and cultural
environments should be taken into account; theluémice CSR practices and CSR
disclosure (Cuadrado-Ballesteros et al., 2015; 84Radriguez et al., 2015; Prado and
Garcia, 2011; Yong, A., 2008). The index value &ach company is estimated as

follows:

RSG:=) item pointg/total points (25 points)

In Table 1, we offer the items considered in th&k@Rlex.
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Table 1
ltems considered in the CSR index

Social dimension

©CoNoOoO~wWNE

Hiring people at risk of social exclusion

Commitment to job creation

Training and professional development of employees

Flexible labour policies for reconciling work arahiily life

Consideration of employees’ proposals in the mamage decisions of the company
Information on accidents and absenteeism

Money earmarked for political parties

Investments in social programmes

Awards and/or mentions received related to sooshical and environmental
performance

Economic dimension

1
2
3.
4

o0

7.
8

. Geographical distribution of markets
. Geographical distribution of suppliers

Information on responsible purchasing

Information on enhancing stable relations, coopamatand mutual benefit with
suppliers

Information on non-compliance with the terms agreéti suppliers

Complete and accurate information about the pradaci/or services delivered to
customers

Information on customer complaints

Taxes paid to the government by country

Environmental dimension

ogkrwpbE

o

© N

Information on energy, water, etc.

Information on the use of renewable energy sources

Information on waste generation and emissions

Information on the use of waste as inputs for tloelpction process

Information on the use of consumables, work in pgeg products/processed,
packaging of low environmental impact

Information on the commitment to reducing the negaimpact of the final product on
the environment

Incidents/fines related to the environment

Investment in environmental programmes

The CSR index is in the range (0-1), based onl#ssification provided in Table 2:

Table 2
CSR classification

Index Score Classification

0 Firm does not disclose CSR information concertinggitems analysed

0.1-0.5 The CSR disclosure of the firm is moderate
0.6-0.9 The CSR disclosure of the firm is considiera

1 The CSR disclosure of the firm concerning thengeanalysed is complete
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To test how institutional directors influence C&Ryeral independent variables are
used. The variable PINST represents the institatidirectors on boards appointed by
institutional investors, measured as the proportbmnstitutional directors on boards
(Garcia-Meca and Pucheta-Martinez, 2015; Loépezidiya et al.,, 2015; Pucheta-
Martinez and Garcia-Meca, 2016). The variables FSENMNd PRESIST represent the
proportion of pressure-sensitive and pressureteggislirectors on boards, respectively.
Both PSENSIT and PRESIST are the quotient of thal taumber of pressure-
sensitive/pressure-resistant directors on boaetgerctively, and the total number of
members on boards (Garcia-Meca et al., 2013; Léipezaga et al., 2015; Pucheta-
Martinez and Garcia-Meca, 2014). Finally, the sgsiaof the proportions of
institutional (PINST), pressure-sensitive (PSEN$)JTand pressure-resistant directors
(PRESIST) are used to analyse whether these directorsta@&R in a quadratic

manner.

Other factors may have effect on CSR and, therefmeeral variables have been
taken into account. First, firm size is consideefjned as FSIZE and measured as the
log of total assets (Frias-Aceituno et al., 2013¢ctfavich et al., 2013). Previous
research has shown a positive relationship betvieensize and CSR (e.g. Archel-
Domenech, 2003; Gallego-Alvarez and Quina-Custa®{dd6; Hamid, 2004). Firm
performance is defined as ROA and is measured esidpg income before interest and
taxes over total assets (Campbell and Minguez-V2088). A positive association
between firm performance and CSR has been shovpndwous research (e.g. Pucheta-
Martinez and Garcia-Meca, 2016; Seto-Pamies, 2id)erage is also controlled,
defined as LEV and measured as the ratio betweerdlume of the firm’s short- and
long-term debt and its total assets (Arora and @hdkar, 2011; Fernandez-Gago et al.,
2014). A negative correlation is shown by Casteld kima (2008) and Reverte (2009)
between leverage and CSR reporting. Board sizksascantrolled, defined as BDSIZE
and measured as the number of directors on bo#mst @nd Ung, 2003; Martinez-
Ferrero et al., 2015; Pucheta-Martinez and Garaadyl2016). A positive correlation is
expected between board size and CSR (Martinez+begtaal., 2015; Pucheta-Martinez
and Garcia-Meca, 2016). Board independence hasfbeed to increase CSR activities
(e.g. Abdelsalam et al., 2007; Martinez-Ferreral e2015; Prado-Lorenzo et al., 2009).
Hence, we also control board independence, labeltedNDP and calculated as the

proportion of independent directors on boards (Maa-Ferrero et al., 2015; Prado-
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Lorenzo et al., 2009; Pucheta-Martinez and Garaadyl 2016). A dual position as
CEO and president of the board of directors, defias CEO_DUALITY, is also

considered. This variable is calculated as a bimariable coded 1 if the CEO serves as
CEO and chairman of the board and 0, otherwised{Pt@renzo et al., 2009). A

negative association is expected between thishlarend CSR activities. Finally, board
activity is also considered as a control variabkfijned as BDMEET and measured as
the number of meetings held by the board (Martirezero et al., 2015; Prado-Lorenzo
et al., 2009). It is expected that the more mestimgld by the board, the more effective
will be its controlling role and this may increa€&SR activity. Finally, the sector to

which the company belongs is also considered. BHutos will af