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Alexander Wagner, SFI Junior Chair and Associate Professor of Finance, University of Zurich Christoph Wenk Bernasconi, Postdoctoral Researcher, University of Zurich December 2016



Abstract Corporate governance design can support value creation if it fits a company’s specific situation. Uniform best practice recommendations, ‘box ticking’, and too stringent ‘comply-or-explain’ approaches are, therefore, potentially harmful. One size does not fit all. Regulation and to some extent market forces have, however, encouraged increasing standardization in how corporations are governed; and this trend is likely to continue. This paper indicates possible developments in regulation and market discipline (in particular due to institutional shareholder pressure), the two driving forces behind governance standards, and provides guidance with respect to possible actions that can be taken proactively by companies in each of four areas: shareholder participation, board composition, managerial compensation, and value reporting. The paper develops these recommendations on the basis of ample empirical evidence of how corporate governance is practiced and perceived by Swiss market participants.
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Glossary Annual general meeting (AGM) The (annual) meeting through which shareholders have to take decisions regarding their company. The AGM is the highest authority of Swiss corporations (Aktiengesellschaften); see Art. 698 Abs. 1 Swiss Code of Obligations. The meeting has well-defined tasks and responsibilities, such as the election of board members, that cannot be delegated. Blockholder A single shareholder holding more than 20 percent of a company’s outstanding shares. Executive compensation Compensation provided to executive management. In Switzerland, the aggregate amount and composition of executive compensation, as well as the compensation amount and composition of the highest paid executive management member, must be disclosed. Majority shareholder A single shareholder holding more than 50 percent of a company’s voting rights. Ordinance against Excessive Compensation in Listed Companies (OaEC) A set of rules originating from the acceptance of the Abzocker-Initiative. The OaEC applies to publicly listed companies in Switzerland and requires, inter alia, a binding shareholder vote on compensation amounts and an annual election of all board members, compensation committee members, and the independent proxy. Pay–performance The relationship between a company’s performance as measured by specific internal or external performance indicators and the amount of variable (bonus) compensation. Performance shares A compensation instrument where the number of ultimately vesting shares depends on some performance condition (such as an increase in earnings per share, for example). Proxy advisor Organization advising institutional investors and/or individuals on how to vote their proxies at shareholder meetings. Proxy materials Materials provided by the company to shareholders in preparation for shareholder meetings. Sample/sample firms Refers to the 100 largest companies of the Swiss Performance Index (SPI) in each year (except in the analysis of value reporting, where it refers to 228 listed and large unlisted companies). Soft law Mutual understanding within an industry, sector, organization, or geographical region of a set of rules that are quasi-binding though not enforceable by law.
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Stock option An option gives the right, but not the obligation, to buy an underlying at a pre-specified price at or until a pre-specified time. A stock option is an option on a stock. It is also used as a compensation device for managers. Swiss Code of Obligations Legal framework for corporate law in Switzerland.



7



: SFI White Paper



8



SFI White Paper :



List of Abbreviations



AGM 



Annual General Meeting



BIS 



Bank for International Settlements



CEO 



Chief Executive Officer



CSR 



Corporate Social Responsibility



DBF 



Department of Banking and Finance



ESG 



Environmental, Social, Governance



FINMA 



Swiss Financial Market Supervisory Authority



ISS 



Institutional Shareholder Services



OaEC 



Ordinance against Excessive Compensation in Listed Companies



OECD 



Organization for Economic Co-operation and Development



Small cap 



Companies ranked 51 to 100 in terms of market capitalization



SMI 



Swiss Market Index, containing the 20 most highly capitalized and liquid stocks of the Swiss Performance Index.



SMIM/SMI Mid. 



The Swiss Market Index Mid-Cap comprises the 30 largest mid-cap stocks in the Swiss equity market (21-50) that are not included in the blue chip SMI index.
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Executive Summary There are as many definitions of corporate governance as there are opinions on how to run a company. At its core, however, corporate governance deals with the ways in which suppliers of financial and human capital to corporations assure themselves of getting a return on their investment within the evolving regulatory framework. Issuers and investors need to navigate the quickly developing legal and regulatory framework to design corporate governance to optimally support long-term value creation for a company, its investors, and its stakeholders. Drawing on data on the Swiss corporate governance landscape over the last decade, surveys of market participants, theoretical and empirical academic research, and other sources, the following main conclusions are derived: • Corporate governance design can support value creation if it fits a company’s specific situation. Uniform best-practice recommendations, ‘box-ticking’, and too stringent ‘comply-or-explain’ approaches are, therefore, potentially harmful. One size does not fit all. • Corporate governance evolves from the interaction of many different agents, making it difficult to consider and rely on simple cause-effect logic. Regulation and soft law should, therefore, be approached carefully and with due consideration when developing new standards. • The development of a future version of a Swiss Code of Good Corporate Governance toward a widely accepted stewardship code would benefit from the involvement of the domestic and international investor community. • As regards the legal and regulatory framework, the main insights are as follows: –– Regulation and market discipline (by share-
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holder exit or voice) interact as drivers of the governance framework of companies. –– Swiss issuers and investors are skeptical regarding future regulation. Only 21 percent of the market participants surveyed expect future regulation to be in their interest. –– On some topics, investors and issuers are aligned; on others their opinions differ. For example, 70 percent of investors and 81 percent of issuers wish to retain the option of voting prospectively on compensation. There is disagreement as regards standardized disclosure: 57 percent of investors are in favor, while 62 percent of issuers are opposed. • As regards shareholder participation and rights, the main insights are as follows: –– Market discipline has gained significant importance recently as a result of stronger shareholder rights (a consequence of the OaEC) and the increased participation of shareholders at annual general meetings (AGMs). Average participation, measured as shares voting relative to shares outstanding, in the sample increased from 55 percent in 2012 to 70 percent in 2016. –– Passive investors are only passive in terms of trading activity, but can be the most active in terms of corporate governance engagement. Many of these large investors are based in the US or the UK, engage regularly with the board and management, and have a substantial impact on Swiss companies. –– Swiss companies should provide their shareholders with more time to prepare for AGM votes, making proxy materials available earlier than the legal minimum requirement of 20 calendar days prior to the AGM.
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• As regards boards of directors, the main insights are as follows: –– The board of directors should proactively seek engagement with investors to explain the company-specific governance framework and, thereby, avoid market judgments that may be based on undifferentiated, rules-based analyses. –– The board of directors should make the work it carries out for the company as tangible as possible for shareholders while preserving legitimate confidentiality levels. This builds trust and allows shareholders to better understand the board’s decisions. –– The proportion of foreign directors has risen, from 36 percent in 2008 to 43 percent in 2016. So has the proportion of female board members—now at 17 percent, up from 7 percent in 2008. Of newly elected board members, in 2014 30 percent were women and in 2015 and 2016 more than 20 percent were women. • As regards executive compensation, the main insights are as follows: –– In executive compensation, there is a trend of convergence of SMI and SMIM, but a trend of divergence of SMIM and small-cap companies. In 2009, the ratio of median CEO pay in SMI relative to SMIM companies was 2.6; by 2015 it had declined to 1.9. In 2009, the ratio of median CEO pay in SMIM relative to small-cap companies was 1.8; by 2015, it had increased to 2.9. –– A working pay–performance relationship exists for variable compensation overall, with substantial heterogeneity among companies. Equity-based compensation is on the rise. However, shareholders are dissatisfied with how companies discuss the pay– performance link in their compensation reports. In total, 86 percent of issuers believe they disclosed all relevant information; only 45 percent of investors agree.



–– This paper makes several suggestions for incentive design. Contrary to current fashion, the use of performance shares is not recommended. Differences in compensation structure should be taken into account during pay benchmarking exercises and issuers are encouraged to explore the power of non-monetary incentives. • As regards value reporting, the main insights are as follows: –– Research indicates the substantial benefits of value reporting—that is, the enhanced reporting of both financial and non-financial information that is relevant to an understanding of how value is created and distributed in the company. Value reporting can help reduce the cost of capital, and it can help to achieve more efficient resource allocation within a company. –– Although this paper’s data on more than 200 Swiss companies show improvements in value reporting over the past decade, too many companies still see disclosure as purely a matter of compliance, seeking to keep communication to the legal minimum. –– Corporate social responsibility (CSR) and environmental/social/governance (ESG) risk disclosure will likely become more important going forward and should, therefore, be considered proactively already today. The possible trends in the market outlined in this paper, such as the increasing shareholdings of foreign investors and more stringent regulation, will lead to comprehensive adjustments across all areas of corporate governance. While the four key topics of this White Paper—shareholder rights, boards of directors, executive compensation, and value reporting—are discussed separately, it is important to recognize that they are effectively strongly interconnected and should, therefore, be managed together.
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1. Introduction



The question of how corporations are governed— in effect, the question of how power is distributed in corporations and how this in turn affects all stakeholders’ incentives to create value for a firm—often leads to quite emotional discussions. This is apparent when considering the still ongoing discussion surrounding the sale of a controlling stake in SIKA by the majority shareholder, the disputed creation of LafargeHolcim, or the executive and board compensation discussion concerning, initially, a handful of banks and pharmaceutical companies, but more recently a larger set of firms. Indeed, international academic research has highlighted, in literally hundreds if not thousands of studies, a myriad of dimensions of governance and their potential value relevance. Several organizations, such as the OECD, the BIS, and FINMA, have recognized the importance of good corporate governance and issued recommendations for lawmakers and for issuers and investors. This White Paper contributes to the debate surrounding governance by offering some insights especially relevant to the Swiss situation.



This White Paper contributes to the debate surrounding governance by offering some insights especially relevant to the Swiss situation. There is no universally applicable definition of corporate governance. Shleifer and Vishny



(1997, p. 737) state: “Corporate governance deals with the ways in which suppliers of finance to corporations assure themselves of getting a return on their investment.” This focuses on the traditional agency perspective, motivated by the observation that, typically, ownership and control are separated and that there is an asymmetry of information between managers and suppliers of finance. In this White Paper, this problem also plays an important role; but it should be noted that corporations do not only need financial capital to function well—they also require human capital. Moreover, it is noteworthy that while suppliers of capital can attempt to assure themselves (by way of what will be referred to as market discipline) of getting a return on their investments, the regulatory framework itself is also relevant for such returns. Therefore, the definition of corporate governance stated above should explicitly be extended to additionally consider the evolving regulatory framework. Combining these considerations, the broader (though of course still not all-encompassing) definition—building on Shleifer and Vishny (1997)—used in this White Paper is:1 Corporate governance deals with the ways in which suppliers of financial and human capital to corporations assure themselves of getting a 1 The definition of corporate governance chosen here is deliberately narrower than (but not in contradiction to) more generic definitions, such as the following: “Corporate governance involves a set of relationships between a company’s management, its board, its shareholders and other stakeholders. Corporate governance also provides the structure through which the objectives of the company are set, and the means of attaining those objectives and monitoring performance are determined” (OECD, 2015, p. 9).
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return on their investment within the evolving regulatory framework. A few selected topics that are displaying a particularly dynamic degree of development will be highlighted. The following choices were made: (1) This paper focuses on Swiss corporate governance, because the Swiss governance framework differs in important aspects from the widely discussed US governance framework.2 Therefore, any facts and recommendations obtained from an analysis of US data need not necessarily also apply to Switzerland. (2) This paper focuses on economic aspects, but remains firmly grounded in the legal framework. (3) This paper focuses on listed companies, though some comments will also apply to non-listed firms. (4) This paper covers all sectors, not just the financial sector, because financial institutions recognize that both for the stability of a market as a whole and for the value financial institutions can generate for and with their clients, corporate governance—not only of financial institutions themselves but of all companies—is an important factor. Bank governance has recently become particularly challenging due to an increase in regulatory interventions, and some governance aspects especially relevant for banks will be highlighted. The facts, insights, and recommendations in this paper draw on academic research, on the authors’ analyses of AGM voting outcomes, on an annual structured survey of investors and issuers,3 and on many conversations with board members, executives, consultants, regulators, and journalists. Moreover, the authors have allowed themselves to add a number of remarks based on their own practical experience. To ensure the readability of this paper, references 2 See Section 3 for a short summary of an important difference regarding board responsibility. 3 In their capacity as researchers affiliated with the Swiss proxy advisor SWIPRA, the authors have conducted an annual survey since 2013. SWIPRA invites all issuers in Switzerland and a wide variety of Swiss and foreign institutional investors (pension funds, asset and fund managers) to participate in this survey. In 2014 (Survey 2014), a total of 107 participants (53 issuers and 54 investors) responded to the online, anonymous survey. In 2015 (Survey 2015), 153 participants (58 issuers and 95 investors) responded. In 2016 (Survey 2016), 172 participants (98 issuers and 74 investors) responded.
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to the literature have been kept to a minimum, and mostly focus on seminal or particularly current contributions, on the one hand, and studies specifically relevant to the Swiss market, on the other.



1.1. Main External and Internal Drivers of Corporate Governance Based on the definition of corporate governance stated in Section 1, Figure 1 depicts a framework with which to guide the discussion. The posited overall goal of a corporation is value generation, which, conceptually, means that the return on invested capital should be greater than the cost of capital (both dimensions covering also human capital, which brings a return, but also carries opportunity costs). Ideally, all four topics in Figure 1 should be analyzed in an integrated framework that reflects their interconnectedness (as well as their interactions with the external environment). Due to the many layers of associations between these topics and the limited availability of data, such a fully systemic analysis has, analytically as well as empirically, so far proven too complex. Therefore, each of the four topics illustrated in Figure 1 have to be treated one by one; but it is important to keep in mind that they really are closely connected, both to each other and with the external environment.4 First, the degree of participation of shareholders, who provide capital and vote on fundamental decisions at annual general meetings (AGMs), and shareholder rights will be discussed. These elements complement each other in providing the basis for market discipline. Powerful investors are de facto regulators. Of course, shareholders can also exercise market discipline by threat of exit—that is, by (by the threat of them) voting with their feet and selling their shares if they are not happy with how the company develops.



4 That the external governance environment, set by law and regulation, and firms’ internal implementation of corporate governance interact is something policy makers are also mindful of. See, for example, BIS (2015).
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Figure 1: Four interlinked elements of corporate governance within the legal framework.
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Source: the authors



Second, shareholders elect the board of directors, which defines the strategy and is responsible for the company overall. Third, the board of directors appoints executive management and sets the incentive system, which will affect the choice of human capital throughout the company. By contributing (or withholding) human capital and effort (thus exerting labor market discipline), the value of the company is affected. Fourth, value reporting, which is differentiated from the compliance-oriented term ‘disclosure’ in this paper, should provide a clear ‘value story’ to make information with regard to how value is generated more accessible to both internal decision-makers and investors.5 Corporate governance inside the firm is positioned within the evolving legal and regulatory 5 Aspects of corporate governance not covered in this paper include the role of debt holders as sources of governance and, more generally, capital structure choices (which can affect managerial incentives substantially) and merger and acquisition activities (though our general treatment of board processes and executive compensation should at least be partially applicable to this area).



framework. The basis is set by the Swiss Code of Obligations, which is currently undergoing a major overhaul.6 This is extended by the (disclosure) requirements of the SIX Swiss Exchange for listed companies. Moreover, there are industry-specific requirements, such as the FINMA circulars for financial industry companies.7 FINMA requires banks to go beyond regular disclosure standards and to apply more stringent criteria with regard to board selection or compensation structure (though the latter is currently in the process of changing again, as the circular Compensation will only apply to the largest banks in the future). Recently, a ‘tectonic shift’ in the landscape of corporate governance in Switzerland took place with the acceptance of 6 For an overview, see the official website of the Federal Office of Justice (consulted 11 August 2016): https://www.bj.admin.ch/bj/en/home/wirtschaft/ gesetzgebung/aktienrechtsrevision14.html; or Forstmoser and Küchler (2016) for a review. 7 See, for example, the Circular 2017/1 Corporate Governance—Banks, which is a consolidation and extension of Circulars 08/24 and 08/21 or the currently ongoing revision of the Circular 08/32 Corporate Governance—Insurers.
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the Abzocker-Initiative. This resulted in a change of the Swiss constitution, which now covers topics as diverse as binding say-on-pay votes and mandatory voting by pension funds. This initiative is currently implemented through the Ordinance against Excessive Compensation in Listed Companies (OaEC), which will—ultimately—be revised or incorporated into the revision of the Swiss Code of Obligations. In the following sections, additional specific rules will be highlighted where needed. Diagramm Values



striking—and worrying—that only one-fifth of all surveyed participants (overall 20.7%—21.5% of investors and 19.5% of issuers) expect future regulation to be in their interest.



Complementing the strictly binding legal and regulatory framework and individual firms’ choices, in Switzerland, self-regulation occurs through the ‘The Swiss Code of Best Practice in Corporate Governance’ (sponsored by economiesuisse). This document is mostly principles-based, offering broad guidelines that Institutional investors Issuers Based on input from practitioners as to the most generally allow companies to structure their (A) Expected relevant current regulatory issues, the Survey governance specifically to suit their individual future regulation (2015) included questions on several of these case. The design and impact of the code reflect in line with topics own and on the general mood regarding regua trade-off: Due to the flexibility the code offers, -21.5% 19.5% In your opinion, what is the probability that your overall preferences with regards to an increase / decrease in regulat preferences lation. The results are shown in Figure 2. it is well received and widely accepted within (B) Standardization of reporting -57.0% 28.5% In your opinion, should companies adhere to a standardized reporting format for general disclosure requirements (for the Swiss issuer community. However, naturally, (C) Mandatory vote for all specific findings will be discussed, where The the code’s soft approach, which often (purposely) institutional appropriate, in the sections that follow. For now, avoids setting minimum thresholds, only allows -34.7% 24.5% In your opinion, should Swiss pension funds, Swiss asset and fund managers be legally required to actively make us investors three findings are preeminent: (1) Some potena minimum level of standardization. As a conse(D) Caps on tial future regulations are seen as useful; others quence, the Swiss code has, relative to other individual cash-bonus less so. (2) For some potential future regulacodes in the international sphere (e.g., in the -67.3% 62.2% In your opinion, what should be the maximum for individual cash-bonus payments? payments tions there is agreement among capital market UK), so far not attained the same relevance for (E) Only participants; for others less so. (3) Overall, it is international investors—with the consequence retrospective



voting on Figure 2: Market participants’ views on regulation. compensation Notes: Institutional investors side) and publicly listed Swissbe issuers side) about their(ex-post) votes on performan -30.0% 18.7% (left Should votes onall compensation amounts further(right regulated to were allowasked only retrospective amounts preferences regarding future corporate governance regulation. For questions (A), (B), (C), and (E), they could answer on a scale from 1 (do not agree/low level) to 5 (strongly agree/high level). For (D), the possible answers Description Values included several cap levels and the option ‘no cap’. The questions were: “(A) In your opinion, what is the probaInstitutional investors Issuers preferences with regard to an increase/decrease in regulation will be realized?”; (B) “In 1 - Very low bility that your 21.5%overall 19.5% your should companies adhere to a standardized reporting format for general disclosure requirements 3 opinion, 57.0% 28.5% (for4example in relation24.5% to compensation matters)?”; (C) “In your opinion, should Swiss asset and fund manag34.7% ers,2 in addition pension funds, be legally required to actively make use of their voting rights in Swiss 67.3%to Swiss 62.2% (D) “In your opinion, what should be the maximum for individual cash-bonus payments?”; and (E) 5 - Very highcompanies?”; 30.0% 18.7% “Should votes on compensation amounts be further regulated to allow only retrospective (ex post) votes on performance-based compensation?“ The figure summarizes the answers by showing, for each question, the percentage of respondents answering “4” or “5” (agree or strongly agree/high or very high level).
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that they in turn tend to apply the codes they know from their own jurisdictions to the Swiss context. The Swiss code is, so far, mainly sponsored by issuers. Bringing issuers and investors together in a structured fashion to work on a common stewardship code could, therefore, be rewarding for all involved parties over the long run. Besides the general Swiss code, there are industry-specific codes that propose minimum standards for the companies concerned. For the financial industry, for example, the initiative taken by the Group of 30 (G30), with the release of its report on the interaction of boards and supervisors (G30 2013) and on the reform of banking conduct and culture (G30 2015), has set a guiding framework. For all of these codes, economic arguments suggest caution with regard to too general one-size-fits-all rules and best practice requirements. The next section elaborates this point.



Bringing issuers and investors together in a structured fashion to work on a common stewardship code could be rewarding for all involved parties over the long run. 1.2. Is There a ‘Best Practice’? ‘Best practice’ recommendations are commonplace. In this section, a note of caution is sounded regarding these ‘fire-and-forget’ approaches to corporate governance. Indeed, this section argues that an approach that is based on broad principles, but recognizes the individual situation of each company, is likely to generate superior value despite requiring more resources and more careful thinking. This is best illustrated by a simple example. Suppose an empirical study of many companies over a long time horizon finds that a certain



governance feature is associated with better performance. As an illustration, consider Figure 3. One could conclude from Panel A that shareholders of Firm 1 could be better-off if they adopted a similar stance to that taken by Firm 2 on the attribute in question (e.g., board independence, as measured by standard criteria). Lawmakers might indeed use evidence such as that presented in Panel A to force all firms to have at least a maximum length of board member tenure, for example, supposedly to ensure independence.8 Institutional investors might employ market discipline (through voting or exit) to penalize those firms that do not abide by perceived ‘best practice’. To illustrate the problems of such an approach, Panel B shows, with the dashed, hump-shaped curves, the optimization problems that the two firms are solving. More board independence through shorter board tenures can be beneficial to some extent as it helps mitigate agency problems. However, shorter tenures can also imply limited insight into the company’s business. Thus, there may be an optimal level of board independence. Importantly, this optimal level will generally be a function of the current situation a company is in—that is to say, as shown in the figure, the firms face different problems. And, because they solve different problems, their optimal solutions are different. They may be in different industries; they may be at different stages in their life cycles; they may be in different countries (an issue often forgotten by those seeking to transfer insights from US studies on corporate governance to Swiss companies); etc. Pushing Firm 1 to be like Firm 2 will destroy value, not create it. (In this extreme example, both Firms 1 and 2 are initially at their individually optimal points; but this is not required for the general point to apply.) Notably, these results do not mean that nothing can be learned from empirical studies or that ‘anything goes’. Rather, the bottom line is that one practice does not fit all. It is important to be modest in terms of what one can say in general and not to infer a causality of the findings too early, as direct causality is fairly rare in governance. 8 Board tenure will be discussed in more detail later, as this issue is quite topical. Another example, also discussed later, is the recent push to promote a gender quota in Switzerland.
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Figure 3: Company performance, individual optimization, and the dangers of ‘best practices’. Panel A
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Source: Adapted from Adams, Hermalin and Weisbach (2010, pp. 60–61)



Studies that look at mere correlations can serve as suitable starting point for discussions. However, they should not be exclusively relied upon for lawmaking purposes and when it comes to making recommendations to companies. A pure comply-or-explain, rules-based approach is
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problematic and does not do justice to the complex realities that firms face. Instead, a principles-based approach is more appropriate.



One practice does not fit all.
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2. Shareholder Participation and Shareholder Rights



2.1. Conceptual Background and Status Quo The participation of owners in shaping their company is an important pillar of the corporate governance framework. By voting at AGMs and engaging with the company’s board, shareholders set the boundaries within which the board of directors, management, and employees can act. Shareholders’ active participation at AGMs is necessary for market discipline.9 Therefore, shareholder participation will be studied first,10 followed by shareholder rights and shareholder structure. In recent years, median voting participation in the sample’s firms has increased substantially, from 55 percent in 2012 to 70 percent in 2016. This increase is even more pronounced in companies without a large blockholder, for which participation increased from 34 percent in 2012 to 61 percent in 2016 (see Panel A in Figure 4). The increased participation of smaller shareholders also has an impact on the overall voting outcomes: they tend to vote more critically than large blockholders;11 presumably because the AGM is their only opportunity to voice concerns. 9 Alternatively, shareholders could vote with their feet and sell their stake in the company. 10 For summaries and outcomes of past AGM season votes, interested readers may also wish to consider Ethos (2016) or SWIPRA (2016a) for the Swiss market and ISS (2016) for a US perspective. 11 Results from an analysis of the voting outcome of the AGM season 2016 suggests that companies with a wide shareholder base received, for example, for agenda items regarding compensation amounts, three times as many negative votes as companies with a controlling blockholder. Some evidence provided for the US, in Iliev and Lowry (2015), is consistent with these results.



While some of the increased participation can be attributed to the OaEC’s mandatory voting requirement for pension funds, it is arguably also driven by a general increase in shareholder involvement, facilitated through electronic voting. Moreover, passive investments have increased significantly in the recent past, with the value of equity-based ETFs increasing globally, in absolute and in relative-to-total-investment terms, from USD 1,313 bn in 2010 to USD 2,874 bn in 2015. This market is dominated by two US players, BlackRock and Vanguard, which hold a combined market share of over 50 percent (ETFGI 2015).12 As a consequence of the increasing inflows, these investors have to acquire ever larger stakes in the companies covered by their ETFs, which increases the fraction held, by foreign investors, in Swiss-listed companies. For example, BlackRock, the world’s largest passive equity ETF investor, held an average stake of 3.8 percent in each of the sample’s companies in 2015, up from 1.4 percent in 2010 [authors’ own calculations based on data from Orbis (2016)]. A deeper analysis of shareholder structure (e.g., regarding the foreign– domestic dimension) would be desirable. However, the current disclosure rules for listed companies do not oblige such detailed reporting of institutional shareholdings as generally only holdings above 3 percent of a company’s outstanding shares need to be reported.



12 The ETF market in Switzerland (ETFs held in Switzerland) is also heavily concentrated, with the two biggest providers (BlackRock and UBS) covering over 75% of the market (SFAMA 2016). To analyze shareholder impact and market discipline, it is—however— more appropriate to consider the global ETF market.
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Figure 4: Voting participation and perceived value of voting rights. Description Notes: Panel A summarizes the average voting participation at the sample firms’ AGMs. ‘All firms’ shows the Values Institutional investors annual participation for the 100 largest companies listed in Switzerland, while ‘Firms without a blockholder’ only Issuers - Very low of 55.2% 19.5% considers participation for companies that do not have a single shareholder holding more than120 percent the 2 general 20.7% 59.6% company’s voting rights. Panel B summarizes the answers to the question: “In your opinion, what is the 3 24.1% 28.5% value of shareholder voting rights for your institution?”, asked in the Survey (2015). Values for investors aggre-
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In short, market discipline Investors appears to be increasingly shaped by foreign investors.



Issuers



Anecdotal evidence13 suggests that passively invested institutional investors, because they cannot sell the stocks in their ETF portfolio, generally engage regularly with their portfolio companies as this is the only opportunity for them to raise concerns. Consequently, not only does the capital in Swiss companies appear to be increasingly held by foreign investors, these 13 Executives of asset managers state publicly that their institutions make active use of their voting rights. An example is William McNabb III, CEO and Chairman of Vanguard, who discussed his company’s voting behavior in a keynote address in 2015. Rock (2015) provides an overview of how large institutional investors are organized with regard to proxy voting.
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investors are generally also actively engaging with the company in governance-related issues. Indeed, as shown in Panel B of Figure 4, 55.2 percent of all investors responding to the Survey (2015) believe that voting rights may generate value over the long term. There is, however, great heterogeneity among the groups: the vast majority (90.0%) of the large international asset managers believe exercising AGM voting rights can have an impact on a company’s value. By contrast, less than half of the Swiss asset managers and pension funds (47.9%) share this opinion.14 In short, market discipline appears to be increasingly shaped by these foreign investors. 14 These observations are confirmed in the Survey (2016), though Swiss investors’ opinions appear to diverge: an increasing fraction of Swiss asset managers (64.3%) and a decreasing fraction of pension funds (37.1%) believe in the value-enhancing properties of actively used voting rights.
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When exercising their voting rights, institutional investors usually refer to proxy advisors to assist them in developing voting decisions. Proxy advisors have, therefore, become powerful players in the governance environment. The proxy advisory market is dominated by two large global players, Glass Lewis and ISS. US legislation initially requiring mandatory voting for pension funds and at a later stage also for asset managers gave these two entities a pivotal position already back in the 1980s. In Switzerland, the proxy advisory service of Ethos has the longest track record and serves the largest number of Swiss pension funds. It is also the most active proxy advisor in terms of taking public positions on AGM votes, either before or at AGMs. Ethos also manages funds. Other Swiss proxy advisors include the proxy advisory services of Inrate (the former zRating) and SWIPRA. For Switzerland, estimates suggest that proxy advisors as a whole may be able to move up to 20 percent15 of shareholder votes, with ISS having by far the largest impact.



Principles-based and rulesbased proxy advisors come up with very different sets of voting recommendations. Proxy advisors differ substantially in their philosophies and processes. The most influential proxy advisors apply rules-based ‘tickthe-box’ frameworks to develop voting recommendations. The advantage of this approach is that such frameworks generally are resourceefficient and suited to quickly assessing a large number of companies. The drawback of the rules-based approach is the lack of assessment of company-specific circumstances (see Section 1.2). Consequently, there is some concern among practitioners as regards to the processes of some proxy advisors. Consistent with these concerns (and with theoretical predictions), some empirical evidence suggests that the rules-based approaches of proxy advisors (and the ensuing behavior of companies) may even 15 Several studies document a similar impact of proxy advisors in US firms [see, for example, Larcker, McCall and Ormazabal (2015) or Cai, Garner and Walkling (2009)].



destroy value, though there is also evidence that they are value-neutral.16 Wagner and Wenk (2014) compare voting recommendations of proxy advisors. They find that principles-based and rules-based proxy advisors come up with very different sets of voting recommendations. An additional concern is that potential conflicts of interest can arise when a proxy advisor sells consulting services directly to an issuer for whose AGM the proxy advisor is providing voting recommendations or if the proxy advisor is also actively managing funds. In the US, these concerns led to the proposal of the Proxy Advisory Firm Reform Act 2016 bill in May 2016. The bill would require substantial disclosure by proxy advisors regarding their independence, their due diligence, and their derivation of recommendations. Overall, the choice of whose recommendations to follow is, therefore, crucial for investors. Even though pension funds and asset managers do not have a general fiduciary duty toward other stakeholders within the companies they invest in, they do have a fiduciary duty toward their insurees and investors, respectively, and should therefore use their voting rights responsibly. This responsibility includes selecting an appropriate proxy advisor (if any). While AGM participation by shareholders is necessary, it is not sufficient to bring about actual changes in a company. Shareholder rights also need to be sufficiently strong. As discussed in Section 1.1, there has been a significant increase in shareholder rights in Switzerland recently: the OaEC provides shareholders, among other rights, with the right (i) to annual and individual votes with regard to the election of board members, (ii) to elect compensation committee members, and (iii) to vote on compensation amounts for the board and the



16 Larcker, McCall and Ormazabal (2013) argue, on the basis of their empirical evidence, that ‘tick-the-box’ approaches are, on average, value decreasing. They provide evidence of this by considering firms that follow ISS policies as regards stock option re-pricing. Ertimur, Ferri and Oesch (2013) though, conclude— from say-on-pay proxy recommendations—that Glass Lewis and ISS are more differentiated in their analysis than common perception suggests.
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executive committee.17 These rights (i and ii) generally allow shareholders to act ex ante by electing appropriate directors, but also provide a very strong ex post element (iii), allowing shareholders to refuse compensation payments. The binding vote on compensation amounts, which is a globally unique approach, is—in particular—a very strong measure. While potentially allowing shareholders to strengthen the alignment of managerial pay and performance, it can also induce substantial distortions of managerial incentives (Wagner and Wenk 2016). In particular, a retrospective vote on variable compensation entails uncertainty for management, whose ex ante incentives may hence be reduced.



For minority shareholders to benefit from the presence of a controlling blockholder, the two parties’ interests must be aligned. Despite the significant strengthening of their rights, shareholders greeted the OaEC skeptically. A majority of pension funds (59.4%) and Swiss asset managers (83.3%) believe, according to the Survey (2015), that the negative aspects of the OaEC (such as implementation costs for issuers and potentially distorted executive incentives due to the uncertainty inherent in say-on-pay votes) outweigh its benefits. The contrary is true for international asset managers, of which only 14.3 percent share this belief. The analysis of stock market reactions in Wagner and Wenk (2016) suggests that the OaEC solved some problems that existed under the original Abzocker-Initiative. For example, it allows firms the opportunity to also have a prospective voting regime for say-on-pay. Such a voting regime mitigates the abovementioned concern regarding incentives for management, though at 17 This paper focuses on the most prominent rights. Of course, there are other important shareholder rights; for example the right of shareholder-sponsored agenda items—currently widely-debated in the US—which so far remains relatively rare in Switzerland. Recent examples of the use of these rights are Sika at the AGMs 2015 and 2016 or Gate Gourmet at the AGM 2015.
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the price of potentially reduced pay–performance alignment, especially if shareholders do not get to express their opinion on the use of prospectively approved budgets through an advisory vote on the compensation report. While market discipline relies on shareholder participation and appropriate shareholder rights to be of relevance, it is ultimately also a company’s shareholder structure that determines the overall impact of market discipline. For a company with a single majority shareholder, market discipline is generally very strong and basically reflects the preferences of this single large shareholder. For a company with a widely spread (atomistic) shareholder structure, market discipline may turn out to be rather weak as significant coordination efforts are required and different shareholders may have different views on certain governance issues (and require more coordination effort). Thus, each structure is associated with a different set of benefits and drawbacks: for example, on the one hand, a controlling blockholder generally provides an increased alignment between management and shareholders, benefiting all shareholders of a company, while, on the other, such a controlling blockholder may use its power to extract private benefits. For minority shareholders to benefit from the presence of a controlling blockholder, the two parties’ interests must be aligned. Empirical evidence suggests that this in turn strongly depends on whether the majority shareholder is a family, an outside investor, or the government (Cronqvist and Fahlenbrach 2009). A particular governance issue arises when an investor controls a majority of the voting rights while owning only a minority of the equity capital (dual-class share structure).18 This generally allows a shareholder to control a company (by 18 Swiss law requires a particular design of dual-class shares because each share can have no more than, but must have at least, one voting right. A dual-class equity structure is hence achieved by either issuing registered shares with regular voting rights at a cheaper notional value or by issuing non-voting participation capital that has regular cash-flow rights. Swiss law requires that in the former case, the difference between the notional values of the two classes of shares may not be larger than 10 (i.e., for the same amount of notional value, one class would hold 10 voting rights, while the other class only holds one).
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means of voting rights) without holding more than 50 percent of a company’s equity capital. Such a structure is heavily contested in the market, particularly by minority shareholders, who fear a value-extraction by the controlling blockholder. Yet, controlling blockholders often have, despite the dual-class structure, a significant amount of their wealth invested in the company, providing them with powerful incentives to monitor management. In general, problems are arguably more likely to occur when the difference in voting rights between the two share classes is large.



2.2. Current Developments The most recent push in Swiss corporate governance forced pension funds to use their voting rights for directly held shares. Yet, when pension funds are invested in companies indirectly through funds, they are exempt from having to vote. Some market participants instead propose that regulators should extend the current ordinance to cover not only pension funds, but all institutional investors, in line with international practice. While any measure that encourages broader AGM participation should generally be greeted positively, a mandatory voting requirement for all institutional investors may also have its drawbacks. Indeed, as stated in the OECD (2015) Principles for Corporate Governance, voting can only create value if it is done in an informed and differentiated manner. This requires, however, that companies release information regarding the items to be addressed at their AGMs in a timely manner so as to provide shareholders with enough time to thoroughly assess the proposals. The current requirement— that this information need only be released 20 calendar days prior to the AGM—makes it challenging to meaningfully assess AGM items and leaves little to no time to interact with the company should questions arise. This is particularly true for foreign investors, who generally have a difficult and complex custody chain to follow through.



Voting can only create value if it is done in an informed and differentiated manner.



If the institutions affected by the legal obligation to vote revert to the cheapest possible and most rapidly processed voting solution, which is to follow the advice of a proxy advisor that employs a tick-the-box approach, the opposite of what is required for value generation will ensue. Evidence from the Survey (2015) points in this direction: only 21.5 percent of Swiss institutional investors assign a value to voting rights, while only 34.7 percent of these investors and 24.5 percent of issuers are in favor of extending mandatory AGM voting participation to all institutional investors. A further strengthening of shareholder rights can be imagined through (i) the financing of shareholder-sponsored litigation against management or the board of the company—a measure which was part of an initial draft of the ongoing revision of company law but was later removed; (ii) a minimum representation of shareholdersponsored candidate(s) on the board; (iii) mandatory shareholder approval for all corporate transactions above a certain threshold, whether paid in equity or cash; or (iv) an increase in transparency by mandating companies to better know their shareholder base. Assessing the possible impact of each of these items and evaluating their benefits and costs is beyond the scope of this paper. Concerning market forces, one should expect the governance framework of Swiss listed companies to be increasingly shaped and dominated by foreign investors (and their proxy advisors). This is a consequence of the continuing trend in passive investments, which will lead to an increased stake of mainly foreign asset managers in Swiss companies. As a result, the US governance framework, which is the most dominant in the policies of proxy advisors such as ISS and Glass Lewis, will be the foundation for global voting recommendations. For the financial industry, these developments offer particular challenges, as this industry also has the most differentiated local regulation. Moreover, the many different business models prevalent in the financial industry make the industry especially susceptible to inefficiencies coming from undifferentiated analyses and voting recommendations.
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2.3. Action Points for Financial Market Participants



with respect to the tracking of ownership and trading corporate equities.19



To ensure that AGM voting is based on an adequate understanding of local rules and regulation, companies, and in particular their boards and chairmen, need to engage with their shareholders. Swiss issuers need to bridge the gap by communicating effectively with foreign investors. Just appealing to investors to trust the board is no longer sufficient. Issuers should also keep in mind that institutional investors are not ‘out to get them’, but that interests are generally strongly aligned. An open-minded attitude, while being ready to firmly explain one’s position, seems to be the right approach here. Indeed, adopting too many governance-related policies based on foreign rules and regulation instead of local ones may ultimately trigger negative public attention within Switzerland. Companies should, therefore, not a priori adopt such foreign-sponsored governance mechanisms, but rather should try to engage with their shareholders and convince them why a certain rule may not be consistent with the company’s and/or the country’s general rules and regulation scheme. These particular conversations would arguably be simpler and more productive if a stewardship code for Swiss companies, supported by both issuers and investors, were to establish a more widely accepted and supported set of minimum requirements (while still leaving sufficient flexibility to companies).



As noted above, in Switzerland, the necessary materials must be published no later than 20 calendar days prior to the AGM. Many companies publish their AGM materials according to this rule, or a few days earlier. International standards such as that proposed by the OECD (2015), however, suggest the release of these materials at least one month prior to the AGM. While an optimal point in time is hard to ascertain in general, proxy materials should be released in a sufficiently timely manner as to provide both adequate time for a differentiated analysis to be carried out and the opportunity to interact with the company if questions related to the proxy materials arise. This is particularly important for foreign shareholders who, generally have to cast their votes early to make it, in time, through the custody chain.



Companies—represented by their boards and chairmen—must engage with shareholders. Simple calls to ‘trust the board’ are no longer enough. Moreover, it is not sufficient to talk only to the largest investors; given the responsibility of the board for all stakeholders of their company, a broad-based exchange is important; new technologies may offer interesting opportunities in this respect. New technologies are also relevant
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19 Yermack (2016) and Wagner and Weber (2017), for example, discuss the potential implications of blockchains for corporate governance.
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3. Board Composition and Power



3.1. Conceptual Background and Status Quo Elected annually and mandated to represent shareholder and stakeholder interests, the board generally delegates the operative business to an executive management layer, sets the strategy and boundaries within which management is supposed to act, and ultimately monitors management to ensure it works in the best interests of the company. Indeed, a peculiarity of the board is its positioning between shareholders and stakeholders. While shareholders elect board members, the Swiss legal framework requires the board of directors to act in the best interests of the whole company. This notion of expanded constituency—discussed, for example, in Forstmoser (2005)—is in stark contrast to the situation in the US, where the shareholder constituency requires the board to act in the best interests of the company’s shareholders only (Millstein, Gregory, Altschuler and Di Guglielmo 2011). This expanded constituency requires board members to tread carefully and balance sensibly the interests of the different stakeholder groups. Other significant differences between Swiss and US boards concern the organizational structure, with a one-tier structure in the US (meaning that supervision and operations are managed by the same instance) and a flexible structure in Switzerland (allowing both one-tier and two-tier structures), and those duties legally required, which can largely be delegated by US boards but not by Swiss boards.



The election of directors to the board is perceived to have the greatest impact on value generation. Consistent with the conceptually extremely important role of the board, the Survey (2016) showed that 49.7 percent of the respondents shared the opinion that of all regular AGM agenda items the election of directors to the board has the greatest impact on value generation for a company. Since 2014, the way in which board members are elected in Switzerland is subject to a number of additional provisions: Each board member has to be elected individually on an annual basis. Additional annual elections concern the chairman of the board and the members of the compensation committee. While this requirement has led to significantly longer AGM agendas, it allows investors to have a differentiated view on each director. The empirical evidence of election outcomes (Schneider, Wagner and Wenk 2016) suggests that this is appreciated by company shareholders: the difference between the highest and lowest board election approval rate has increased from 3.4 percentage points in 2010 to 6.5 percentage points in 2016. In other words, shareholders exercise their voting rights in board elections in a more differentiated manner. There is also a significant association between total shareholder return and board election outcomes: when shareholders lost wealth in the previous year, elections yield approval rates that are, on



25



: SFI White Paper



average, 1 percentage point lower. However, the election of board members is hardly ever contested. The current Swiss legal framework does not contain binding rules with regard to board composition or diversity. For financial sector companies there are, however, additional rules set by FINMA to ensure a minimum level of board and committee independence and the minimum availability of certain skills deemed important for a properly selected board. Additionally, financial industry firms are required to have not only an audit and compensation committee, as are all other listed companies, but also a risk committee. Figure 5 shows that some aspects of board composition and structure of the 100 largest companies of the SPI have remained relatively
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stable over the years. As of 2016, on average, the board of such a company has 2.9 board committees and consists of 7.9 members with an average tenure of 6.1 years and an average age of 58.6 years. The generally higher complexity of larger organizations is also reflected in the board structure, as SMI companies have, on average, larger boards (10 members) and more board committees (3.7 committees). Moreover, while SMI companies generally have older board members (60.4 years on average), their tenure within the company is shorter (5.5 years). By contrast, a significant development can be observed with respect to board member diversity (see Panel B of Figure 5). The fraction of non-Swiss board members increased from 36.4% in 2008 to 42.9% in 2016, and female board members now make up 17.3% of the average board, up from 7.0% in 2008. Of newly 2011



2012



2013



2014



2015



8.2 6.5 2.8



8.2 6.6 2.9



8.4 6.6 3.0



8.0 6.7 2.9



7.9 6.7 2.9



Notes: These figures summarize the development of the average board structure of the 100 largest companies PANEL B listed in Switzerland. Panel A shows the average number of members who are appointed to the board, the averPercentage of women on the7.0% board 7.6% 8.3% 10.9% age tenure of a board member within the company, and the 8.0% average number of9.0% board committees. Panel B shows 13.2% Percentage non-Swiss board 36.4% members 38.3% 40.2% 39.9% 39.5% 39.5% 38.7% the percentages of female and foreign directors, respectively. Panel B: Board change



8.1 nure 5.9 ttees 2.8



8.1 6.1 2.8



he7.0% board 36.4% d members



7.6% 38.3%



2010



2011



2012



2013



8.0 6.3 2.8



8.2 6.5 2.8



8.2 6.6 2.9



8.4 6.6 3.0



2008



2009



2010



2011



2012



2013



Average board size 8.3% 8.0% Average number of 39.9% committees 40.2%



2014



2015



2010



2011



2012



Average board size Average number of committees



2013



1



40%



35% 30%



2014



2015



2016



8.0 6.7 2.9



7.9 6.7 2.9



7.9 6.1 2.9



2008



2009



2010



2011



2012



Percentage members 13.2% non-Swiss board 15.4% 38.7% 40.3%



2014



2015



2016



Average board member tenure



50%



20%



45%



15%



40%



10%



35%



5%



30%



0% 2008



2009



2010



2011



2012



Percentage non-Swiss board members



2013



2014



2015



2013



2014



1



5



0 2015



2016



Percentage of women on th 17.3% 42.9%



Panel B: Board change



Sources: authors’ data



26



45%



Average board member tenure 9.0% 10.9% 39.5% 39.5%



Percent (foreign fraction) 2009



2



2016



Panel A: Board stability



2008



50%



Percent (female fraction)



2009



Percent (foreign fraction)



2008



Years (tenure) / Count (members)



Panel A: Board stability 9 8 7 6 5 4 3 2 1 0



15.4% 40.3%



2016



Percentage of women on the board



kload ce from



SFI White Paper :



elected board members, in 2014 30.0% were women and in 2015 and 2016 more than 20.0% were women. These developments are much more accentuated for SMI companies, which currently have, on average, 69.2% foreign board members and 22.0% female board members. The increase in foreign directors makes for an interesting case: Until the end of 2007, Switzerland’s corporate law required that at least half of all board members were Swiss citizens. The significant increase in foreign board members in SMI companies immediately after this requirement was repealed suggests that these companies were, on average, restrained from appointing their optimal boards [see the analysis in Schneider, Wagner and Wenk (2016) for additional details]. This suggests that strict minimum or maximum threshold rules regarding board composition that apply in an undifferentiated manner across all companies may do more harm than good. Two important governance issues that concern the board of directors and receive a lot of attenDiagramm Values tion from investors are board member avail-



ability and board member independence. According to the answers received in the Survey (2015), summarized in Figure 6, both dimensions are considered sufficiently important by investors that they refrain from electing a board member should these characteristics be compromised. Availability generally covers both attendance of board and committee meetings (and preparation for these meetings) and a member’s availability to the company outside these meetings, in times of crisis. Depending on a firm’s level of disclosure, raw attendance can be evaluated easily, but clearly is an imperfect proxy for the quality of preparation for the meetings. Investors also use a director’s overall workload to assess whether this leaves the candidate with enough time and flexibility to fulfill the mandate in question. The OaEC has taken up this latter approach and requires companies to record, subject to shareholder approval, the maximum number of mandates a director can have in the company’s articles of association. The proposed upper thresholds for outside mandates were generally set at quite high levels to retain
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Figure 6: Determinants for voting against the election of a board member.
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maximum flexibility and account for the fact that not all external mandates are equally time consuming. Yet, as the annual election of directors provide shareholders with an opportunity to intervene quickly, these upper mandate thresholds appear—rather—to be a secondary safeguard to prevent overboarding. Unlike the situation in many foreign jurisdictions, no minimum independence criteria exist for regular companies listed in Switzerland. This is, in fact, consistent with research that suggests that formal independence criteria (checklists) are rarely sufficient to capture truly independent behavior. FINMA does, however, set minimum guidelines for financial sector companies: at least one-third of all board members need to be independent, with independent being defined as (i) not working and not having worked for at least two years in any function at the company, (ii) not having been involved as lead auditor for the company within the past two years, and (iii) not having any substantial business relationship with the company. While these may be the most salient principles related to director independence, the market generally also considers criteria such as board tenure in the company, large shareholder representation, or interlocking directorships. The actual work of a board is usually difficult to grasp for shareholders. One way to see the board’s actions explicitly is by looking at CEO turnover. A board should be strong enough to fire a CEO or other executives if the company’s performance remains at a low level. An analysis of the sample reveals that there is indeed significant turnover–performance sensitivity. For example, in the top tercile of relative share price performance (outperformance), the probability of CEO turnover is 12 percent; in the bottom tercile (underperformance), it is 20 percent.20 This is important because such a turnover– performance sensitivity—combined with the fact that after a forced turnover executives tend to find jobs, if at all, at smaller and lower-paying 20 Differentiating forced (board-initiated) from nonforced (usually initiated by the individual) turnover is difficult. The analysis reported here uses all turnover observed in the sample firms from 2007 to 2015. For a discussion of different approaches, see Parrino (1997) and Peters and Wagner (2014).
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companies—can induce substantial incentives for managers (so-called career concerns).



3.2. Current Developments The currently liberal approach with regard to board composition is likely to come under increased pressure from both sides—the legal side and the market. From the regulatory point of view, a topic that will likely be regulated going forward is minimum gender representation on boards of directors. In the currently ongoing revision of Swiss company law, a gender representation guideline is envisioned, requiring that each gender has to have a minimum representation of at least 30 percent on boards of directors. While a minimum representation quota may be reasonable from a sociopolitical standpoint, it is unclear whether an enforced increase in gender diversity actually benefits the value of a company. According to the Survey (2014), only about one-third of investors believe that augmented gender diversity on the board is a relevant factor when assessing board candidates.21 Clearly, should a minimum gender quota become law, companies with the lowest current fraction of female board members will be subject to the largest shock as they will have to adjust the most. It is mainly the smaller companies (companies ranked 21-100 in the SPI) that will be affected the most by such a quota as their median female representation is 16.7 percent, compared to 22.6 percent in SMI companies. Compared to other industries, the financial sector would be affected relatively less by such a 21 There are few studies that rigorously address this issue. Ahern and Dittmar (2012) and Matsa and Miller (2010), for example, find that firms’ value decreased following the introduction of a 40% gender quota for directors in Norway. Even when seen over a longer time horizon, the quotas in Norway have not had any discernible effect on female labor market participation, on the gender wage gap, or on the business education decisions of women (Bertrand, Black, Jensen and Lleras-Muney 2015). As regards the effects of voluntarily appointed women, Schmid and Urban (2015) identify causal effects and provide evidence of a positive effect that the appointment of women to corporate boards has on firm values. Importantly, this positive impact is not driven by women per se, but by the fact that women have, in the authors’ analysis, to navigate a more difficult path to the top.
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new regulation as the median level of female board members in the sample is 20 percent (vs 16.7 percent for all other industries).



The impact of director age and tenure is much more differentiated than the ‘best practice’ suggests. As pointed out in Section 2, the increased representation of foreign investors in Swiss companies will arguably lead to the importation of certain international ‘best practices’. The Survey (2015) revealed that director independence is already today seen as a highly critical issue (see Figure 6). One aspect of independence that may become more important as international investors and their proxy advisors become more influential is length of tenure within the company. There is a perception among some investors and proxy advisors that long tenure as a board member in the same company may eventually lead to the loss of that individual’s independence. This way of thinking is mainly supported by foreign asset managers—in answer to the Survey (2015) 60 percent of which replied that long tenure should lead to an ‘against’ vote at board elections; a notion only shared by 33.3 percent of Swiss investors. This is largely consistent with the voting recommendations of proxy advisors of different origins. The voting recommendations of ISS, which represent an international, mainly Anglo-Saxon governance approach, become significantly more negative when a board member exceeds a tenure of 10 years. And there is already a push in the investor community to decrease this cutoff limit still further to about six years. With an average tenure of 6.1 years across all boards in the sample, companies in Switzerland are, in aggregate, generally already compliant with a 10-year rule, but would have to adjust should this be reduced to six years. However, the impact of director age and tenure is much more differentiated than the ‘best practice’ suggests. In particular, board members can learn by serving on a board for an extended period of time. Moreover, strategic choices require thinking beyond the next (annual) election. Finally, it is conceivable



that long-term board members, precisely because they are more powerful, may act more independently (although, to the authors’ knowledge, no direct empirical evidence exists of this effect). Overall, it is unlikely that fixed tenure limits are optimal, and it is plausible that optimal tenure should be shorter in more changeable environments.22



3.3. Action Points for Financial Market Participants The board of directors occupies a crucial position in a company’s corporate governance framework and, hence, with regard to its long-term value generation. Its composition should be chosen to reflect the particular situation of the company with regard to shareholder structure, global footprint, sector, etc. As a result of the significant heterogeneity of the financial sector, additional regulation will arguably have a particularly distorting impact in this industry if it is not implemented in a differentiated manner. Given the currently liberal regulation concerning board composition, market discipline is a particularly important factor in shaping that composition and will arguably gain even more influence going forward. To guide this market discipline and to ensure that it is based on the right premises, a company should proactively explain to its stakeholders the main reasoning behind its board composition and render the actual work of the board more transparent. Specifically, shareholders currently have to elect a board member based on his or her curriculum vitae alone, as only rarely is additional information provided by the company as to what skills/ knowledge/expertise the new member contributes to the board or based on which criteria the board member can be considered independent in his or her actions and thinking. Indeed, in the Survey (2016) only 19.0 percent of asset managers thought that the information provided on the knowledge diversity of the board was suffi22 See Huang (2013) for empirical evidence that there is an optimal range of board tenure, though he does not discuss what this optimal range depends on. Limbach, Schmid and Scholz (2016) provide evidence, for CEOs (not board members), that optimal tenure is shorter in more dynamic economic environments.
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cient. A similar result was obtained for information regarding a board’s personal diversity (age, gender, origin). Boards generally conduct regular self-evaluations (which are mandatory for financial sector companies) of their work and their members. For shareholders, as owners of a company and electors of its board of directors, the broad outcome of such an evaluation should be accessi-
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ble. Indeed, some companies have begun to provide information regarding the perceived match of currently available skills and those skills required, and what the medium-term strategy is for recruiting board members. While such a disclosure should by no means impair the competitiveness of the company, it gives investors additional confidence and trust in the workings of the board.
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4. Managerial Compensation



4.1. Conceptual Background and Status Quo Human capital’s contribution to a firm’s value is extremely important. The ability to create value (skill) and the willingness to work hard (effort) both play a role. Thus, attracting and retaining suitable managers and employees and incentivizing them properly is an important element of corporate governance. A compensation system can support companies in this endeavor. Of course, the intrinsic motivation of managers and non-monetary incentives (such as the existing social norms in a company) are both prevalent and important; still, incentive systems play a big role in practice. This section of the White Paper concentrates on managerial compensation, as the subject has received significant attention recently. Two major regulatory innovations have altered the Swiss board and executive compensation landscape in the last 10 years: First, the new disclosure rules (from 2008 onward); second, the Abzocker-Initiative (accepted in 2013) and its implementation through the OaEC. Incentivizing managers to create value is challenging because those indicators that are clearly aligned with a firm’s value (such as the share price) are hard to directly control and influence, while those that can be controlled (such as the sales in one’s own division) may not be fully aligned with the ultimate value-generation goal. Specifically, ‘you get what you pay for’: it is a folly to ‘reward A while hoping for B’ (Kerr 1975), and companies need to employ incentive systems where actions and outcomes that are rewarded indeed map to value generation (and



not just higher scores on a balanced scorecard). Also, most activities today involve teamwork, and this poses a challenge for incentive systems that try to induce individual effort [see Hall (2002) for a discussion of these points]. Risk also needs to be considered. Managers—like all other employees and indeed like all other stakeholders—need to see an opportunity to get a return on their (human capital) investment in the company, and if they worry about this opportunity, this may result in distorted incentives. Because of these many dimensions that ultimately shape the company’s culture, compensation has, despite being generally small in Swiss Franc terms compared to a company’s market capitalization, a potentially fundamental impact on how a company fares. Figure 7 summarizes a few key facts on compensation, focusing on disclosed CEO compensation in the 100 largest listed companies:23 • Panel A shows compensation levels. The median CEOs of SMI, SMIM, and small-cap companies in 2015 received CHF 6.9 million, CHF 3.6 million, and CHF 1.2 million, respectively. This is a decrease of 10.3 percent since 2007 in SMI companies, and an increase of 25 percent and 3.9 percent in SMIM and small-cap companies, respectively. • After the most recent financial crisis, both convergence and divergence tendencies can be observed: In 2009, the median CEO of an SMI company received around 2.6 times the 23 More discussion of some of the facts presented in Panels A to C is contained in PricewaterhouseCoopers (2016).
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pay of his or her counterpart in an SMIM company. Since then, this ratio has declined, reaching 1.9 in 2015, implying convergence. By contrast, SMIM companies seem to be moving further ahead of small-cap companies: In 2009, the median CEO of an SMIM company received around 1.8 times the pay of his or her counterpart in a small-cap company. Since then, this ratio has increased, reaching 2.9 in 2015, implying divergence. Panel A illustrates these striking differences by indexing the ratios for both the SMI/SMIM and the SMIM/small-cap to 1 in 2009. (Similar developments can also be observed for other executives and for board pay, not shown in the figure due to space limitations.) • Panel B illustrates the rise of equity-based pay in SMI and SMIM companies. In SMI companies, the median percentage of equitybased compensation has been increasing over the years, from 32 percent in 2007 to 49 percent in 2015. In SMIM companies, equitybased pay increased significantly from 2013 to 2015 and now corresponds to around 30 percent of total compensation. In small-cap companies, equity-based compensation has remained below 20 percent. Executives have built up substantial equity wealth in their companies, creating an additional wealth lever. For example, the median SMI CEO now holds 8.3 times his or her base salary in equity; up from 1.9 times in 2009. Both the rise is equity-based pay and the increasing wealth lever induce stronger incentives to



increase the stock price, but they also expose executives to more risk. • There is evidence of pay-for-performance. As shown in Panel C, in the top tercile of total shareholder return relative to the industry, variable compensation increases year-onyear by 7.5 percent at the median, while it falls by 6.6 percent in the bottom tercile. These median variable compensation changes are relatively small compared to the underlying shareholder wealth changes. However, the range is quite substantial (PricewaterhouseCoopers 2016). • Shareholders are dissatisfied with the level of disclosure by Swiss issuers. Panel D shows that the investors surveyed are generally not looking for more information, but are looking for more relevant information. In total, 85.7 percent of issuers believe they disclosed all relevant information; only 44.6 percent of investors agree. In the Survey (2016), the fraction of investors satisfied with disclosure sank to only 21.4 percent. In other words, issuers and investors consider different information as relevant. The majority of all respondents in the Survey (2016) also perceive the complexity of incentive systems as having increased over recent years.
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To date, compensation has been broadly approved; but issuers should not simply assume that this will always be the case. There are now (at least) three ways in which shareholders can directly exercise ‘voice’ in the context of executive compensation: (1) In advisory votes on compensation reports, shareholders are more critical when there is lack of pay-for-performance—that is, rising variable compensation in the face of below-industryshare-price performance. In such a case, 11.1 percent of shareholders vote against the compensation report. By contrast, when pay is higher and there is above-industry-share-price performance, the against votes account only for 8.4 percent on average. Shareholder dissatisfaction, even at a relatively low level, can induce companies to take action. (2) The binding vote on amounts of compensation for the board and the executive committee are seen as very strong instruments of ‘threat’—and, as discussed above, are arguably too strong in the sense that they distort managerial incentives. However, the Survey (2016) shows that in the case of compensation levels perceived as inappropriately high 48.0 percent of asset managers would reject compensation amounts; a strikingly large fraction. As such, even though compensation amounts have so far been approved with extremely high majorities, this should not simply be taken for granted by issuers. (3) Shareholders can also indirectly influence compensation outcomes by influencing compensation governance—namely, by voting in the elections of compensation committees. The analysis of these elections in Schneider, Wagner, and Wenk (2016) confirms that this vote appears to be currently only of limited use to shareholders as they rarely differentiate between board and committee elections.



4.2. Current Developments Both the regulatory framework and market discipline forces are particularly dynamic in the area of executive compensation. This section
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highlights some possible developments and their consequences for Swiss companies. On the market discipline side, to the extent that Anglo-American investors are gaining in importance in Switzerland, the pay–performance-relationship is also likely to grow in importance. The analysis in Wagner and Wenk (2016) suggests that abnormal compensation (compensation that is not aligned with performance and a firm’s characteristics) has become less prevalent since the vote to accept the Abzocker-Initiative (though it is hard to say whether this is due to the OaEC or to other changes in the governance framework). There are three dimensions that companies need to keep in mind: First, companies would do well to upgrade their compensation reports and annual general meeting materials already today to accommodate the information needs of investors (recall Panel D in Figure 7). Second, the notion of higher pay in good times, lower pay in bad times, may not be aligned with the general Swiss attitude. This is because a higher pay–performance sensitivity would impose higher risk on executives, requiring on average higher pay to compensate for this risk. Moreover, while low payouts in bad times may be appealing, the resulting higher pay levels in good times may attract more attention and may be seen as too high. Interestingly, international investors appear to be altering their views on this subject. While, traditionally, Anglo-American investors have pursued the famous Jensen and Murphy (1990) paradigm of ‘It’s not how much you pay but how,’ there is now increasing recognition among these investors that the trust society has in a company can be eroded by pay practices and pay levels that are perceived as inappropriate, leading to a higher cost of capital and a lower value of the firm in question. Therefore, there is a growing consensus that ‘It’s not only how you pay but also how much’. On the basis of the data presented above, it may nowadays be SMIM, not SMI, companies that are running the (relatively) highest ‘headline risk’ in terms of compensation amounts. Third, like investors, public opinion is looking for an ever higher portion of management compensation to be deferred and dependent on certain minimum performance thresholds. While this extends management incentives
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over a longer period, the deferral duration should be considered carefully: a lengthening deferral period generally leads management to discount this compensation element more heavily, eventually requiring companies to grant very high levels of deferred compensation.



‘It’s not only how you pay but also how much’. In terms of regulation, following the EU’s regulation of the financial sector it is conceivable that the Swiss legislator, too, could mandate requirements on the structure of compensation. Such a scenario will become much more likely if perceived pay excesses and a lack of pay-for-performance continue. While the benefits of caps on variable pay are easily understood, the costs have received far less attention. First, caps are no substitute for otherwise poor pay design and governance. Indeed, such caps may lead to the board becoming more lenient in monitoring the compensation system, or compensation governance overall. Second, caps can, if poorly managed, severely distort incentives—akin to fixed budgets, which induce potentially value-destroying (but fully rational) end-of-the-year behavior [see Murphy (2013) for a range of examples]. Overall, the heterogeneous structure of compensation currently employed suggests that uniform proposals are unlikely to be meaningful, and that they are not supported by market participants; see also the survey evidence reported in Figure 2. Regulatory changes may also affect the process by which pay is set. Some argue that allowing prospective compensation votes is against the spirit of the original Abzocker-Initiative, and therefore, push for a revision of the Code of Obligations that would allow retrospective voting only. While this may be supported by the public, the survey evidence (see Figure 2) indicates that both investors and companies would be strongly opposed to such a step: 70 percent of investors and 81.3 percent of issuers wish to retain the opportunity to vote prospectively on compensation (Survey 2015). Indeed, two thirds of companies have chosen a mixed voting regime—that is, a mixture of prospective (for base compensa-



tion and, for some companies, a long-term incentive program) and retrospective voting (for variable compensation). Disclosure-related topics will be discussed in Section 5.



4.3. Action Points for Financial Market Participants As in all other areas, the authors urge issuers, investors, and policy makers to avoid seemingly simple ‘best practice’ thinking. Drawing on this idea, a few key points follow. Compensation amounts proposed and systems applied by companies need to be easier to trace. The Survey (2015) shows that the disclosure on pay for performance is considered (very) relevant by 90.0 percent of international asset managers—but that only 35.5 percent of Swiss issuers agree with this statement; a striking contrast. It is in the interest of companies themselves to be clearer with regard to the compensation structure and its overall size in order to avoid shareholder dissatisfaction and to preempt potential regulatory action. Note that this is not a call for more disclosure, but a call for more relevant and more thoughtful disclosure.



Compensation amounts proposed and systems applied by companies need to be easier to trace. This is a call for more relevant and more thoughtful disclosure. Simplifying pay practices (and clarifying explanations) would facilitate communication with external stakeholders. It would likely also help internally, as only incentives that are understood can be effective. Also important, the compensation system should be consistent over time to allow for meaningful incentives. But contrary to common wisdom, simpler is not always and everywhere better. Thus, a compensation system should, drawing an analogy to a saying attributed to Einstein, be ‘as simple as possible, but not simpler’. As highlighted above, the compensation system needs to address multiple goals, and
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as such multiple levers are typically needed. In terms of specific compensation designs to optimally align manager and investor interests, dimensions such as risk incentives, the use of equity- and debt-based pay, the incorporation of the cost of capital, and the process of benchmarking have to be considered carefully. As detailed in the following paragraphs, the authors thinking on these topics differs (in parts substantially) from what is currently fashionable. First, with respect to risk, the now popular use of performance shares—where the ultimate vesting level of shares granted depends on certain performance conditions—has essentially the same potentially very large risk-taking incentives inherent to stock options. This may well be optimal in a specific case, but the authors worry that practitioners underestimate the implied risk incentives. Substantial risk-taking incentives can also emanate from plain-vanilla shares for levered companies, such as banks (Chesney, Stromberg and Wagner 2016).24 Second, the rise in equity-based compensation induces stronger incentives to increase the stock price. But it is not clear that managers should only be aligned with shareholders. Rather, it may be optimal to also give managers some degree of debt-based compensation (if the company finances itself with some debt) and widen the scope of their incentives to include consideration of other stakeholders.25 Third, economic value creation requires obtaining a return on invested capital above its weighted average cost of capital. Cost of capital is, however, often missing in compensation systems that focus on internal measurements of value creation. The residual income (economic profit, economic value added) framework26 would, despite possible difficulties in its actual implementation, facilitate engagements with investors considerably. The authors urge compa24 For an analysis of risk-taking and variable compensation programs in Austrian, German, and Swiss banks, see Efing, Hau, Kampkoetter and Steinbrecher (2015). 25 This is already discussed in Jensen and Meckling (1976); Edmans and Lui (2011) formalize this further. 26 See Rogerson (1997) for a theoretical treatment.
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nies not to be discouraged from aiming to implement a simple version. Fourth, benchmarking receives a lot of attention from investors and its calibration is therefore crucial. Besides the obvious (but sometimes contentious) point that companies should, for their benchmark, use companies that are, in fact, comparable in terms of size, complexity, and labor market competition, the authors would add that a compensation benchmarking exercise should account for differences in the compensation structure too. Thus, such an exercise should adjust for different levels of equity-based pay, akin to adjusting the return on equity for different levels of leverage. Many other topics—such as optimal vesting periods or the inclusion or exclusion of extraordinary items—are beyond the scope of this paper.



Differences in compensation structure should also be taken into consideration when benchmarking compensation. As a final reminder, issuers, investors, and policy makers alike should keep in mind that incentives need not be only monetary. Company culture and social norms, for example, play an enormously important role in driving behavior. Little is known at the moment about how companies can actively leverage the power of social norms (for example, to support the implementation of a code of conduct rather than only relying on a ‘values and behavior’ element in a balanced scorecard, as is now typically the case). Ongoing research shows promising opportunities in this regard however; see, for example, Gibson, Tanner and Wagner (2016). Overall, many of the issues related to managerial compensation (both top executive compensation and compensation throughout the corporate hierarchy) are related to value reporting, which is what will be discussed next.
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5. Value Reporting



5.1. Conceptual Background and Status Quo Disclosure and reporting are important elements in a company’s governance framework as only investors who are well informed and informed in a timely manner are able to make sensible decisions. In order to assess the extent to which Swiss companies ‘close the loop’ (see Figure 1), it is not sufficient to consider the compulsory disclosure framework alone. Rather, assessing this dimension requires using the much broader concept of value reporting. Value reporting refers to “the enhanced and improved reporting of companies, oriented towards sharing information about how value is created and distributed” (Eugster and Wagner, 2015, p. 1). Currently, this topic is often discussed in the context of ‘integrated reporting’, but its conceptual ideas have their roots in work done at the turn of the millennium (Labhart 1999; Eccles, Herz, Phillips and Keegan 2001). The idea is that companies can and should provide, besides the required financial statements, additional, in particular also qualitative, information regarding their business model and how the company is organized to optimally support its business case. This information should be addressed to institutional and private investors, and to stakeholders such as, for example, financial analysts or creditors. As the law cannot possibly anticipate what the relevant information will be for each company, much of this information is disclosed voluntarily. Research has shown, however, that value reporting can affect both the cost of capital and the return on invested capital, making it generally a worthwhile focal point for issuers.



Focusing resources where they are most useful requires certain quantitative and qualitative information—information that strong value reporting delivers. First, value reporting can help companies manage the right-hand side of the balance sheet more effectively by providing information to shareholders and debtholders that is clear, relevant, and objective. Of course, releasing information voluntarily to the public can expose companies to competitive disadvantages. However, developing a track record of providing unbiased information helps firms overcome the fundamental information asymmetries that exist between management and investors. Thus, a large body of literature [summarized, for example, in Botosan (2006)] argues that quality voluntary disclosure may make a firm less risky for investors, reducing the cost of capital. As a caveat, this research faces the problem that it is hard to establish causal effects, much in the spirit of Section 1.2; see Eugster (2014) for an example using Swiss data. Overall, a majority of studies do suggest that higher disclosure quality reduces the cost of equity and the cost of debt. Second, value reporting can also be a true value driver on the left-hand side of the balance sheet. Comprehensive and timely disclosure is crucial for internal communication. Employees and
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management can only be properly incentivized if they get accurate and quick feedback on their actions. Similarly, members of the board of directors can only take important decisions if they receive the right, unbiased information. Value reporting can allow and motivate companies to internally analyze and communicate better about where value is generated (and where it is destroyed). Overall, focusing resources where they are most useful requires certain quantitative and qualitative information—information that strong value reporting delivers.27 Generally, it appears that improving value reporting may not lead to guaranteed success, but there also appears to be little downside risk to it. To assess the situation in Switzerland, the authors draw on a unique database maintained by the Department of Banking and Finance (DBF) of the University of Zurich. Each year, all listed companies (and several large non-listed companies) are rated on a comprehensive valuereporting scorecard [with scores from 1 (very low) to 6 (very high)], with around 100 individual criteria spread across 10 main categories. The DBF’s value reporting rating is internationally unique in that it has covered essentially the complete market of listed companies for more than 10 years.28 The discussion that follows concerns the current edition of the rating, published in September 2016, covering 228 companies. The detailed scores for each item of the value reporting rating conducted by the DBF are available (free of charge) to each issuer. This assessment is certainly not perfect, but it is provided in a neutral manner and can provide input for internal discussions at companies regarding their approach to value reporting. An analysis of printed annual reports [see Behnk, Binakaj and Wagner (2016) for more details] shows that 73 out of the 228 companies analyzed (32%) receive a “pass” score (of at least 4 out of 6). On the one hand, this suggests 27 There is little research that directly examines this channeling. Eugster and Wagner (2015) provide evidence using Swiss data. 28 The underlying scorecard and details concerning the rating process are available at http://www.bf.uzh. ch/go/Value-Reporting. The value reporting rating is included, together with a rating of the design of annual reports, in the Schweizer GeschäftsberichteRating, http://geschäftsberichterating.ch/.
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an important improvement over time. In 2003, only three reports were deemed sufficient; three years ago the figure was 25 percent. On the other hand, the fact that only a third of companies pass the hurdle of satisfactory value reporting quality is a clear indication that there is significant upside potential in Swiss annual reports. Figure 8 shows summary statistics (averages and standard deviations) in the 10 main categories. Swiss companies are strong with regards to overall impression (with almost all—93%—of companies obtaining a “pass” grade here). This covers the general structure of the report and the quality of the language used. Also on a positive note, 87 percent of companies provide sufficient background information (a topic not traditionally the focus of financial reporting), for example, on processes related to corporate governance and on important products of the company. Risk information has also substantially improved over time. By contrast, Swiss companies perform quite poorly when it comes to discussing non-financial aspects in the report. A discussion of client and employee satisfaction—including concrete figures and measures taken—is sorely lacking for many reports. And upward trend regarding the quality of reporting on goals and credibility (e.g., growth targets, revenue goals, etc.) may be observed, there is still a lot of room for improvement in this dimension. In particular, concrete goals regarding profitability are too often missing. The quality of value reporting in the context of compensation does not fulfill modern standards of value reporting, by and large. This mirrors investors’ concerns, which were discussed in Section 4. And neither have Swiss companies progressed as quickly as one might think in terms of value reporting online. Corporate social responsibility (CSR), sustainability issues, and environmental and social issues (sometimes considered together with governance under the term ESG risks) are receiving significant attention nowadays, especially for large, multinational companies. In 2016, roughly 75 percent of the 100 largest listed companies in Switzerland issued a separate sustainability report or provided a section in their annual report that was assigned uniquely to the topic of
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Figure 8: The quality of value reporting in Switzerland. Notes: The average quality of 228 Swiss firms in terms of value reporting is split into 10 categories. In each category, 1 represents the lowest and 6 the highest score. The dashed line represents the standard deviation for
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sustainability. Thus, one-quarter of the 100 largest listed companies still do not provide any type of sustainability report. The discussion of sustainability in annual reports is clearly growing, but this is also the area in which there is great heterogeneity in the quality of reports, as can be seen from Figure 8. On average, for the sample of 100 companies, the sustainability report or dedicated section makes up about 9.8 percent of all the pages in the annual report, though for some companies the topic of sustainability can constitute more than half of the annual report. Yet even if companies do provide such reports or a dedicated section in their annual report, all too frequently flowery language dominates—the reports lacking substance in terms of usable quantitative or rigorous qualitative information. Companies are thus urged to provide concrete examples of sustainability projects that the company engages in rather than richly laid out texts with beautiful photographs. This is an area in which the link to the



strategic role of corporate governance is going to come to the fore more and more. Because it is the board of directors that has the responsibility for the company overall, the company’s sustainability strategy (including, but not limited to, the link to compensation systems) and sustainability reporting need to be a topic for the whole board of directors. These matters cannot be outsourced or delegated to some point in the corporate hierarchy. Only when these issues are made the subject of highest-level discussions will the benefits of a value-based management that also pays attention to sustainability risks be realizable.



5.2. Current Developments There is certainly a trend toward more disclosure. Thus, to be more in line with other jurisdictions, there may be a Swiss regulatory push toward more comprehensive disclosure, forcing companies to publish a wider range of key figures and
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general business-related information. But it is not clear whether more is always better. More can also turn into too much, leading to information overload and eventually making it difficult to focus on the really important things. In fact, it is clear that more is not better, keeping in mind the clear statement from investors that, today already, the quantity of information is not the problem; quality is (see Figure 7, Panel D). There is a push in the market—for example via the Global Reporting Initiative or the World Business Council for Sustainable Development—toward more structured and standardized disclosure of Non-GAAP or Non-IFRS items, generally related to ESG. Disclosure in this regard varies significantly between companies and its non-standardized manner makes it difficult to interpret and to compare peers or individual companies to the market as a whole. Indeed, in a first push, the abovementioned organizations are not necessarily aiming for more comprehensive disclosure, but rather for an agreement on the measurement of ESG indicators. Issuers may face an increased demand from investors to disclose certain key figures and to standardize their disclosure to some extent. Indeed, the Survey (2015) shows that 56.9 percent of investors share the opinion that disclosure should be standardized by regulation. By contrast, as seen in Figure 2, 61.5 percent of issuers are opposed to such standardization. The authors note, however, that disclosure is a very broad topic, covering many different layers. Different investors have different views on what, and how, information should be disclosed (e.g., a CSR-focused investor may be more interested in the disclosure of CSR-KPIs than a value investor, who is looking for basic, fundamental data). Therefore, the market may not reach a consensus from which it can actually substantiate its standardization demands.



5.3. Action Points for Financial Market Participants The ‘virtuous cycle’ of governance can only be completed if companies provide insight into where and how value is created; an insight that fosters trust and understanding in investors and



40



other stakeholders. Indeed, reporting is not a one-way street. Through increasing their level of engagement with shareholders, issuers may learn to understand the needs of investors. Thus, there may be additional disclosure which is ‘cheap’ for the company, but helpful to the investor. Strictly standardized disclosure facilitates comparison between companies, but may lead to wrong conclusions being drawn by investors if the mandated performance indicators are not reflective of the underlying business. This issue may be particularly accentuated for banks, which— depending on their business model—are subject to a completely different business structure. Even as standardization progresses, companies need to find ways of explaining the specifics of their business model. In sum, moving from what to why is crucial. While companies are getting better at explaining what they are doing, issuers should be encouraged to communicate why they are doing what they are doing in the area of corporate governance. The comply-or-explain paradigm induces a tendency to stop thinking independently and to rely on exogenously given ‘best practice’. Instead, value is more likely to be generated when a company develops, within a broad, level playing field, a governance system that is, overall, a ‘best fit’ with the company’s strategy; and then explains why it has decided to use that system.
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6. Conclusion This paper summarizes action points for investors, issuers, and policy makers in each individual area in the preceding sections. The main messages to be drawn from the analysis are: • Corporate governance design can support value creation if it fits a company’s specific situation. Uniform best-practice recommendations, ‘tick-the-box’, and too stringent ‘comply-orexplain’ approaches are, therefore, potentially harmful. One size does not fit all. • Not only have shareholder rights been strengthened recently, investors—particularly larger and passively invested ones—are increasingly using these rights. High approval rates at annual general meetings should not be taken for granted. • A fine balancing act is needed if a future version of a Swiss Code of Good Corporate Governance is to be created. On the one hand, such a code cannot be too narrow because it needs to avoid the one-size-fits-all fallacy. On the other, if the Code is perceived as too broad, international investors, used to more stringent codes, might fill the perceived vacuum with regard to clear rules with potentially poorly fitting ‘best practices’ from other countries. Navigating this trade-off successfully will require involving the domestic and international investor communities in the development of a widely accepted stewardship code that reflects the specific Swiss setting. • Members of boards of directors should actively engage with their investors in order to explain their company’s specific case and to make their work as tangible as possible.



the cost of capital, and is simple enough to allow effective internal and external communication. • Only rarely will it be optimal to disclose only what is minimally required by law. Rather, companies should consider the opportunities that value reporting offers in support of value creation. To conclude, it should be noted that the topics discussed in this White Paper should not be considered in isolation. Recalling Figure 1, the central thesis put forward in this paper is the following: Successful governance induces a virtuous cycle of trusting shareholders; a meaningful balance of power of investors, boards, and managers; well-founded and value-generating business choices; and clear communication— leading in turn to deeper trust of businesses from their shareholders and from society at large (which in turn allows companies to ‘breathe freely’ in a relatively broad regulatory framework). Failure of governance induces a vicious cycle of shareholder distrust, imbalances of power in the corporation, distorted business choices, and misleading communication—leading to a greater degree of distrust of companies, both from those who invest in those companies and from society as a whole (which then tightens the framework conditions). Future research is needed to flesh out the detailed conditions under which the hypothesized cycle indeed exists. Because, in reality, things often come to pass when expectations that they will are sufficiently strong, a self-fulfilling prophecy may support the development of these dynamics. It is in this spirit that the authors hope that Swiss financial market participants will opt for the virtuous cycle.



• A suitable compensation system supports the drive for performance while not inducing excessive risk-taking, sets rewards that are aligned with value creation beyond earning
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