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Abstract Shareholders are not identical, but differ in their objectives and actions.

One difference is the level of delegation of the principal functions to the board,

which we suggest can be observed through the level of directors’ compensation. We

analyze the difference in board compensation through the concept of governance

strategy and suggest two distinct categories of shareholder strategies: the company

governance strategy and the financial governance strategy. These strategies create

different distributions of governance costs, which we separate into principal costs

and agency costs. We claim that the financial governance strategy adopts a higher

level of delegation, which implies that the principal costs are assumed by the

corporation and that agency costs are higher. This in turn can explain the higher

compensation for the directors of the board compared to compensation under the

company governance strategy. We test our hypothesis using a three-year panel of

Swedish listed corporations and find that shareholders pursuing a financial gover-

nance strategy are associated with higher levels of board compensation. These

findings suggest the existence of differences in governance strategies, reflected in
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governance costs through board compensation, among different types of share-

holders in a corporation.

Keywords Board of directors � Compensation � Governance cost � Governance

strategy � Principal cost � Sweden

1 Introduction

The assumption that shareholders are essentially the same, driven by a single

objective of wealth accumulation, has had a strong influence on research in

economics. The debates on separation of ownership and control, started by Smith in

1776 (1981), continuing with Marx in 1867 (1906) and Berle and Means (1932), to

modern authors like Alchian and Demsetz (1972) have treated owners of the firm as

a homogenous group.

Guided by the assumption of owners’ homogeneity, modern research has

explored the role of ownership in relation to the level of executive compensation

(Cheung et al. 2005; Dyl 1988; Hambrick and Finkelstein 1995; Khan et al. 2005;

Mehran 1995). It has been found that with increasing ownership concentration,

which is assumed to reflect increasing monitoring capacity, the level of compen-

sation to executives decreases (e.g. Bechmann 2008; Dyl 1988; Goldberg and Idson

1995; Mäkinen 2008; Santerre and Neun 1986; Tosi and Gómez-Mejı́a 1989). This

standard conception implies that all shareholders follow the same dictum, have the

same will and are similar in their actions, only differing in monitoring preferences

and capacity depending on their ownership stake within the firm.

Several studies, however, have acknowledged shareholder diversity (Bedö and

Ács 2007; Brickley et al. 1988; Connelly et al. 2010a; Cronqvist and Fahlenbrach

2009; Desender et al. 2013; Fiss and Zajac 2004; Gedajlovic et al. 2005; Hautz et al.

2013; Munari et al. 2010; Pedersen and Thomsen 2003; Thomsen and Pedersen

2000; Werner et al. 2005). Some focused on institutional investors, especially in the

context of the US and the UK (Almazan et al. 2005; Connelly et al. 2010b; Cosh and

Hughes 1997; Hartzell and Starks 2003; Hoskisson et al. 2002; Khan et al. 2005),

also in Scandinavia (Bechmann 2008; Mäkinen 2008; Oreland 2008). Others

focused on the principal–principal conflict, including the minority exploitation

problem (Cronqvist and Nilsson 2003; Gaeremynck and Renders 2012; Jansson

2007; Li and Qian 2013; Nenova 2003; Young et al. 2008).

These studies used basic empirical categories, such as owner-control, owner-

managed, and management-control (Werner et al. 2005). Some suggested positional

categorization distinguishing between insiders, board members, employees, block-

holders, and intermediary owners such as institutions or private owners (Connelly

et al. 2010b). Furthermore, Cannella et al. (2015) distinguished between a family

and a lone owner while Hoskisson et al. (2002) differentiated between US

institutional owners. Desender et al. (2013) differentiated Spanish and French

owners dependent on their incentives and their ability to monitor.

In this paper, we develop the concept of governance strategy (Collin 2007) in

order to distinguish between different types of shareholders. The concept of
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governance strategy (GS) simultaneously stresses the capacity of the principal to

influence the corporation, including the ability and the will of the principal,

including the incentives (Desender et al. 2013; Hoskisson et al. 2002). We use this

concept in order to indicate to what extent the principal delegates principal

functions. The delegation is represented by principal costs, i.e. the ‘‘cost of

ownership’’ (Hansmann 1988), and the costs created by the delegation, the agency

costs (Jensen and Meckling 1976). Based on the differences in delegation, we

distinguish between two types of governance strategies: (A) company GS,

characterized by large firm-specific investments by the shareholder, which, in turn,

creates higher capacity to monitor and to make strategic decisions, implying low

level of delegation; and (B) financial GS, which is characterized by general

competence investments, and therefore with a need for greater delegation of the

monitoring and decision-making functions.

We suggest that the level of delegation made by the owners through their GS can

be observed through the compensation of the board of directors. The board of

directors is considered to be one of the main corporate governance mechanisms

assuming the functions delegated by the principal (Fama and Jensen 1983; Shleifer

and Vishny 1997). As such, the board has received a lot of attention in relation to its

tasks (e.g. Huse 2007), functions (e.g. Hillman and Dalziel 2003; Collin 2008),

composition (e.g. Zahra and Pearce 1989) and its structure (e.g. Smith 2007). We

suggest that the level of delegation made by the owners through their GS can be

observed through the board, and more specifically, through directors’ compensation.

However, little research has addressed the issue of board compensation (Andreas

et al. 2012; Barontini and Bozzi 2011; Ryan and Wiggins 2004). In these studies,

based mainly on US data, compensation has been found to vary with characteristics

of the firm, such as size (e.g. Adams and Ferreira 2009), performance (e.g. Barontini

and Bozzi 2011) and risk (e.g. Nguyen 2014); with board structure such as board

size (Andreas et al. 2012), activity (e.g. Boyd 1996), and compensation structure

(e.g. Barontini and Bozzi 2011); with board composition such as independent

directors (Nguyen 2014), interlocking directors (e.g. Boivie et al. 2015), and

presence of female directors (Adams and Ferreira 2009); and with corporate

governance such as negative correlation with ownership concentration (e.g. Schmid

1997), ownership by directors and/or CEOs (e.g. Oxelheim and Clarkson 2015), and

ownership structure, especially family (e.g. Barontini and Bozzi 2011; Schmid

1997) and institutional investors (e.g. Nguyen 2014; Cordeiro et al. 2000), the latter

two factors providing mixed results.

Our study extends this research by considering the diversity of owners through

the concept of GS. We claim that board compensation differs partly due to the

magnitude and the distribution of principal and agency costs, which reflects the

different levels and kinds of delegation performed by owners through their GS.

Specifically, we predict that presence of shareholders pursuing financial GS will

increase board compensation, while pursuing company GS will decrease it. By

doing so we extend the conception of the owner as being beyond a mere monitoring

device, considering the differences between functions delegated, which, in turn,

reflect in varying principal and agency costs.
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We test our predictions on a three-year panel of Swedish listed corporations.

Despite its modest size, the Stockholm Stock Exchange has high liquidity and share

efficiency characteristics making it comparable with stock exchanges in other

European countries, such as Germany, Ireland, Portugal, and the United Kingdom

(Worthington and Higgs 2004). Sweden could be regarded as a mix of the Anglo-

American governance system of strong, liquid stock markets and the Eurasian

governance system with strong stakeholders (Heidrick and Struggles 2009). Its

board system is also characterized as a mixed system (Oxelheim and Clarkson

2015).

This paper continues with the theory section, where we derive our hypothesis

based on the conception of GS, including the existence of variations of GS among

different types of shareholders. The subsequent section describes the empirical

method and presents the operationalization of variables. The results of the analyses

are presented and the paper ends with conclusions.

2 Theory

2.1 The governance strategy of a principal

Let us assume that every shareholder has a will related to their shareholding that is

reflected in their actions (Elston and Goldberg 2003). This will makes them more or

less prone to, and capable of making decisions and taking part in the development of

the firm. It also makes them more or less likely to delegate these tasks and thereby

to have different capacities and interests in monitoring the delegated tasks. Simply

put, shareholders may differ in their GS (Collin 2007).

GS is based on the notion that the shareholder’s will is expressed in both the

direction and the strength of one’s interest in governance of a corporation. The GS is

created through investments in information, information channels, competence,

networks, and ownership. These investments create the capacity of the shareholder

to form a GS, which will be implemented through influencing the bundles of firm

corporate governance mechanisms (Garcı́a-Castro et al. 2013). Consequently, the

shareholder may have an influence on the choice and the structure of specific

corporate governance mechanisms, one of which is the board of directors. Thus, the

capacity of the shareholder creates the opportunities and limitations to perform their

ownership functions (Alchian and Demsetz 1972), such as directing the corporation,

or directing the governance of the corporation, or simply by only assuming the risk

of the corporation. One implication of GS is that shareholders pursuing different

GSs vary in the ways they may influence the corporation. Hoskisson et al. (2002)

selected a strategy attitude by focusing on innovation strategies as an indicator of

variance of shareholder preferences. We chose the governance mechanism, which is

subject to the delegation of the shareholder, the board and, particularly, its

compensation, to capture indications of such variation.
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2.2 Governance costs: principal costs and agency costs

Our conception of GS is that shareholders vary in the delegation of their tasks,

implying that the cost of performing the task, as well as the cost of monitoring are

differently distributed between shareholders and the corporation, depending on GS.

One important aspect of delegation is the delegation of principal tasks to the board,

which can be observed through the costs of the board, i.e., board compensation.

The cost distribution can be understood through making a cost distinction in

agency theory. Agency costs are costs that arise because of the delegation of tasks

from the principal to the agent (Jensen and Meckling 1976). The principal delegates

tasks to the agent with the expectation of receiving agency revenues from the

division of labor. But with the agency revenues come agency costs, which exist

because the principal has reasons to believe that the delegated tasks will not be

performed in perfect alignment with the principal’s will. In the presence of

information asymmetry, managers may pursue their own interests at the expense of

shareholders’ capital (Fama and Jensen 1983). The principal could accept receiving

less satisfaction of the will through residual loss, or could invest in information

acquisition in order to be able to influence the agent through monitoring or investing

in incentives that will align the agent’s interests with the will of the principal.

We suggest that shareholders differ in GS, i.e. how the shareholder will influence

the corporation through the corporate governance mechanisms. Each GS has

governance costs (Hansmann 1988), referring to costs that are created and

distributed by the shareholder. Governance costs consist of principal costs and

agency costs. Principal costs are those that belong to the functions of the principal

and belong to the ‘‘costs of ownership’’ (Hansmann 1988), including the costs of

strategy formation and strategy implementation. Principal costs can be assumed by

the principal or, through the delegation of the tasks, can be assumed by the

corporation, for example, through the cost of the board of directors. When a

principal creates a board, with the function of implementing a strategy through a

TMT, the function of strategy implementation is delegated to the board, and with it,

the principal cost of implementation. However, with delegation come agency costs

including the costs of monitoring. Monitoring is a function that can be performed

through different tasks and carried out by the principal, or even that function can be

delegated to the board. Indeed, the function of monitoring is claimed to be a major

function of the board (Hillman and Dalziel 2003). Thus, the delegation of principal

tasks implies that the corporation will assume the principal cost of these tasks, and

the delegation creates agency costs. In sum, there are governance costs that can be

separated into principal costs and agency costs, where the cost distribution is a

consequence of the different GSs.

This conception makes us sensitive to what activities a shareholder could be

expected to perform, i.e. what GS to pursue, since principal tasks are either

performed by the shareholder or delegated, mainly to the board and the top

management team (TMT). Our proposition is that more delegation of principal tasks

will imply that the principal costs of competence, knowledge, and monitoring will

be assumed by the corporation and reflected through the compensation of the board

of directors.
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2.3 Governance strategies tied to ownership categories

In order to be able to test the proposition that board compensation is influenced by

GS, we present two contrasting GSs that differ in the level of delegation and the

distribution of governance costs. We then tie them to different empirical ownership

categories in order to make the conception testable.

We distinguish between the company GS and the financial GS. Shareholders

following company GS tend to absorb principal costs and therefore have lower

agency costs, while shareholders following financial GS delegate principal tasks,

with the effect that some principal costs are absorbed by the corporation and agency

costs are created due to the delegation. We argue here that shareholders that are

families, individuals or corporations tend to employ a company GS, and that

institutional investors, be they domestic or foreign, employ a financial GS.

2.3.1 Company GS

Company GS employed by shareholders that are families, individuals and

corporations is characterized by the objectives of a going concern (Fiss and Zajac

2004), growth (Randøy and Goel 2003), and, when it concerns families,

socioemotional wealth (Gomez-Mejı́a et al. 2007). These types of shareholders

invest significant amounts of resources and skills into the specific corporation

(Cheng and Firth 2006). Tied to the corporation through their investments of high

specificity (Williamson 1985), they have strong incentives and preferences for

engagement in the corporation (Anderson and Reeb 2003), safeguarding their

competence investment, since a major change of the corporate strategy would make

their competence investment worthless. Close ties with the corporation make them

less interested in the transferability of the shares, but with the debt arising from the

need of investment in the shares of the corporation, they have a preference for

dividends in order to pay for the interest on their debt.

Corporations can, however, be expected to differ slightly from individuals and

families since they are expected to make investments in ownership out of pure

business interest, while individuals, and, especially, families invest for the survival

of the firm. Since corporations invest due to the business interest, they have firm-

specific information and competence. This, in turn, creates a strong incentive to

influence the owned corporation, in order to assure that its strategy is aligned with

the strategy of the owner corporation. This implies a similar GS. One difference is

their instrumental approach to ownership, giving corporate investors a higher

preference for transferability of their shares than in the case of family owners.

It can be assumed that family, individuals, and corporate owners tend to

intervene in the corporation. They may even influence the compensation system of

the whole corporation, as indicated in the case of family owners (Werner et al.

2005). Thus, the expectation is that company GS implies active and specific actions

by the shareholder, with business survival as an important goal and with less

sensitivity to financial performance. Since they have made large firm-specific

investments, they have the interest (Anderson et al. 2003) and the competence to

interfere in the firm in order to influence the strategy of the firm and to monitor the
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actions performed by both the CEO and the board. They assume the principal tasks

and internalize more of the principal costs. Less delegation reduces the demand on

the directors to perform monitoring and decision-making functions. Reduced

responsibilities and demands imply reduced levels of director pay (McConaughy

2000). Additionally, the agency costs inherent in directors’ pay will be less

pronounced since the company GS decreases information asymmetry between

managers and shareholders.

Overall, with company GS shareholders present, we expect a lower level of

delegation where directors’ pay will be lower due to (1) lower costs for director

competence since the principal cost is internalized by the owner and (2) lower

agency costs due to limited director opportunism.

2.3.2 Financial GS

Financial GS is employed by institutional investors, be they domestic or foreign.

Recent studies distinguish institutional investors from other owner categories (e.g.

Gedajlovic et al. 2005) and investigate their influence on executive compensation

(Almazan et al. 2005). Institutional investors express an emphasis on financial

returns and have a strong preference for transferability of their shares since their

major actions include exit and entry (Coffee 1991). To keep the exit opportunity,

they do not invest strongly in firm-specific knowledge, implying lower monitoring

capacity. This argument falls in line with Maug (1998) who asserts that liquid stock

markets are associated with lower propensity of monitoring of larger shareholders.

Furthermore, investors are required to hold a diversified portfolio (Roe 1991), which

weakens their incentives to obtain industry- or firm-specific knowledge needed for

the principal function of strategy formation.

Despite their inability to assume the governance function, institutional investors

can compensate by strengthening other governance mechanisms, such as the

compensation policy (David et al. 1998), promoting variable compensation

(Almazan et al. 2005; Chung and Pruitt 1996; Firth et al. 2007; Haynes et al.

2009), and thereby being exposed to agency costs such as opportunistic timing of

options (Bebchuk et al. 2010). Another action would be to delegate monitoring and

decision making to the professionals at the board, thus transferring the principal cost

from the shareholder to the corporation, and more specifically, to the board. With

low firm-specific competence, institutional investors become more prone to

influence the composition and compensation of the board of directors. They will,

therefore, increase directors’ compensation in order to assure effective monitoring

and decision-making competence.

In the case of Sweden, due to regulation, investors cannot implement variable

pay through share options for board members. Investors can, however, influence the

composition of the board. Foreign investors may prefer to recruit more international

directors. Due to the nature of their national culture and due to tax system

differences, international directors can be expected to have higher levels of

compensation, which in turn lead to further increases in the costs of the board.

The emphasis on board composition and board compensation in the financial GS

is further stressed by the fact that the institutional investors have an information
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disadvantage. They are on the periphery of the Swedish business elite that has

historically comprised large shareholders, represented primarily by banks, families,

and some industrial corporations (Collin 1998). This isolation is even more stressed

when it concerns foreign institutional investors, who are assumingly not included in

the business elite, and who also partly lack the understanding of Swedish business

traditions. While we lack studies supporting or refuting this speculation, distance to

the elite could be assumed to reduce the opportunities to obtain privileged

information, thus reducing even further the decision-making and the monitoring

capacity (Masulis et al. 2012).

The financial GS has no strong preference for liquidity. While dividends could be

used as a means of corporate governance, reducing the free cash flow of the

corporation—subject to manager’s opportunism—the main source of cash for this

category of shareholders is probably not through corporate dividend, but through

selling shares and receiving deposits from investors. Additionally, shareholders

pursuing financial GS seldom sell shares due to need of cash, except for cases when

the fund is in crisis and investors withdraw their investments. Thus, shareholders

pursuing financial GS may overall sell for reasons of timing rather than for any cash

needs. That reinforces their exit behavior and weakens their interest in monitoring

themselves. Additionally, they have opportunities to exit when not satisfied with the

actions performed by the TMT and the board, only restricted when they have

substantial investments in the specific corporation (Hoskisson et al. 2002).

With a less strong monitoring capacity and a weak interest in active involvement

from the institutional shareholders, directors can more easily exploit the lower

monitoring capacity of shareholders through opportunism, thus increasing their

compensation. Additionally, realizing that attracting foreign directors will increase

the board compensation, opportunistic Swedish directors may promote recruitment

of international directors. Since compensation is usually equally distributed among

the board members, with the exception of higher fees for the chairperson, the higher

fee for the international director(s) will influence the compensation of every

director. While it can appear to be in search of a client effect, signaling the

adherence to American standards in order to attract foreign investors to reduce the

cost of capital (Oxelheim and Randøy 2005, 2013), the presence of international

directors can also be interpreted as an indication of Swedish directors’ opportunism.

Overall, we suggest that with increasing influence of shareholders pursuing

financial GS, with higher level of delegation, the board compensation will increase,

since (1) the principal cost is assumed by the board and (2) the agency costs increase

due to director opportunism.

Considered together, we argue that the governance costs manifested through

board compensation differ between the two GSs. Namely, shareholders pursuing

company GS internalize principal costs and create less agency costs, thus implying

lower board compensation. On the other hand, shareholders pursuing financial GS

transfer principal costs to the board and create higher agency costs, implying higher

board compensation. Based on this, we formulate the following hypothesis:

H1 With increasing influence of financial GS, board compensation will increase;

i.e., with increasing influence of company GS, board compensation will decrease.
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3 Method

3.1 Data and sample

Our sample included Swedish corporations appearing on the Stockholm Stock

Exchange from 2010 to 2012, capturing companies of all sizes, industries, and ages,

thus allowing a high variation among firms. We hand-collected information on

board members from 750 annual reports. In cases where information was

unavailable, additional searches were made in the ORBIS database. The financial

and sales data were collected from the ORBIS database. The sample included

companies on which full information was obtained, comprising an unbalanced panel

of 595 firm-year observations, of which 193 were from 2010, 196 from 2011 and

206 from 2012. The final sample represents 79 % of the total firm-year observations

in the original sample.

3.2 Dependent variable: board compensation

In accordance with previous studies, board compensation was calculated as the

compensation of an average director serving on a board of a focal firm, i.e. total

directors’ fees divided by the size of the board excluding the CEO (Andreas et al.

2012). In this measurement, total directors’ fees were calculated as the sum of total

compensation for all board members, including committee participation fees and

excluding CEO compensation. Given that board compensation was not normally

distributed in our analysis, we used natural logarithm values.

3.3 Operationalization of independent variables: company and financial
GSs

GSs were operationalized at the firm level as the relative proportion of ownership

that belonged to each of the two distinct groups of shareholders. We first measured

the voting rights of the five largest shareholders in each corporation under the

assumption that the degree of influence of the board and consequently the board

compensation is inherent in voting rights and not profit rights. Then we assigned

each of the shareholders to an ownership category, coding them as family,

individual, corporation, domestic, or foreign institutional shareholders. In order to

fully capture ownership of individuals and families, we identified owners behind

corporations linking their name to individuals or families using previous research on

Swedish business groups and corporate elites (Collin 1998; Fristedt and Sundqvist

2009). The senior author was responsible for the coding, since he had extensive

knowledge about the Swedish governance system. In order to reduce subjectivity,

two colleagues coded a random sample of the owners (n = 73), resulting in

interrater reliability of 0.88 and 0.84. We identified individuals, families, and

company shareholders to belong to company GS, while institutional shareholders,

whether domestic or foreign, were identified as belonging to financial GS. We then

summarized the voting rights that were coded to belong to one of the two GSs. To
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consider the relative influence of voting rights, we divided the ownership voting

share of each GS by the sum total voting rights of the five largest owners.

3.4 Control variables

3.4.1 Board committees

There is general agreement among researchers, policymakers, and corporate

governance activists that introduction of board committees increases the trans-

parency and accountability of the board (Aguilera and Cuervo-Cazurra 2004;

Zattoni and Cuomo 2008). For this reason, corporate boards have increasingly been

experiencing institutional pressure to divert their work into committees (DeFond

et al. 2005; Ruigrok et al. 2006; Ponomareva and Ahlberg 2015). Swedish Code of

Corporate Governance recommends firms to have at least three committees:

nomination, audit and remuneration committee. The nomination committee is a

subcommittee of Annual General Meeting, while the latter two committees adhere

to the board (Larsson-Olaison 2014). In order to maintain legitimacy, firms tend to

adopt more committees (Luoma and Goodstein 1999). Having an extra committee

on the board (in addition to the ones required by the code) may be a sign of

conforming to institutional demands, which implies higher costs, ultimately leading

to higher fees for directors. Furthermore, participation in committee meetings

requires time and preparation, thus increasing the workload of directors (Brick et al.

2006), which is compensated through a higher fixed fee and additional committee

fees. Also, committee work is aimed at increasing specialization of board tasks. The

efficiency of the board can be assumed to increase with its specialization, thus

motivating higher compensation. Due to both efficiency and legitimacy reasons we

expect to find a positive relationship between the number of board committees and

the level of board compensation. To capture committee work, we created a dummy

variable, coding 1 if the board had more than two committees (audit and

remuneration committees) and 0 otherwise.

3.4.2 Board meetings

The number of board meetings can constitute another force of board compensation.

A larger number of meetings implies increasing workload and time commitment

from the directors, thereby requiring higher compensation. We therefore expect to

find a positive association between the number of board meetings and the board

compensation. We measured board meetings as the number of times the board held

meetings in person, via phone or by teleconference over the year.

3.4.3 Board size

Size of the board has been argued to influence the effectiveness and efficiency of the

corporation (Mak and Li 2001). Larger and more complex corporations may require

larger boards assuming a greater responsibility of directors (Linck et al. 2009).

Larger boards may also attract more competent directors, resulting in an increase in
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the overall level of compensation. We thus expect larger boards to have higher

compensation. To measure board size, we counted the number of directors that were

elected by the annual meeting of shareholders, excluding deputy members and

employee representatives. If someone arrived or retired during the year, we counted

the person as present if they had been present six months or more.

3.4.4 Female directors

In many occupations, an increasing presence of female employees implies reduced

wages (Elkinawy and Stater 2011; Muñoz-Bullón 2010). Women are expected to

have weaker negotiation skills and less orientation toward high compensation as an

indication of success (Stuhlmacher and Walters 1999). However, this could not be

expected in our case since board compensation is not negotiated individually, and in

the case of boards, probably more influenced by the dominant sex, i.e. males.

Another reason for a non-significant relationship could be that females at the top of

organizations have become socialized and selected to conform to the norms of the

organizations, making gender aspects largely absent. Finally, due to intense

publicity of female directors in Sweden over the last years, the board and the owners

could be assumed to be sensitive to the need to avoid discrimination based on

gender. Adams and Ferreira (2009) found a weak positive correlation between

fraction of female directors and compensation. Overall, we cannot find a strong

reason to make any directional expectation. We measured the proportion of female

directors as the number of female directors divided by the size of the board.

3.4.5 Independent directors

Inclusion of independent directors on the board has been stipulated by the Swedish

Code of Corporate Governance (NASDAQ OMX 2009). To be considered as

independent, directors should not have any business ties or employment in respect

to the company or its major shareholders. In addition, the CEO is the only insider

allowed to be part of the board according to Swedish Corporate Governance Code.

These requirements increase the demand for independent directors, making them a

scarce resource for listed companies (Johanson and Østergren 2010). In addition,

independent directors will be under higher pressure to guard their reputation, which

increases their risks and can therefore require higher compensation. We therefore

expect director independence to drive their individual compensation and, as a result,

the overall level of board compensation. The proportion of independent directors

was measured as the number of independent directors divided by the size of the

board.

3.4.6 International directors

International directors can be expected to increase the compensation of the board

members since they are attracted from societies that pay their elite higher wages

(Conyon and Murphy 2000; Elston and Goldberg 2003), and because of their

specific competencies (Oxelheim and Randøy 2005). There could also be a client
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effect (Dolphin 2004) where a corporation pays excess for an international director

in order to appear legitimate in the eyes of foreign investors or an agency cost due to

potential opportunism from domestic directors to increase their wages. We observed

nationality using data from the annual reports, or when lacking information, using

the ORBIS database. Due to similarity in practice and traditions of corporate

governance, we considered Scandinavian directors as one category including

directors with Swedish, Danish, Norwegian, and Finnish origin (Sinani et al. 2008).

We included a proportion of foreign directors measured as the number of non-

Scandinavian directors divided by the size of the board.

3.4.7 Board tenure

With increasing tenure, a director can be assumed to accumulate more detailed

knowledge about the corporation, its markets and environments (Taylor 1975), thus

increasing in competence (Combs and Skill 2003), which could induce an increase

of compensation. Tenure could also, however, be an indicator of a fortified board,

with strong influence (cf. Randøy and Nielsen 2002), which would increase their

compensation. Due to human experience, embeddedness and power (Gomez-Mejia

and Wiseman 1997), we expect a positive relationship. On the other hand, high

tenure could indicate that the directorship is relatively safe, thus motivating a lower

compensation.1 We average the number of years that all directors have served on the

board.

3.4.8 Board interlocks

Directors’ personal capital, reflected in the number of the board appointments,

indicates a good reputation and market demand for a particular director (Mizruchi

1996). Board interlocks also serve as an indication of social capital associated with

belonging to corporate elites (Westphal and Stern 2006), showing that directors who

sit on multiple boards are more likely to obtain new board appointments (Davis

1993). To attract directors with social and personal capital represented by multiple

board appointments, the company may need to offer higher compensation.

Additionally, by social comparison processes, interlocks can drive compensation

(Boivie et al. 2015). Thus, we expect boards with larger numbers of board

appointments to have higher levels of director compensation. We measured director

interlocks by calculating the average number of board appointments per board.

3.4.9 Dual shares

In Sweden, about 46 % listed corporations have a separation between profit and

voting rights through dual class shares. Less financially strong shareholders,

presumably with a company GS, would prefer stocks with strong voting rights,

which would make us expect a negative relationship with board compensation.

However, with a separation between voting and profit rights, risk of minority

1 We thank an anonymous reviewer for suggesting this explanation.
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exploitation could enter in, which would put demands on the directors to reduce this

risk. In this case, strong directors are needed, which presumably increases the

compensation. Thus, we are inclusive to direction. We used a dummy variable to

account for dual class shareholder ownership, assigning 1 to companies that have

multiple classes of shares, and 0 to ones with common shares.

3.4.10 Corporate performance

Corporate performance has been used as a control variable for explaining executive

compensation in previous studies (Andreas et al. 2012). If the company has been

performing well, we would expect the board of directors to receive larger

compensation. Firm past performance was measured using natural logarithm of

return on assets lagged by 1 year (lnROA).

3.4.11 Sales volatility

Boards may require greater compensation based on the level of risks involved in

their decision making (Andreas et al. 2012; Hahn and Lasfer 2011). Highly complex

environments involve greater risks in decision making. The increased difficulty of

directors’ tasks associated with environmental complexity may in turn require

higher board compensation (Brick et al. 2006). Firm sales volatility assumes greater

uncertainty, thus such firms are perceived as being more risky (Srivastava et al.

1999). We measured standard deviation of firm sales for the last 5 years as a proxy

for risks associated with the business context of a firm.

3.4.12 Firm sales

Firm size has been found to correlate positively with the compensation at the top

levels of the corporation (Andreas et al. 2012; Conyon and Murphy 2000; Elston

and Goldberg 2003; Gomez-Mejia and Wiseman 1997), which could be caused by

the demand for skill and efforts. To reduce its skewedness, firm size was measured

as a natural logarithm of firm sales (Sapp 2008).

3.4.13 Year and industry

These were included as control variables in all models. Industry was coded

according to the Stockholm Stock Exchange 10-category classification based on the

information collected from the exchange’s website.

3.4.14 Herfindahl index

To compare our model of governance strategies with earlier research suggesting

higher concentration reducing board compensation (Andreas et al. 2012; Goldberg

and Idson 1995; Kraft and Niederprüm 1999; Oxelheim and Clarkson 2015) we

created a variable measuring ownership concentration using the Herfindahl index of

the five largest ownership shares, counted as voting rights.
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4 Analysis and results

4.1 Summary statistics

Inspecting Table 1, we find that the average compensation for a director in

2010–2012 was 301,259.40 Swedish Krona, approximately €32,515 or $36,302, but

with a standard deviation of similar size, thus indicating a considerably large

variation. The company GS has an average of 67 % of the five largest owners, while

the financial GS has 33 %, thus indicating that owners with a company GS invest

more in the control of the corporation. Inspecting the control variables, we can see

that the board structure variables show that the corporations have on average 6.56

directors. The board characteristics variables show that on average boards have

about 23 % female directors and 8.87 % international directors. Approximately half

of all corporations have dual class shares. Furthermore, each director has on average

3.74 additional board appointments.

Although a correlation matrix needs to be interpreted with caution because of

pooled data, the pattern of association is consistent with our predictions (see

Table 2). Inspecting the two GSs, we see that company GS is associated with lower

level of board compensation, lower number of board committees, lower share of

international and independent directors and higher board tenure, but no correlation

with female presence. This is partly in line with our conception since we argued that

company GS will be closer to the corporation, thus not in need of board committees,

either as a means to solve governance problems or as a legitimizing instrument.

4.2 Model specification

Our data consist of an unbalanced panel with three observation periods precluding

us from using ordinary least squares (OLS) regression. Since OLS does not account

for unobserved heterogeneity in terms of within- and between-firm effects (Afuah

2001), using this method on panel data analysis may produce correlated error terms,

under estimated standard errors and inflates t-statistics (Sanders and Hambrick

2007). Our sample has a very low within-firm variability. Firstly, board and

ownership characteristics are essentially time-invariant (Cannella et al. 2015). From

the descriptive statistics presented in Table 1, we can notice that the means of board

and ownership variables, including compensation, do not change considerably over

the years. In addition, firm sales and firm performance variable also include a large

time-invariant component, i.e. past performance and sales drive future performance

and sales. Furthermore, our sample comprises only three years of observations,

indicating that the within-unit sample is relatively small. Applying fixed-effects

models to our data will disregard between-firm effects; given that board

characteristics vary slowly over time, this model specification may not have

enough information to explain the relationship (Adams et al. 2005; Pathan 2009). To

accommodate these concerns, we decided to proceed with feasible generalized least

squares (FGLS) regression, which is a version of a random-effects model. We use

firm, year, and industry fixed-effects to control for time invariant characteristics.
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This model specification is appropriate considering the nature of our sample, as it

accounts for the presence of heteroscedasticity which was found in our sample

(Geletkanycz and Hambrick 1997). It has also been widely used in research in

corporate governance (Cannella et al. 2015; Westphal and Zajac 1995; Zhou 2001).

4.3 Results

In Table 3, we present the results of our analysis. Models I and II are control models

only, while Model III presents the effects of financial GS on board compensation.

H1 predicted that with increasing presence of financial GS the level of board

compensation will decrease, while with increasing presence of company GS it will

decrease. Our results support this prediction (Model III). Model II also shows that

ownership concentration measured as Herfindahl index negatively influences the

level of board compensation (b = -0.2810, p = 0.032). The Herfindahl index does,

however, hide the reality of GS: that owners differ and are influenced differently

when increasing their share of ownership. Model I presents the effects of board and

firm characteristics on board compensation. We show that the level of board

compensation is significantly positively related to number of board committees

(b = 0.1927, p = 0.006). As expected, larger boards are associated with larger

board compensation (b = 0.0391, p = 0.019). The presence of female directors

shows significant positive effect on board compensation (b = 0.0057, p = 0.001).

Dual class shareholding is positively related to board compensation in Models II

(b = 0.0990, p = 0.024) and III (b = 0.1242, p = 0.006). Furthermore, presence

of a foreign director also shows significant positive effect on the level of board

compensation (b = 0.0074, p = 0.000). Consistent with our predictions, firm size

shows positive relationship with board compensation in models I, II and III. As R2

cannot be reliably interpreted in GLS models (Klementa 1986), we do not report

these values. Wald Chi square value is significant in all four models with increasing

v2 as we add variables of interest to the equation. Overall, our results provide

support for our hypothesis, suggesting that shareholder GSs influence the level of

board compensation.

To test the sensitivity of our models, we performed several robustness checks,

paying special attention to the problem of endogeneity (Shaver 1998). One potential

source of endogeneity could be unobserved variables that affect both dependent and

independent variables (Antonakis et al. 2010). We aimed to minimize the missing

variable bias by including a comprehensive set of control variables at board, firm,

and industry levels. We performed several regressions excluding and including

control variables, which have shown results consistent with our final model. Another

source of endogeneity could be inversed causality. Is it the GS that influences the

board compensation, or have owners with a specific view of a GS been attracted to

the corporation, partly due to the board compensation? Only an empirical study

geared towards causality can judge this controversy. For us it is not of great

importance since our theory states that shareholders pursuing financial GS prefer to

transfer principal costs and those pursuing company GS absorb these costs. Whether

this is performed through influencing the corporation or through investing in a

corporation that has this cost structure does not influence our theory. In addition,
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Table 3 Shareholder GSs and board compensation

Independent variables Prediction Dependent variable: Board compensation

(I) (II) (III) (IV) (V)

Board committees ? 0.1927** 0.1986** 0.1773* 0.1718*

(0.0694) (0.0692) (0.0690) (0.0693)

Board committees

(Alternative measure)

? 0.9471***

(0.1410)

Board meetings ? 0.0054 0.0047 0.0047 0. 0046 0.0004

(0.0052) (0.0052) (0.0051) (0.0052) (0.0050)

Board size ? 0.0391* 0.0381* 0.0354* 0.0349* 0.0445**

(0.0167) (0.0166) (0.0166) (0.0166) (0.0160)

Female directors (in %) ?/ns 0.0057*** 0.0059*** 0.0054*** 0.0056*** 0.0058***

(0.0017) (0.0017) (0.0017) (0.0017) (0.0016)

Independent directors

(in %)

? -0.0003 -0.0005 -0.0006 -0.0006 -0.0008

(0.0011) (0.0011) (0.0011) (0.0011) (0.0010)

International directors

(in %)

? 0.0075*** 0.0074*** 0.0074*** 0.0075*** 0.0067***

(0.0012) (0.0012) (0.0012) (0.0012) (0.0012)

Board tenure ? -0.0044 -0.0031 -0.0039 -0.0036 -0.0005

(0.0067) (0.0067) (0.0066) (0.0066) (0.0064)

Board interlocks ? 0.0178 0.0166 0.0205 0.0207 0.0149

(0.0138) (0.0137) (0.0137) (0.0137) (0.0133)

Dual shares – 0.0689 0.0990* 0.1242** 0.1198** 0.1062*

(0.0417) (0.0438) (0.0450) (0.0449) (0.0437)

Prior

performance (lnROA)

? 0.0615 0.0621 0.0719 0.0701 0.0450

(0.0872) (0.0869) (0.0866) (0.0867) (0.0840)

Sales volatility ? 0.0037*** 0.0036*** 0.0037*** 0.0036*** 0.0041***

(0.0005) (0.0005) (0.0005) (0.0005) (0.0005)

Sales (ln) ? 0.0721*** 0.0726*** 0.0737*** 0.0730*** 0.0636***

(0.0091) (0.0090) (0.0090) (0.0090) (0.0005)

Financial GS ? 0.2341** 0.1985**

(0.0749) (0.0728)

Financial GS Dominance 0.2558**

(0.0877)

Herfindahl index – -0.2810*

(0.1309)

Industry Included Included Included Included Included

Year Included Included Included Included Included

Constant 9.8016*** 9.8421*** 9.6585*** 9.5301*** 9.7880***

(0.4241) (0.4229) (0.4232) (0.431) (0.4102)

Wald chi-square 573.64*** 582.69*** 592.79*** 590.34*** 668.81***
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ownership structure changes very little over the years. Considering that board

compensation in the Swedish context is relatively small in its significance, it

becomes unlikely that ownership structure would change in response to the small

changes in board compensation.

To ensure the robustness of our results we ran our model with alternative

measurements of our variables. Firstly, we used the alternative measure of financial

GS, calculating it as the proportion of financial GS in relation to company CG,

based on the ownership of the five largest owners. This measurement captures the

dominance of financial GS over company GS. The results of alternative measure of

the independent variable (Table 3, Model IV) were consistent with the results of our

final model. Furthermore, we employed an alternative measure of board commit-

tees, suggested by an anonymous reviewer, calculating directors’ workload as the

number of committees per board divided by the number of directors. This measure

primarily captures directors’ workload. The results of our model (Table 3, Model V)

were consistent with the results of our final model.

5 Discussion and conclusion

This paper has addressed the issue of shareholder diversity. We have shown that

board compensation in Swedish listed corporations is related to shareholders’ GS.

These results are in line with previous research studying how different types of

shareholders influence practices of corporate governance. Croci et al. (2012) found

that family ownership is associated with the reduction of CEO compensation, while

the presence of institutional investors increases the level of CEO pay. Desender

et al. (2013) found that owners that we would characterize as performing a company

GS use the board monitoring to a lesser extent through examining the interaction of

board composition and audit costs. This is in line with our findings. Interestingly,

however, Desender et al. (2013) found a positive correlation between audit costs and

the categories of families and corporations compared to widely held corporations.

This indicates that company GS in France and Spain involves using audit as a means

to enhance their capacity as owners (cf. Broberg 2013). An alternative explanation

to the positive correlation could be that audit is a signal of credibility (Evans and

Table 3 continued

Independent variables Prediction Dependent variable: Board compensation

(I) (II) (III) (IV) (V)

N 595 595 595 595 595

Standard errors are reported in parentheses
� p\ 0.10

* p\ 0.05

** p\ 0.01

*** p\ 0.001
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Patton 1987) used in a company GS, perhaps especially directed towards minority

shareholders. Irrespective of the explanation, the effect is that part of the principal

cost of the company GS to create information about the corporation or to create

legitimacy for the shareholder is absorbed by the corporation.

We explain these results through our conception of shareholders’ GS. We

propose that shareholders, depending on their prerequisites, their capacity and their

goals, create different GSs, assuming different levels and kinds of delegation. The

latter influence the magnitude and distribution of principal and agency costs

ultimately comprising the overall governance costs. While agency theory tends to

focus on monitoring of the agent and on agency cost, we stress all functions of the

principal and the accompanying principal costs.

Our conception of principal costs differs from that of Goshen and Squire (2015)

and Dalziel et al. (2011), who use the same term. Both studies define principal costs

as a reduction of the optimal value of a firm inferred by conflicts between principals

and, in the case of Goshen and Squire (2015), also including costs of mistakes made

by the principals. We do not assume an optimal value of the firm. In contrast, we

acknowledge the existence of multiple principals and assume that the value of the

firm is relative to the different wills of the principals.

It should be noted that our conception is not normative. We do not claim that a

GS is more or less effective than another. While our two GS have different

distributions of principal costs and agency costs, we have not investigated the

principal and agency revenues; thus we cannot find out anything about the

effectiveness of the GS.

The concept of governance costs implies that effectiveness for a shareholder

includes not only the performance of the firm, but also the shareholder’s

investments and costs. A focus on the firm’s performance ignores the principal

costs carried by the shareholder. Thus, in order to perform a study of effectiveness,

one has to consider all costs that influence the shareholder, including principal costs

internalized by the shareholder.

Furthermore, since the conception of GS includes the notion that different

shareholders have different objectives, the firm has no optimal value, and that one

single performance variable cannot be assumed in a performance study. We cannot

ask the question, as do Chen et al. (2009), whether ownership matters and then reach

a conclusion about effective owners when using only a single performance variable

that is not derived from the ownership category and its GS. As has been found in

family business studies, where the company GS appears to be dominant, family

shareholders tend to focus on survival of the corporation in order to make it possible

to transfer the corporation to the next generation (Gomez-Mejı́a et al. 2007), making

financial risk, for example, important to manage. Thus, the development of financial

leverage could be more important than, for example, Tobin’s Q, as a performance

variable when analyzing a corporation guided by a company GS. Indeed, as

Thomsen and Pedersen found in their study of the largest European companies:

‘‘…ownership structure affects the priority attached to profit vs. growth objectives’’

(2000: 702).

Our study also contributes to research on board compensation. While not central

to the study, our results provide additional evidence of factors determining the level
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of board compensation. We have corroborated earlier studies findings of board

compensation being positively correlated to the size of the corporation, international

directors and female presence, while being negatively correlated with ownership

concentration. Most studies (e.g. Boyd 1996; Brick et al. 2006) do not find a

correlation with performance, which is in accordance with our results. We found

board size to be positively correlated, which is in accordance with Nguyen (2014),

while Hempel and Fay (1994) and Adams et al. (2009) found no correlation, and

Andreas et al. (2012) found a negative relationship. Interlocks have been found to

increase compensation in two studies (Boivie et al. 2015; Boyd 1996) while we

found the same null result as Andreas et al. (2012). This could indicate institutional

differences since the significant correlations were found in the US data, while the

non-significant results were found in Swedish and German samples. We found a

positive relationship to our risk measurement, which differs from most studies,

showing no correlation (e.g. Adams et al. 2009; Andreas et al. 2012; Brick et al.

2006). This could be due to the inability of these studies to observe the risk inherent

in the compensation since it appears that many board directors receive variable

compensation, where the risk component is hard to empirically estimate, while in

Sweden, variable pay such as option plans are ruled out by regulation. On the other

hand, our results indicate that if the Swedish regulators had the intention to rule out

risk-adjusted compensation to boards by forbidding option plans for directors, they

have failed. Our overall impression is that the mixed results indicate a need to

develop more precise independent empirical variables, as well as hypotheses that

are not only focused on monitoring, but (as our suggestion of a GS) including all

board functions. Finally, since we argue that some deviations could have

institutional reasons, it urges us to perform international studies, including several

countries. Such studies would allow us separate institutionally specific relationships

and general relationships.

Our study has several limitations. It is conducted in only one country over three

years. Studies comparing several European countries have found differences that

could be due to country-specific conditions (e.g. Munari et al. 2010). Our results are

in contrast with Barontini and Bozzi (2011) who found a higher compensation in

Italian family boards, presumably subject to company GSs, when compared to

boards in widely held firms. This could indicate institutional differences between

Latin and Nordic European countries, such as tax differences inducing dominant

owners to use board compensation instead of dividends.

Another limitation concerns our concepts and their relationship to the empirical

study. We distinguish between principal and agency costs, but we do not measure

them empirically. The difference in board compensation is interpreted as a

difference in governance costs, which contains both principal and agency costs.

Thirdly, we tie GS to empirical categories. Indeed, it is a simplification since we

assume that behavior of GS is tied to the empirical categories of ownership types.

This is to generalize at the expense of finding important differences, for example

among institutional investors. Previous studies focusing on the behavior of

institutional investors have indicated that institutional investors promote some

performance variables, such as being more sensitive to current stock price

fluctuations while overlooking the long-term value of their investments—in other
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words, acting myopically (Bushee 2001)—while others have found no correlation

with firm-level risk (Deutsch et al. 2010). Ryan and Schneider (2002) offer a

conceptual critique of the strong generalization of reducing all institutional investors

into one distinct category. Detailing the institutional investor category was

empirically performed by Hoskisson et al. (2002), finding that different investment

fund managers differed in their preferences for innovation strategies. Connelly et al.

(2010a), distinguished between dedicated and transient US institutional investors.

We assigned, however, the empirical ownership categories to the two GS based

on conceptions of ownership types and empirical studies. The selected empirical

categories (family, individual, corporation, domestic, and foreign institutional

investors) differ from those appearing in studies of UK and US ownership (Connelly

et al. 2010b). They have, however, been used in studies of Sweden (e.g. Jonnergård

and Larsson Olaison 2010) and other countries in Europe (e.g. Cuomo et al. 2013;

Hautz et al. 2013; Pedersen and Thomsen 2003) which are therefore presumably

relevant in the present context.

The best action would be to not require the leap from GSs, which are focused on

prerequisites and behavior, to ownership categories. The preferred empirical study

would be a study where actual behavior of the shareholder is observed. That could

be performed through case studies, or a study that combines survey data of self-

observed behavior and prerequisites and archival data.

The final limitation is that we do not consider, either in theory or in the empirical

study, the relationship among shareholders—for example, the problematic relation-

ship between dominant owners and minority owners, i.e. the principal–principal

conflict (Cronqvist and Nilsson 2003; Jansson 2007; Nenova 2003). It is

conceivable that a shareholder’s GS is influenced by the ownership structure and

the performed GS could be one negotiated among shareholders. For example, a

financial GS could include an emphasis on dividend, since they can use it as a

governance mechanism. But they could also accept it as part of a negotiation if

another large owner performs a company GS, for example, through entrepreneurial

ownership where a dividend is needed in order to pay the entrepreneur’s interest. It

is also conceivable that shareholders delegate principal functions, not to the

corporation as in our conception, but between each other. We have treated GS as

atomistic, only dependent on the shareholder’s prerequisites, but developing the

conception could imply negotiated GS.

The main policy implication, considering the European mission of integration

with diversity, would be to stress that harmonization of regulations with an

emphasis on integration would run the risk of ruining features of diversity that make

the corporations competitive. We have noticed the existence of differences and

found rational reasons for differences. But we cannot tell which one is the best—

either for the shareholders or the country or the society. Before we will be able to

show, through repeated, rigorous empirical studies, that one GS is superior to

another, we should put our hope on competition in the market economy and support

the existence of shareholders with different GSs. Our policy implication, addressed

to Marx (1906), Berle and Means (1932), and Alchian and Demsetz (1972), can

therefore be expressed: Vive la différence!
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Sven-Olof Yrjö Collin is Professor of Corporate Governance at Kristianstad University and part-time

Professor of Corporate governance and Accounting at Linnaeus University, Sweden. He has published in

the areas of corporate governance, accounting, auditing, public management, gender, business ethics and

methodology. His current research interests focus on corporate governance, especially in family firms and

auditing.

Yuliya Ponomareva has a Ph.D. in business administration and is a lecturer at the School of Business and

Economics, Linnaeus University, Sweden. Her research interests include top management teams and

boards of directors with focus on decision-making and corporate governance.

Sara Ottosson has a Master of Science in Business and Economics from Linnaeus University and is

currently working as an Audit assistant at EY.

Nina Sundberg has a Master of Science in Business and Economics from Linnaeus University and is

currently working as an Economist at Swedish Agency for Economic and Regional Growth.

Governance strategy and costs: board compensation in Sweden

123


	Governance strategy and costs: board compensation in Sweden
	Abstract
	Introduction
	Theory
	The governance strategy of a principal
	Governance costs: principal costs and agency costs
	Governance strategies tied to ownership categories
	Company GS
	Financial GS


	Method
	Data and sample
	Dependent variable: board compensation
	Operationalization of independent variables: company and financial GSs
	Control variables
	Board committees
	Board meetings
	Board size
	Female directors
	Independent directors
	International directors
	Board tenure
	Board interlocks
	Dual shares
	Corporate performance
	Firm sales
	Year and industry
	Herfindahl index


	Analysis and results
	Summary statistics
	Model specification
	Results

	Discussion and conclusion
	Open Access
	References




