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1 Introduction
Managerial pay has attracted a lot of attentionnguthe last few years. The strong

interest in compensation issues is reflected inaiteedemic literature as well as in the
popular business pres8.Previous research has mainly concentrated on ausafien
practices in industrial firms, and most of the sgduse data from the United States.
Recently, the implementation of corporate govereanegulations including stock
exchange listing requirements have led to a gremtarsparency of compensation
practices in public companies outside the US asal this holds for Switzerland as

well.

Our paper is a further contribution to literatureammpensation in the banking industry
outside the US. In particular, we study the compgas practices of board member and
executives of Swiss cantonal banks. The studywagurposes: First, it gives a recent
overview of board and executive compensation prestin Swiss cantonal banks.
Second, our analysis attempts to investigate thim meterminants of compensation
structures within the banks of our sample. In patér, it does not only take into

account firm-specific characteristics that are camiyn related to compensation issues,
but it also integrates a canton-specific factott ibdikely to affect the remuneration

structure of the banks considered.

By the end of 2004, 338 banks were registered iitz8riand® Based on criteria related
to the banks’ strategic position, their geograpmarket and legal form, the Swiss
National Bank (SNB) classifies the banking insatitn the categorigSantonal Banks,

Big Banks, Regional Banks, Raiffeisen Banks, Private Banks, andOther Banks.” In what
follows, we restrict our attention to the cantobahks. Our choice is motivated by the
following facts. First, there is very little empmal evidence on the behavior of cantonal
banks in Switzerlandand given that cantonal banks represent the sdeogest bank
category, there is an apparent need for furtherares in this area. Second, the cantons
are major (and in most of the cases the only) $ludders of the cantonal banks.
Therefore, the cantonal banks belong indirectlghtocitizens of the respective cantons.
Such an ownership structure calls for a high trarespcy of the banking activities, and
this includes the compensation practices of thek®arboard and executive

management. Third, our sample is limited by theilaldity of data. Banks of the

! See, e.g., Murphy (1999) or Core, Guay, and Lar(2@®03) for reviews of the literature.

% See, e.g., the issue no. 40/2005 of the Handelsxgiobr the December 2005 issue No. 21/05 of thissSw
business magazine BILANZ.

3 Bank statistics of the Swiss National Bank (SNB)w.snb.ch.

* More details about the different bank groups cafdind in the appendix.

® See Pedergnana and Piazza (2004) for an anafytsis B4 Swiss cantonal banks over the years fra872003.



different categories cannot be easily compared \e#lch other. A big bank, for
instance, differs from a regional bank not onlyhwigéspect to its business activities and
its earnings structure, but also with respect te thasks, responsibilities and
compensation schemes of the decision makers. tunfamely, banking institutes that
are comparable to cantonal banks and could bedadlun our analysis (e.g. the
Raiffeisen Banks or the Regional banks) have chos¢rio publish their board and

executive compensation figures so far and thergéanenot be included in our analysis.

Our sample includes 22 (out of 24) cantonal baaksl we have data over the years
from 2002 to 2004. We use a multivariate regresi@mework and attempt to explain
board and executive compensation by commonly usedsipecific variables such as
performance of the bank, size, risk exposure, |légah, size of board and executive
committee. In addition, we include a measure ferfthancial power of the canton. In a
second step, we explore to what extent pay is tinkee change in performance. In
particular, we estimate the effect of the changbank performance from one year to

another on the level of board and executive congiens

The main results of our analysis are as followsbhedter bank performance does not
seem to be reflected in a higher board compensdiigtriarger banks pay more to their
board members compared to smaller cantonal bardadBsize has a negative impact
on the compensation of the individual board membarsl the same holds for the
financial power of the cantons. As to executive pensation, bank size and the
financial power of the canton as main executive gaierminants have both a strong
positive effect on the compensation level of exeestin cantonal banks, on average,
Finally, our results provide some evidence thatcamtrast to the bank executives,
board members could benefit from the positive clkaimg bank performance that

occurred over the last two years.

The added values of our work are as follows. thesfirst paper that investigates board
and executive compensation practices in Swiss nahtmanks. While there are a few
studies that investigate compensation issues tédliSwiss companies in different
industries® our study uniquely focuses on the banking indusiscond, our study does
not only take into account firm-specific charactgcs that are commonly related to
compensation issues, but it also includes a caspewcific factor that is likely to affect

® Beiner et. al. (2005), for example, investigaie ttelationship between product market competiiiczentive
schemes and firm valuation for 156 Swiss compdigtsd at the Swiss stock exchange SWX. They firad inore
intensive product market competition is associatgl stronger incentive schemes for managers dadier firm
value.



the remuneration structure in the banks under densiion. Third, while most of the

existing papers focus on executive compensatioy, onir study attempts to investigate
both board and executive compensation practicasallifi our paper reveals some
recent and interesting information about compeasapiractices in the Swiss banking
industry. Given that banking is a highly discretsiness and Swiss people usually do
not like to talk about their salaries, our papemistep in a mainly unexplored but

potentially insightful direction.

The paper is structured as follows. Section 2 dessithe pay determinants included in
our analysis. The data description is in sectiomt3 main results of our empirical
analysis can be found in section 4, and sectiororiclodes. Some supplementary

information are relegated to the appendix.

2 Pay determinantsin the banking industry
This section describes the main determinants ofdo@ad executive pay included in our

analysis.

Performance:

The principal-agent theory suggests that manageaialshould be related to managerial actions
in order to align the insurance motive of the mamagith the wealth-maximizing incentive of
the shareholders (Jensen, 1986). Therefore, mar@eements which are outside the control of
the managers or board members should be excluded fine performance measure. Even
though relative performance evaluation may havegaifgcant impact on compensation, we
assume that market movements affect the bankseisample in a similar way. Therefore, our
performance measures are based on individual bankns. Usually, firm performance is
measured by the (change in) shareholder value Qelgat and Guadalupe, 2005). Given that not
all the banks in our sample are listed at the stoahange, we use the return on the regulatory
required equity before taxes as main bank perfocaamdicator. This measure corrects R@E

for the fact that a bank may hold more reserven thhat is required by the regulator. As an
alternative measure, we use the return on equftydéaxes in our robustness tests.

Size of thefirm:

Several empirical studies provide evidence for aitp@ relationship between firm size and
compensatio.According to Rosen (1982, 1990), the actions 6 multiply over the scale
of his operations, which allows him to accrue renta competitive equilibrium. In a competitive

labor market, more talented senior executives Hoeaded to larger firms since the marginal

" See, e.g., Ciscell and Carroll (1980) for a survey
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productivity of their actions is magnified acrole tower levels of the hierarchy. In our analysis,
we use the natural logarithm of lended funds aaypfor firm size®
Risk:

Several empirical studies have found that bank igslan important determinant of
management compensation (e.g. Evans et al, 199pfkamd Teall, 1996; Saunders et.
al. 1990). The higher a firm’s risk exposure, ctpe higher is the risk of firm failure,
and board and executives need to be compensateniany.

The special case about the banking industry isHigdter risks are already taken into
account by the capital requirements imposed bylatign authority’ The more risks a
bank is taking, the more equity does it need taigeis risky balance sheet positions.
Therefore, we measure bank risk by the equity @yerratio, which is the ratio of the
effective equity holdings over the required eqhitydings as imposed by the regulator.
A higher equity coverage ratio stands for a highegree of security and, therefore, a
lower risk!® Note that standard risk measures such as nonperfgrloans are not
available for most banks in our sample.

Number of board membersand executives:

If decisions are taken by a larger decision uhg,implied responsibilities and risks are
shared among a larger number of persons. Even thoumst of the compensation
studies neglect the impact of board and execuirendittee size, these factors are an
integral part of the usual corporate governancdejimes and compensation committee
charters of international companies. We includesike of the board and the size of the
executive committee as explanatory variables inamalysis. We expect the size of the
board and the executive committee, respectivelyhawee a negative impact on the
corresponding compensation level.

Financial power of the canton:

The financial situation of the canton is likelyttave an impact on board and executive
compensation practices in cantonal banks. The nargee the major, and in most of the
cases the only shareholders of the cantonal b&iken this ownership structure, the
cantons or their responsible government agency bawee control over the decisions
taken within the banking institutes. It is likelyat a canton’s financial situation, among
other factors, plays a certain role, and we ex@egositive impact of a canton’s
financial power on the level of board and executeenpensation in cantonal banks.

We measure the financial situation of the cantgnthb index of financial power. This

8 The logarithmic specification has the advantageeirig less sensitive to outliers (Cufiat and GuaéaD04).

° In Switzerland, the bank regulation authorityie Swiss Banking Federal Banking Commission (Eidgsische
Bankenkommission).

10 See Verordnung iiber die Banken und Sparkasserk¢Baerordnung, BankV), June 2004, Art. 12 ff.



index is used to determine the flows of money betwthe Swiss cantons, and it is
based on the revenue of the canton, the relatiwduaden as well as the share of the

canton that is mountain area.

3 Dataand sample

3.1 Definition of variables
In this section we provide a description of theiafales used in our empirical analysis. Our

compensation data refer to the board as well aheicexecutive committe®.Information on
executive compensation include the total board @regtion, the compensation of the best paid
board member (who is usually the president of thardh), as well as the compensation of each
board member. The latter is computed by dividingltboard compensation by the number of
board members. For the executives, we have totalutve compensation and the compensation
by executive, which is again total executive congagion divided by the number of executives.
Note that the average board and executive compenshfjures are approximations of the
amounts that are effectively paid to the individpatsons. Usually, the members of board and
executive committee do not all receive the sameusingiven that they have different tasks and

responsibilities, which also require varying tin@nitments.

The data on bank characteristics include the returmequired equity as a measure for bank
performance. As noted earlier, we use the returnequity before taxes as an alternative
performance measure in the robustness tests akesutts. Furthermore, the bank-specific data
refer to bank size, bank risk, and the informatidrether the bank is listed at the stock exchange
and the size of the board and the executive cormeifinally, we use the index of financial
power as a proxy for the financial situation of t@ntons. The definitions of the variables are

given in Table 1.

M The executive committee is translated by Gescleitfisig.



Table 1: Definition of variables

totcomp_board Total compensation of all board member

comp_board Average compensation of a board member, definédtalsboard
compensation as reported in the annual report elivizy the
number of board members

maxcomp_board Compensation of the highest paid board member (lysha
president of the board)

totcomp_exec Total compensation of all executives (Mitglieder de
Geschaftsleitung)

comp_exec Average compensation of an executive, definedtas ézecutive

compensation as reported in the annual report elivizy the
number executives

nb_board Number of board members
nb_exec Number of executives
roe_pretax Return on equity before taxes in %, defined a® rmatprofits

before transfers to reserves for general banksigand before
taxes over the book value of equity

rore Return on required equity in %, defined as roe gxretultiplied
by the equity coverage ratio

size Firm size, measured by the natural logarithm of fends
(Kundenausleihen)

equitycov Equity coverage ratio in %, defined as ratio ofeffective equity
over required equity as imposed by the bank reiguisit

dpub Dummy variable that take the value of one if thekogs a public
company and listed at the stock exchange

finpower Index of financial power of the cantons

(average of all cantons = 100)

3.2 Sampledescription

As a starting point, we target all the 24 cantdreiks in Switzerlan Cantonal banks are
defined as banks with a statutory basis under oahtaw, with the canton holding a minimum
of one third of the bank’s capital and the votirghts. Note that the state guarantee, which was
a key attribute of cantonal banks in the past,ammér constitutes an essential characteristic.
Cantonal banks may be established either as pubBttutions or as public limited
companies?

Eleven out of the 24 cantonal banks are listetl@Swiss stock exchange SWX and, therefore,

are forced to publish information on total boardnpensation, on the highest individual board

2|n German this ratio is called Eigenmitteldeckungdg

3 This number has declined over the years. Apart tleemergers of the two respective cantonal bamkise
cantons of Berne (1990), Geneva (1994) and Vaudg)l $he Solothurner Bank, a subsidiary of the far@wiss
Bank Corporation, acquired the majority of sharethe former Solothurner Kantonalbank in 1994. Reriore,
the Union Bank of Switzerland (today’s UBS AG) tomker the Appenzell-Ausserrhodische Kantonalbardairty
1996.

4 Eighteen out of the 24 cantonal banks are pulgiallentities in their own right. Five cantonal bank

are mixed stock companies, namely Banque Cant®Maldoise, Zuger Kantonalbank, Banque

Cantonale du Jura, Banque Cantonale du Valais andu® Cantonale de Geneve. The Cantonal Bank of
Berne became a private stock company in 1998. ISe€lhe Swiss Banking Sector, Compendium

Edition 2004, Swiss Bankers Association.
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compensation as well as on total executive compi@nsaThe other banks in our sample reveal
their compensation information on a voluntary basis
Board compensation data are available for 22 baitsof 24 cantonal banks. The Tessiner
Kantonalbank and the Fribourger Kantonalbank arepaot of our sample. Given that these
banks are not listed at the stock exchange, theyatr required to publish their compensation
data. Complete executive compensation informatien available for 16 banking institutions
only. Therefore, some banks publish informationudbdmard compensation, but do not reveal
the executive compensation figures. The missindgdane all smaller institutions which are not
listed at the stock exchan{eOur data cover the years from 2002 to 2004, but aib
compensation figures are available for all the lsamker the entire time period. Therefore, our
panel is unbalanced. Table 2 reports the struabfirtne compensation data included in our

sample.

Table 2: Number of observations by variable and year

Variable Number of observations

2002 2003 2004 Total
Total board compensation 15 22 22 59
Compensation by board members 15 22 22 59
Compensation of highest paid board member 14 20 22 |56
Compensation by board members without 13 20 22 55
highest paid board member
Total executive compensation 13 16 16 45
Compensation by executive 13 16 16 45

This table shows the number of observations in tndlby compensation variable for each year. Thee staurces are
the annual reports of the banks.

All the bank-specific data, if not noted otherwiseg taken from the annual reports of
the banks. The information on the financial powethe canton is published by the
Federal Department of Finance. Note that the latterable is available for every

second year onlif

3.3 Descriptive statistics
Table 3 shows descriptive statistics of all theialdes used in our analysis. On average, the

banks in our sample spend 659’000 CHF on board eosgiion per year. Each board member
receives 69’600 CHF on average, but as our figuegsal, the differences between banking
institutions are quite large. This is also refleidby the maximum board compensation, which is

the individual compensation of the best paid menadbe¢he board. On average, a board has 10

15 In addition to cantonal banks of Fribourg and Tresisie missings institutions are the cantonal baritse
cantons of Appenzell Innerrhoden, Glarus, NidwaJd@bwalden, Schaffhausen, and Uri.

% The values for the year 2002 in our sample cormespo the index for the period 2002/03, and theiesifor
2004 correspond to the index for the period 2004d5rder to obtain values for 2003, we build éverage of the
index from 2002 and 2004.
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members, and there are 6 executives in the cantmar@{s of our sample. The latter figure
ranges from five to 15.

Furthermore, the return on equity before talR&E amounts to 8.26%, and the return on
required equity before taxd¥RE, which corrects th&®OE for the fact that a bank may hold
more reserves than what is required by the regulestd5.10% on average. The equity coverage
ratio, which is our risk measure, is 166% on averddnis means that the cantonal banks in our
sample hold 1.6 times more equity than would beiired by bank regulations, on average.
Also, 11 out of 15 cantonal banks under considemnadire listed at the stock exchange. Overall,
the descriptive statistics reveal a rather larggatian between the banking institutes with
respect to the characteristics considered, evamgththe banks in our sample all belong to the
category cantonal banks. Finally, our canton-speaieasure of financial power indicates that
the cantons in our sample are slightly less affitlean the average Swiss canton, given that the

latter is normalized to 100.
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Table 3: Descriptive statistics

Variable Mean Median Min. M ax N
(Std. Dev.)

Total board compensation 658.59 560.55  88.39 2'063.2359
(totcomp_board) (454.82)
Board compensation 69.60 59.59 9.82 294.75 59
(comp_board) (52.33)
Maximum board compensation 204.70 170 24.24 1'281.2055
(maxcomp_board) (185.65)
Total executive compensation 2'958.90 2'638.12 1'206.95 7'716.40 45
(totcomp_exec) (1'454.)
Executive compensation 517.90 534.96 169.19 1'103.2245
(comp_exec) (195.22)
Number of board members 9.58 9 7 15 59
(nb_board) (2.39)
Number of executives 571 5 3 15 59
(nb_exec) (2.54)
Return on required equity 15.10 16.21 -55.27 29.66 59
(rore) (11.05)
Change irrore from (-1) tot 4.78 2.18 -3.16 69.82 45
(Arore) (10.51)
Return on equity before taxes 8.26 10.04 -72.72 16.03 59
(roe_pretax) (11.18)
Change irroe from (-1) tot 2.10 0.77 -28.02 82.05 59
(Aroe) (11.47)
Size of the firm 15.80 16.22 14.21 17.79 59
(size) (0.94)
Equity coverage ratio 165.69 166 76 244.1 59
(equitycov) (29.62)
Dummy variable public company 0.55 59
(dpub)
Index of cantonal financial power 94.16 80 30 227 59
(finpower) (48.82)

This table reports descriptive statistics of vaeablsed in the regression analysescomp_board is the total
amount of compensation paid to all board membemsp_board is the total amount of compensation paid to all
board members divided by the number of board mesntmécomp_exec is the total amount of compensation paid to
all executivescomp_board is the total amount of compensation paid to adcexives divided by the number of
executivesnb_board is the number of board membeng; exec is the number of executiveyre is the return on
required equity, defined as return on equity befases multiplied by equity coverage ratiopre is change from
year €-1) tot of the return on required equitsge pretax is thereturn on equity before taxes, defined as ratiprofits
before transfers to reserves for general bankisig and before taxes over the book value of equityie pretax is change
from year {-1) tot of the return on equitysize is the natural logarithm of lended fundsjuitycov is the equity
coverage ratio defined as current equity holdirative to the required equity holdingiub is a dummy variable
and equal to one if the bank is listed at the stoabange and zero eldigipower is an index for the financial power
of the canton (average over all cantons=106¢.N refers to the total number of observations ovethal years. The data
are expressed in 1'000 CHF of 2004. The data sowmoeghe annual reports of the banks and the veels$ithe Federal
Department of Finance. The time period covers gy from 2002 to 2004.

3.3.1 Total board compensation
In order to get an idea about the board compemsétjores of the individual banks, Figure 1

shows for each bank in our sample the total congi@nspaid to the board members in 2004. In

addition, we also report the highest amount paidrntandividual board member, who is usually
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the president of the board. This information istaegd by the grey area in each column. Finally,
the number of board members is indicated as wékke Gantons are ranked according to their
level of total board compensation. Note that thesireer Kantonalbank and the Freiburger
Kantonalbank are not part of our sample. Given thase banks are not listed at the stock

exchange, they are not required to publish thempensation data.

As we can see from Figure 1, the Berner Kanton&llBEKB has the most expensive board,
which receives a total compensation of 1.74 Mio GRE004>" The BEKB is closely followed
by the cantonal bank of the canton of Vaud BCV,chhspends 1.72 Mio. CHF on its board.
The third bank with a relatively high total boardngpensation is the Zircher Kantonalbank
ZKB with 1.53 Mio. CHF. At the same time, the ZKias 13 board members, while there are
only seven and ten persons in the board of the BGd/ the BEKB, respectively. Even though
total board compensation and board size are pekitoorrelated with each other on average, the

board of the bank with the highest and the lowesrt compensation are very similar in size.

Looking at the highest compensations paid to imhigl board members, we observe that the
highest amount of 1.28 Mio. CHF is paid to the mlewst of the BCV. The cantonal bank of
Appenzell Innerrhoden is at the other end of thekiray, with a maximal individual board
compensation of 27°000 CHF only. Finally, therealso a large variation of the share of the
highest compensation relative to total board corsggon in our sample. On average, the
highest individual compensation corresponds totbind of total compensation for the banks in
our sample. While the BCV pays 74.5% of total boeaompensation to its best paid board

member, this ratio amounts to 15 % for the Urnemtkinalbank.

" Recently, the Berner Kantonalbank BEKB introduaecklaborated incentive system with a bonus-mastes
that is unique in the Swiss Banking industry. Bbse profit targets that are ranging over sevesaly, the
compensation values are determined at the endcofyesar. Depending on whether the targets have tne¢or
not, the fixed part of the compensation is redunedp to 50% in case of an underperformance aisdntreased
by up 100% in case of an overperformance. The BE#®nts a very good performance for the year 200dcwis
reflected in the board compensation figures of 2004
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Figure 1: Total and highest individual board compensation in 2004
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This figure shows total board compensation, thedsgmdividual compensation as well as the
number of board members in 2004. The values areessed in 1’000 CHF of 2004. The data
sources are the annual reports of the banks.

3.3.2 Total executive compensation
Figure 2 reports total executive compensation otdstonal banks for the year 2004. as noted

earlier, this information is not available for eigtantonal banks. The missing banks are all
smaller institutions which are not listed at theckt exchange and therefore, do not have to
publish their compensation figures. In addition, weicate the number of executives of each

bank!®

The cantonal banks of the relatively larger and at®re urban cantons pay the highest amounts
to their executives. On average, larger cantortslase larger cantonal banks, and the best paid
executives are, therefore, working for the largemks on average. As we will see later on, bank
size as well as other characteristics play an itapbrrole for the absolute level of
compensation. It is clear that larger banks are mlsre complex institutions to manage, and
generally require more elaborated management skilighermore, executives working in urban

centers such as Zurich or Basel face a largerfsgtobessional outside options compared to a

18 |n contrast to the board compensation figuresetieno rule that forces the banks to reveal thedst
individual executive compensation value. As a cqasace, most cantonal banks do not publish thasnmdition.
In fact, the Ziricher Kantonalbank ZKB has pubdidtihis information already since 2003 (1.33 MiblFdn
2004), and it is for the first time available fhetBerner Kantonalbank BEKB also (938°000 CHF in400
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bank executive in the canton of Jura, for instaaoé, it is likely that this is reflected in our dat

as well.

The number of executives ranges from three foctrgon of Zug to a maximum value of 15 for
the canton of Neuchatel. The average number ofutxes is 6 persons, and this figure does not

seem to be statistically correlated with the nundddroard members.

Figure 2: Total executive compensation in 2004
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This figure shows total executive compensation dsagehe number of executives in 2004. The vahres
expressed in 1’000 CHF of 2004. The data souratharannual reports of the banks.

Up to this point, we have not yet taken into ac¢aosine and performance of the individual
banking institutions as well as other charactesstihat may be important for board and

executive compensation. We will address this igsuke following section.
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4 Empirical analysis

In this section, we investigate the effects of plag determinants as discussed in section 2 on
compensation of board members and executives wathmultivariate regression framework. We
use simple OLS regressions, where we correct faarbgcedasticity and include a constant as
well as time dummies. In a first step, we invedggthe effects of the pay determinants as
described in 2 on the level of compensation. lle@sd step, we estimate pay-for-performance
sensitivities to see whether a change in performdras an impact on the compensation level.
We report the results for board compensation andcw®e compensation in separate
subsections.

In order to test the robustness of our results,camey out a set of sensitivity analyses with
respect to the estimation method and the incluge@bles. The robustness tests are described

in section 4.3.

4.1 Thelevel of compensation
Our main interest is to understand which factoremeine the level of compensation of board

members and executives in Swiss cantonal banksu$®ethe following three compensation
measures: (1) the compensation of board mendwans_board, which is defined as total board
compensation divided by the number of board memb@)y the highest individual board
compensationmaxcomp_board, (3) the compensation of executives, which is coteg by

dividing total executive compensation by the nundfexxecutives.

According to the existing literature and our earkxplanations in section 2, we include the
return on required equityore as a performance measur®ze a measure for bank size
approximated by the natural logarithm of lendeddyn the equity coverage ragquitycov as
proxy for bank risk and finally the dummy variabdipub as explanatory variables in our
analysis. The latter variable takes the value @f ibthe bank is a public company and therefore
listed at the stock exchange, and zero else. bransl specification, we include the number of
board members and executives, respectively, aslditiamal explanatory variable. Finally, our
third specification takes account of the finangalver of the cantons. For this purpose, we use
the index of financial powefinpower as a supplementary right hand side variable. The

regression equations are summarized by expres&ipis (3).
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comp_j, =5, + firore, + [5,size, + S.equity cov, + S,dpub +u, (1)

comp_j, = 5, + Byrore, + S,878, + Sequitycov, + S,dpub, + S;nb, +u, (2)

comp_j,, = B, + Brore, + B,size, + S,equitycov, + B,dpub. + S, nb,
+ 3, finpower, +u, 3

i=1..22 t=1..3 |j=board;exec u, ~N(@©O,0?%)

4.1.1 Board compensation
Table 4 reports the results from regressing boampensation as well as maximum board

compensation on the set of explanatory variablasare expected to affect the absolute level of
compensation. The second column contains the a@stimeesults of model (1), which includes
the performance measure, bank size, risk and thengufor public companies. Interestingly,
bank performance as measured by the return onregheaquity is negatively correlated with the
compensation level of the board members, and #ssltris significant at the 1% level. Larger
banks pay more to their board members, on aveeagkthe same holds for public companies.
Surprisingly, the positive and significant coeféiot of the equity coverage ratio implies that risk
has a negative impact on board compensation. Tdif stands in contrast to the theoretical
literature, which predicts a positive relationshgtween risk and pay. Our second specification
includes the board size as an additional explapatariable. Given the results in the third
column of Table 4, we conclude that the largerhbard is, the lower is the individual board
compensation. This finding may reflect that facitth larger board implies less responsibility
for the individual board member, which stands me lwith our expectations. Finally, we include
the effect of the financial power in our estimatioesults. Interestingly, banks in more
financially powerful cantons reward the board merslless compared to weaker cantons. On
the one hand, this result is surprising becausevaudd expect richer cantons to pay more the
board of their cantonal banks. On the other haeadjirsy on the board of a cantonal bank is a
part-time occupation. This activity may imply adelital benefits including reputation effects for
the board members, and these effects are likelgetanore important in financially stronger

cantons.

In addition to the average individual board compd¢ings, we estimate the model with the
highest individual board compensation as explawvedble. The results are given in three most
rightwards columns of Table 4. Bank performancesdoet seem to have any impact on the
compensation of the best paid board member, andahe holds for bank risk. The positive
effect of size, in contrast, is even stronger tloarihe average board compensation. The fact that
the bank is listed at the stock exchange has omlgak positive impact on the maximum board
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compensation, and this effect is not even sigmtica our third specification. Finally, the
financial power of the canton has a negative imgaegn though we can still explain about 40%
of the variation in the dependent variable, theofithe model is not as good as for our first
regression results for board compensation. Thisbearelated to the fact that other variables not

included in our empirical model may be importanted@inants of the maximum board

compensation.

Table 4: The compensation of board members

comp, Board compensation Maximum board compensation
(€0 I 3 B ) B B € (2) (©)
rore, -1.53 -1.18 -1.15° [ 0.62 1.17 1.29
(0.36)  (0.30)  (0.28) [(1.18)  (1.72)  (1.75)
size, 40.99° 44290 48700 |123.16 128.94 138.46
(7.02)  (7.24)  (7.75) | (30.48) (36.16) (37.92)
equity cov, 0.56" 0.42" 0.43" 1.18 0.93 0.91
(0.20)  (0.15)  (0.15) [(0.85)  (0.71)  (0.74)
dpub, 19.75  26.62° 2491 |5367) 63147 6041
(6.94)  (9.57) (8.82) |(28.88) (39.83) (38.60)
nb_ board, - 768  -6.98 - -1159  -9.85
(2.85)  (2.68) (14.45)  (14.16)
finpower,, - - 022" |- - -0.56
(0.07) (0.26)
F 2347 28.06 2558 [1476 1261 1047
R? 0.51 0.62 0.65 0.39 0.41 0.43
N 59 59 59 55 55 55

This table reports

estimates from OLS regressionshef board compensatiocomp_board and the
maximum board compensationaxcomp_board on the following pay determinantsore is the return on
required equity, defined as return on equity befiarees multiplied by equity coverage ratsize is the
natural logarithm of lended fundequitycov is the equity coverage ratio defined as currenitgdnoldings
relative to the required equity holdingigub is a dummy variable and equal to one if the banlisted at
the stock exchange and zero elde;board is the number of board membefispower is an index for the
financial power of the canton (average over allteas=100).The time period covers the years from 2002 to
2004. The data are expressed in 1'000 CHF of 2004. data sources are the annual reports of the kmrkghe
website of the Federal Department of Finance. Nmefers to the total number of observations ovkthal years.An
F-test is performed for the simultaneous signifiearaf all coefficients.Standard errors in brackets are

corrected for heteroscedasticity. Time dummies@mbtant included:, *, and®” denotes statistical significance at the
10%, 5%, and 1% level.
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4.1.2 Executive compensation

Table 5 reports the results from regressing thecwikee compensation variable
comp_exec, which is defined as total executive compensatiiwided by the number of

executives, on the set of the explanatory variableter consideration. The estimation
results of the first specification, as given inwuh (1), indicate a weak positive impact
of bank performance as measured by the return @uiregl equity on executive pay.
Firm size is the only variable that has a strorgigyificant impact on the pay level, and

similar to board compensation, larger banks payenmtheir executive members.

The second specification includes the number otatkees in the regression equation,
and in analogy to board compensation, this variabla significantly negative effect on
board compensation. Again, this finding matches @xpectations. While the
coefficient of firm size is still highly significan firm performance looses its
explanatory power in this model specification. Hinaour last specification takes into
account the financial power of the cantons. Theemmowerful a canton is, the more
does an executive of a cantonal bank earn, anckti@st is significant at the 1% level.
This result confirms our hypothesis that executirexantonal banks of financially

stronger cantons can benefit from the financial groef the canton, on average.



19

Table5: The compensation of executives

comp__board, Executive compensation
ON (2) 3)
rore, 253 1.84 1.88"
(1.33) (1.31) (1.08)
sze, 232.66 226.64 206.14
(28.73) (29.07) (28.35)
equitycov, 0.65 1.13 0.97
(0.94) (0.97) (0.76)
dpub -26.47 -32.39 -32.90
(34.63) (31.40) (28.48)
nb_exec, - -10.34 -4.98
(4.73) (5.18)
finpower, - - 0.94°
(0.19)
F 13.91 14,51 15.33°
R? 0.77 0.79 0.84
N 45 45 45

This table reports estimates from OLS regressionsthef executive compensation
comp_exec on the following pay determinantsore is the return on required equity,
defined as return on equity before taxes multipligdequity coverage raticgze is the
natural logarithm of lended fundequitycov is the equity coverage ratio defined as current
equity holdings relative to the required equity diogis; dpub is a dummy variable and
equal to one if the bank is listed at the stockharnge and zero elsab _exec is the
number of executiveginpower is an index for the financial power of the canfamerage
over all cantons=100)The time period covers the years from 2002 to 200Mde data are
expressed in 1’000 CHF of 2004. The data sourcesh&ennual reports of the banks and the
website of the Federal Department of Finance. Nhefers to the total number of observations over
all the years. An F-test is performed for the simultaneous signifieao€ all coefficients.
Standard errors in brackets are corrected for b&tedasticity. Time dummies and constant
included.”,”, and® denotes statistical significance at the 10%, 5%, E% level.

4.2 Pay for performance sensitivities
There is a large empirical literature that examiteeshat extent executive pay is related to firm

performancé’ In what follows, we estimate pay-for-performarsamsitivities in order to see
whether the level of compensation is sensitive tthange in bank performance from y¢do
year (-1). In analogy to our former model specificatiom® control for the size of the firm, its
risk exposure, whether it is listed at the stockhexge, the size of the decision unit as well as
for the financial power of the cantons. We estimiiese regressions separately for our two
board compensation measures as well as for theitaxecompetition variable. Equations (4) to

(6) summarize the model specifications.

comp_j, =5, + fArore, + 5,878, + S.equityco, + 5,dpub, +u, (4)

comp_j, =S, + BArore, + 5,876, + Sequityco, + S,dpub, + 5;nb, +u, ()

¥ See, e.g., Jensen and Murphy (1990), Murphy (19886) Rosen (1990) Barro and Barro (1990).
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comp_board, = 3, + SArore, + f,size, + Bequityco, + 5,dpub, + S,,nb,
+ 187 fi npower + U, (6)

i=1..,22 t=1.3 |j=board;exec u, ~N(0,0?)

4.2.1 Pay-for-performance and board compensation
From the results in Table 6, we observe that a ghan performance as measured by the

difference in the required return on equity betwgear (t-1) and year t has a positive and highly
significant impact on board compensation, and hiisls across all our three specification. This
result stands in line with findings of other emgali studies. Note that most of those

investigations use the change in shareholder atune one period to another as a measure for
the change in firm performance. Given that the banlour sample are not all listed at the stock
exchange, we cannot use this variable. Furthernfione size has a significant positive effect on

the compensation level, and the coefficient oflibard size is negative and significant as well
in both specifications where the variable is ineldd As to dpub and finpower, the

corresponding regression coefficients are not 8aanit (in al the specifications). Xxx.

Looking at the results of maximum board compensadi® dependent variable, it is apparent that
the change in performance as well as the firmlsath have a significant positive impact on the
level of the highest individual board compensatiadfi.the other variables do not seem to be

important.

In addition, we also consider a specification whaeereplace the level of compensation with
the change in compensation from ye#y year {-1). Given our data structure, we do not have a
sufficient number of observations for the executteenpensation variable and can, therefore,
estimate this model for the board compensatioratséas only. Without reporting the results, we
find that a change in firm performance as approkithaby Arore has a highly significant
positive impact on the change in board as well aximum board compensation. The
coefficient of size, which is included as additiboantrol variable, in contrast, is not significant



Table 6: The pay-for-performance sensitivities of board compensation

comp, Board compensation Maximum board compensation
1 _ (2) _ 3) _ (1) (2) 3)
Arore, 3.13 2.84 2.75 5.35 4.84 4.63
(0.26)  (0.25)  (2.19) |(243) (222)  (2.15)
size, 27600 3166 3516 |107.36 11423 121.81
(5.08)  (5.47)  (6.26) | (31.55) (34.36) (47.05)
equity cov, 0.22 0.13 0.14 0.85 0.68 0.69
(0.19)  (0.15)  (0.15) |(1.07)  (0.81)  (0.83)
dpub, 10.49 1572 1463 |4447 5376 5135
(6.81)  (7.72)  (7.34 (30.86)  (47.48)  (46.66)
nb_ board, - -5.23 -4.910 |- -9.25 -8.66
(2.19)  (2.10 (18.10)  (17.99)
finpower - - -0.187 |- - -0.33
(0.08) (0.29)
F 61.97 53.86  7.04 19.04 1858  4.26°
R? 0.79 0.82 0.83 0.46 0.48 0.48
N 45 45 45 43 43 43

This table reports estimates from OLS regressionshef board compensatiocomp board and the
maximum board compensatiomaxcomp_board on the following pay determinantsrore is change from
year (-1) tot of the return on required equity, defined as retum equity before taxes multiplied by equity
coverage ratiosize is the natural logarithm of lended funaguitycov is the equity coverage ratio defined
as current equity holdings relative to the requiegdity holdingsgpub is a dummy variable and equal to
one if the bank is listed at the stock exchange zerd elsenb_board is the number of board members;
finpower is an index for the financial power of the canfamerage over all cantons=100he time period
covers the years from 2002 to 2004. The data goeesged in 1'000 CHF of 2004. The data sourcesharamnual
reports of the banks and the website of the Fedeegartment of Finance. The refers to the total number of
observations over all the yearé\n F-test is performed for the simultaneous signifieot all coefficients.
Standard errors in brackets are corrected for betedasticity. Time dummies and constant included, and®
denotes statistical significance at the 10%, 5%, ¥ level.

4.2.2 Pay-for-performance and executive compensation
As we can see from the results in Table 7, a pesithange in the return on required

equity has a negative and significant impact onlével of executive compensation.
Even though banks have performed well from oneopleto another over the time
period considered, this is not reflected in thecetige compensation, on average. In
fact, a better performance has even a negative dmpa the compensation of
executives in our sample. At a first glance, tesult is surprising, and it also stands in
contrast to the results from the board compensatésiables. A possible explanation
for this observation is that executive compensatias been reviewed and corrected
downwards in many companies over the last few yeds® as a consequence of the
higher public interest in this issue. Furthermaieijs also possible that the bank
managers are compensated according the marketstiBnand that the individual firm

performance does not play such an important role.

As to the other variables, firm size has againghligisignificant positive impact on the

level of executive compensation, while the effaftthe other variables included in the
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model are significant in one out of the two speaifions and significant at the 10%
level only. Due to an insufficient number of obs#ions for the dependent variable and
missing values of the financial power index in 200& cannot estimate the third

specification for the executive compensation vadeiab

Table 7: The pay-for-performance sensitivities of executive compensation

comp _Exec, Executive compensation
1_ 2)
Arore, -3.22 -2.70
(0.90) (1.05)
sze, 272.59° 259.11"
(38.57) (40.00)
equity cov, 1.18 1.4
(0.78) (0.80)
dpub -21.05 -32.70
(37.32) (33.27)
nb_exec, - -9.62
(4.53)
F 13.25 16.93
R2 0.83 0.84
N 33 33

This table reports estimates from OLS regressiontheExecutive compensatieomp_exec
on the following pay determinantarore is change from yean-Q) tot of the return on
required equity, defined as return on equity betases multiplied by equity coverage ratio;
size is the natural logarithm of lended fundige is the natural logarithm of lended funds;
equitycov is the equity coverage ratio defined as curreniitggholdings relative to the
required equity holdingsjpub is a dummy variable and equal to one if the banksted at
the stock exchange and zero elde;exec is the number of executiveBhe time period covers
the years from 2002 to 2004. The data are exprassg®00 CHF of 2004. The data sources are the
annual reports of the banks. TReefers to the total number of observations ovethal years.An F-
test is performed for the simultaneous significaoicall coefficients Standard errors in brackets
are corrected for heteroscedasticity. Time dummresconstant included., ", and®” denotes statistical
significance at the 10%, 5%, and 1% level.

4.3 Robustnesstests
We carry out a set of sensitivity tests to cheak ibbustness of our results with respect to the

estimation method, the included variables and éimepding procedure. In a first step, we include
the lag of the dependent variables instead of #laeg for the current year. The results are
mainly in line with the reported findings. Secomee use a fixed effects panel data model to
estimate relationships between the variables ucmiesideration. This method controls for bank-
specific omitted variables by allowing each bank#&ve a separate intercept term. Even though
the number of observations is rather small for tiyjge of exercise, the estimation results
confirm to a large extent our former findings. Ithad step, we use the return on equity before
taxes as an alternative performance measure. Agamresults are robust with respect to this
variation. Finally, we are aware of the fact that sample is rather small. Therefore, we repeat

our estimations by applying the bootstrap techniguget bootstrap confidence intervals. The
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bootstrap involves repeated re-estimation of a matar using random samples with
replacement from the original data. Because thepbagnis with replacement, some items in the
data set are selected two or more times and otband selected at all. When this is repeated a
hundred or a thousand times, we get pseudo-sarttpé¢dehave similarly to the underlying
distribution of the data. Again, the results froootstrapping confirm the main findings of our

analysis.

5 Conclusions
This study attempts to give a recent overview @frdand executive compensation practices in

Swiss cantonal banks. Our analysis investigatesniprtance of firm- and canton-specific

characteristics that are likely to affect board erdcutive compensation in cantonal banks.

On average, a board member of Swiss cantonal kemnis &0'000 CHF per year, and the yearly
compensation of an executive amounts to 518’000 .CHiére are, however, large differences
between the cantonal banks with respect to comgiendavel of board and executives. From
our regression analysis we find that a better h@arkormance does not seem to be reflected in
a higher board compensation, but larger banks pane o their board members compared to
smaller cantonal banks. Board size has a negatipadt on the compensation of the individual
board members, and the same holds for the finapciader of the cantons. As to executive
compensation level, bank size and the financial ggo®f the canton as main executive pay
determinants have both a strong positive effecthencompensation of executives in cantonal

banks, on average.

Our study may provide some interesting findingg,tha results are limited from several points
of view. First, even though our sample includeso@® of the 24 existing cantonal banks, our
data base is rather small. This has to do withfabethat some banks that could and should be
included in our analysis do not report their congagion figures. Also, the banks in our sample
have published compensation data since 2002 onfychwis a rather short time period.
Furthermore, it would be interesting to have maoifermation about the compensation figures.
In addition to the level of compensation, it woblkel desirable to have more information about
the structure of compensation, i.e. cash vs. neh;aquity vs. non-equity based, etc. Also, we
have no information on equity holdings of managard board members.

We are aware of the fact that our study deals witather sensitive topic. Note that the objective
of our work is not to change cultural elementswitZerland or to practice some form of modern
voyeurism, but it is our aim to deliver a substaintiontribution to a transparent compensation

culture in Swiss cantonal banks. This may not didyimportant for financial experts including
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financial analysts and the business press, bilgat@ovides more information to the citizens of
the respective cantons, who are, in the end, threemsof the cantonal banks.
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6 Appendix

The Swiss banking system
The Swiss banking system is based on the concephigkrsal banking, where all

banks can offer the full range of banking servidesreality, however, several bank
groups have become fully or partially specializedcertain areas and offer a limited
number of services. Give some descriptive stasistibout number of banks and the

total of their assets. The banks can be classifi@dthe following group$®

(1) Big banks: UBS AG and the Credit Suisse Group are two ldrdesks in
Switzerland. Together, these two ‘big banks’ ac¢danover 50% of the balance sheet

total of all banks in the Swiss market.

(2) Cantonal banks: There are 24 Cantonal barfkswhich are semi-governmental
organizations with a state guarantee. In accordasiitecantonal law, their objective is
to promote the economy of the respective cantoreyTdre involved in all banking
activities, but have an emphasis on the lendingdambsit business. Despite their close
connection to the state, Cantonal Banks must comply commercial principles in
their business activities. Similarly, ongoing liakzation processes may soon lead to an

abolishment of the state guarantee.

(3) Regional banks and savings banks: These banks are smaller universal banks with
an emphasis on lending and deposit business. Tolentarily restrict their activities to
one region, which gives them the advantage of ocwstoproximity and good

knowledge of local circumstances and regional lassircycles.

(4) The Raiffeisen Group: It consists of affiliated independent banks oigad as a
cooperative, with strong local roots and a histafrynore than a century. The Raiffeisen
banks have the highest number of branches in Svate and they are all affiliated to
the Swiss Union of Raiffeisen Banks, which is resbole for strategic leadership for
the whole group as well as the risk management. Ha#feisen Group is one of
Switzerland’s leading retail banks and has sigaiftty increased its market share over

the past few years.

(5) Private banks: These institutions are among the oldest bank&wiizerland. They
are either individually owned firms, or collectivand limited partnerships. Private

bankers are subject to unlimited subsidiary ligilvith their personal assets. Their

2 See alsdittp://www.swissbanking.org

% There are 26 cantons in Switzerland. For historigasons, three of these cantons consist of twiechatons,
namely Appenzell (Apenzell Ausserrhoden and Appktmeerrhoden), Basel (Basel-Stadt and Basel-Lamalty
and Unterwalden (Obwalden and Nidwalden).




field of activity is asset management, mainly fawvate clients. As a rule, private banks
do not publicly offer to accept savings deposits.

(6) Foreign banks. Foreign-control means that over half of the conymvotes are
held by foreigners with qualified interests. Origihbanks: Europe, predominantly EU
(over 50%), Japan (around 20%). Their fields oivétgtare foreign business and asset

management.

(7) Other banks: This group includes banks with various busindsigaiives, such as
institutes specializing in the stock exchange, stes and asset management
businesses; commercial banks, which are universalkd for which mortgage
investments, commercial loans to trade, industy @mmerce play a significant role,
and finally consumer credit institutes: instituteghich give small loans to private

individuals and the industry.

Table 8: Number and size of Swiss banks (Dec. 31% 2004)
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Bank group Number of Total assets in %
institutes in Bio. CHF

Cantonal banks 24 314.3 12.62

Big banks 3 1643.5 65.99

Regional and Savings banks 83 81.5 3.27

Raiffeisen Banks 1 106.1 4.26

Others 188 313.6 12.59

(Handelsbanken, Bérsenbanken, Kleinkreditbanken,
andere Banken und auslandisch beherrschte Banken)

Subsidaries of foreign banks 25 14.9 0.60
Private bankers (Privatbankiers) 14 16.8 0.67
Total 338 2'490.8 100

This table shows for each bank category as defiggdSwiss Natonal Bank (SNB) the number of
banking institutions, their total assets as webhasr relative share of total assets compared tha
banks in Switzerland. The data refer to De¢! 104, and the data source is the SNB publicatien D
Banken in der Schweiz 2004, Schweizerische Natiamd, Table 1 p. A
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